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Preface

The IMF seminar on trade policy issues, held in Washington on
March 610, 1995, afforded senior officials from member countries,
academics, and officials of the IMF, the World Bank, and the World
Trade Organization (WTO) an opportunity to discuss recent develop-
ments and current issues in trade policy in industrial, developing. and
transition economies, the achievement and impact of the recently con-
cluded Uruguay Round, the role of the WTO, the post=Uruguay
REound agenda, and the role of the Fund in the trade area.

As indicated in the welcoming remarks of Mr. Ouattara, Deputy
Managing Director, one of the IMF's mandates, as defined in its Arti-
cles of Agreement, 15 “to facilitate the expansion and balanced growth
of international trade, and to contribute thereby to the promotion and
maintenance of high levels of employment and real income and to the
development of the productive resources of all members as primary
objectives of economic policy.” A major theme of the seminar was that
further trade liberalization, supported by appropriate macroeconomic
policies and reforms, would foster growth of the new global economy
and benefit the industrial, developing, and transition countries alike.

While recognizing that concluding the Uruguay Round represented
a significant achievement, participants agreed that many issues ne-
mained, both in the implementation of the Round and in further liber-
alization in some difficult areas, such as agriculture, textiles, trade-re-
lated investment measures, and services (especially finangal services),
In addition, new issues such as competition policy, technology policy,
labor standards, and environmental considerations were emerging
that needed to be dealt with. There was general agreement on maost of
the isswes discussed, but there were also a few on which no consensus
was reached.

We are particularly indebted to our colleagues in the IME, the World
Bank, and the WTO, who participated in the seminar and contributed
to the publication of this volume. Special thanks are due to Patrick B.
de Fontenay, who was Director of the IMF Institute at the time of the
seminar, to Chorng-Huey Wong and Naheed Kirmani, who organized
the seminar and served as its moderators, and to Emma Aguiluz and
Sher Sandusky, who typed the manuscripts. Juanita Roushdy of the
External Relations Department provided editorial assistance and coor-
dinated the publication process. Meedless to say, the seminar would

W
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not have been successful without the keen interest and active partici-
pation of all the participants

Jack Boorman, Director
Policy Develogenent ard Review Department

Mohsin S Khan, Director
IMF Fristifute
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Overview

Chorng-Huey Wong and Naheed Kirmani

The 14 chapters in this volume are either papers presented or re-
marks made at a seminar on *Trade Policy Issues,” organized by the
Fund’s Policy Development and Review Department and the IMF In-
stitute and held in Washington on March 6-10, 1995, The seminar cov-
ered a wide range of topics such as the design and implementation of
trade reform; trade liberalization issues in industrial and transition
economies; regional trading arrangements; the results of the Uruguay
Round; institutional matters related to the World Trade Organization
(WTO); and the post-Uruguay Round agenda.

Design and Implementation of Trade Reform

There was general agreement among participants that an outward-
oriented strategy and liberal trade would foster both economic
growth in individual countries and global prosperity. This was par-
ticularly important in a world economy that was becoming increas-
ingly integrated. The main issue related to designing trade reform in
a manner that minimized short-term dishocations of cutput and em-
ployment. Some participants were of the view that, within the context
of general trade liberalization, key industries with future potential
needed to be protected on infant industry grounds; others cautioned
that the historical evidence was that such an approach might be
costly. Participants agreed that prudent macroeconomic policies,
imncluding particularly those geared to avoiding real exchange rate ap-
preciation, were necessary complements to trade reform. The evi-
dence from a number of developing countries and transition
economies was that real exchange rate appreciation, brought about by
large capital inflows or other reasons, could adversely affect the au-
thorities” efforts to pursue further trade liberalization or might even
cause partial reversals in such liberalization. Participants also recog-
nized that fiscal reform aimed toward reducing reliance on trade
Laxes a5 4 revenue source was necessary for effective implementation
of tariff reforms.
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2 Chomnag-Huey Worng and MNaheed Kirmani

Trade Liberalization in Industrial Countries

In discussing trade liberalization in industrial countries, partici-
pants recognized that in the post-World War Il period these countries
had significantly reduced tariffs and other trade barriers, although
there were a number of sectors, such as agriculture and textiles and
clothing, where protection levels remained high, causing difficulties
for developing and transition economies that had a comparative ad-
vantage in those areas. Marticipants were concerned about the exten-
sive use of antidumping measures by industrial countries. Reform in
this area was thus a matter of crucial importance. Also discussed was
the issue of whether industrial countries should continue to pursue the
historical policies of reducing at-the-border trade barriers (“shallow
integration™} or seek to harmonize national differences in domestic
policies that could have implications for market acoess (“deeper inte-
gration™). Most believed that harmonizing domestic policies among
different countries would rémain very difficult due to a variety of rea-
sons including cultural differences. Another question was whether in-
dustrial countries should pursue further global liberalization by a
“multitrack™ {i.e., unilateral, bilateral, regional, or multilateral) ap-
proach or only through multilateral channels. Some participants were
critical of the use by some industrial countries of unilateral and bilat-
eral approaches to market opening in partner countries, because this
effectively put the stronger economic power in a better bargaining po-
sition. While most participants favored the multilateral approach to
further liberalization under the auspices of the WTC, it was poinbted
out by some that seeking agreement on multilateral liberalization
among the large group of members of the WTO could entail time-con-
SUMiNgE COmpromises.

Particular Issues in Transition Economies

There was general agreement that economies in transition needed to
reduce further state intervention, particularly restrictions on exports.
Participants agreed that removal of export barriers should be an inte-
gral part of overall price liberalization, and that well-functioning for-
eign exchange markets needed to be established. A number of partici-
pants expressed concern about antidumping measures by industrial
countries against economies in transition. Furthermore, resort to an-
tidumping measures was also increasing in the economies in transition
themselves as in other developing countries (antidumping petitions
were often initiated by multinational firms). This again pointed to the
meed for stronger multilateral disciplines to contain the abuse of an-
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O rview 3

tidumping as an instrument of protection in all types of economies.
Ideally, antidumping policies should be placed in a competition policy
framework: short of this, antidumping policy should be reoriented
from its current sectoral perspective toward a national perspective, re-
quiring stricter provisions in national antidumping legislation, careful
consideration of the costs to the economy of antidumping measures,
and assigning a formal role to antitrust authorities in commenting on
the competition effects of proposed antidumping actions.

Regionalization of World Trade

The motivation and impact of the proliferation of regional trading
arrangements, including the European Union (EU), North American
Free Trade Agreement (NAFTA), and Asia-Pacific Economic Coopera-
tion Council (APEC), were reviewed. Most participants were of the
view that the trend toward increased regional trading arrangements in
recent years had net trade-creating effects and thus far had been comi-
plementary to multilateral trade liberalization. Nevertheless, a num-
ber of participants expressed concern that growing regionalism could
ultimately adversely affect countries that were left out of the major re-
gional arrangements. To avoid this, it was important that multilateral
liberalization accompany or precede the formation of regional trading
arrangements. Some participants thought that further efforts were
needed to implement transparent and hiberal rules of ongin and that
future multilateral liberalization should address the issue of regional
barriers to trade and investment, including in the form of technical
standards.

Impact of the Uruguay Round and the Role of WTO

Participants generally welcomed the conclusion of the Uruguay
Eound, which would have positive effects on global incomes. It was
pointed out that the benefits of the Round would be largest for those
countries who had liberalized the most. Some participants commented
that, while the envisaged full integration of agriculture and textiles
and clothing into multilateral disciplines was an important achieve-
ment, liberalization in these areas was rather modest or heavily back-
loadied. Recent studies indicated that potential losses for least devel-
oped African countries were likely to be small in terms of preference
erpsion and food import costs. Even so, some participants felt that ad-
equate attention should be given to short-term disruptions that could
be experienced by these countries. At the same time, they emphasized
the importance of appropriate domestic policy responses to maximize

©lnternational Monetary Fund. Not for Redistribution



4  Chorng-Huey Wong and Maheed Eirmani

the net benefits of the Uruguay Round. A number of participants
called upon the international organizations—the Fund, the Bank, and
the WTO—to assist developing countries, particularly the least devel-
oped countries, to identify the transitional costs of implementing the
Uruguay Round in individual countries and advizse on appropriate ac-
tions in terms of both adjustment and financing. Participants also
noted that the strengthening of rules, particularly with regard to dis-
pute settlement following the establishment of the WTO, would have
significant, though nongquantifiable, benefits.

Post-Uruguay Round Issues

Farticipants welcomed further steps toward broadening the bene-
fits of a rule-based global trading system. Subjects identified in the
post=Uruguay Round period as meriting further liberalization in-
cluded agriculture, textiles and clothing, trade-related investment
measures, and services (especially financial services). Some partici-
pants were of the view that new issues such as competition policy,
technology policy. labor standards, and environment needed to be
addressed as part of the post-Uruguay Round agenda. While there
was agreement that attention to these issues would inevitably in-
crease in the future, many participants cautioned against linkages be-
tween trade and labor standards and trade and the environment ba-
cause of concerns that this could be used as a cloak for protectionism.
A number of them preferred that issues not directly related to trade
be considered in forums other than the WTO. Participants agreed
that, to build consensus on the pursuit of further liberalization, poli-
cymakers and the public would need to better appreciate the benefits
to the domestic economy of trade liberalization, rather than perceiv-
ing it merely as a “concession” to be exchanged with other countries’
“concessions.”
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Opening Address 1

Alassane D. QOuattara

It is indeed my pleasure to welcome you to this seminar on Trade
Policy lssues organized by the IMF Institute, headed by Patrick de
Fontenay, and the Policy Development and Review Department of the
Fund, headed by Jack Boorman. I am very pleased that you have been
able to take time from your busy schedules to come to Washington for
this seminar

The seminar is timely because, as you know, the World Trade Orga-
nization (WTO) has just been established and there are many issues to
be discussed regarding the implementation of the Uruguay Round, its
economic effects, and the post-Uruguay Round agenda. More gener-
ally, this i a unigue opportunity for vou bo exchange views among
yourselves, and with the staffs of the Fund, the Bank, and the WTO, on
current issues in trade in industrial, developing, and transition
economies.

What is the role of the IMF in the trade arca? We could say that the
IMF, the World Bank, the WTO, and the United Nations (LIN} system
are the four pillars of the institutional structure of multilateral cooper-
ation for global development, with each having essential and interde-
pendent roles to play. The IMF's direct responsibilities mainly concern
macroeconomic policies, international payments, and exchange rela-
tions, rather than trade relations, which are more the responsibility of
the WTO. But why has the IMF been given the responsibilities it has?
Part of the answer is the objective of promoting international trade.
This is clear from Article | of our Articles of Agreement, which states
that one of the purposes of the Fund is “to facilitate the expansion and
balanced growth of international trade, and to contribute thereby to
the promotion and maintenance of high levels of employment and real
income and to the development of the productive resources of all
members as primary objectives of economic policy.” The Fund has
pursued the purpose of facilitating the expansion of international
trade in four principal ways. First, by promoting the adoption by its
member countries of macroeconomic policies conducive to sustainable
growth. Second, by providing temporary financial assistance bo coun-
tries with balance of payments difficulties, thereby (and | quote again
from Article I) = . . providing them with the opportunity to correct

5

©lnternational Monetary Fund. Not for Redistribution



& Alassane O, Ouatiara

maladjustments in their balance of payments without resorting to
mieasures destructive of national or international prosperity.” Among
such measures o be avoided are certainly trade and exchange restric-
tions. Third, the Fund has promoted the convertibility of currencies,
which has been essential to the development of a multilateral system
of payments and therdfore also to multilateral trade relabions. And
fourth, the Fund, in collaboration with the General Agreement on Tar-
iffs and Trade (GATT), and now the WTO, has promoted trade liberal-
ization in the context of Fund-supported adjustment programs and
Fund surveillance.

The WTO is now responsible for developing and safeguarding the
multilateral trading system, while the Fund remains responsible for
developing and safeguarding the multilateral payments system. The
twio roles are complementary, and the two institutions will necessanily
continue b0 work hand in hand.

The benefits of liberal trade and exchange regimes in terms of re-
source allocation, growth, and welfare, are well-known—as are the
costs of the alternative—and | am sure that this audience does not
need me to elaborate on them. Let me just refer briefly to expenence.

First, in the early postwar decades, following the establishment of
the IMF, the World Bank, and the GATT, there were major reductions
in trade and exchange restrictions. Average tariffs on manufactured
goods in industrial countries were reduced from about 40 percent in
the late 19405 to about & percent four decades later. At the same time,
there was a widespread move among the industrial countries toward
current account convertibility. These developments contributed to a
virtually unprecedented growth of both trade and output, providing a
striking example of trade as an engine of growth.

Second, in the past decade or so many developing countries have
taken unilateral action to reduce their trade and exchange restrictions,
often as part of comprehensive adjustment and reform programs sup-
ported by the IMF and the World Bank. The results of these reforms are
illustrated by some global data. Between 1961 and 1975, the volume of
exports of non-oil developing countries grew at half the pace of ex-
ports by the industrial countries; this relationship has since been re-
versed, so that, for instance, between 1986 and 1993 the volume of ex-
ports of non-oil developing countries grew at an average anmual rate
of 10 percent, compared with 5 percent for the industrial countries.
Moreover, the growth rates in developing countries have clearly been
influenced by their trade strategies. Thus, since the mid-1980s real
GDF in strongly cutward-oriented developing countries has grown
much faster than in other developing countries. In fact, the dynamism
of the outward-oriented, successfully adjusting countries has not only
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1 * Opening Address 7

significantly strengthened the foundations of their own economies but
has also provided crucial support for global growth during the recent
period when the industrial world experienced weak activity. This was
most striking in 1993, when these countries accounted for virtually the
whole of global growth.

Third, in the countries in transition from central planning to market-
based economic systems, where trade and payments have been liber-
alized, and where this has been accompanied by effective macroeco-
nomic stabilization and by other reforms required for markets to work,
positive results have become visible. In fact, positive output growth,
led to a significant extent by exports, was reconded last vear in a num-
ber of countries in Central and Eastern Europe, including Estonia,
Hungary, and Poland among the countries represented here today. Im-
pressive progress has also been made by a number of countries in tran-
sition in Asia, motably China, on the basis of outward-oriented
strategies.

S0 the lessons of experience are clear. Nevertheless, over the last
decade prior to the conclusion of the Uruguay Round, we have seen,
especially in industrial countries, a proliferation of new nontariff bar-
riers, including quotas and voluntary export restraints, as well as an
increased tendency toward countervailing and antidumping mea-
sures. Regional initiatives have proliferated, and there has been a
growing tendency to manage trade relations through unilateral and bi-
lateral approaches. These trends have no doubt been encouraged by
periods of weak growth, by persistently high unemployment in in-
dustrial countries, and by new competitive challenges arising from
globalization and the dynamic trade performance of some developing
countries. Unfortunately, we have been learning again that while de-
fensive trade policies feed on cconomic weakness, economic weakness
is exacerbated by the ensuing protection.

The eventual conclusion of the Uruguay Round was a testimony to
the commitment of participating countries to check these protectionist
trends and tustrengthen the liberal trading order. During the next few
days, vou will discuss the agreements reached by, and the likely im-
pact of, the Uruguay Round, as well as trade policy issues for the
19%0s. Here, | would just mention a couple of points.

First, trade liberalization in any country needs to be supported by
appropriate macroeconomic and other structural policies. Sound fiscal,
monetary, and exchange rate policies can help ensure that a country”s
balance of payments and reserves are sufficiently strong to withstand
the short-term presswres that may arise as a result of liberalization.
This point becomes increasingly important as capital markets are glob-
alized, because the balance of payments position and the exchange
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B Alassane D, Ouattara

rate can change dramatically within a short pertod of time, as a result
of changes in foreign investors’ confidence. The recent financial crisis
in Mexico is a case in point.

Among the structural policies that are complementary to freer trade,
| would emphasize labor market policies. In many industrial countries
where structural unemployment has grown to unacceptable levels
over the past two decades, there is now greater recognition of the need
to take action to improve labor market flexibility and to ensure that
new jobs can replace old ones that inevitably will surrender to the
forces of competition.

The second point | would like to make is that unilateral trade liber-
alization and regional trade agreements can realize their full benefits
only in the context of a liberal, rule-based, multilateral trading system.
Ag | mentipned earlier, many developing countries and economies in
tramsition im recent years have benefited from unilateral trade liberal-
ization. But these countries also need acoess to markets in other coun-
tries to ensure the success of their adjustment efforts, and this can be
gained through multilateral agreements that remove protectionist mea-
sures, Similarly, regional trade agreements can provide their members
with benefits through trade creation and the creation of new opportu-
nities for economies of scale. There is also the serious risk, however,
that they divert trade away from third countries by discriminating
against them. A strong multilateral system is necessary to ensure that
regional agreements remain outward-oriented and are consistent with
and complementary to the objective of global free trade.

The conclusion of the Uruguay Round will lead to significant
progress in many respects, but | would like to emphasize that many
obstacles to free trade remain and new issues, such as labor standards
and environmental considerations, are emerging that could affect the
trading order. The Fund will be collaborating closely with the WTO to
seek to ensure that appropriate policies are pursued at the national and
global level to keep the world economy open and strong,
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Introduction 2

Jack Boorman

As Mr. Ouattara’s remarks have suggested, we in the Fund have
been devoting increasing attention to structural reforms as a necessary
complement to macroeconomic stabilization in the design of Fund-
supported adjustment programs, and more generally in the advice that
the Fund provides to member countries in the context of its surveil-
lance responsibilities. Over recent years, in fact, the most successhul
Fund-supported adjustment programs have been those that have had
a medium-term fecus with corresponding emphasis on structural re-
forms, including in that context trade reforms, which are crudial. To
further that effort, the Fund, the World Bank, and the new WTO must
increasingly complement each other in assisting countries in their
trade liberalization efforts, The Fund’s own perspective in such efforts
is to integrate trade reform with comprehensive macroeconomic ad-
justment programs, taking account of the many links between trade
and macrosconomic policies. We all know that inappropriate macro-
economic {including exchange rate) policies can constrain an econ-
omy’s ability to compete abroad and could also generate protectionist
pressures at home. Trade policies, in turn, can affect macroeconomic
policies through their impact on fiscal balanoes, on the balance of pay-
ments, and on the exchange rate. The fact is that exchange and trade
restrictions often operate as substitutes, and progress in one area can
be hampered by developments in the other.

We hope this seminar will provide an occasion for us to share our
rich and diverse experiences concerning the design and implementa-
tion of trade reforms. We very much look forward to a produchve ex-
change of views from the different perspectives that all of you bring to
the issues and problems involved. By combining analytically sound
economic policy with a sharpened appreciation of political and ad-
ministrative realities, we can together come up with good, workable
programs for trade reform.

Omnie of the questions we in the Fund frequently face in the context
of our surveillance discussions with members—and even more 5o in
the discussions on Fund-supported adjustment programs—relates to
problems of access to foreign markets. This cuts both ways—indus-
trial countries are concerned that the level of trade barriers in devel-

9
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10 jack Booermnan

oping countries remains high, but developing countries themaelves
often complain that their efforts to open markets are discouraged by
the impediments they face to access to industrial country markets for
their exports. The Fund does take a keen interest and has an impor-
tant stake in promoting open markets, not only for the sake of world
tracde but also for the sucoess of the adjustment efforts of pur devel-
oping members and our transition member countries. Anecdotes
abound in this area. In the course of negotiations of Fund-supported
adjustment programs, all too often we hear about the impediments
that developing and transition economies face in brying o expand
their access to industrial country markets. When we raise this issue in
the context of our surveillance discussions with our industrial coun-
try members, we sometimes hear protestations about the openness of
their markets. There is a meed bo improve the transparency of trade
regimes, and also to bring attention to the inconsistencies in some
country policies in this area—Ffor example, provision of inancing and
promotion of adjustment would be more fruitful if the reforming
countries were allowed to freely export their products, That is one of
the perceptions that a dialogue in a seminar of this nature, | think, can
help to foster.

Ower the next few days we will also be exploring the effects of the
Uruguay Round on the world economy, inclueding in the areas of mar-
ket liberalization, strengthening of rules and institutions, and extend-
img rules to new areas. Many of you, we know, are in excellent posi-
tions to monitor the effects of the Bound on vour own countries and to
advise on the necessary policy measures to maximize the Kound's ben-
efits. We are keen to hear your assessment of the areas that require par-
ticular adjustment in light of the Uruguay Round agreements. We in-
tend to devote the necessary attention to monitoring the economic and
financial irmpact of the Round on individual countries, particularly on
their balance of payments adjustment and financing needs. This is par-
ticularly important in light of the concerns of a number of our member
countries and the potential adverse impact on fond import costs and
on the erosion of preferences. In various forums, including the Devel-
opment Committee, there have been calls by individual countries to
consider creation of new facilities to address the potential costs of the
Uruguay Round. At this stage we believe that the Fund is well placed
to assist countries in meeting their possible balance of payments fi-
nancing needs due to the Round. But we are anxiows to hear your
analysis of the potential problems in this area, in your own countries,
or more generally. And we are willing to keep an open mind about the
necessary actions that the Fund must take to assist its member coun-
tries, if suggested by future developments.
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As a result of the Uruguay Round and the establishment of the
WTO, strengthened collaboration between the Fund and the WTO has
acquired greater significance. You will be hearing from representatives
of the WTO during this week. The Fund and the new WTO, which
share common objectives, need to ensure that they give consistent pol-
icy advice to their members and to avoid cross-conditionality and also
to ensure that trade and macroeconomic policies are coherent, mutu-
ally reinforcing, and contribute to a strong and open global sconomy.
In the months ahead, we in the Fund, together with representatives
from the WTO, will be exploring the cooperative mechanisms that are
needed for the bwo institutions to achieve these objectives. Of course,
the goal of coherence and consistency also needs to be achieved at the
national level—this topic deserves your particular attention, both at
this seminar and in your work in your own countries. This is reflective,
for example, of the point that | made regarding transparency in trade
sysbermns, You cannot have the trade minister sayving one thing and the
aid minister saying another, and still expect bo have consistent and co-
herent policies across countries.

While the Uruguay Round has made significant progress in a num-
ber of areas, obstacles to freer trade and investment remain. The low-
ering of these barriers will need to feature in the post-Uruguay Round
work program. In addition, new aspects have emerged concerning the
interface between domestic policies and trade policy objectives—for
example, in the areas of competition policies and the promotion of im-
proved labor and environmental standards and practices. The multi-
lateral system will need to respond effectively to these challenges,
while avoiding exploitation of the new issues by protectionist
inberests,

Finally, | hope this seminar will increase our common awareness
and appreciation of the various Irade issues—current and prospec-
tive—that need to be addressed, as well as provide guidance on how
best the Fund and its member countries can tackle these issues in the
context of a cooperative framework. 1 look forward to the active par-
ticipation of all of you in this seminar.
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An Overview of Recent
Trade Policy Developments

Naheed Kirmani

This paper gives you an overview of the main topics that we are
going b discuss during the week, against the backdrop of recent de-
velopments in the world trading system. A number of these issues will
be discussed in mone detail in subsequent papers.

In the perind 1990-94, five main themes can be identified in devel-
opments in international trade policies. First, multilateral trade nego-
tiations under the Unuguay Round were going on. Second, the trend
toward regional integration intensified. Third, unilateral—or what
trade megotiators call “autonomous™—liberalization was being pur-
sued as part of the economic reform efforts of developing countries
and economies in transition (but was relatively limited among indus-
trial countries). Fourth, trade frictions escalabed (particularly prior to
the comclusion of the Uruguay Eound) both among industrial coun-
tries and between industrial and developing countries; indeed, such
frictions emerged also on a south-south basis among developing coun-
tries. Fifth, as mentioned by the earlier speakers, new issues de-
manded more attention from the international community; these re-
lated to the links between trade policies and domestic policy
issues—such as competition policy, labor standards, and environmen-
tal issues—a harbinger of the shape of future international trade pol-
icy discuskions.

I will say maore on these themes later on. But before that, it would be
interesting to briefly review the longer-term structural changes that
have been influencing the global trading system, and which have in di-
rect or subtle ways shaped the themes of the 19%s.

A remarkable phenomenon of the past several decades is the global-
ization of production and investment. Globalization means that the
world is getting more integrated, it is getting smaller, and certainly
trading conditions are getting to be much more competitive. As com-
panies go global and intra-industry trade increases, the distinction be-
tween “foreign” and “domestic,” or “border” and “nonborder” 15 not
a5 simple as it used to be. A company may originate in country "A,"
may locate in country “B,” may source its materials from countries “C*
and “D." and may export to countries “E” and “E” Globalization im-
plies that it is difficult for countries to pursue isolationist strategies

12
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consistent with sustainable growth. The trend toward integrated ex-
change, trade, and capital markets has gone too far to be easily re-
virsed without damaging the world economy.

Rapid technological change has facilitated globalization. True, tech-
nological change has always been going on to a certain extent—but its
scope and speed in recent decades has been awesome. It has con-
tributed not only to greater efficiency but aleo to a more competitive
and riskier environment. If a firm does not keep up, the risk of bank-
ruplcy is much greater than in earlier decades. Rapid techmological
change also affects the ability of governments to successfully intervene
in the market. Governments have generally been poor at picking “win-
ners” in the past, but rapidly changing technology has made the selec-
tion even riskier.

Another notable development is the greater diversification in the
world trading structure. This also has been happening gradually, but
the results have become much more striking in this decade and are
likely to become even morne &0 in the next. Many of the advanced de-
veloping countries have turned into economic power bases that as a
group have the capacity to fundamentally affect the course of the world
economy and world trading patterns, Together, these countries are in a
position to mount a strong challenge to the established economic power
base of industrial countries. An interesting element of the new trading
powers is that zome of them have become very strong in partcular ac-
tivities while continuing to experience low per capita income on an ag-
gregate basis.

I would also mention a particularly important structural change that
is taking place that will have profound effects on the world economy.
I refer, of course, to the major ransformation that is going on in the
economies in transition as they shift from the command economy
model to one based on market forces. In Eastern Europe the transfor-
mation started earlier and has made considerable headway. In the
Baltic countries, Russia, and other countries of the former Soviet
Union, it is in process and progress has been uneven. These economies
are coping simultaneously with major institutional and structural
changes and major stabilization efforts—indeed, a whole new way of
doing things is underway. The process involves tremendous difficul-
ties but also holds great promise. No doubt there are still lots of things
to sort out, but once stabilization is in hand and the initial stages of the
transformation are completed, it will become more apparent that the
Baltic countries, Bussia, and other countries of the former Soviet Union
and Eastern Europe have tremendous potential; potential that will rep-
resent new challenges to the established players in the world trading
system. Integrating these countries into the multilateral trading sys-
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tem in a manner that is both speedy and smooth is an exciting chal-
lenge to all concerned. The end of the cold war has also brought other
changes in its wake. For example, the United States has decided to give
commercial objectives relatively greater priority over strategic and po-
litical considerations than in the past—this haz important implications
for the conduct of its trade policy

Those are some of the longer-term structural changes that are affect-
ing the world trading system. Coming back now to the five themes
characterizing the first part of the 1990z, let me elaborate a little.

Regarding multilateral liberalization, during 1986-93 the most am-
bitious multilateral trade negotiations in the history of the GATT took
pPlace under the Uruguay Round. This Round was different from other
rounds in the scope and breadth of its coverage. It not only encom-
passed liberalization in traditional areas, such as tariff reductions, but
also addressed seriously some of the old issues that had defied resolu-
tion in the past—specifically agriculture and textiles and clothing,
MNormal GATT rules in these sensitive sectors were either nonexistent
or not applied (indeed, GATT actually sanctioned restrictions through
mechanisms such as the Multifiber Arrangement). The Uruguay
Hound went even further to cover “new” areas, such as intellectual
property rights and services. In the coming sessions you will have an
opportunity to assess the accomplishments under the Uruguay Round
and its likely economic impact.

In early 1994 when the Fund staff was preparing its assessment of
inbernational trade policies for the Executive Board,! most quantitative
studies on the Uruguay Found reported aggregate global welfare
gains in a relatively narrow range of about 5200=275 billion (at 1992
prices) once the full effects of the Uruguay Round were realized (in
about ten years). During the latter part of 1994 and in early 1995, as de-
tails of the actual commitments of countries became available, new
studies on the Uruguay Round (by the World Bank, the Organization
for Economic Cooperation and Development (OECD), the GATT Sec-
retariat, and by academicians) produced a much wider range of bene-
fits of global welfare gains (525-510 billion). The wider range reflects
differences in modeling assumptions. Some of the realized benefits
from actual liberalization will clearly be less than expected carlier (e.g.,
in agriculturel. Incorporation of some dynamic effects results in much
larger estimates of welfare gains. Whatever is the “correct™ quantifica-

Subsequenily published i the IWMFs World Econamic and Financial Surveys sevies aa [n-
drrmafiond! Trasds Podwws, Vol |, The Wrugpssy Rownd and Bogomd: Promopal i, Val. 1], The
Ulrugudy Bound anad Boyosd. Backgeound Papers (Washisgton, 1994)
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tion, the most important thing to remember is that in the absence of
agreerment on the Round, the counterfactual would have been decid-
edly undesirable. Given the escalation of trade frictions that were oc-
curring, there would have been an erosion of confidence, a very sig-
nificant deterioration in the world trading environment, and a possible
shde into inward-looking protectionism and regional blocs,

I will ot go into details of the Uruguay Round at this bme, but |
would like to mention two issues that many Fund member countries
{particularly our developing country members) are concerned about—
namely, the impact of the Round on the erosion of preference margins
and on the cost of food imports. The Fund staff's qualitative analysis
suggests these costs are not likely to be major, at least in the aggregate.
A closer look at preferences suggests that they are used most by ad-
vaneed developing countries, who probably need them the beast; in
any case, these countries stand to lose their preferences through the
“graduation” process. Regarding net food importers, the more recent
studies on this aspect point o very small increases in food import
prices as a result of the Eound, and even these changes are spread over
a number of years. While our analysis does not suggest significant
global problems on these two counts, there may well be significant ef-
fects on particular sectors or on particular countries. While we do not
want to be alarmists about the problems, we would neither want to ap-
prar dismissive of the concerns of developing countries. Hence in our
work—and hopefully you will do the same in your own countries—
we need to monitor the impact of the Uruguay Eound on individual
countries. We plan to do this in the context of our regular survelllance
activities (through Article I'V consultations).

My second theme was the trend toward regional trading arrange-
ments (RTAs) Last yvear we studied this topic and found to our amaze-
ment that there are close (o a hundred ETAs, excluding arrangements
where preferences are nonreciprocal (.., one-way arrangements, such
as the Generalized System of Preferences (GSP)). Some RTAs have
been on the books for a long timve but are not active. Many others have
been reactivated, and many new ones have been established. When we
think of “regional integration,” our minds immediately recall the big-
ger, more well-known ETAs such as the European Union and the
Morth American Free Trade Agreement (NAFTA). But there are many
others, some formed between two countries, others by three, four, or
maore members.

Does this proliferation of KTAs mean that the world is going re-
gional? If so, should we be worried? These are frequently asked ques-
tions, and the answer may have been less positive in the early 19905
than it is today. In the early 19905, thene was considerable concern that
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a Uruguay Round agreement might not materialize and the world
would divide into three blocs—one in Western Europe centered
around the European Union, the second in the Western Hemisphere
centered around the United States, and the third in Asia centered
arpund Japan (although Japan is not currently a member of any KTA
except for the Asia-Pacific Economic Cooperation Council {(APEC)—
which is not strictly a free trade aneal. The fear was that these three
Blocs would “war™ with each other on the trading front. And countries
not belonging to any of the three blocs (e.g., the Middle East) would be
left to fend for themselves or, worse, be caught in the crossfire.

With the conclusion of the Uruguay Round, the increase in regional
arrangements appears less threatening. The IMF has analyzed the
growth in RTAs and has not found major shifts toward inward protec-
tionism (the case of the European Union®s Common Agricultural Pol-
Wy 15 an exception). Indeed, KTAs have generally developed concomi-
tantly with the growth of trade with nonmembers. This partly reflects
the fact that regional liberalization has proceeded alongside unilateral
liberalization (on a most-favored-nation (MFN) basis), or with GATT-
sponsored multilateral liberalization, or both. For instance, KTAs have
proliferated in Latin America but they were accompanied in the 19805
and the garly 1990s by policies geared toward eliminating quantitative
restrictions and sharp reductions in previously high tariffs, both on an
MFN basis. This reduces the scope for trade diversion and inward in-
tegration behind high protectionist barriers. The economies in East
Asia are integrating naturally, without much reliance on formal RTAs
to bring this about.

While the evidence of the recent past suggests that RTAs have not
inhibited increased world trade and global integration, one cannot
afford to become complacent about regional integration. We need to
continuously monitor how regionalism develops, so that the trade-cre-
ating aspects of KTAs are maximized. We have identified a list of char-
acteristics that should be associated with “good™ RTAs. These charac-
teristics call for adherence, at a minimum, to the requirements of GATT
Article XXIV—that is, RTAs should cover substantially all trade and
should not increase restrictions on third countries. We would suggest
that they go bevond this minimum bo include other features: for ex-
ample; that MFM liberalization precede or accompany new ETAs and
that they have liberal rules of origin and liberal accession provisions
for potential new members, Good regional armangements ane those that
are a stepping stone toward more global liberalization—the ultimate
goal remaining an open multilateral trading system.

The third theme [ had mentioned was unilateral trade liberalization.
Unilateral liberalization has been a hallmark of the reform efforts in
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developing countries and in the economies in transition. This has es-
pecially been the case in Eastern Europe and in Latin America, but also
to a considerable extent in Asia, Africa, and the Middle East. Some of
the aspects of this trend of unilateral liberalization will be discussed in
the session on the design of trade reform. There has been a remarkable
sea change in developing countries’ attitudes toward trade reform that
appears roobed less in ideology than in pragmatism. The strategy of in-
ward-looking protectionism, and growth based on import substitu-
tion, proved to have limits. Hence, more and more developing coun-
tries are trying the outward-oriented approach. Unfortunately, only a
few industrial countries (e.g., Australia and New Zealand) have un-
dertaken broad-based umnilateral trade liberalization in recent years.
Most other instances of unilateral liberalization in industrial countries
have been in specific sectors or in limated arcas, as most industrial
countries have preferred the roubtes of multilateral or regional
liberalization.

My fourth theme was the escalabion of trade frictions. Many of the
cases of trade tensions between the European Union and the United
States in the late 1980s and the early 1990s were testing the ground for
the eventual agricultural agreement in the Uruguay Bound. The trade
frictions between Japan and the United States (as well as with the Eu-
ropean Union) were generally of a different nature, related maore to
market access problems stemming from competition policy issues or
intangibles such as “attitudes™ or “the way of doing business.”
Motwithstanding the escalation of disputes in the 1990s, industrial
countries’ resort to trade restrictions remained stable, as measured by
the percentage (about 14 percent) of industrial countries” imports sub-
ject o nontarill measures. The fact that this ratio has not risen is en-
couraging but, of course, we would very much want it to decline.

Within the category of nontariff barriers, resort bo measures such as
quotas and voluntary export restraints has been declining. Howewver, it
is most discouraging that recourse to antidumping duties has been in-
creasing. The antidumping instrument today can hardly be regarded
as a defense against predatory practices, but rather as an instrument
used in lieu of safeguards. Politicians have often considered that it is
easier to sell liberalization domestically if there is some safety valve re-
maining by which to occasionally appease domestic lobbies—and an-
tidumping has become the preferred instrument for doing so. But the
risk is that the use of the antidumping weapon can get out of hand
fairly quickly. Indeed, we believe such use has already grown too fast.
There is a risk that developing countries will start emulating the un-
fortunate behavior of industrial countries in this respect. In fact, this is
already occurring as many developing countries are trying to set up
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their own antidumping instruments so that, as they liberalize, they
have this particular mechanism ready at hand to play around with. Re-
grettably, the Uruguay Round lost a golden opportunity to reform an-
bdumping rules, although it did bring about some marginal improve-
mients. Current practices regarding antidumping are too complex and
imsufficiently transparent to provide reassurance that it is not simply a
mechanism for old-fashioned protection.

Finally, 1 want to briefly touch upon the post=-Uruguay Round
agenda—ithere is a separate session on the topic in this seminar, As tra-
ditiomal trade barriers come down, attention is focused om mew kinds
of issues affecting market access. This is hardly surprising. If tariffs are
reduced and quantitative restrictions are eliminated, but market access
continues o be impeded, it is only fair o ask whether there are do-
miestic (rather than border) measures that are responsible. Perhaps
competition policy is not being enforced properly, or the appropriate
instruments have not been developed—if o, it 18 possible that compe-
tition policy is effectively favoring domestic industries over foreign
production. These questions are being increasingly asked as the mar-
ket-access effects of domestic policies begin to be scrutinized. This is
also part of the study of the so-called Japan problem. Japan has few
visible border restrictions, but foreign firms experience difficulties in
entering its market. Hence, the effectiveness of Japanese competition
policy is increasingly being questioned by its trading partners. You
will have a session on industrial countries, and some of these aspects
are likely to be raised. Domestic policies toward foreign investment
alzo influence market access, Hence, trade-related investment policies
and the need for new multilateral rules on investment (particularly
foreign direct investment) are also issues for the new trade agenda.

Another new issue is the interface between trade and environmen-
tal policies. The world is becoming increasingly sensitive to the need
to preserve the environment—and indeed this should be a subject of
utmost importance. The environmént quiestion hazs become linked
with trade in part because some feel that trade (and growth) can cause
environmental damage, in part because the trade instrument is a po-
tentially handy sanction mechanism to enforce desirable changes in
environmental policies, and in some part because it is a convenient de-
vice to cloak protectionism in the guise of environmental concerns.
How the trade-environment nexus is worked out in the multilateral
arena could have important repercussions on the conduct of fubure
trade policies. Similarly, issues related to improvements in labor (so-
cial} stamndards, and the possible role of trade policy in this area, are
being debated in the international community.
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The traditional view ascribed the role of trade policy to affect re-
source allocation and to provide a certain level of protection to do-
mestic producers. In practice, trade policy has been used for other pur-
poses, too—rfor fiscal reasons, as a source of revenue; for balance of
payments reasons, particularly by developing countries; for incomse
distribution reasons; and periodically for strategic reasons. Today,
many more melivations are emerging—competition policy, invest-
ment, labor standards, environment, human rights, and so forth. While
each of these issues merits attention in ks own right, it 15 debatable
whether linking these with the use of the trade instrument is an ap-
propriate or even sensible way to proceed. Beyond this guestion is
whether, in a more competitive world, such multiple purposes for the
trade policy instrument will not increase the risk of its abuse by
protectionists.
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of Trade Reforms—Experience in

Issues in the Design and Implementation 4
Developing and Transition Economies

Naheed Kirmani

I would like today to discuss selected issues in the design and im-
plementation of trade reforms based on our experience with adjust-
ment programs supported by the use of Fund resources. It would be
useful at the outset to examine the recent record on adoption of trade
reform measures in developing countries and in economies in transi-
tion. We surveyed 78 Fund-supported programs with 53 countries ap-
proved in 1990=-93 under Stand-By Arrangements, the Extended Fund
Facility (EFF), the Structural Adjustment Facility (SAF), and the En-
hanced Structural Adjustment Facility (ESAF).! Measuring trade
regimes, especially quantitative restrictions (QRs), across such a large
group of countries is rather difficult. The assessment of QRs was based
on the import and export coverage and the intensity of the respective
ORs. The tariff regime was specified in terms of average tariff levels in-
clusive of various other duties and charges that add to the cost of im-
ports, The tanif and QR regime was combined to provide an indication
of the overall trade policy stance. Countries were ranked in terms of
whether their trade regimes were relatively open, moderately re-
stricted, or very restricted.

The survey revealed that substantial progress in trade reforms took
place during 1990-93 among program countries. The trend toward
reduced reliance on QHFs observed in the 1980s intensified in the
1990s. The greatest progress in eliminating QRs was made by
economies in transibion in Eastern Europe and the Baltic countries
where state involvement in trade was reduced sharply, and by pro-
gram countries in the Western Hemisphere. Substantial progress was
made in Africa, particularly where exchange system reforms elimi-
nated QRs used for the allocation of foreign exchange. Progress on
tariff reform was less rapid. Western Hemisphere countries made sig-
nificant progress, as many of them adopted ambitious liberalization

o Chapier [l in IMFE, Infernebions! Trade Policis. Vol. 1. The Urupuay Bound sad Reyond,
Eackground Papers. Weorkd Economic and Firarcial Sarveys (Washingion, 19941
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programs to restructure and open up their economies. Although
many countries in Africa, Asia, and the Middle East lowered tariffs—
in some cases by large magnitudes—the reductions were only in a
very few cases large enough to classify their tariff regimes as

or “moderately restricted.” The combined (QR plus tariff) trade
regime showed that at the end of 1990, 53 countries had restricted
trade regimes, 5 were moderately restrictive, and only 1 had a rela-
tively open regime. By the end of 1993, 33 countries were classified as
restrictive, 22 had a moderately restrictive stance, and 4 had rela-
tively open regimes.

The most rapid overall progress in trade reform was recorded in
Eastern Europe and the Western Hemisphere. According to certain
macroeconamic indicators, and without inference of causality, the sur-
vey showed that slower trade reformers as a group initially faced more
difficult macroeconomic conditions (in terms of current account and
fiscal imbalances, reserve levels, and dependency on trade taxes) com-
pared with the faster reformers. The latter countries improved their
fiscal and reserve positions significantly, reduced reliance on trade
taxes while containing the deterioration in current acoount positions,
and simultaneously undertook trade reform. The group of slower
trade reformers experienced some improvement in their current ac-
count position, but fiscal and reserve positions did not improve, and
reliamce on trade taxes declined by only a small amount. The macro-
economic characteristics of the slow and fast reformers suggested that
fast reformers were more willing or able to undertake bolder, mone
comprehensive reforms.

Let me now tum to design issues. We have generally found that the
overall trade reform effort is best addressed in the context of a
medium-term strategy with clearly established and announced imme-
diate and medium-term objectives. This helps avoid uncertainty re-
garding the direction of trade policy and provides economic agents
clear signals for decisions on investment and production. Adhering to
preannounced tangets establishes the credibility of the reform effort,
which is important for its success. Furthermaore, trade reform is likely
to be more successful if accompanied or preceded by complementary
macroeconomic measures (eg. fiscal, exchange rate) and structural
measures (e.g., exchange system liberalization, price decontrol, priva-
tization, measures to facilitate labor mobility).

Within the trade regime, program design has given priority to elim-
inating QRs early in the reform process, as these are less transparent
and more restrictive than tariffs. A number of countries have consid-
ered a gne-step removal infeasible and have opted for a phased reduc-
tion. Im such cases, care should be taken not to bunch all of the most
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sensitive items toward the end of the phasing period, as this is often
not credible. Targets for the phased reduction of ORs need to be pre-
cisely defined and monitorible. Fund-supported adjustment programs
have often targeted a declining import-coverage ratio, or the number
of product groups to be subject to QRs at each stage (the choice of an
appropriate base period would be particularly important), When tar-
iffs replace QRs, they should not exceed the tariff equivalents of the
QRs and should be gradually reduced over time.

With regard to tariffs, for most developing countries and economies
in kransition that cannot affect the foreign currency prices of ther im-
ports, theoretical considerations call for zero tariffs across the board.
In practice, however, we know that governments do not pursue the
objective of pure welfare maximization, and tanffs are used for rev-
enue, income distribution, balance of payments management, and
protecting domestic industries. With the exception of the balance of
payments, these objectives suggest that the theoretically optimal tar-
iff structure should be differentiated. However, practical considera-
tions suggest otherwise. With regard to the protection objective, the
difficulties and pitfalls of targeting suggest that it s preferable to
adopt the alternative approach of broader-based protection with rela-
tively narrow differentiation among sectors. With regard to other ob-
jectives, considerations of political economy, administrative conve-
nience, and lack of information also provide strong arguments against
complex and differentiated tariff structures. In particular, if inbenest
groups perceive that the authorities are unwilling to provide too
much differentiation in protection, they may refrain from further lob-
bying to secure greater protection, thereby minimizing rent-seeking
costs. Less complex tariff structures can be administered more easily,
avoiding cumbersome paperwork and reducing the incentive to mis-
classify products.

These considerations have shaped the design of tanff reform in
Fund-supported adjustment programs. Such reform aims for simplic-
ity, maximum transparency, and eventually the ideal of a relatively
low and uniform tarilf structure. This invalves moving from specific to
ad valorem tariffs, amalgamating “other duties and charges” into the
tariff structure, eliminating discretionary and other exemptions, re-
ducing the number of tariff rates (0 a few, lowering the maxamum tar-
iff with only a few exceptions, and reducing the average tariff. In order
bo mitigate the antiexport bias due to high tariffs. a duty-drawback
system should be implemented, whereby import duties paid on pro-
ducer inputs that are physically “consumed” in export production are
rebated to domestic manufacturers upon export of the goods physi-
cally embodying those imports. Unfortunately, duty-drawback
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schemes in many developing countries are often administratively
cumbersome and inefficient.

The extent and speed of trade reform would naturally need to take
into account the initial position (degree of distortions) and be tailored
o individual country circumstances. Some countries have opted for
gradually phased reductions of very high tariff levels and dispersion
{e.g.. a number of countries in Asia), while others have managed faster
reform (e.g., in Eastern Europe and Latin America). The experience of
successful tariff reformers shows that it is possible within a period of
2=5 years o reduce tariff bands to 3-5, to bring high tariffs (in some
cases, from triple digits) initially to a maximum of 30-35 percent and
then subsequently to 20 percent or less, and to reduce average statu-
tory tariffs to about 15-20 percent initially and to about 10 percent in
the subsequent stage.

Finally, | would like to talk about teio particular design issues—fis-
cal and exchange rate—that we have repeatedly encountered in the de-
sign of Fund-supported adjustment programs.

Fiscal considerations (namely, generating and maintaining rev-
enues) are a mapor determinant im limiting the magnitude of trade re-
forma and the speed of their implementation. Although trade taxes
are not optimal instruments to raise revenues, in practice, developing
countries and economies in transition rely heavily on them. A grad-
val approach to tanff reform has been adopted in a number of coun-
trigs where trade taxes account for a high proportion of tax revenue
{e.g.. Bangladesh, Sri Lanka, and Zimbabwe). Since Fund-supported
adjustment programs generally target the central government budget
(and trade taxes tend to accrue to the central government), revenue
considerations can drive tariff policy even when trade taxes account
for less than 10 percent of todal tax revenues (eg., Argentinal. But the
concern about the revenue impact of a tariff reform may not be well
founded in all cases. A well-designed tariff reform may actually
improve the import tax collection rate at the same time as statutory
tariff levels come down, at least in the initial stages. This is because in
many cases tax collection rates are below statutory taniffs reflecting
the widespread use of exemptions; and smuggling, tax evasion,
misclassification, and corruption are sometimes encouraged by very
high tariffs.

Even s0, there have often been conflicts between short-term fiscal
objectives and medium-term trade reform goals. The lesson from our
experience with Fund-supported programs is that program design
needs to explicitly recognize the link between fiscal and trade policy. [t
i essential that tariff reform be coordinated with tax reform so that
revenue effects are anticipated. Tariff reforms can be effectively imple-
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mented and sustained, particularly in cases where the central govern-
ment's budget is restructured early in the reform process to decrease
the relative importance of trade taxes in total revenue. Thus, a clear
timetable for the development of alternative domestic (nontrade) rev-
enue sources is often needed to ensure the sucoess of tarff reforms.

Appropriate exchange policies are essential to ensure that trade re-
forms are consistent with balance of payments objectives. Exchange
and trade restrictions often act as substitutes. A prerequisite, or at least
a complementary measure, of effective trade liberalization is the adop-
tion of liberal exchange systems. The effectiveness of exchange rate
policies is itself enhanced when complemented by the liberalization of
the trade and payments regimes. Where trade restrictions are perva-
sive, the equilibrium exchange rate is likely to be well above its re-
striction-free level. Under such circumstances, trade liberalization may
lead to a deterioration in the current account, as the boost to imports,
including private consumer demand, is likely to be felt more rapidly
than the impact on exports. In the absence of adequate reserves, a sig-
nificant reduction in trade barriers would normally need to be accom-
panied by a devaluation to safeguard the balance of payments. Of
course, if the trade reform improved confidence so as to generate cap-
ital inflows in sufficient amounts, a devaluation may not be necessary,
at least for immediate balance of payments reasons. Domestic indus-
tries, however, will need tme to adjust to the new realities of a major
trade reform and a devaluation may still be necessary to avert future
balance of payments problems, Where the initial trade restrictions are
not pervasive, or trade liberalization is confined to specific input sec-
tors, a devaluation may not be necessary provided that the improve-
ments in competitiveness deriving from cheaper inputs are translated
into higher exports quickly enough.

In countries experiencing a real exchange rabe appreciation due to
surges in capital inflows, or where the nominal exchange rate serves as
an anchor but inflation remains higher than programmed, pressures
for protection are likely to rise. [deally, the real appreciation should be
tackled with appropriate monetary and fiscal policies and not by resort
to trade restrictions.

In general, using trade instruments for nontrade objectives is a sec-
ond-best solution. Trade policy needs to be geared to medium-term ef-
ficiency goals. However, there may be emergencies where better alter-
natives are not available and deviations for short-term fiscal and
balance of payments may be needed. If trade restrictions are in-
evitable, they should be limited and kept strictly temporary. The
phased elimination of such temporary restrictions 1s an important ele-
ment in the design of trade reform.
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Demetris Papageorgiou and Michael Michaely

This paper draws on the findings of an extensive research project
that we co-authored with A. Choksi, on trade liberalization experi-
ences.! That research suggests criteria for successful—that is, sus-
tained—trade liberalization policies and attempts to assess their short-
berm economic consequences, It assesses the potential for sucoess of
the recent wave of trade liberalization in Latin America. For Easlern
Europe, the emphasis is on describing the current trade regime and
outlining the necessary elements for trade reforms.

Most of this paper discusses the process of trade liberalization in
Latin America, which within the last ten years has implemented pro-
found policies to liberalize its trade regime. In this period, several
countries in the region have embarked upon policies of trade liberal-
ization unprecedented in scope and intensity in recent history. Trade
liberalization was only a part of a wholesale reorientation of public
policy toward a market-oriented eoonomic environment, in the midst
of macroeconomic calamity and stagnant economic growth. [t was car-
ried out by democratically elected governments with clear popular
support.

Im the first part, we summarize the findings of our research: What
are the elements that lead to sustained trade liberalization, and what is
its immediate economic impact? In the second and third parts, we dis-
cuss the evidence of the recent liberalization policies in Latin America
and countries of the former Soviet Union and assess the extent to
which they comply with the findings of the 1991 research. The discus-
sion of Latin American trade liberalization is richer in empirical evi-
dence and different in substance, than that of countries of the former
Soviet Union, because the circumstances are radically different. The
evidence in Latin America is confined to the unilateral trade liberal-
ization and does not cover the several preferential trade agreements in
which zome Latin American countries have entered, including
MAFTA, and Southern Cone Common Market (MERCOSUR).

"Soe Michad Michaely, Demwtrin Papageorgiou, and Armeass Choksd, Libvralizmg Formgn
Tradhe: Lessants of Experienice in ihe Demeloming Weeld, Vol T iOndond, England; asd Cambridge,
Massarhuseiis Rasid Blackweld, 199110 Herewrafior refereed 100 “the 1991 study ™

Mot Throughout this paper the phrase “the former Soviet Union™ is used o mean the
Badtic stabes, Russia, and other countries of the former Soviet Uinicon
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Successful Liberalizations and Economic Costs

Despite countries” fears that trade liberalization will have high eco-
nomic ¢osts, it has been found that adjustment costs incurred by suc-
cessful trade liberalization are surprisingly small.?

Elements of Successful Liberalizations

The research by Papageorgiou, Choksi, and Michaely was broad in
scope. [t analyzed the course of liberalization in 19 countries, all of
them market economies to varying degrees, during 36 distinct
cp:imdﬁuf trade liberalization. It covered, by and large, every attempt
at significant trade liberalization undertaken by developing countries
from World War 11 until 1984, depending on the country: The results
indicate that despite the complexities of the trade reform process and
the differing circumstances that confronted each attempt at liberaliza-
tion, the successful (sustained) programs shared common elements:

* Momrentum. Programs that started boldly and followed through
with Further meazures proved more durable than ones that took a
mipre hesitant approach.

* Reduced quantifative restrictions (QRs). Programs that decisively re-
duged or eliminated such direct interventions as import quotas
generally succeeded. Those that did not generally failed. This was
one of the study’s clearest findings.

* Competitive real exchange rates. Most of the successful programs
began with a depreciation of the inominal and real} exchange rate.
Thercafter, o particular trend was clearly associated with suc-
cess—but most programs that lasted avoided sharp fluctuations
of the real rate.

¢ Prudent macroscomamic policies. In general, the sucoessful reformiers
kept their budget deficits smaller in relation to GDT than the oth-
ers. In fact, reversals of trade liberalization were more commaonly
associated with poor macroeconomic policies than with any other
factor, including the power of vested interests and short-run
unemployment.

* Proper sequencing of reforms. Programs tended to go wrong when
capital-market liberalization preceded trade liberalization.

* Political stabilify. Reforms, once introduced, were difficult to sus-
tain against a background of unstable government.

This section draws liberally from Demetris Papageorgion, Armeane M. Choksi. and
Machael Michaely, “Lasralivisg Forrign Trasde in Dvvelogang Comstrics The Lessons of Ea-
prrienoe” (Washisgion: Weskd Bask, 1550}
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Ome of the research’s most important findings is that strong pro-
grams at the initial stage lasted longer than weak ones. Nineteen trade
liberalization episodes were classified as strong and 17 as weak.? Five
of the strong programs (26 percent) and seven of the weak ones (41
percent) were reversed. If anything, these figures understate the supe-
riority of the strong reforms. The research defines episodes of liberal-
ization b exclude those that collapsed within two years, IF these un-
successful cases had been included, they would have fallen
overwhelmingly in the weak category. The golden rule of sustainable
reform, therefore, appears to be that bold is best.

The research also found that trade hiberalization programs that stay
in place for six years are most likely to be sustained for many years.
This ¢could be because a six-year span normally involves a transition
from one government to the next. Such transition usually presents the
strongest challenge to the reforms. In addition, a new set of vested in-
terests usually emerges from a more efficient economic environment
that provides the needed political resistance to reverse the liberaliza-
Hon process.

Almost always, highly illiberal trade regimes use QRs extensively.
Relaxing these restrictions has been the main content of sustained lib-
eralization programa. Might other factors explain the results? For éx-
ample, did the programs that included a major relaxation of QRs also
cut tariffs substantially? The answer is no. Programs with radical QR
reforms varied widely in their tariff reforms: sometimes tariffs were
cut, other times they were raised, and in =tll others they were left
unchanged.

The link between the depreciation of the real exchange rate at the im-
plementation of trade liberalizabion and sustained reform seems to be
strong in every case. Most of the trade liberalization episodes that were
fully sustained experienced a real depreciation at the outset of the re-
forms. The remainder experienced no change in the neal exchange rate.
In no case did a fully sustained reform start with a currency apprecia-
tion. Most of the partially successful programs also began with a real
depreciation, while those that failsd were evenly divided between
those with a rise or fall in the real exchange rate. The association is
only less clear for the trend change in the real exchange rate during lib-
eralization, and at its final stage.

The relevant role of macroeconomtic policy in liberalization i to keep
inflation low and thus maintain a real depreciation. One striking fact

or details of classification, see Michaely, Fapageongon, and Choksi, Liberalining Forsign
Trads

©lnternational Monetary Fund. Not for Redistribution



28  Demetris Papageorgiou and Michael Michaely

from the research is that only a single episode of trade reform was fully
sustained after being introduced alongside an expansionary fiscal pol-
icy. But the nature of fiscal and monetary policy at the beginning of
trade reform does not discriminate between the partially sustained
programs on the one hand and outright failures on the other.

The stance of macroeconomic policy at the end of the reform
episodes seems to play a bigger role in the success or failure of reform.
Sustained reform was usually accompanied by either a restrictive or
neutral macroeconomic policy. If fiscal policy was expansionary and
monetary policy accommaodating at the end, the programs as a rule
collapsed altogether or, at best, were only partially sustained. The re-
search indicates that expansionary fiscal and monetary policies are the
single most important cause of a reversal of trade reforms.

Countries have embarked on trade liberalization in a wide variety of
economic circumstances. How did these differing initial economic con-
ditions relate to the ultimate outcome of the reforms? At the risk of
oversimplifying, initial conditions might be grouped wnder three
broad headings: economically distressed, stable, and intermediate
cases. The research findings indicate that liberalization programs that
began under great economic strain tended to be strong, fast, and there-
fore relatively durable. The programs undertaken in more or less sta-
ble economic circumstances, and especially those that followed earlier
successful episodes, also fared quite well. The in-between cases—re-
forms that began amid signs of economic deterioration but not a full-
blown crisis—were the least likely to succeed.

Trade liberalization has usually been undertaken alongside other
sorts of economic reform—ideregulation of infermational capitel fTows, in
particular. This raises the question of whether the ordering of such a
package of reforms has any effect on its chances of success, The evi-
dence from the research on this question is not as well based as the
findings on trade reform proper for two main reasons. Capital market
liberalization was beyond the main arca of the research and few of the
episodes of trade liberalization covered by it have been accompanied
by capital market reforms (which were not very common until re-
centlyl. The research investigated four such occurrences. This evidence
is narrowly based and far from conclusive. As far as it goes, however,
it supports the presumption that extensive capital market liberaliza-
tion should be left until trade liberalization is well under way, but cer-
tainly should not precede trade iberalization.

Are there other factors that affect the reform not related to the design
of the reform itself or to accompanying economic policies? The re-
search investigated several such factors: economic size and income
level of the countries, geographic size, and resource endowments. In
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this respect one factor does stand put: political stability. The main crite-
riom was political continwity, which need not mean one continuous
government over a long period, or democratic or authoritarian gov-
ernments.*

Short-Term Economic Costs

The short-term economic effects of trade reform are of great concern
to governments. Trade reform will succeed only if it shifts resources
from inefficient uses to new tasks. The bigger the projected long-term
gains, the greater the shift will need to be. And big long-term, expected
gains may require strong, bold trade reformes, with a pronounced effect
on reallocation of resources. But this short-term reallocation carries
economic costs and political risks.

Four major concerns are normally voiced in contemplating trade re-
forms: balance of payments deteripration, fall in national outpul, rise
of unemployment, and deterioration of income distribution. The re-
search looked in detail at these concerns and found the fears of high
costs misplaced. To a surprising extent, the costs of adjustments are in-
dicated to be very small, even in the short term.

In most liberalization episodes, countries increased their foreign ex-
change reserves in the months immediately following the start of their
program. In most cases, liberalization rescued the country from falling
reserves. Indeed, a rapidly worsening external position was quite often
the reason why the reforms had been implemented in the first place.

In about half of the episodes, imports did increase in the months after
liberalization began. Most of these involved episodes with major relax-
ation of QRs, Except in a few cases, the other half showed no trend, ei-
ther upward or downward; in four episodes, imports actually fell.

Because imports, by and large, either showed no trend or increased,
the overall improvement in balance of payments positions must have
been the result of rising exports. And so it was. Taking an average of
the 31 episodes for which good trade data were available, the annual
growth rate of exports for the three years preceding the liberalization
was 4.2 percent, while the annual growth rate for the year of liberal-
ization and subsequent three years increased to about 11 percent in
constant U5, dollars. What may be more surprising is that the im-
provement in export performance was both quick enough and big

1The designation of a couniry as podstically stabde or unstable refers only so the perisxd fol-
kowing the miroduction of trade liberalization.
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enough to bring about an immediate improvement in the balance of
payments. The speed of reaction may partly be the outcome of specu-
lative movements of (recorded) trade flows in response to largely an-
ticipated devaluations.

How did mativeal eutpul fare in the short term? IF anything, trade re-
form—especially strong reform—is associated with higher growth
from the beginning. For all episodes, the average growth rate of GDFP
in the year preceding the reforms was 4.4 percent and the annual rate
for the period including the liberalization and the three subsequent
years was 5.6 percent. For the strong liberalization episodes, the corre-
sponding rates were 3.5 percent and 5.4 percent, respectively, and for
the weak episodes 5.6 percent and 5.7 percent.

On the short-term effects of liberalization on emplogmnent, the data
suggest that they have been small. This evidence is based not on all
episodes, as detailed data were not always available. Nevertheless, in
most countries covered by the research, employment was not lowered
even in broad individual sectors of the economy, such as manufactur-
ing. This suggests that the reallocation of labor was achieved largely
within sectors, causing less disruphion than might have been feared.

It could be that the main concern of government in planning for
trade liberalization is the short=term effects of the reforms on income
distribution rather than GDP. The fear is that whatever the costs of ad-
justment, they will fall disproportionately on the poor. This risk would
be great if the short-term costs in lost output and employment were
large. But the evidence indicates that the short-term effect of liberal-
ization on national output was strongly positive, and on employment
at weorst neutral

The evidence on the precise effect of liberalization on income distri-
bution is mixed and fragmentary, I8 leaves the ssoe open. There is no
solid evidence that low-income groups gain particular benefits from
liberalization (beyond sharing in the aggregate benefits). Equally, there
is no support for the popular view that reform = bound to make the
poor worse off.

Recent Liberalizations in Latin America

The recent wave of trade liberalization in Latin America began in
1985 with Bolivia and Mexico, followed by Urnuguay in 1987, Argentina
and Venezuela in 1989; and by Brazil, Ecuador, and Peru in 1990 (see
Table 1). Several other countries in Latin America have also under-
taken trade liberalization (Costa Rica in 1986, Guatemnala in 1986, Hon-
duras in 1990, Jamaica in 1983, Fanama in 1991, Paraguay in 1989, and
Trinidad and Tobago in 1985) but their reform process has been slow
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Table 1. Recent Episodes of Trade Liberalization in Latin America

Argentina {aty 1989-Apeil 1991)

Bolivia (August 1985-February 1950)
Brazil by 190 0=july 1994)

Cobamibia (Septembser 1989-December 1991)
Eciamdor My 1RR0-August 1992)

Mgxicn (uly 15985-December 1989)

Peru (hugust 1980-August 1991)
Uruguay (uly 1987 -Apsil 1992}

Veenerela {February 1989-July 1991)

Source: Auad Alam, “Country Trade Profiles Latin Amedics and the Casibbean™ (mimecgraghc
Wakingten: Wiadd Rank, 1997)

Mizee: Diates in parenitheiss indicace the period of the Eberaliration, delined 1o Cower the enaol-
el of S8 et Drade relonerd.

and uncertain. Furthermore, lack of comprehensive data for these
countries makes it difficult to include their liberalization experiences
in this overview of recent liberalization policies in Latin America.

Of the nine countries covered in this study, five (Argentina, Brazil,
Colombia, Peru, and Uruguay) had attempted to liberalize their for-
eign trade in the 1960s and 1970s. The liberalization policy in Ar-
gentina, Brazil, and Peru collapsed altogether, in Colombda, it was par-
tially reversed, and in Uruguay, it was sustained. For the other four
{Bolivia, Ecuador, Mexico, and Venezuela), it was their first serious
and persistent attempt o liberalize trade and reverse protectionist

licies.

Although historical judgment may not yet be rendered, the several
vears that have passed since the implementation of these liberaliza-
tions do make it possible to observe a pattern of development. Could
this pattern have been predicted by the inferences of the 1991 study?

A commaon thread that runs across most of these liberalizations is the
economic croumstances under which they were implemented. All bt
Colombia and Venezuela faced severe macroeconomic problems. And
in all but Colombia liberalization was one of several structural
changes, in addition to macroeconomic stabilization.* Indeed, trade
liberalization was an integral part of the governments’ policies in Latin
America for reducing their role in the coonomy, privatizing extensively
public assets, and stabilizing their economies.

*For example, dheregulation of intermall murket, privatizaticn, and libevalization of the finan-
giad wyslem
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Table 2. Policy Elements of Trade Liberalization

Major Relaxation Major
&l Qusntitative Brduction

Restriction of Taritfs? I:Pq.'nl'llmtF-H.I-|:|-|'|'I Sustained?
Argenting Yot Yeu Mo Vet
Baoledia Ve iy et e
Brazil et Yy o e
Colamibia Yt Yk Wi Wi
Ecuador et s [Py et
bdenico Yes s e s
Peru e Yy et (=1
Urunguas Mit ey Vet Yy
Vigragryela ek g Wit Partially

Sourcs: Ausd Alam, “Coumtry Trede Profiles: Labn Amess ond thi Canbbaan®™ [mimasgraph;
Weasheragaoe: Wioekd Bank, 19%7).

incicabes the dvection of real effective emchange rate upon the implemmentation of trase
bl alization,

Plraquary hasd ebminuabed all Ganntilashe LAl in marles Heseralization,

The focus, in reviewing the evidence from these trade reforms, is
whether they appear to be sustainable in light of the fAndings of the
1991 research. We shall first examine evidence pertaining to the design
of successful liberalizations, then evidence on short-term economic
effects.

Design of Trade Liberalization

One of the strongest findings of the research by Papageorgiou,
Choksi, and Michaely was that bold, strong trade liberalization at the
initial stage of the reform was strongly associated with its success.

How, then, do these nine reformers compare with those identified in
that study?

Table 2 describes the policy elements that were involved. In all cases
but one, major reduction in QRs were implemented along with sub-
stantial reduction in the level and dispersion of teriff rafes. Table 3 pro-
vides a comparison of tariff structures before and at the end of liberal-
ization. The contrast in these structures is remarkable. For example,
Bolivia®s tariff range went from zero to 100 percent before the liberal-
ization to only two tariff rates of 5 and 10 percent. Ecuados’s tariff
range went from zero to 338 percent before the liberalization to a range
from zero to 20 percent following the liberalization. Even one of the
milder users of these reforms, Venezuela, went from a tariff ranging
from zero to 135 percent before the liberalization to one ranging from
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Table 3. Tariff Structure Before and After Liberalization

Before Liberalization

After Liberalization

Argenting

Berail

Celambia

Ecuador

Vieneruela

Tari#l range from pevo to 55
percent. Impon surchaege
15 percent. Export tanes on
sl goods.
Complex sysiem ol tanf
rates with exemption and
hiigh dispersion. Tanfl range
frcrr pero bis 100 percent.
Tl rarge Iram Do 1o
105 percent.

Tar# rargpe fram befo bo
200 percend.

Tarif{ rarge from pévo o

138 percend. Prior deposits
reduinimsenl surchange,

Taritf rarge fram 2o to

100 percent. Lise of reference
prices

Tariff range from pevo to 84
plrceril. Sorme export Lo

Frog-tier Larill shstture
ranging from 10 o 55
percent. Additional taoes on
exporty. Relerence prices.
Tar#l ramge fram pero Lo 135
percent.

Thiee Lanlf rated: peda, 11, ahd
i3 pergent. Most expor
taxes abolished,

Tiwa Lol rabes: 5 percent
ard 10 pevcent,

Turil raisge fam s e 35
perciend with conly nine taril
positions.

Tari ramsge fram sero (o 40
percent. But 99,5 percent of
tarifi positions are within the
range of zéno o 20 percent.

TariHl rangge from rero (o
20 percent.

Tarif range from zero 1o
20 percent

T tariff rabes: 15 parcen
and 25 percent. Eighty-two
percent of tarill iterns fall
under the 15 percent rate.
Theeetier 1eill stuclste af
10 pergeni, 15 percent, and
20 percenit.

Tari#l range from pera te 50
percend.

Souere Al Alam, “Coundry Trade Profles: Latin Asmerica and the Caribbean™ [memengragh;
Wiashinghor: Werlkd Bank, 1901)

zero 1o 50 percent by 1991, Equally remarkable, these reforms wene im-
plemented in a very short time—mostly less than four years, and in
some instances within two years (Argentina, Bolivia, and Perul.

How did these reforms treat quanfitative restrictions? The 1991 study
established a close association between sustained liberalization and
drastic reduction in QRs at the initial stage of the reforms. Indeed, in
that study strong liberalization and reduction in QRs were almost syn-
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Table 4. The Evaluation of Quantitative Restrictions

Befare Liberalization

#Afver Liberalizmion

Argentina

Bral

Colombis

Ecuadaor

Extenioe quantithe
restrictions (QRs). Import
Ecering covering 42 percent
ol local production.
Exteribor (oeripe wilh iy,

Extenshe import licensing,
Fareign exchange allocation
controds. Resensation of
Beagilian markets for hocal
preduction for several
prodiscts,

Impan prohibiton. Impan
licersing (Logether they
covened 99 percent ol tariff
Exbensive impe conbroh.
Prohibition b1 for 2.5 percent
of lecal produttion, import
Exbensive uae of import
lipensing covering 90 percent
of Eradable production.
Export comroli dovering 25

percent ol iradable preduction,

Preferential regimes. O for
10 percerit of tariff position.
The importation of 10 peroem
of tan#l ifems was prohibited,
ko OEs.

The importation of goods
falling under 45 percent of
import positicns wal
prohifited (11 percent),

ired | —
(X9 percend), or required
health ceilication (5 percent).

Cuantitathve nestriction
cowering abowt 2 percend of
manufacturing (primasily the
ar industry).

By CiRE,

bAost of the CiRs have been
eliminated. Some remain for
afficial purchanes

Impon Boensing Bor
1 peeecent of Laeill positions,

Sulbstantisl reducticn in CR1.

import boendes reduced Lo
about 20 percent of radabile

production, Export congrob
reduced to 18 percent of

traclabile procdudtion,
Mo Rz

Mo Ofs

The impanatn of goeds
'f.lﬂ.hg Ll'!d.lﬂ"|t percent of

Soumce: Avsd Mam. “Courtry Trade Frofles: Lstin Americe and the Caibbean™ |mimeograph;
Waihington: Wordd Back, 1591)

onymous. Table 4 summarizes the initial conditions with QRs and
what was left of them at the end of the liberalization, All countries,
with the exception of Uraguay, which had removed all QRs in itz ear-
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lier liberalization in the 1970s, had in place a complex system of QRs,
such as import licensing, foreign exchange allocations, negative im-
port lists, and outright import prohibitions, By the end of the reforms,
four countries (Bolivia, Brazil, Ecuador, and Perul had virtually no
ORs or any other nontariff barrier left in their books. In Argentina,
about 2 percent of local manufacturing is protected by QRs, mainly the
car industry. In Ecuador, only 1 percent of tariff positions is subject to
import licensing. Even in Mexico, which retained QRs covering 20 per-
cent of local tradable production, the QRs apply primarily to the oil in-
dustry, which is an export activity. Among the eight countries that had
extensive ORs before they began liberalizing, Venezuela appears to
have retained the highest level of QRs; restrictions still apply to 18 per-
cent of the import positions.

The evidence on the intensity of the reforms and of the substantial
reduction in ORs would indicate, on the strength of the earlier re-
search, that chances are good that these trade reforms will succeed. 5o
far they have indecd been sustained, with the sole exception of the par-
tial reversal in Venezuela.

The behavior of the real effective exchange rofe (REER) at the time
trade liberalization is introduced and at the end of the liberalization is
presented in Table 5. The earlier study indicated a strong association
between a depreciation of the REER at the introduction of liberaliza-
tion and success of the liberalization. The same is true about a depre-
ciation toward the end of a liberalization episode. The evidence from
the nine episodes is mixed. At the initial stage, six countries experi-
enced a depreciation of the REER: Bolivia, Colombia, Mexico, Peru,
Uruguay, and Venezuela; in three—Bolivia, Mexico, and Venezuela—
the depreciation was strong (more than 15 percentl. Three countries,
Argentina, Brazil, and Ecuador, saw an appreciation of their REER; it
was strong in Argentina, small and temporary in Brazil, and small in
Ecuador,

The trend of the REER during the liberalization was mixed. Ar-
gentina’s, for example, continued to appreciate and, by the end of the
liberalization, had appreciated considerably mose than it had on aver-
age in the three years before liberalization. Bolivia’s REER contimued
to depreciate with some fluctuations, and at the end of the episode it
depreciated in relation to the period prior to the trade liberalization,
Brazil’s REER depreciated over the liberalization with sharp fluctua-
tions, but at the end it remained at abowt the same level as it had been
in the three years preceding the reforms. In general, three countries
saw their REER appreciate during the liberalization period (Argenting,
Ecuados, and Peru); three continued bo depreciate; two indicated no
trend one way or another; and Mexico’s REER for the first half of the
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Table 5. Behavior of Real Effective Exchange Rate

Dwring Trade Liberalization
When Trade
Liberaliration Duaring Trade Lang-Run
Was Introduced! Liberalization® Comparizon!
Angentina Apprecistion / Mlore spprecisted
Fluluatsan
Bolhvia Duepreclation + Diepreciaticn Meue depreciated
Braril Appretistion Dreprecistion/ Mo change
Fluhuatsan
Colomibia Dupreiation Depreciaticn Mg depreciated
Ecuador Appreciation Appreciation Mare deprecisted
Mo Depriciainon + Fluciuaisan Mg depreciated
no-lrersd
Uruguay Duprasg labion Fluctuation: Mo chamge
ni trensd
Ve rusla Dpeeiation + Senall appeeciation Mare depreciatid
Lot IMAF
Fincicaten the immaciane impact on REER of the srade erakation, The + iign indicates 4 sharp
BROPECIAGGN oF depesCiatann Changs.

MMMHMHIIMHWWIWMW
Wompaes the prevaling long-ran beetl of BEER Before and after the introshaction of trade
isaraliratian,

liberalization period continued to depreciate substantially but re-
versed its course in the second half and began to appreciate quickly.

At the end of the liberalization, Argentina and Peru had an REER
that was more appreciated than the average REER for the three vears
prior to liberalization. Bolivia, Colombia, Ecuadoer, Mexico, and
Venezuela had a more depreciated REER, while Brazil, and Uruguay
saw mo chamge.

This evidence suggests that the behavior of the REER in these coun-
tries did not provide effective support to the liberalization. A strong
and sustained depreciation would have provided a strong impetus to
the tradable sector and exports in particular and restrained the rapid
growth of imports.

The earlier research indicated that expansionary fiscel and monelary
policies are the single most important cause of a reversal of trade re-
forms. Judging from the course of the rate of inflation during the re-
forms, several countries have done a remarkable job in controlling fis-
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cal and monetary policies. Argentina, Bolivia, Mexico, Peru, and
Venezuela substantially reduced their inflation rate during the re-
forms. Ecuador and Brazil were unable to reduce it. The difference be-
tween the two, however, was that Ecuador’s inflation remained at the
annual level of between 45 percent and 50 percent, while Brazil's re-
mained at the level of hyperinflation. Colombia experienced a minor
increase while Uruguay, unable to insulate itself from Argentina’s and
Brazil's inflation, experienced a dramatic doubling of their rate of in-
flation (to 100 percent). Looking at inflation rates beyond the liberal-
ization period, it appears that Argentina, Bolivia, possibly Brazil,
Colombia, Mexico (until recently), Peru, and Uruguay have managed
o rein in inflation, an indication that fiscal and monetary policies have
been working. Venezuela has been slipping behind on this front.

Exchange rate policies radically changed with the introduction of
trade reforms and the liberalization of capital markets. All economies
unified their exchange rate. Argentina fixed the nominal rate while all
others had a “flexible” nominal exchange rate.® In all countries indi-
viduals and businesses are permitted to buy and sell foreign exchange.

The need for stabilization was paramount for all of these countries.
S0 was the need for structural reforms. With the exception of Colom-
bia, and to a lesser extent Bolivia and Ecuador, structural reforms
meant considerable change in the role of the public sector, in addition
to trade liberalization, financial liberalization, extensive deregulation,
and privatization of public assets. Argentina, Brazil, Mexico, Peru, and
Venezuela did just that. The stabilization policy involved tightening
monetary policy and very high real rates of interest. The combined ef-
fect of high interest rates on the one hand and the privatization of pub-
lic assets, including public utilities, on the other brought in substantial
and sustained capital inflows, As capital markets were liberalized
along with the liberalization of merchandise trade, capital inflows
caused the REER to depreciate less, or appreciate more, than it would
have done in their absence.

The imitial comditions of the economy when the countries embarked
on the liberalization can be described as total collapse. Table 6 sum-
manzies the trade regime and the macroeconomic situation at the out-
set of the reforms. All the trade reforms began under great economic
distress, demanding (and enabling) strong and fast programs. In addi-
tion to a highly protective trade regime, most of them (with the excep-
tion of Colombia and Venezuela) had an annual rate of inflation ex-

“Flewible in the sense that it Fuctuaied; central bank invobvemesd was evedend in esch ooune
try with flesible rabes.
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Table &. Policy Environment on the Eve of Trade Liberalization

Trade Eelated Matraetanomic

QR Tarifl Expioat Fadiign
Coverage Rates! Podiches Exchanige Iniflation?

Argenlina  Extensive  High! Subsidies)  Multiple rates/  Hyper
dispersed  laxes eonknals
Bodiva Extensbvr  High' Subslcbef Caontroh Heypstr
dispersed  resbricticns
Brasil Extensive  High! Subnidiel Controk Hyper
dhapriied
Colombla Extenaive  High' Restrictions!  Controh Foderate
disperied  free lrade
B
Ecuador Extengive  High/ haone Multiple rates/  High
i preariid ecnlrals
Mpxico Extendier  High/ Subriaclbesf Multiple rates  High
disperied  nestrctions
Pery Extentive Subsidies/  Multiple rates/  Hyper
restrictions  condrols
Uruguay Neame More Floating rate/  High
na conbnahl
Venervela  Estendve  High! Subisidies Multiple rates/  Moderate
dnperied Conirol

THaph e COunITEL S8 Thibe whene thie WD e it in encess of S0 pavscend nchang b PG
Tarifl dispersion in sl these oounizies wan mone than 30 percentage points. (the dilerence betwanen
the ket anad Fighaeit Lanll ratid)

FHypsr indicalis sl rale of nlaten i esces of 1,000 percent; eyt alcatdt anual
rabes of indlation sbove 40 pencent but bess than 100 percend; “moderste”™ indscabes annual rates of
nllation beteeen 10 percend and 40 pergent

coeding 40 percent. Four countries had inflation rates in excess of 1,000
percent (Argentina, Bolivia, Brazil, and Peru); three others had lower,
but still very high, inflation rates (Ecuador, Mexico, and Uruguay). The
governments had no other choice but to embark on a program of re-
form that was both strong and decisive and therefore credible.
Concerning the sequencing of trade and capital market liberalization, all
of the countries introduced trade reforms before or at the same Hme as
capital liberalization. Bolivia, Peru, Uruguay, and Venezuela appeared
to have introduced the liberalization of these two markets at the same
time, while Argentina, Brazil, Colombia, and Ecuador staggered the re-
forms. This pattern partly agrees with the presumption that capital
market liberalization should wait until trade reforms are undertaken.
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An important element of these liberalization episedes is the political
environment which they were implemented. With the sole exception
of Venezuela, where several niots and two failed military coups d'éat
followed the reforms, the reforms were fully supported by the public.
They were undertaken by elected governments, and several of them
have withstood the task of transition from one government to the next
{Brazil, Bolivia, Colombna, Mexico, and Uruguay). The test of political
transition is an important predictor of the long-term success of the re-
forms; Venezuela is the only case that has failed to pass the test.

Short-Term Economic Costs

Two important aspects of the short-term economic effects of liberal-
ization, balance of payments, and national output are addressed here.
Tables 7 and 8 indicate the performance of exports and imports before,
during, and after liberalization. The evidence from the individual coun-
tries indicates that in six countries (Argentina, Bolivia, Ecuador, Peru,
Uruguay, and Venezuela) the growth rate of exports I'nlhw-ing liberal-
ization was higher on average than before the reforms were introdwced,
In Colombia, the growth of exports was higher after liberalization only
if the year of liberalization is included. On the import side, seven coun-
tries showed stronger import growth on average after liberalization
than before (Argentina, Bolivia, Colombia, Ecuador, Mexico, Peru, and
Venezuela). Brazil had higher growth rates for imports following liber-
alization if the year of liberalization is included, and Uruguay had lower
import growth after liberalization. On average for all episodes, ex
grew by 4.3 percent annually in the three years prior to liberalization,
while the growth rate jumped to 7.0 percent following liberalization.
Equally important, the growth rate of exports went from 2.4 percent in
the: year before liberalization to 7.4 percent in the vear of liberalization.

The change in the performance of imports after liberalization was
even more dramatic. It went from =1.5 percent before liberalization to
growth rates ranging from 13 percent to about 145 percent annually
after liberalization.

Looking at trade flows in a different way (Table 8), we see the result
is different when trade performance i weighted by each country’s ex-
ports and imports. Actual annual average exports after liberalization
increased by 3.8 percent, including the year of liberalization, while
prior to liberalization they grew annually at a rate of 7.4 percent. The
corresponding figures for imports are 3.0 percent and —4.9 percent,
respectively.

Obviously, imports grew maore rapidly than exports, although this
has not yet generated trade deficits. The rapad increase of imports is
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Table 7. Trade Performance
(Percentage change in trade flows in 1987 L.5. doflars)

Three Years Three Years
Prior to After
Liberalization T;:rdl:f Liberalization
L -3 -2 -1 Liberalization +1 +2 +3 T3 Ts
Argentina (5)2 Exports -3.3 -15.0 -12.1 171 26.4 —4.0 0.6 2.0 6.2 0.5
Imports 4.4 22.6 11.8 -21.2 -10.1 -18.2 69.9 75.8 39.3 55.8
Bolivia (5) Exports -3.3 -1.1 -6.1 -2.8 -10.0 17.5 3.8 12.6 6.0 11.3
Imports  -18.0 —44.0 10.7 -20.7 65.7 -11.8 8.5 -30.8 7.9 -11.4
Brazil (5) Exports 11.5 14.5 17.3 2.8 7.7 4.9 12.9 L3 34 8.9
Imports 4.6 -8.0 =71 28.8 13.6 7.4 -1.2 e 6.6 3.1
Colombia (M) Exports 17.5 315 245 4.3 399 13.4 15.6 13.2 20.5 141
Imports -0.3 -13.3 -1.5 13.9 -2.6 16.4 =71 50.3 14.2 19.9
Ecuador (5) Exports 1.0 -17.3 29.0 -8.8 -1.8 20.0 0.2 e 6.1 10.1
Imports -4.2 4.6 -15.5 74 -10.3 311 4.6 o 8.5 17.8
Mexico (5) Exports 15.8 12.7 25.7 o -5.8 4.0 -129  -10.5 6.3 -6.5
Imports 9.2 -379 -26.4 36.8 13.8 15.5 =233 1.4 1.8 -2.1
Peru (5) Exports 3.5 56 4.6 0.4 25.2 17.6 52 e 16.0 11.4
Imports -7.0 21.2 -5.0 -37.1 22.6 9.6 26.1 . 19.4 17.8
Uruguay (5) Exports 3.2 -10.7 -2.7 229 -5.9 10.0 7.3 79 4.8 8.4
Imports 13.0 10.8 -5.7 339 11.6 -1.9 1.8 4.0 39 1.3
Venezuela (5) Exports -7.0 -6.5 0.3 -14.7 6.0 15.4 8.3 -4.9 6.2 6.3
Imports 3.1 -7.5 4.1 12.8 -22.8 5.8 549 24.3 15.5 28.3
Total Exports 4.3 1.5 9.0 2.4 7.4 11.0 4.6 3.4 7.0 7.1
Imports -1.5 -6.7 -3.8 6.1 7.9 6.0 19.4 278 13.0 14.5

Source: World Bank, World Tables (Washington,1994).

Ty is the average annual change in trade flows for the three years prior to the year of trade liberalization; T; is the average annual change in trade flows for the
year of liberalization and the subsequent three years; T; is the average annual change for the three years immediately after the year in which trade liberalization was
introduced.

#(5) indicates strong liberalization, and (M) moderate liberalization.

IData for these countries for these years are not available on a comparable basis.
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Table 8 Performance of Trade Flows Before
and After Liberalization’
{Percentoge change weighted by 1987 LLS. dollors)

Thies Fears Tiwa Years
Prios to Year of After
Liberalization Trade Libseralization
Ty 3 z 1 Libseralization 1 2 LF}
Eapiais 7.4 59 138 A7 1.2 &5 A7 ER ]
bmiparts =49 =2I.y =T 1ET 48 =04 L 10

Loasce: World Bank, Workd Tobles (Wishington, 1994).

TThe trace Sows ol Brard, Doussion, snd Pevu for thee thind poasiiberalication year se exchuded bes
e Somparatioe data e nol reailable

Ty i th annusl sviiicgs getwsth rabe for th thies years peeor o Bbspralieation. Ty i the sl o
Erage geoeth rate for the sheese yean foliowing Sbevaliration snd the year of Boeralizaton.

explained mostly by the extent of the liberalization, the dismal perfor-
mance of imports (and production) prior to liberalization, and the
presence of capital inflows.

The evidence also indicates that the liberalization period coincides
with an acceleration of the growth rate of the GDFP, if the vear of liber-
alization is not included. For the nine countries combined, the average
GDP declines during the year trade reforms were introduced (-0.9 per-
cent). Six countries (Argenting, Bolivia, Brazil, Mexico, Peru, and
Venezuela) had negative GDP rates of growth in the vear trade reforms
were introduced. Undoubtedly, the decline in GDP is associated with
the strong stabilization packages that these six countries introduced at
the same time as trade reforms. The growth rate of GDF of all nine
countries accelerates in each subsequent year following the year of
liberalization.

Obviously, then, liberalization is not associated with lower economic
growth. If anything, these trade reforms, being strong and fast, are as-
sociated with higher growth, supporting the findings of the 1991 study.
Unfortunately, the lack of data precludes a more systematic study of
the liberalization on employment and income distnibution. Even if rel-
evant data on employment and income distribution were available, it
would have been difficult to sort out their relation o liberalization from
the effects of the stabilization policies and other structural reforms.

Compatibility with the Earlier Experience

Based on the experience of liberalization episodes of the postwar
era, what may we conclude about the sustainability of the recent re-
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forms in Latin America? Could the Latin American countries have de-
signed the liberalization of their trade regimes substantially better?
Would a different approach to trade liberalization have been prefer-
able, in the sense that it would increase its chance to be sustained and
reduce the economic costs of transition?

Recognizing that the implementation of trade reforms varied widely
from one country o ancther, the evidence reviewed here, nevertheless,
points to some general observations common to all nine liberaliza-
tions. It strongly suggests that the design of the trade reforms them-
selves was good, consistent with what earlier inferences have indi-
cated as the attributes of sustainable liberalization. The only
uncertainty for their future success lies outside the confines of trade
liberalization, in the interplay of stabilization and the ensuing appre-
ciation of the REER.

All these reforms were strong, with immediate implementation, im-
parting credibility and determination. From the putset, they decisively
reduced quantitative restrictions, which the 1991 study had found to
be the most important predictor of sucoess. All eight countries with
Qs sharply reduced or eliminated them.

Om the real effective exchange rate the evidence is less clear, but nev-
ertheless, six of the nine liberalizations began with depreciation of the
EEEE (Bolivia, Colombia, Mexico, Peru, Uruguay, and Venezuela);
three of these countries experienced strong depreciations (Bolivia,
Mexico, and Venezuela). At the end of liberalization, five countries had
their REER depreciated in comparison with the start of liberalization
(Bolivia, Colombia, Ecuador, Mexico, and Veneruela), two saw it ap-
preciate (Argentina and Peru), and the other two (Brazil and Uruguay)
saw no change

The REER is not a policy instrument. Among other factors, it reflects
overall trends in macrosconomic policy. Several countries have been
able in the long term to either reduce inflation substantially (Ar-
gentina, Bolivia, Mexico, and Peru) or keep it under control, at modest
levels (Ecuador, Colombaa, and Uruguay). The success of these coun-
tries in stabilizing their economies may well prove to be the critical el-
ement for the success not only of the trade reforms but of the entire
package of economic restructuring as well.

Failure or success in getting inflation under control permanently
will affect the viability of the finandal institutions and political stabil-
ity, The combined influence of stabilization and structural reforms has
placed significant stress on the banking system. Argentina, Brazil,
Mexico, Peru, and Veneruela have experienced different degrees of
difficulties with their banking system. Only time can tell whether they
will be able to manage this challenge effectively.
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Failure to control macroeconomic policy, and therefore inflation,
may affect the will and determination of the governments to maintain
their current policies. So far, there has been no major opposition to
trade reforms, except in Venezuela. In all other eight countries, trade
reform has been supported by the public and most of the political par-
ties. In this respect, it is encouraging that all nine countries have
agreed to participate in the multilateral trade agreement of the
Uruguay Round and have indicated strong interest in participating in
a free trade agreement in the Western Hemisphere.

The 1991 research found that trade reforms that remain in place for
six years or more are almost certain to be sustained indefinitely. On
that basis, Bolivia, Mexico, and Uruguay seem to be on a safe path. Mot
only have their liberalizations lasted more than six years, but they
have withstood the test of governmental change as well. For Ar-
gentina, Brazil, Colombia, Ecuador, and Peru, the prospects are en-
couraging. Argentina and Peru will soon join Brazl and Colombia, in
having new governments and the chance to test the resilience of the
trade reforms. Venezuela is the only country in which the liberalization
remains uncertain. Mot surprisingly, Venezuela is a case of liberaliza-
tion that has mot started with a situation of economic collapse. Hence,
public support for the policy was shaky from the inception of liberal-
ization. The policy did not go as far for the rest of the countries,” and
the new government appears to be much less cormmitted to the trade
reforms than its predecessor.

In conclusion, the recent reformers in Latin America have met fully
four of the conditions found necessary for a sustained trade liberaliza-
tion by the 1991 research: strong initial steps toward liberalization,
substantial reduction in QRs, initial economic conditions that required
strong reforms, and political stability in the sense that there was con-
tinuous broad political support for these reforms. Some of the liberal-
izations have also passed the test of time and have survived political
transition.

The 1991 study underlined the importance of depreciation of the
REER at the start of the liberalization and at the end of it. We saw that
six countries began their liberalization with depreciation, and two
ended it with appreciation of the REER. The 1991 research found in
particular that no country’s liberalization survived while the REER
was appreciating at the end of the reform. The REER tended to appre-
clate beyond the period of liberalization in all countries except Bolivia.
The major factors for this sustained appreciation appear to be the im-

"But il was nosstheless skrong and swaft
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mediate opening of capital markets, the structural reforms, and the
stabilization efforts of these countries. In the 1991 research, only 4 lib-
eralization episodes, out of 36 examined, experienced the liberaliza-
tion of capital markets at the same time or soon after trade reforms
were introduced. There werne few observations to base a thorough as-
sessment of the effects of substantial inflows on the tradable sector,
and the impact of substantial reductions of such flows on foreign re-
serves and macroeconomic policy. Mevertheless, the available evi-
dence indicated & negativie effect of capital inflows on the tradable sec-
tor and, when these inflows were substantially reduced or reversed, a
negative impact on foreign reserves and on the fate of liberalization.

The recent events in Mexico would probably shed some light, in the
naar future, about the probability of repetition of this pattern. If gimi-
lar developments in capital flows were to oocur in these countries, it
would be difficult to tell whether the governments will manage to
withstand their consequences, as Chile succeeded in doing in the carly
19805, or succumb to the pressures, as Argentina did at the same tme,
and witness a collapse of the reforms. It is difficult to foretell the out-
come partly because the nature of inflows iz substantially different
now than in the 1970s, involving to a large extent private capital and
direct foreign investments, and partly because the current political cli-
mate is undoubtedly in favor of trade liberalization, unlike in the ear-
lier times.

Speculating further, it could be the caze that these trade reforms
were 50 strong that by the time large capital inflows were recorded the
economic restructuring was well under way, so that it did not have an
adverse effect on the tradable sector. Partial evidence consistent with
this argument is that the growth rate of exports and of GDF increased
by the same order of magnitude in the postliberalization period.

Furthermore, the collective experience of these countries with the
prevailing policies prior to these reforms, which inflicted severe eco-
nomic costs, may have persuaded policymakers and the people at
large that deregulation and trade liberalization is the way to go,
notwithstanding the probable transition costs and events that in the
past would have led to a severe setback.

Trade Regime in the Former Soviet Union

This section will be quite different from its predecessors. It would be
inappropriate (o expect the pattern of trade hiberalization in Russa, the
Baltie countries, and other countries of the former Soviet Union, which
was part of an overall change of the economic regime, to share much
with the liberalizations in Latin America. What we will do here is pre-
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sent the basic elements of the emerging trade regime and pose the ques-
tion of what would be the essential ingredients of further liberalization.
The former Soviet Union (this applies, to a large extent, also to the for-
mer eastern block outside the Soviet Union—the members of the for-
mer Council for Mutual Economic Assistance (CMEA)) has gone
through a dramatic shift in its conduct of international tranmsactions,
just as it has in other facets of economic life. Whether to refer to this
change as “trade liberalization™ is an open question. If liberalization is
to be udged by the prevalence of instruments of government interven-
tion in trade as they are practiced in a market economy, then the former
Soviet Union has undergone a process contrary to liberalization. If, on
the other hand, liberalization is understood—as we think it should
be—as a progess that brings relative prices closer to what they would
be without government interference, and in which prices replace non-
price instruments of interference, then a substantial liberalization has
indeed taken place—its degree varying from one republic to another.
Prior to the disintegration of the Soviet Union and the start of the
of change toward market economies—from the end of 1990
through early 1991 —"international” trade of the present independent
states was, in fact, predominantly domestic trade: About 80 percent, on
average, of total trade among the states and between them and the out-
side world consisted of interrepublic trade. Of the other 210 percent, a
high proportion consisted of trade with other CMEA countries, which
shared some important attributes with interrepublic trade, This trade
had none of the attributes of foreign trade. It required no means of
payments other than the local currency; it was financed through the
same banking system; and it involved no government barriers to
trade—being, in this sense, completely “free.” But, like any other (ie.,
intrarepublic) trade in the Soviet Union, interrepublic trade was not
guided by any market mechanism, nor did it follow the guidelings of
comparative advantage. Location of economic activity, as well as trade
relations of each enterprise—whether within the state or outside it—
was fully determined by commands of the planning machinery. Any
relationship between these production and trade patterns and what a
market would have established was, then, purely coincidental ®
The shift (still partial, mostly) to a market mechanism has led o at
least some approximation of what the pattern of trade would be in a
free market. But state intervention is still heavy and strongly discrim-

Edaide, of cowane, from 4 bew imnportant instanoes pelabed Ba the physical availabiliky of nat-
ugal nesousces: gil, Fof isstance, was, aid 5, inevitably peodusond (Put nod nedessarily medined)
whaenie il b Bounad in th grownd.
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inates against tradables, probably even more than in the high-protec-
tion market economies prior to their liberalization. Unlike in the mar-
ket economies (Argentina prior to 1990 may have been a partial ex-
ception), the instruments of intervention in trade of the Baltics, Russia
and other countries of the former Soviet Union are related to sxports
rather than to imports. Most of the latter are formally free of either tar-
iffs or nontariff barriers; whereas exports are subject to heavy restric-
tions in almost all of the states, both through expaort taxes (which may
take the form of forced sale of the foreign exchange prooseds at a low
exchange rate) and through the prevalent requirement for licensing.®

The discouragement of exports derives from a variety of sources—
most of them unique to the Baltics, Russia, and other countries of the
former Soviet Union, either because of the starting attnbutes of the
regime or because common forces have been influencing these coun-
tries. To start with, a major problem facing producers, both before and
after the disintegration of the Union, has been the scercity of inpuls: it is
of prime importance for an enterprise ko ensure the availability of its
essential inputs. This leads to the restriction of exports (of machinery
and, mostly, intermediate inputs—although to some extent also of cer-
tain consumer goodsh and to an increase im their availabdlity at home.
True, overall availability would have increased with the purchase of
imports provided for by exports, but this is beyond the concern of the
agencies involved.

A contnbuting factor has been the frequent maintenance of dimestic
low prices for exportable goods. In such a system, combined often
with a high real depreciation—as will be discussed shortly—it be-
comies highly profitable to buy locally and resell in the export market.
The licensing is then intended either to prevent the exports—for the
reasons mentioned before—or to assign the (often huge) rent involved
im exports o the parties that the government deems waorthy. With these
price differentials, it should be noted that the prevention of exports
miay indeed often be welfare enhancing (the benefit of exportables in
domestic use exceeding the price received from export sales); but
short, of course, of changing the price system altogether, export faxes
rather than licensing should on all counts be the preferred instrument.

Raising tax revenues is, indeed, another common motivation for ex-
port restrictions. This is done both through a straightforward tax or,
often, through the enforcement of the sale of (part of or all) export pro-
ceeds to the government at an exchange rate substantially below a

*This form of dscrimination agasret tradables has, indeed, been an apt representation of
Abba Lerner’s famows “syenmetry theomem.”
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“market,” or “free” level of the rate (say, the rate at which free imports
are financed). The motivation for the latter instrument—the forced
sale—is often somewhat different: the government does not believe
that export proceeds would otherwise be offered in the foreign ex-
change market, and be accessible to the government (which demands
it as an importer and payer of foreign debt). In other words, assuming
that the government cannot in effect buy sufficient foreign exchange at
the free rate, the saving perceived by the government is much higher
than the observed difference between the free rate and the “penalty”
rate paid to exporters.

Until quite recently, when all the countries of the former Soviet
Union {except the Baltics) were part of a ruble area, a particular moti-
vation existed to discourage inferrepublic exports. By exporting to an-
other state, the country in question would be paid in rubles, but it
could produce rubles itself (though not cash rubles, Russia excluded)
with no real costs, so that the export would amount to a complete
waste, It is only when Russia started constraining this possibility that
the motivation disappeared for the peripheral republics; but it still ex-
ists today for Russia itself.

As nobed, a substantial real depreciation has been a common feature;
the Baltics have been the major exception, as was Russia for most of
1993-94. This depreciation results partly from the trade regime itself,
with its heavy restrictions on exports (thus leading to a vicious anche—
a higher real devaluation strengthening still further the motivation for
export restriction). But other factors have been crucial. These are, first,
a heavy asset demand for foreign exchange, liquid foreign assets being
almost the only available instrument to hedge against inflation. In
most countries of the former Soviet Union, a dramatic deterioration of
the terms of trade has been another source. This resulted predomi-
nantly from the change of the oil price in interrepublic trade: the price
increased from a small fraction of the world price level to something
close to that level—a change that benefited primarily Russia, at the ex-
pense of the other states.

The level of the foreign exchange rate has been a major suppressant
of imports (this is the way export restrichion tarns inbo import restric-
tonl Since import barriers were absent at the start of the process, and
no demand for added protection (to that effected through the ex-
change rate} was forthcoming, imports have mostly remained free of
specific barners. Mot surprisingly, the excepion to this rule has been
the Baltic countries, primarily Estonia and Latvia, in which real appre-
ciation has taken place. In these two countries, a gradually increasing
demand for protection against imports has been provoked. It has led,
indeed, to both tanff and nontariff barmers, prmanly against imports
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of agricultural produce. By now, these barriers have become a spurce
of major distortions in these economies. In this sense, they have moved
away from trade hberalization.

What would constitute “trade liberalization™ in the countries of the
former Soviet Union? Once more, such liberalization is of little mean-
ing if not given within a more general context. That is, trade liberal-
ization makes sense only as part of an overall change in the price sys-
tern and the application of the price mechanism. Otherwize, it i3
neither feasible nor even necessarily desirable.

Assuming that prices in general are predominately determined by a
market mechanism, and are close to their equilibrium levels, trade lib-
eralization would consist predominantly of the following measurnes:

(1) Removing barriers on exports—barriers imposed now through li-
censing, taxes, compulsory sale of foreign exchange proceeds and (indi-
rectly) compulsory sales of exportable goods to prescribed enterprises.

(2) Establishing foreign exchange markets. Mominal trade liberaliza-
tion would create a system far removed from that of a “free trade” sys-
tern in the absence of well—functioning foreign exchange markets
{whether within a fixed-rate or a floating-rate regime), in which most
of the export proceeds are sold and most of the financing needed for
imports is acquired.

(3) The third main trade liberalization measure is negative: refrain-
ing from imposing barriers on impaorts. The absence of such barriers at
present is not of much significance, given the high (universall protec-
tion provided by the high real exchange rate in most of the countries
of the former Soviet Union. If, on the other hand, imports remain free
when the exchange rate assumies some “normal”™ level and the protec-
tion gramnted through it disappears, this would indeed be a true mea-
sure of maintaining a free trade system,

Finally, the circumstances that seem necessary for introducing liber-
alization and implementing its major components, would also be those
that are likely to grant sustainability to trade liberalization. First and
foremost, changes in the trade regime must be part of a comprehensive
economic liberalization: without an overall freeing of prices, so that
thiy approach equilibrium market levels, trade liberalization will nei-
ther progress nor endure (nor, again, should it necessarily be desir-
able). An overall stabilization would be essential just as in normal mar-
ket economies, so would be a well-functioning market for foreign
exchange, which would imply, in tum, a reazonably functioning finan-
cial system. But freeing foreign capital markets, on the other hand,
does not seem a priori to be essential for sustaining trade liberalization
lexperience does not have much to bell us yet about this issuel.
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Trade Policy Reforms:
The Indian Experience

Tejendra Khanna*

India embarked on a comprehensive economic reform program in
mid-1991. The external trade sector became the focus for substantive
liberalization from the very beginning of the reform process. As a re-
sult, substantial progress has been achieved in this sector during the
last three and a half years. This paper, which appraises this period, is
divided into three sechions. The first provides the background against
which the reforms were initiated. The second deals with the major pol-
icy initiatives and an appraisal of their impact. The third is devoted to
the izzues and policy dilemmas faced in designing and implementing
the trade policy reform package.

Brief Evaluation of the Prereform Strategies

For over forty years in the postindependence period India pursued
a strategy of economic development oriented toward import substitu-
tion and self-reliance. Strongly influenced by the socialist ideclogy, the
Industrial Policy Resolution adopted in the early 1950s stipulated that
the commanding heights of the economy should be under public own-
ership and control. Major sectors of manufacturing, such as steel,
heavy-engineering facilities, earthmoving equipment, process plants,
aircraft, ships, telecommunicabions and power facilities, basic chemi-
cals and smelting of nonferrous ores, were reserved for the public sec-
tor. Even in areas open to the private sector, the establishment of new
production capacities was tightly controlled through an elaborate sys-
tem of industrial licensing covering medium and large undertakings
and a system of registration covering small units. Before such capaci-
ties were allowed to be ereated, an overall demand-supply assessment
was undertaken within the framework of a centralized planning appa-
ratus. In sectors where a clear supply gap had emerged, there was
often a race among competing private entreprencurs to secure the re-
quired industrial-licensing approval. Obtaining a license itzelf was
perceived as a major achievement. At times, with a view to preventing
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others from entering the same field of production, an existing manu-
facturer would sponsor another party to get some capacity allocated,
not with the intention of implementing the project but for blocking an-
other person from doing so. As a result, several quasi-monopolies were
ereated, wherein concerns about quality, productivity, cost control, and
efficiency were relegated to lower levels of priority. In some cases, the
desire to allocate the available incremental production capacity among
a larger number of applicants would result in the licensing of subopti-
mal-sized units that could not, ipso facto, enpoy the cconomies of scale.

Securing a letter of intent for establishing a new manufacturing unit
was, however, only the beginning of a series of other approvals that
had to be laboriously pursued by the entrepreneur. Proposals for im-
porting technology or foreign investment had to go before an Inter-
ministerial Foreign Investment Board. Questions regarding reason-
ableness of technical license fees, royalties, and other forms of capital
repatriation had to be answered. Applications for the import of capital
goods and other raw materials and components had to go before a sep-
arate Licensing Committee in the Office of the Chief Controller of Im-
ports and Exports (CCIE). While considering such applications, the
CCIE would seek the technical opinion of the Directorate General of
Technical Development (DGTDN as to whether the items proposed
could not be sourced from within the country itself, Besides, in the case
of capatal goods and instruments, a trade notice had to be published in
the Indian Trade Journal by the party seeking the import permission,
and a period of 45 days had to be given to indigenous suppliers who
might wish to offer their equipment to meet the entreprencur’s needs.
The entrepreneur had also ko engage in technical discussion with the
DGTD officials to convince the latter that the item sought to be im-
ported had special technical features that could not be matched by do-
mestically produced substitutes, if any.

Yet another factor to be considered at the time of granting an indus-
trial license was whether the entrepreneur either belonged to a “mo-
nopoly house” or was already enjoying a monopoly position in the do-
mestic market, such terms being defined in the “Monopolies and
Restrictive Trade Practices Act.” If a market leader wanbed to expand
its production base, permission could be refused on the grounds that
creation of a near monopoly would amount to an excessive concentra-
tion of cconomic power, which had to be prevented. Such refusals
forced some Indian companies to venture overseas and, unintention-
ally, started the process of “globalization,” invelving the setting up of
overseas production bases by them,

Omce the Indian entrepreneur had surmounted hurdles of industrial
licensing, import licensing, and rigorous foreign exchange controls, it
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had the opportunity to function under conditions of relatively low
competitive pressure from within and hittle fear of competition from
imports, keeping in view the existence of both quantitative restrictions
on import (QRs) as well as high levels of import tariff, which in some
cases could be as high as 300 percent. Naturally, as mentioned earlier,
considerations of design, quality, cost efficiency. and productivity were
at a discount within the production and distribution system.

Since the macroeconomic policy regime created an economy that
was expensive and often inefficient, export promotion was sought to
be achieved through microlevel strategies. This obviously meant iden-
tifying products that, according to the government's perception,
should be promoted and designing a mix of incentives geared to that
objective. The incentive mix, broadly consisted of fiscal incentives, in-
centives through import policy, and concessional export Rinance.

Postreforms Scenario

When reforms were launched in July 1991, the first two sectors that
receivied attention were those of industrial licensing and import policy.
In the case of industrial licensing, formal licensing requirements were
given up for all industries except some that were retained on the li-
censing list for special considerations of sensitivity and environmental
safety. In the case of import controls, the policy decision was taken that
the import of all preduction inputs, as distinct from finished consumer
goods, should be liberalized. Capital goods, intermediates, compo-
nents, and industrial raw materials were almost entirely thrown open
for import at the option of the manufacturer himself or by the trade,
for stock and sale. The underlying logic was that if the Indian industry
was to come of age and build up competitive production capability, it
should be allowed access to the best capital equipment, instrumenta-
tion, and raw materials and components without having o knock on
the doors of the import-licensing authorities. The broad anea of con-
sumer goods was, however, restricted on balance of payments consid-
erations under Article XVIII of the General Agreement on Tariffs and
Trade (GATT). The claborate listing of items in different lists such as
“Banned,” “Megative,” "Limited Permissible,” and “Canalized” was
pruned drastically.

During the period of elaborate import controls, exporters used to be
permitted toobtain some inputs related to their export products under
a system ol "Replenishment Licenses.” Owver 100 pages in the lmpaort-
Export Policy Book used to be devoted to the listing of various export
products along with associated “shopping lists” of items that could be
imported under the replenishment license granted to exporters. Lifting
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import controls on production inputs in the second half of 1991 made
the system of replenishment licenses redundant.

As regands dismantling of the high import-tariff regime, in the first
budget of the present government in July 1991, the peak import tariff
rate was brought down from over 300 percent to 150 percent. In the
regular budget for fiscal year 1992/93 presented in February 1992, the
peak rate was reduced to 110 percent and in the subsequent budget of
1993,/94 presented in February 1993, it was reduced to 85 percent. In
the budget for fiscal year 1994,/95 presented in February 1994, the peak
rate was further brought down to 65 percent. The average tanff collec-
tion rate for all imports that stood at 47 percent in 1990,/91 came down
to 44 percent in 1992,/93, 37 percent in 1993/94, and 30 percent in
1994 /95, An Expert Committee on Tariff Rationalization appointed by
the government has recently suggested that the peak tariff rate be low-
ered further to about 25 percent within the next two years or so. As a
result of the steep drop in the level of tanff protection, India has more
than met its tariff reduction commitments in the context of the
Uruguay Round of Multilateral Trade Megotiations much in advance
of the six-vear tranzsition period provided for achieving the targeted
tariff reduction. In some ibems, which may still be attracting higher im-
port tariffs, the necessary reduction would be made well within the
permisiible period.

Even before the reform process was initiated, it was clear to many
observers that the export-incentive system as had been practiced was
no longer feasible because of the fiscal burden it had been causing. Ex-
port subsidy for the Cash Compensatory Support in conjunction with
the food and fertilizer subsidy had accounted for a substantial portion
of the total budget deficits of the Government of India.

Since the total incidence of all export incentives was estimated to be
around 30 percent, it could be argued that devaluing the external value
of the rupee by the same order of magnitude would maintain the ex-
port price competitiveness at the same level. In addition, since the re-
form process also involved a paradigm shift from an administrative
microlevel policy regime to a generalized market driven policy frame,
the importance of the exchange rate as a determinant of trade flows
would have to increase in the postreform period.

Practical feasibility of using the exchange rate as a determinant of
trade flows depended upon to what extent the rupee, which was a
nonconvertible currency and whose external value was strictly moni-
tored, could be allowed to find its own level and whether and in what
time frame convertibility could be introduced. It was clear in the be-
ginning that trade policy reforms would have to look at the totality of
the policy package, namely, quantitative and administrative controls
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on imports and exports, the tarff structure, and controls on foreign ex-
change, in addition to the initial devaluation of the rupee to take care
of the existing overvaluation and allowing it to float within the market
parameters. The government adopted an incremental approach with
respect to all these issues. First, the rupee was devalued in two stages:
on July 1, and on July 3, 1991, by about 18-20 percent against major
currencies. Immediately after the devaluation, trade policy changes
were introduced. One major change was the abolition of the Cash
Compensatory Support and introduction of partial convertibility of
the rupee.

Prior to reforms, all foreign exchange earnings were to be compul-
sorily surrendered to the Eeserve Bank of India. What was allowed in
the initial phase of liberalization was that exporters would have to sur-
render 40 percent to the Reserve Bank at the official rate while the
residual 80 percent could be sold at the market-determined rate. Al-
though many feared that the rupee would crash in the market-deter-
mined segment, it showed remarkable strength after an initial dip.
This emboldened the government to proceed toward “full convertibil-
ity” on the trade account. The logic was twofold: first, the dual rate
was in fact a tax on exports, as exporters would have to sell 40 percent
of their foreign exchange carnings at the official rate, which was 10=15
percent lower than the market rate. Second, full convertibility on the
trade account would be the next step forward in deregulating the ex-
ternal sector of the Indian economy. Accordingly, the rupes’s dual ex-
change rate system was abolished and a unified exchange rate system
was introduced in the budget for 1993,/ 94. Since then, the rupee has re-
mainid stable against Major currendcies.

In order to give a fillip to export production, the system of issue of
advance duty-free licenses to facilitate such production using im-
ported inputs of raw maberials and intermediates has been strength-
ened. In addition, the Export Promotion Capital Goods Scheme was in-
troduced to reduce the capital cost by allowing the impaort of capital
goods at a concessional duty of 15 percent, subject to the assumption
of some export obligations.

Prior to the launching of reforms, the negative list of exports con-
sisted of five categories, namely, prohibited list, licensable list, ceiling
list, canalized list, and the conditional list. The number of items under
these heads has now been reduced to less than fifty under three
heads: prohibited list, licensable list, and the canalized list. Export
controls have been lifted from nearly 20 percent of the items that had
been restricted. Simplifying trade documentation and introducing
electronic trading concepis have also been receiving sustained
attention,
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Evaluation Framework and Record

The achievements of the reforms process vis-i-vis the trade regime
can be evaluated prima facie by considering (1) to what extent quanti-
tative controls on India’s imports have been reduced; (2) what level of
import tariff reduction has been achieved; and (3) to what extent pol-
icy stability and transparency in the system have been introduced.

The record with respect to the first has been fairly impressive. Using
the proportion of imports subject to licensing, it is found that the pro-
portion has declined from 52.6 percent in 198990 to only 33.8 percent
im 1992-93 and to 30.2 percent in 199354, There has also been a corne-
sponding decline in the number of import licenses issued. While dur-
ing 1989-90, 116,054 import Hoenses were issued, the number dropped
to only 41,000 during 1993-%4. Further, to the extent of almost 95 per-
cent, these licenses have been issued for duty-free or concessional duty
imports having export linkages.

Az mentioned earlier. the only substantial remaining area of import
controls covers the sector of consumer goods. Even in this regard, sig-
nificant import liberalization has recently been permitted through the
Special Import License route, which is granted to Export Houses and
Trading Houses, and so on, by way of an indirect incentive. Practically
all textile items in addition to several consumer durables can be im-
ported against such licenses.

The liberalized export-import policies will have maximum impact
only when bwo conditions are satisfied: first, that there has to be long-
term stability in the policy and, second, that there should be trans-
parency, including procedural simplicity, To achieve the first condi-
ton, a five-year Export-lmport Policy was announced for the period
1992-97. As regards procedural simplification, the ongoing efforts that
have yvielded positive results have to be assidupusly maintained for
SOME YEars o Come.

The impact of the trade policy reforms on exports appears to be sub-
stantial. The first year of the postreform period could achieve an ex-
port growth rate of only 3.8 percent in nominal dollar terms, which
was conditioned by several adverse factors, including the steep fall in
India"s exports under the Rupee Payment Arrangements to the formar
Soviet Union. In the second year, 1993-594, the rate of export growth
substantially increased to over 20 percent in nominal LS. dollar terms.
The rate exceeded what even the major Southeast Asian countries
could achieve. While it is true that a part of this growth was due to the
low base, as well as the availability of exportable surplus of several
itemns due to shuggish domestic demand, there is no doubt that this def-
initely represented a break from the trend rate of growth. The rate of
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growth in exports in the current fiscal year during Apnl 1994=]anuary
1995 has been a little over 17 percent in dollar terms.

Specific Issues in Designing and Implementing
Trade Policies

The Indian experience reveals that while designing and implement-
ing trade policy reforms it was crucial to design collateral policies per-
taining to tariffs and exchange rates, to restructure the institutional
mechanism related to the administration of export-import policies,
and to put in place an antidumping machinery to prevent disruplion
of domestic production due to dumped imports under the lower tariff
regime. [t became necessary o devise measures to acoelerate export
growth in the absence of sector-specific strategy and assistance, decide
on the pace of removal of QRs and the optimal timeframe for opening
up the previously protected industrial sector, bring about attitudinal
change im the bureaucracy at the cutting edge, and effectively commu-
nicate the bogic, rationale, and irreversibility of the trade reforms to
domestic trade and industry.

It is not that all these issues cropped up simultanecusly or even
transparently. Often the issees and concerns surfaced as reactions to
specific policy initiatives. For instance, the reduction in import duties
on capital goods and remowval of quantitative restrictions generated a
reaction from the concerned domestic sector. Consequently, to create a
“level playing field,” a concessional duty on imports of inputs and re-
duction in the level of ex-factory excise duty was made.

While implementing the reforms to liberalize trade, a large number
of import-licensing lists were abolished in April 1992, With the large-
scale decanalization of imports and exports necessitated by freeing of
trade, there was a need to restructure the existing institutional frame-
work for trade; for instance, the Office of Chief Controller of Imports
and Exports had to be restructured as the Office of the Director Gen-
eral of Foreign Trade with a focus on trade-promotion activities. The
traditional role of state trading organizations, such as the State Trading
Corporation (STC) and the Minerals and Metals Trading Corporation
(MMTC), was curtailed due to decanalization and had to be reoriented
with a greater thrust on export promotion. Competitiveness became
the crucial factor in deciding on the success and profitability of these
state trading agencies, and export activity became more relevant than
imports. The focus also shifted from canalized to noncanalized items
of trade besides requiring organizational restructuring. To make a trim
and efficient structure, a Voluntary Retirement Scheme (VRS) was in-
troduced to reduce the staff by approximately 25 percent. A study was

©lnternational Monetary Fund. Not for Redistribution



56  Tejendra Khanna

undertaken to work out the organizational restructuring of the state
trading organizations with a view to simplifying and making trans-
parent their role and working methods.

With the increased potential for agro-exports in the post-Uraguay
period, special measures had to be designed in trade policy to give an
advantage to agricultural exports. A new scheme for encouraging ex-
port-oriented units (EOUs) for agricultural preducts had to be intro-
duced with a limited export obligation of 30 percent. Similarly, in an
effort bo give special support o services exports, a new scheme for en-
couraging service exports and permitting them the import of capital
goods at concessional duty was introduced in the Export-Import Pol-
tey update in 1954,

With the liberalization of the import regime and acceleration of ex-
port efforts, the volume and rate of growth in the external sector has
brought into focus physical infrastructure constraints relating to
power, transport, and communications. Constraints on government
budgetary resources and the compulsion to reduce public expenditure
to reduce the fiscal deficit have necessitated the entry of private capi-
tal for infrastructure development. Policy changes have been put in
place to privatize the setting up of export-processing zones, container
freight stations, inland container depots, and air cargo complexes
through a system of approvals by an Interministerial Committee. In
addition, power and telecommunications sectors have also been
thrown open to private capital as an enabling mechanism for fostering
infrastructure development.

The policy change permitting the waiver of compulsory export in-
spection by the official statutory Export Inspection Agency (ELA) and
the option to have an independent inspection arrangement as settled
between the buyer and seller has reduced the role and revenue of the
agency. With its role rendered partially redundant, special measures
were required to redefine the role of the EIA. A supplementary role
will hereafter be given to ELA, such as inspection, to ensure adherence
to special quality requirements as per the health and safety standards
of the importing country, such as in the case of manne products and
for the investigation of specific quality complaints received from buy-
ers. The role of EIA is being redefined accordingly and a special Vol-
untary Retirement Scheme has been introduced to handle the staff re-
dundancy resulting from a reduced role for the EIA.

Given the federal structure of the country and the allocation of the
subjects between the center and the states, special issues have been en-
countered in encouraging participation by the state governments in the
national export effort. With subjects like agriculture and land reform
falling directly within the purview of state governments, special
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schemes have been devised toward the strategic removal of bottlenecks
in the states. As land reform is a state rather than a union subject, efforts
to increase the area under production of tea, spices, and cashew for ex-
port have implications involving land legislation at the state level.

The prevailing indirect tax struchure with Octrol, sales tax, and other
state levies tend to reduce the competitiveness of exports owing to the
incidence of multiple taxation. Withdrawal of state levies would re-
duce the revenues of the state governments and restrict their capital re-
spurces for development. Hence, to ensure requisite support for the ex-
port sector, special compensation schemes will have to be devised to
ensure that export performance is not negatively affected owing to the
incidence of nonrebatable bocal taxes.

Elimination of subsidies as an instrument of trade reforms required
abolition of budget support interest subsidy on export credit. The fi-
nancing cost of high-interest export credit in India vis-i-vis the lower
interest costs of competitor countries have obviously affected the cost
competitiveness of Indian exports. New schemes for providing export
finance at internationally comparable interest rates have had to be de-
signed. Nonsubsidy schemes were introduced to permit rediscounting
of export bills and to provide dollar-denominated postshipment and
preshipment credit, thus reducing the incidence of interest rate differ-
ential on expart costs.

The unfinished agenda of trade policy reforms in India will have to
address such questions as completing the shift from QRs to a tariff-
based regime and providing greater market access in services and fi-
nancial sectors. The negative list of imports and exports would have
o be limited o items that need o be resiricted for reasons of envi-
ronment and safety. In the post-Uruguay period, access to markets,
especially in the area of financial services, will also need to be ex-
panded. As the economy becomes more stable and as the external en-
vironment improves it would be possible to achieve full convertibility
on the capital account as well. Likewise, regional and multilateral
trade issues having a bearing on India’s global trade performance will
need to be addressed. The impact of regional groupings like the Eu-
ropean Union, North American Free Trade Agreement, Asia-Pacific
Economic Cooperation Council, Association of South East Asian Na-
tions, and so forth, on multilateral arrangements in the context of the
rule-based World Trade Organization with special reference to market
access for India’s export products will need to be evaluated to posi-
tion India effectively in the global trading environment. Mew issues
arising from environmental concerns relating to trade and the ques-
tion of the linkage between trade and labor standards will have to be
appropriately addressed.
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Role of Trade Policy in Poland’s 6
Transition to a Market Economy

Paul Mylonas

The topic of my presentation is the role of trade policy in Poland’s
transition to a market economy. | will begin with a brief description of
the economic situation existing in Poland just prior to the comprehen-
sive stabilization and reform program of 1990 (the much debated
“shock”™ or “big-bang” approach) and then delve briefly into the broad
economic strategy that the Polish government introduced to address
these initial conditions, Most of my presentation will describe the
trade reform that formed an integral part of the initial “shock™ pro-
gram as well as the subsequent trade liberalization introduced through
trade agreements with Poland’s largest and geographically nearest
trading partners. The last segment of my presentation will assess some
aspects of the successes and failures of the reform program. 1 will con-
clude with some lessons that may be drawn from Poland’s experience
and hopefully have some time for questions.

But let me give a hint at them from the beginning. The case of
Poland supports the basic tenet of free trade—that is, that free trade
will improve a country’s growth prospects—and indicates that transi-
tion economies are not unique and do not require different adwvice re-
garding trade reform. The main debate some five years ago was on the
sequencing of structural reform, including trade reform, relative to the
stabilization of the macroeconomy. Poland, as well as other cases since
then, have indicated that this debate may be mostly a distraction and
that countries should quickly introduce the most liberal and transpar-
ent trade regime that can be supported by macroeconomic conditions,
with a clear timetable for future liberalization of the trade accounts. If
the liberalization proves o0 ambitious, it can always be guite quickly
adjusted at a later stage.

With this road map, let me begin. Prior to the 1990 reform, Poland
had a monmarket economy characterized by a dominant state sector,
where state enterprizes faced neither internal nor external competition,
and where relative prices were highly distorted due to price subsadies
and controls, all of which led to shortages. Production was concen-
trated in heavy industry and geared toward import substitution. The
trade structure reflected the economy’s heavy reliance on the Soviet
market both for exports—mostly low-value-added and capital-
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intensive manufactured goods—and for imports of raw materials, es-
pecially oil and gas at below-market prices.

In addition to what one could call “typical” problems of a centrally
planned economy, Poland’s initial prereform situation was character-
ized by a very high level of external debt, both to official bilateral and
commercial creditors; a constraint that would require any liberaliza-
tion program to create a sufficiently strong external position capable of
servicing at least a small share of this debt (i.e., the amounts due after
debt restructuring), The Polish situation was atypical in two other so-
clopolitical respects—the role of farmers and workers. First, agricul-
ture was nominally controlled by the private sector prios o the reform,
as most of the arable land was privately owned (78 percent). Initially,
farmers achieved large windfall gains after the liberalization of food
prices in late 1989. As these were subsequently reversed, farmers were
left disgruntled and felt that they had not benefited from the reform
process, Second, Poland had an especially influential workforce, which
was due to the origin of Poland’s socialist opposition in the trade
union Solidarity, which later became a political force in Parliament.
This strong position of labor has consistently produced strong pres-
sure on wages and reduced the scope for privatization.

On top of these structural problems, when the new Polish govern-
ment took office in September 1989, hyperinflation had emerged, be-
ginning with the freeing of food prices in August 1989 and subse-
quently fueled by the large adjustments to administrative prices, wage
developments that were out of control, and a government budget
{which had detericrated by some 8 percent of GDF during 1989).

In view of the seventy of the sconomic problems, the need to estab-
lish credibility, and the window of opportunity provided by the polit-
ical capital that the new government had—recall that it was the first
democratically elected government of Poland in the postwar period—
Poland opted for a radical strategy whereby structural reform was nol
postponed until after the achievement of macroeconomic stabilization
but was introduced concurrently; of course, this did not mean intro-
ducing all structural reforms at once, but implementing those that
could be done immediately.

Besides the more conventional heterodox stabilization program,
which included using the nominal exchange rate and a tax-based in-
comes policy as nominal anchors, the Polish strategy envisaged the
freeing aif virtually all remaining prices, the liberalization of the trade
and payments system, the breaking up of state monopolies (especially
in retailing, food processing, and trading), exposing enterprises to fi-
nancial discipline by eliminating subsidies and allowing bankruptcies
to take place, reforming the tax system, undertaking far-reaching re-
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form of the financial system, moving toward competitive labor mar-
kets, and privatizing many state enterprises. The program also intro-
duced social safety nets (mainly through the form of unemployment
compensation and welfare programs).

Within the overall strategy, the reform of the trade and payments
systemn played a major, and basically twofold, role: first, by importing
foreign prices to provide efficlency guideposts to the transforming
economy—and thus eliminating relative price distortions, and there-
after to provide competition to domestic producers by combatting do-
mestic monopolies. Over the longer run, the shift to an outwardly ori-
ented strategy was geared to promoting growth, including through
export promotion, in the hope that it would generate resources bo ser-
vice at least a component of the external debt, as Poland was not likely
to have access to spontaneous private market Anancing unbil it con-
cluded a debt-restructuring agreement with its commercial creditors.

The trade reform process began in 1990 when Poland abolished the
state monopoly and adminiztrative management of foreign trade, and
the trade system was largely liberalized and made transparent, with
customs duties becoming the main trade policy instrument. Most non-
tariff restrictions were eliminabed (Jamuary 1990), and customs dulies
were suspended on 4,500 import items (June 1990)—with the average
applied tariff being only 5.5 percent (see Table 1).

At the same time, the exchange system was liberalized and the ex-
change rate set o a competitive level. The multiple exchange rates
were unified in January 1990, and many restrictions on the availability
of foreign exchange were eliminated during 1990-91. Most important,
the parallel market was legalized in March 1989, with residents being
allowed to transact freely in this so-called kantor market where the ex-
change rate is determined flexibly by market conditions, resulting de
facto in Full currency convertibility for this segment of the market.

Im 1991, the trade liberalization strategy had to be revised to s
the budget and the balance of payments. The former had been weak-
ened by the unexpectedly large drop in recorded cutput and the conse-
quent decline in the traditional mainstay of the revenue base, taxes on
state enterprises. At the same tme, transfer pavments increased rapidly
a3 the social safety net had been put into place. Not unlike other coun-
tries where broad-based domestic taxes had not vet been put in to place,
Poland resorted to raising fiscal revenues by taxing external trade. The
external acoounts had weakened because of the collapse of trade within
the former Council for Mutual Economic Assistance (CMEA). First,
from January 1, 1991, trade was undertaken at world market prices and
settled in hard currencies. The price shock resulted in a deterioration in
Poland’s interregional terms of trade of about 30 percent in 1991, with
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Table 1. Evolution of Customs Tariff Structure’

Harmanized Commadity Aisgust 1990
Destription and Coding Jaruary to August  December
System (HODDCS) 1989 Awguit 1991 1991 ik
Al ¢ormirmndithes 1813 5.5 18.4 pLH
Agricultural products 172 4.0 26.2 262
Induitrial productt 187 s 163 170
Mlaneral prodiscts 8 3.4 8.9 9.
Chemical prodiscts 13.% 59 14.1 13,7
Plaaticy %9 55 15.0 (E%
Fur and leather products 172 5.1 257 155
Weod and paper products 18.7 74 13.4 13.4
Teatibes, footwiar, clothing 223 a7 20,6 2.4

Induatrial mirseral snd

rreetal products 15.4 4.3 147 176
BAachinery, ranspert

equipment, preciskon

instrments 219 39 161 166
Jeweley, arma, arl

obpects, miselarsous

rmanufactured products 199 1.4 181 1ro

Sowrrer: Crganizaton for Loonemic Cooperation and Development; and Folah sathonties.

"B o dvbrig Inpgueenidy, inciuding duspended Ladifty and ity &0 doty-free Ll Guotes,
TDapcember 1991 estimates 5k Based on U cladshc aion of Coemibened Momenclitess ol the Fu-

FopEan Lirsgn,

the price of critical petrolewm imports from the Baltic countries, Russia,
and other countries of the former Soviet Union estimated to have in-
creased 118 percent. Second, the decline in trade was subsequently
magnified as Poland’s CMEA partners implemented parallel reform ef-
forts. Though Poland was fortunate to have been the CMEA country
with the smallest concentration of trade to the former CMEA—ac-
counting for about a third of its total trade in 1989—trade with the
CMEA countries (convertible and transferable ruble exports plus im-
ports) fell precipitously and accounted for below 10 percent of fotal
trade in 1954, with Russia accounting for over half of this remainder.

To compensate for these two unforseen factors—the fiscal difficul-
ties and the weakening of the external sector, the tariff suspension was
withdrawn in August 1991—and the average unweighted most-fa-
vored-nation (MFN) tariff rose to 15.4 percent (13 percent on a 1991
trade-weighted basis)—and was followed by the implementation of an
across-the-board & percent import surcharge in December 1992, from
which only alcoholic beverages, tobacco products, fuels, and automo-
biles were exempted.
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The liberalization of Poland's trade system was not unilateral.
Poland was fortunate in that the Eurppean Union (EU), to assist the
transformation process, improved access to its markets. Previously,
Polish export products faced the many restrictions that the EU ap-
plied to countries that it classified to be state-trading companies. In
September 1989, a bilateral trade and cooperation agreement elimi-
nabed many nontariff barriers and granbed MFN status. A few months
later, in January 1990, most countries granted the more favorable Gen-
eralized System of Preferences (GSP) treatment for some goods. In
December 1991, the EC opened further its markets to Poland, when
Association Agreements with Poland, Hungary, and Czechoslovakia
were signed. These agreements aim to establish free trade areas
within a ten-year period and progressive economic integration with
the EU through a wide range of economic and financial reforms (e.g.,
regarding the movement of capital and labor, the rules of competition,
and the harmonization of economic and financial laws to community
legislation).

The agreement contains provisions for immediate and progressive
trade liberalization that are asymmetric in nature; the agreed trade lib-
eralization would be introduced over five years by the EU and over
seven years by Poland. From March, 1992, most tariff and all quantita-
tive restrictions imposed by the EU on industrial goods (except cars)
were eliminated, resulting in immediate free trade for about 50 percent
of Polish exports and for about 70 percent of Polish industrial products
by the end of 1994, Trade in so-called special products (cars, chemicals,
furniture products, and cement) and textiles, coal, and steel, and agrni-
cultural products are covered by special protocols that provide liberal-
ization over a longer period.! In addition, the Association Agreement
contains safeguard provisions, which permit the implementation of
protectionist measures in several cases; for example, infant industries,
industries undergoing restructuring, and industries facing important
social problems and requiring compensation for anticompetitive prac-
tices or subsidies. Furthermore, antidumping actions are permitted in
accordance with the GATT articles.

In June 1983, in response to criticism of the remaining restrictive as-
pects of its Association Agreements with the Czech Republic, Hun-

For teitibes and clothing, dutics will be phaced oub over sin pears and quotas dismantled
before 1995, For steel and coal, dties will e eliminaied over five years and OFs immedistely
for shewrl andl after one year for coal. For agriculture, the liberalizamon prodess is mone opadque
Some prosucts ane exchadisd from the agreement aliogether (e . cervalsh. For others, bevy e
ductians of M-100 percent will b phasod over five vears, asd ORs will be progressively in-
crvasid by 10-210 peroesd & year [rom the inibial (ofen bow b base over bive yoars
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gary, Poland, and Slovakia—especially the reproach that under the
agreement the EL is opening access most slowly to markets in which
the Central European Free Trade Association (CEFTA) countries have
the highest export potential—the European Council at its Copenhagen
meeting decided unilaterally to accelerate the implementation of the
Association Agreements both for industrial and agricultural goods. As
a result, all tariffs on industrial goods were eliminated as of January 1,
1995 (with the exception of textiles and steel products). At the time of
the Copenhagen mesting, the EL explicitly accepted that the ultimate
objective of the Association Agreements was these countries” acoession
bo the ELL

The main Polish exports facing EU barriers following the imple-
mentation of the agreement, according to the Polish authorities, ane
agricultural products, with the main constraints being minimum
prices and variable levies. However, the alleged frequent resort to,
and the future potential reliance on, the safeguard clauses and an-
tidumping action are also considered as barriers to trade expansion as
well as a deterrent to an.-igndirccl investment (chemicals, steel prod-
ucts, and cement). The recent trade statistics have not indicated that
exports in sensitive areas—especially for industrial products—have
grown significantly less rapidly than the nonsensitive exports. The
main exceptions appear to be the coal, chemical, and agricultural sec-
tors—where the slower growth may also be explained by excess sup-
ply in the EL. Finally, the Association Agreement could also impede
foreign direct investment through its “rules-of-origin” clause. It re-
quires that at least 60 percent of the value of a product be created in
Poland for it to be eligible for the favorable treatment permitted
under the agreement.

Similar agreements were concluded between Poland and the Eurg-
pean Free Trade Association (EFTA) and with Czechoslovakia and
Hungary. The agreement with EFTA parallels in many ways the EC As-
sociation Agreement; there is an asymmetric implementation of liber-
alization and the agreement contains safeguard clauses similar to
those in the EU agreement. It could, however, be considered more lib-
eral overall than the EC agreement as tariffs and OQRs are eliminated
for a larger group of industrial goods (except textiles and metallurgi-
cal products, mainly steel) and fish products have completely free
trade. The CEFTA & also similar but involves symmatric trade liberal-
ization, with the liberalization of trade in “sensitive™ products (bex-
tiles, steel, and agriculture) undertaken over eight years and in “naor-
mal” goods over three to four years.

Poland is about to conclude the ratification of the GATT agreement
of the Uruguay Round, and it will become effective on July 1, 1995
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with Poland’s accession to the World Trade Organization (WTO).
Poland is also continuing to negotiate a reaccession protocol with the
GATT. It has presented to the GATT a tariff schedule that it would be
prepared to bind; the major remaining stumbling block to the conclu-
sion of the negotiations is apparently the bilateral negotiations with
two major industrial countries. The implementation of the Uruguay
Round will have both positive and negative effects on Polish trade in
the short run; on the positive side of the ledger, are the potential liber-
alization of trade in agriculture and textiles and the more stringent
guidelines for the use of antidumping actions; on the negative side, is
the reduction in the Multifiber Arrangement (MFA) tariffs on non-EU
members, which will erode Poland's margin of preference obtained
from the Association Agreement.

In contrast to the move by the EU to open access further to their
markets at the time of the Copenhagen meeting, Poland introduced a
somewhat more protective trade regime, especially toward agricul-
ture. Poland raised the effective level of protection in July 1993 by (1)
revising the tarilf structure, resulting in bower duties on imported raw
materials and semifinished products and higher ones on finished
products and those products produced in Poland, and () increasing
recolrse to preferential (bow or duty-free) tarilf quotas for inputs. In
June 19594, the government introduced variable import levies om sev-
eral agricultural products, which, however, will be replaced with tar-
iffs on July 1, 1995 as part of the Uruguay agreement. Such protection-
ism reflects Poland’s political environment, in which the agricultural
lobby haz significant pull, the Poles® mimicking the methods devel-
oped to protect agriculture in the industrial countries of the world, and
the Poles’ belief that they need bargaining chips in future negotiations;
in sum, they are behaving like most other industnal countries in pro-
tecting their agriculture.

Assessment of Reform Strategy on Trade

Has the “big-bang”™ reform program been a success in Poland? With-
out a doubt, the answer is yes. Inflation has fallen from an annual rate
of owver 600 percent in 1989, to below 30 percent in 1994 (Figure 1),
growth has recovered quickly after dropping some 20 percent in the
first two years of the program, and the recovery 15 inits third year with
real GDP growth conservatively estimated at 6 percent in 1994, The
critical role of the tradable sector is indicated by the growth of indus-
trial production, which can be considered a crude proxy for the pro-
duction of tradables (Figure 2), and the similarly astonishing growth in
exports. Convertible currency trade (the sum of exports and imiports)

©lnternational Monetary Fund. Not for Redistribution



6 * Role of Trade Policy in Poland's Transition 65

Figure 1. Iinflaticn and Traded and Montraded Coods Prices
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bBetween 1989 and 1994 has almost tripled; this is equivalent to an in-
crease of over 17.5 percentage points of GDF, from 16.9 percent to 44.5
percent of GDP (purchasing power parity basis with 1991 as base). The
corresponding data for total trade (including transferable ruble trade
and trade under bilateral agreements) shows an increase of 20.5 per-
centage points of GDP, indicating not only a reorientation, but an ¢x-
pansion, of trade.?

The dramatic increase in trade with non-CMEA countries has re-
sulted in the EU becoming Poland’s largest trading partner, account-
ing for about 60 percent of total trade in 1994, with the share o
Germany being about one third {(excluding unrecorded trade for which
the bulk is cross-border trade with Germany). Just as impressivie—
reflecting the competitiveness of Polish exports—exports have man-
aged to penetrate non-CMEA trading partners’ markets by B percent

oy teon meast be eoercised in intevpreting the value of rade @ transferable rubdes, as m-
0P and impan uRE Prices wihie ok mariet determined. | this pager, ERARSSCLE in Erans-
feruble nublis aneconvested o LS. dollars using the transberabbe rubl-zoty eross-omanen
caad Fabes.
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Figure 2, Industrial Production
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during 1993 and 15 percent in 1994, the year export growth was least
affected by the reorientation-of-trade effect.

It is interesting to note that trade with industrial countries, exclud-
ing those with which Poland has signed regional trade agreements
(United States, Japan, and Canada), does not appear to have been af-
fected by the creation of this regional trading bloc, as both exports and
imports to these countries have increased at a faster pace than to the
regional partners during 1991-93.

A critical issue in assessing the impact of the reform effost is the ex-
tent to which the recent export developments reflect trade diversion—
which by definition should be of limited duration—or trade creation.
There is significant evidence that Poland has experienced a substantial
amount of trade creation.

First, though the current structure of exports, for the main, still re-
flects the inheritance from the old CMEA trade regime, it also contains
evidence that the structure of trade is shifting toward new products.
Accepting the limitations of the data, it appears that the composition
of trade is shifting away from low-quality products shipped to the cap-
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tive market of the east toward products that are competitive in West-
ern markets. This is brought out in a comparison of the composition of
expaorts prior to the reform with the current one, which reveals that the
current structure of exports parallels the one that existed between
Poland and the industrial countries prior to the reform. Interestingly,
trade with the former soctalist countries (for the most part consisting
of the CMEA countries, the most important being Russia) has shifted
toward agricultural products from industrial products.

Second, the top exports through the end of 1994 contained further
encouraging signs, as many nontraditional products were also high on
the list, such as cars (mostly the Cinguecento automobiles produced by
a joint venture with Fiat), garments, and furniture, besides traditional
exports such as coal, irom and steel, refined copper products, wood
products, and ships. This is also supported by Germany's customs
data, which indicate a surge of new types of products from Poland,
3,500 in 1993 versus 1,500 in 1992, with the most common new items
consisting of such high-quality products as instruments, measuring
equipment, and chemical and wood products. In addition, an analysis
by factor intensity also indicates that capital intensive, technologically
advanced, and high-skilled-labor exports have increased their share of
total recorded exports by over 3 percentage points between 1991-94.

Third, the private sector has increased its share of both exports and
imports, from 4.9 percent and 14.4 percent in 1990 to 51.1 and 65.8 per-
cent, respectively, in 1994.% Fourth, customs figures grossly underesti-
mate total trade as they fail to capture much of the booming border
trade; that is, day-trippers moving in both directions. This is sup-
ported by the fact that nef purchases of foreign exchange by Polish
commercial banks from kantors amounted to DM 3 billion in 1993 and
that these kantors are concentrated near the German border. 1f one
adds net purchases and sales from the kantor market to exports—as a
proxy for unrecorded trade—exports would increase by 3.7 percentage
points of GDF in 1994.

The structure of trade, however, reveals the potential limitations to
sustained growth. An admittedly rudimentary classification of exports
by their factor intensity reveals that during 1991-94, the share of un-
skilled-labor-intensive products (e.g., textiles) increased by almost
10 percentage points, If the relative expansion of such exports has been
molivated by the recent decline of real wages, future growth prospects

T bvww share of Ehe private secior in exparts relitive 0 imperts most likely nefleces the
Larper wnnsiorcdid nad o puogt groeath, the Lasge skaee of indusieral poods is espors—wiach ane
preduced by stabe-owned enlerprisss—and the existence of stale-owned trading companies,
wehichs siill inbermesd e for smadl privaie firms anfamilar with export markets.
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could be hampered by the unlikely continuation of wage compression.
In fact, wages in the economy increased by about 3 percent in neal
terms in 1994, In addition, natural-resource-intensive exports continue
to represent the largest share of exports, an estimated 30 percent in
1991 and 1992. Such exports are traditionally low-value goods that are
sensitive to the business cycle in partner countries, a premise sup-
ported by the close to 10 percentage point drop in the export share of
such goods in 1993 (maost likely in the first half of the year) in response
to the economic slowdown in Europe, and especially Germany, and
the subsegquent reversal in late 1993 and 1904,

Lessons from Poland

The lessons | would draw from the Polish experience are that struc-
tural reform can be introduced at the same time as a stabilization pro-
gram. The Fund’s staple advice on the importance of a quick liberal-
ization of the trade and payments systermn is still valid for countries in
transition and can quickly lead to export-led growth. Nevertheless, the
role of EUJ Association Agreements should not be underestimated. The
implementation of the Uruguay Round, however, should reduce the
need for such reciprocity in trade liberalization for other countries that
are planning trade liberalization in the future.

It is difficult to choose the initial level of protection, Poland had to
raise its tariff rates from the initial levels. However, the system should
be transparent, that is, tariff-based, have very limited, if any, recourse
to quantitative restrictions, and have a clear and credible timetable for
Future liberalization.

There is always a political aspect to trade reform. Thus, a window of
opportunity should not be missed to cdean up the trade system to the
extent possible. As interest groups become more entrenched, it be-
comes harder to pursue reform.
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Trade Liberalization lssues 7
in Industrial Countries

Robert Z. Lawrence

My presentation consists of the major policy challenges in the trade
policy area that | see facing countries. The way | have structured my
presemtation is first to make some comments about the general eco-
nomic environment in which trade policy is currently taking place;
second, to think about major trends in the agenda, which are con-
fronting trade policy: and then to turn more specifically o some issues
in trade policy.

I shall begin by making some comments about the general economic
environment within which the discussion about trade policy is taking
place, because | think it ks important to bear in mind that trade policy
often gets the credit and takes the blame for changes in our economies,
many of which may have nothing to do with trade. For instance, while
economists agree that the high protection during the 1930s contributed
to the Great Depression during that period, they also believe that there
were many other factors that caused that depression, and yet people
who look at the 1930s blame protectionism for the Great Depression.
Protectionism did contribute to it but certainly was not the only sowrce
of the difficulties. Similarly, trade policy gets the credit for a kot of the
dramatic growth that was recorded in the postwar period; people as-
sociate liberalization with strong economic growth, So whether we like
it or not, trade policy is going to be blamed, or given the credit, for the
broader economic performance in our economies, and that is in fact
what we see taking place.

General Economic Environment

It 15 important for us then to pay some attention to what the broader
economic performance is, and | would like to highlight basically three
elements in that economic environment. The first is the emergence of a
period of slow economic growth in the developed countries. Now, we
have seen widespread economic recession over the last few years. But
what else is very significant is that we look at the current projections
for long-term potential growth across the developed world and see
that those projections suggest that growth is going to be rather slow.
For instance, in the case of the L5 econprmy, traditionally, it was able
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b grow at about 3 percent a year. A reasonable projection of the po-
tential growth rate of the United States, once the economy reaches full
employment, is probably just over 2 percent a year—basically, slow,
long-term growth. A major source of the slow growth is the slow
growth of productivity in the Linited States, There is some evidence of
a small recovery in productivity growth over the Last few vears, but it
is still growing much more slowly than it had in the 1950s and the
19605, and as a result, the U.S. labor force is growing just over 1 per-
cent a year I we add in just over 1 percent for productivity growth, we
get a rather slow potential growth rate in the United States. IF we look
at Europe, similarly, we see very high unemployment rates, but again
projections that suggest a potential growth rate somewhere between 2
percent and 3 percent, again slower than it used to be. And, certainly,
if we look at Japan, we see revisions downward in the potential
growth rate of the Japanese economy. If you had asked a few years ago
what the potential growth rate of Japan was, vou would have been
told that it was between 4 percent and 4% percent. Today, the numbers
are much closer to 3 percent. 50 we have slow, long-term potential
growth rates in these developed economies. And what that means is
that improvements in living standards will inevitably be slower in
these economies than they have been in the past.

Second, in addition to the slow average growth, what we see, par-
ticularly in countries like the United States and the United Kingdom,
is an increase in inequality in these economies. If you look at earnings
of American workers, sphit according to any criteria you like, educa-
tional levels, oocupational levels, or experience, you see a growing dis-
parity. Basically, highly educated Americans have seen an improve-
ment in their relative earnings; poorly educated Americans have seen
a decline. To give you one number: if you were a college graduate with
no experience, in 1980 vou would have earned about 30 percent mone
than a high-school graduate with no experience. By 1990, a college
graduate was earning about 70 percent more than a high-school grad-
uate. S0 there is a growing disparity in earnings assoctated with skill
and levels of education. Smaller increases in inequality also oocur in
other developed countries. Some believe that what shows up as an in-
erease i inegquality in the United States with its moee flexable labor
market shows up as an increase in unemployment in Europe. The un-
skilled workers in Europe are a disproportionately high share of the
unemploved workers in Europe.

S0 we have a shock, or maybe a set of shocks, that is hitting the de-
veloped economies, causing increasing inequality, and in particular,
the unskilled and the less educated are doing relatively poorly within
the context of an overall growth rate that is relatively slow, Now, there
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is considerable research as to what is causing this, Certainly one can-
didate explanation iz international trade. Indeed, we have a theory of
trade that does suggest that if we had liberalization in developing
countries, if we got more developing countries to produce labor-inten-
sive products, what we could expect to see is the price of those prod-
wcts falling and exerting downward pressure on the wages of workers
who are relatively less skilled. So we do have an economic theory that
suggests that growing inequality could result as a consequence of in-
ternational trade. My own examination of the evidence—an arca
where | have done considerable research recently—suggests that there
are much more powerful effects operating than international trade. In-
deed, technological change in my view is skewing the demand toward
maore skilled workers and away from bess-skilled workers. But, be that
as it may, international trade is clearly a candidate here for taking the
blame. And even if it is not, certainly it will become increasingly diffi-
cult, and it s already difficult, for policymakers to say they ane liberal-
izing with respect to developing countries when there is growing in-
equality and, in particular, unskilled workers are doing relatively
poorly for technological and other reasons. So, in addition to the envi-
ronment of slow growth, | would add this issue of growing inequality.

A third key element in the environment is the revolution that is tak-
ing place in developing countries. Throughout the world, since the
mid-1980s, we have seen an astounding movement toward trade lib-
eralization in almost every country in the developing world. Emerging
economies are coming out—~formerly planned economies moving to
miarket economies, and esconomies in Asia, Latin America, and Africa,
are now all adopting more outwardly oriented policies. And, indeed,
the striking feature of this environment, on the one hand, is that the
developing countries are all counting on being able to sell o the de-
veloped economies, and on the other, the emergence of these trends is
of concern to the developed economies. These are the elements of the
environment that we should keep in our minds as we discuss the trade
policy gquestion as it relates to the developed economies.

Mow, what is striking to me is that, despite this rather gloomy set of
tensions that | have just described, if you look at what has been ac-
complished in the 19%0s with respect to liberalization, [ think from the
standpoint of a free trader, the record is rather good. In fact, progress—
considerable progress—has been made in liberalizing the developed
economies. Indeed, if vou look at the LS. economy, for instance, a re-
cent study by the Institute for International Economics shows that the
impact of protection on the LS. economy is virtually minimal. It is
confined to the impact of textile protection. But other than that, in
terms of formal border barriers, the US. economy is much more open

©lnternational Monetary Fund. Not for Redistribution



2 Robert I, Lawrence

today than it has been over the postwar period. Second, we see Europe
making efforts: having almost completed its program for the creation
of a single market, which is an immense liberalization effort in that in-
ternal market, it has extended that arrangement now to three other
countries of the former European Free Trade Association (EFTA). The
Unibed States, Canada, and Mexico have concluded the Morth Ameri-
can Free Trade Agreement (NAFTAD In the countries of the Asia-Pa-
cific Economic Cooperation Council (APEC), we see pledges for free
trade liberalization, and we have seen a successful conclusion of the
Uruguay Round. So it is quite remarkable that liberalization has taken
hold, despate the economiic environment that | described earlier, It oer-
tainly was not easy, but nonetheless, we should take heart from the ac-
complishments that we have seen in the past.

Trade Policy Today

But where is the future going to take us? | would argue that there are
two key features of trade policy today that are different from what
they have been traditionally in the postwar period. The first difference
i5 that we have a new agenda. By and large, particularly when it comes
to developed countries, the agenda has shifted from issues of what one
might call “shallow integration™ to what one might call “deeper inte-
gration.” And second, particularly when it comes to the United States,
the approach to dealing with these issues has shifted from one that
concentrated heavily on obtaining multilateral solutions to the agenda
of what we now call a "multitrack approach,” in which there is multi-
lateral discussion but unilateral measures, bilateral measures, and re-
gional measures. These are the bwo issues that | will describe.

I will address first the shift from the agenda of shallow integration
to that of decper integration, because it runs through many of the pol-
iy discussions in which the developed countries are today involved,
and increasingly, even developing countries. Let us step back and
think about what was the major challenge for the postwar period. In
the early postwar period, the need was to reverse what had taken
place in the 1930s, which was the erection of large barriers at the bor-
ders of most countries. The world was separated, if you will, by high
tariff and nontanff barriers and by restrictions on capital movemnents.
And 50 when | talk about shallow integration, | am really emphasizing
the idea of removing these border barriers. That was the major task of
the early postwar period: lower those tariffs. And in fact, we have seen
over the postwar period spectacular success in accomplishing that
goal. By and large, the border barriers have been lowered. When it
comes to the developed economies, tariff rates are on average very,
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very low. In some sectors, they have been completely eliminated. In
some laggard sectors, the tariffs have not quite been lowered. But, by
and large, through a process of multilateral negotiation and a series of
trade rounds, success has been achieved. In fact, most of the analytical
issues—most of the debates of how to go about doing this—have been
resalved.

What is striking. and a second achievement of more recent vintage,
is capital mobality. By and large, among developed countries, capital is
free to flow; investors are, particularly in terms of portfolio invest-
ment, free to invest and to take their money and send it out of their
OWN economies. 5o these are noteworthy achievements. In addition, in
the 1980s, there was a major acceleration in direct foreign investment.
In the 1950s and 1960s, American firms went out and invested heavily
in Europe and in other parts of the world. The United States was the
technological leader. The Americans had some know-how they could
profitably exploit by investing abroad, and they did so. In the 1980s,
there was an explosion in direct foreign investment coming from Japan
and Europe into the United States and very strong flows of direct for-
eign investment throughout Asia and other parts of the world.

S0 a spectacular growth in trade occurred, and spectacular growth
in investment and in the development of international capital markets.
But what has been striking is that as we have removed those border
barriers—as we have taken down the fences that have separated our
economies—we have become increasingly aware of the differences in
domestic policies that remain. The essence of the General Agreement
on Tariffs and Trade (GATT}—and why | talk about it as a shallow in-
tegration approach, particularly in its earlier years—was that the
CATT was nof trying to harmonize domestic economic policies. It was
trying to lower border barriers, and it strove to achieve national treat-
ment, particularly when it came to goods trade, that is, treat foreign
goods in the same way as you treat domestic goods. But the philoso-
phy of the GATT is actually “let one thousand flowers Bloom™: coun-
tries can be different, the key is that they should not discriminate
against foreign goods; having different policies is not a problem.

Indeed, what is striking about the GATT is that even when it came
to tariff reductions, it was not striving for a level playing field in the
sense that tariff levels had to be the same across countries. It was striv-
ing for equal concessions—what Jagdish Bhagwati calls first difference
reciprocity: as long as you give up in some negotiated sense as much
as | give up if I come from another country, that is reciprocity, even if
our levels are not going to be the same. So that was the norm; that has
suceeeded very well, but increasingly there are pressures to move fo-
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ward deeper forms of integration. And we have seen these pressures
emerging in a number of areas, for different reasons.

One major reason really comes from the growing role that multina-
tional corporations are playing in international trade, and these are es-
sentially functional demands. If a multinational company is going to
set itself up in a mumber of countries, what it would like is, first and
foremost, secure intellectual property rights. A company has know-
how. That is the key to its competitive success. It wants to be sure if it
goes and produces abroad its know-how will be secure, it will have
property rights over it. Second, it would like compatible standards, If
you are going to source in one country and then add value in a second,
it would be very helpful to you if they have similar standards and
norms. Otherwise it is going to be difficult and costly for you to do so.
In addition, if you want to be secure in the ability to sell, to enter other
markets, you want to be sure that your goods are going to be free to
enter. [tis not just the question of tariff or nontariff barriers, you do not
want to be harassed by antidumping rules and other kinds of admin-
istered forms of protection. S0 what we see is a growing demand,
which is functionally driven, by multinational companies for deeper
forms of integration, and we saw this emerge very, very strongly in Eu-
rope in the call by major European companies for a single European
market. Companies like Philips and Siemens in the early 1980s said
they could not compete in world markets if they were goang o be
based im a fragmented European market. Even though we have re-
movied the border barriers within Europe, thire are stll these major
differences in standards and regulatory frameworks that do not allow
us to fully integrate our operations to enjoy genuine economies of
scale at the European levels. And so they said, we call for a single mar-
ket form of deeper integration. That, | think, was strongly driven by
the functional needs of those multinational corporations.

Second, in addition to those pressures, we also see political forces
starting to respond and calling for deeper forms of integration. When
competition gets tough, as counbrics open up to one another, many
start o be struck by the fact that the foreign firm is operating in a very
different economic environment from the domestic firm; calls to
somehow “level the plaving field of international competition™ arise.
So, somi see unfair advantage given to foreign firms as a result of the
differential treatments. We have three noteworthy words in the trade
debate: dumping, ecodumping, and social dumping. These are words
that people use when they do not like what is taking place because of
differences, whether they are corporate differences (dumping),
whether they are social rules and norms {social dumping), or whether
they are environmental rules (ecodumping). Monetheless, we see
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groups who care about these issues, whether they are multinational
companies who want that level playing field, or environmental
groups, or labor; they are all saving, “In order for ws o trade and ex-
pose ourselves to one another to the degree that we are now doing, we
want to have more harmonized regulatory armangements.”

And so, whereas in the early postwar period we had a clear division
and countries were sovereign with respect to their domestic issues,
now it seems as though many more aspects of what countries once
considered to be their sovereign policies are coming under fire in the
international arena. The major tension in our world today, faced by de-
veloped and developing countries, is how to reconcile these demands.
Om the one hand we have a global economy, on the other, we have a
world organized into nation states, and when that division was clear
as to what the nation states were responsible for, we knew how to han-
dle that, Now we are trying to rethink these issues, and we ask, how
would you try to resolve some of these questions? We obviously do not
hawve all the answers, but the key issue is how we deal with this tran-
sition from shallow to deep integration. If we look at the trade policy
discussions and issues in the 1980s as they emerged, and now in the
1990s, they are certainly dealing with issues of deeper integration.

A second change in addition to this change from shallow to deep is
from multilateral by multitrack. In essence, here we should forus on
the United States, because the great change has been in the American
approach to international trading relations. In the 19505 and 1960s, the
Umited States almost solely, not totally but almost solely, conducted its
trade relations using the GATT and in a multilateral arena; it was very
wary of regional arrangements. One reason was the fact that the
United States had had a very bitter experience in the 1930s. Indeed, a
major motive of the United States was to avoid a repetition of the frag-
mented world in which American products had been shut out of other
markets during the 1930s. And so the United States was intent on
achieving a multilateral system rather than allowing regional arrange-
ments, although the United States obviously tolerated, and indeed en-
couraged, the integration of Europe. Second, integration accorded
very well with America’s geopolitical interests. The United States saw
itself engaged in a struggle with the Soviet Union. s desire was to
contain the expansion of commumnism. In that context it was very im-
portant to the United States that there be prosperity in the capitalist na-
tions. Therefore, there had to be a systemic prosperity. The United
States saw prosperity in Japan, in Europe, and in the developing coun-
tries as in its own geopolitical interests, because that would weaken
the attraction of the United States” big geopolitical rival, the Soviet
Union. 50 the geopolitical considerations of the Uinited States led it to
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stress very strongly a multilateral approach, seeking to obtain liberal-
ization not only for itself and its own goods, but to spread multilateral
liberalization so that its allies would also enjoy access to one another’s
markets.

Let me also say that it is important to appreciate that trade policy in
the United States is not driven solely by the President of the United
States. Indeed, the Constitution gives the LULS. Congress the final say in
trade agreements. Congress keeps the President on a short leash. It
says to him, *You can have a couple of years to go and negotiate, but
we will not give up our final authority to provide a verdict on trade
policy.” 50 what yvou have to undérstand then is that ULS trade policy
is not the result of the conscious action of a single actor. It is much
more the outcome of a political process. People analyze US. trade pol-
icy as if there is someone who makes it, but there is no single individ-
ual who makes LS. trade policy. [t is the result of a political process.
Omne telling illustration of the importance of politics in US. trade pol-
icy is to look at who the ULS. special trade representatives are, If you
go back and look at who has been chosen as the special trade repre-
sentative, you will find two qualifications stand out: little prior expe-
rience in trade policy and a strong sense of the American political sys-
tem. Understanding politics in the United States is desirable. If you go
back, you will find that the U.5. special trade representative, Robert
Strauss, had been the head of the Democratic Party, so he really un-
derstood politics. Bill Brock, a later U.S. special trade representative,
became the head of the Republican Party. Ron Brown, who had been
considered very seriously for special trade representative, was for-
mierly head of the Democratic Party. S0 when the President of the
United States thinks about his special trade representative, he is much
more worried about how that person will represent him to the Con-
gress than he 15 about representation to the rest of the world, because,
quite frankly, that is really very, very important in getting trade mea-
sures through C

What | would suggest is that in the 1950s and 19605, by and large,
trade was not a highly salient political issuwe in the United States, and
so the President had considerable leeway in exercising his leadership
rode, And, indesd, when it came to most protection, which was ad-
ministered when it came to antidumping and other kinds of rules, you
could leave it up to the experts to take care of it. But what has hap-
pened over the postwar period is that the US. economy, like other
economies, has become increasingly globalized, and so trade has be-
come an increasingly salient political issue. And as trade has become
an important political issue, Congress has wanted to play a more and
more active role, and pressure increases on each administration to
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come back to Congress and bring results. In this context, the United
States has been forced to change its strategy from relying purely on the
multilateral approach, which procesded rather gradually, toward
shifting to a multitrack approach, toward trying to come up with
achievements in a multiplicity of forums. Now a major question is, Are
these tracks all leading down to the same goal? Will they converge or
will they diverge? There is a major management problem when you
are pursuing a policy strategy on a number of tracks. But, nonetheless,
what we see today is U.S. trade policy being pursued unilaterally, bi-
laterally, regionally, and multilaterally.

Trade Policy Approaches

I would now like to turn to the different tracks on which trade pol-
icy is being pursued. What is striking is that in each of these areas the
issues are primarily those of deeper integration. There remain some is-
sues about border barriers that are being dealt with, but increasingly,
in each of those tracks, the questions relate to behind the border, to
what was formerly thought of as domestic, policy practices.

Unilateralism

First is the unilateral approach. The United States has had measures
im its trade rules, on the books since the 1970s. They take the form of
so-called 301 Legislation, but they have only been implemented vigor-
ously since the mid-1980s. Implementing these measures has meant
that the United States has challenged foreign countries, in some cases,
for not fulfilling international obligations, so-called unreasonable ac-
tions by foreign countries where there was an international agreement
and now the United States argues that it has not been given what it
had been promised, and 20 it goes to the country and says, "Give us
what you promised us or else we will take some form of action or re-
taliatory action.” Other kinds of actions, so-called unreasonable acts,
are when the United States simply differs with the foreign practices. In
these cases, the United States has sought to change practices that dis-
criminate against American firms or products, but in which there has
not been a GATT or international agreement. In addition, we have seen
Super-301 legislation in which the United States has chosen some pri-
ority countries, and priority practices, and argued that countries ought
to change their practices toward U.5. products, otherwise they would
be subject o retaliation.

Some have looked at these American actions and have pointed to
them as indicating growing Amencan protechonism. | think that is
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simply false. It does indicate growing American aggression, aggressive
behavior, but it 15 important o appreciate that these are policy mea-
sures fundamentally designed to change the way foreigners are pur-
suing paolicies rather than to protect the American market, so it is a de-
sire to open a foreign market. And, typically, although the priorities
have been American, the idea has been that the market would be open
to all. Nonetheless many ee this, justifiably in my view, as a challenge
o the multilateral system. It is partly because of this American action
that the World Trade Organization (WTO) has been formed, with a
much more credible dispute settlement mechanism than has been used
elsewhere in the past. The idea would be to channe] thee disputes into
that forum rather than to have them enacted unilaterally. All | would
emphasize is that frequently the issues are those of deeper integration.
The concerns are over such issues as intellectual property, like an in-
surance sector, which has been regulated in a protectionist way rather

than over tariff barriers.

Bilateralism

A second area where we see this is in bilateral relationships; a big
area is US-Japan relations. Clearly, we have a controversy that does
not concern border barriers. The Uinited States has purswed a bilateral
set of negotiations with the Japanese, which has taken many forms.
One major concern has been the allegation by the United States that
the Japanese market is unusually closed, that there is an asymmietry
of access. American firms and American products find it very difficult
to penetrate the Japanese market. Indeed, it is a perception shared not
only by the Americans, but also the Europeans and other countries.
The United States, however, has chosen to emphasize the bilateral
route in dealing with its frictions with Japan, even though, again, once
agreements have been achieved, they have been extended on a most-
favored-mation basis to other countries. The major thrust is the con-
cern about the allegedly closed Japanese market. There are several ap-
proaches to deal with this. First, the argument is, it is not border
barriers in the case of Japan, rather it is more invisible barriers. One
form of these has to do with government policies where there is a
large amount of buresucratic discretion, where regulations are al-
legedly applied in a discriminatory fashion. Second, these may also
have to do with private practices, where firms tend to have very close
relationships with one another, refuse to deal with outsiders, and in
particular are growped in close corporate groupings. There is aleo the
interaction between public policies and private practices in the sense
that antitrust or competition policies are barely enforced, and implic-
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itly, or explicitly, this allows domestic firms to collude to keep for-
eigners put of the marketplace. These are the allegations that the
United States makes about its problems in selling in the Japanese
marketplace.

There have been negotiations over many, many years. The emphasis
by the Bush administration took the form of trying to achieve an in-
crease in the application of competition policies and antitrust policies
in the so-called structural-impediments-initiative discussions between
Japan and the United States, although there have been many sectoral
discussions in which efforts were made to try to change the rules gov-
erning foreign participation and, indeed, general participation in the
Japanese market. The argument in the United States is really a debate
about whether the emphasis should be on changing the rules or trying
to ensure results. One group says that the Japanese system is simply
too different to have agreements on changing the rules, that these
changes would ocour too slowly, and what we need to do is to try to
ensure results by actually negotiating something more objective than
changing a rule. We have to deal with outcomes rather than simply
changing the rules.

That is a very knotty problem. The first experience in this area, or
what | would consider to be the seminal experience, has to do with
semiconductors. In the mid-1980s, there was a semiconductor agree-
ment, in which there was a secret side letter that was not 50 secret. In
the American interpretation, the Japanese committed themselves to
giving foreign semiconductors a 20 percent share of the Japanese semi-
conductor market; the Japanese disputed that interpretation. Nonethe-
less, there was an agreement that actually had a quota and was a form
of managed trade. It involved setting a numerical target. Whether it
was going to be mandatory or voluntary is debated, but there was a
numerical target set, and what happened over a five-year period, to
cut a long story short, was that eventually foreign semiconductors ac-
tually increased their share of the Japanese market, moving up from
roughly 10 or 11 percent where they had been for many, many years,
to around 20 percent, For both sides this was a seminal experience, and
the Americans looked at that experience and what they learned was
“Aha, results-oriented policies work!” and what the Japanese learned
was “Aha, never again!” and that, basically, set the context for the sub-
sixquent discussions that ooourned between the Clinton adminiztration
and wvaripus Japanese administrations. The Clinton administration
came in, arguing in fact that the semiconductor agreement had been a
success, and what we needed was more of them. The Japanese felt very
embittered by this experience. They felt that it was wrong to hold the
government responsible for the purchasing practices of private Japan-
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ese firmes, that in fact this policy was inducing an unwarranted inter-
vention by the government into market practices, and so the Japanese
government was intent on avoiding similar commitments in the
future.

What actually happened was a long and protracted drawn-out bat-
tle on sectoral issues. There were many such negotiations. Both sides
were forced to compromise and o give a little in terms of the final
agreements that were reached. They discovered that it is very complex
to carry out such negotiations, One of the lessons that we keep learn-
ing i= that even the powerful United States s no longer able to carry
out its policies independently in this world, that the international cap-
ital markets are increasingly looming out there and exercising power-
ful influences, As the talks between Japan and the United States
seemed to be stymied, we saw currency markets reacting, we saw the
yen strengthening very strongly. Some saw interest rates rising in the
LS, economy; the interpretation being that the Japanese would be
more reluctant o invest in the Undted States. This was the invisible, if
you will, counterweight that the Japanese had, and it did operate to
put pressure on the American administration. | think what wie had was
an agreement originally im principle that objective indicators would be
used to measure progress. The American interpretation was that this
did not involve quotas or managed trade. The Japanese interpretation
was that it could, and they wanted to avoid such use. What we have in
these agreements is a commitment to measure progress by some kind
of objective indicators. In that sense, some AmMEricans were presum-
ably successful, but it is not clear what the consequences would be if
these objective measures did not turn out to be satisfactory. 5o we have
got a rather vague agreement, in my judgment.

Another whole aspect of the U.S.-Iipan difference has involved the
macroeconomic question. In my view, this has been a greatly mistaken
debate, a great error, particularly on the part of the United States, to
confuse the discussion about the current account surplus of Japan in
the context of a framework agreement that is also talking about a
closed Japanese market. There is in economic theory no relationship
necessarily between the size of a country’s trade balance and whether
or not it 15 open or closed. And vet, it is irresistible from the American
side to use the size of Japan's trade surplus in making the argument
that its market is relatively closed. | mean, we can think of countries—
take Mexico in the early 19805, take many developing countries, many
fromm which yvou come—when you had highly protective policies you
also had large trade deficits. 5o there is no reason why you cannot
hawve those two things take place and have causal connection between
them. And then we can think about countries like Germany, which is a
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very open economy and has a high international participation both
through investment and through trade, and we can see in the mid-
1980% the Germans had a very, very large trade surplus, and nobody
pointed to their surplus and said, “Aha! You have a closed economy.”
This is a macroeconomic phenomenon that reflects saving and invest-
ment behavior.

When the United States was trying a few years ago to get Japan to
accelerate its economic growth, it should have taken place in the nor-
mal setting of the Group of Seven! discussions on macroeconomic
policy rather than making it a bilateral issue. [t was a long-run struc-
tural question, rather than a trade question. And, indeed, today, given
an American economy virtually at full employment, there 13 no reason
to seek stimulus throwgh increased Japanese economic growth. In
fact, that growth and a smaller Japanese trade surplus could mean
higher interest rates both for the United States and for the rest of the
weorld.

So it was an error—this is just purely my own subjective comment—
to integrate these two and, indeed, it is a tragedy in a way that eco-
nomic policy has involved these bwo countries like strangers passing
in the night over the last few years—on the one hand, the Americans,
or some Americans, Irying to push for more managed outcomes, and
on the other hand, for many Japanese to be arguing that what they
need to do is to deregulate their economy. It would seem to me that
there has to be more reom for concurrence between the two and, in-
deed, between the developed countries more gemerally that the real
emphasis of the policies has to be on strategies to achieve deregulation,
which is a rules-oriented process, but which would open markets and
make them more contestable. The Japanese have said they are inter-
ested in deregulation and are moving to a five-year program. Thus far,
that program looks disappointing, certainly from an external view-
point, but it does seem that that area is where we need to see maore col-
laboration and discussion and, indeed, it is where we are going to see
more collaboration and discussion. One of the striking changes in the
United States has been the shift in the composition of the US. Con-
gress. The Democrats have been basically beaten in both houses amd
Republicans are much more interested in pursuing an agenda of
deregulation and much less interested in pursuing the alternative

approaches.

e Giremp o Seven industrial couniries compeine Cansda, France, Germany, laly, Japan,
thar Llsritind Kisggcdom, and the Unised St
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Regionalism

I will touch very briefly on regionalism, from my vantage point. It is
clear that we have seen a proliferation in regional arrangements
around the world, and the debate, as | like to frame it is, Are these
arrangements stumbling blocks or are they building blocks? Are we
seeing the fragmentation of the world economy & la the 19308, or are
we seeing integration in a way that finally combines the regional
arrangement in a more liberal, open world economy? Those who see a
reaction to the 1930 | think are absolutely wrong. Similarly, there are
others who, particularly when it comes to developing countrics, point
o the experience in trying to have regional integration programs in the
1950s, which was not very successful, and they say these new arrange-
ments that are emerging throughout the world are similarly going to
fail. I think that ignores the basic motivations behind these new re-
gional arrangements.

The old regionalism, particularly when it came to developing coun-
tries, was heavily driven by a desire to follow import-substitution poli-
cies at a regional level. In other words, they were fundamentally pro-
tectionist in orientation. The idea was that a group of developing
countries could get some economies of scale 20 therefore they could
engage in import-substitution policies more effectively. That, of
course, meant that these countries were going to allocate their produg-
tion om a political basis rather than on a market-driven basis, and they
had great difficulty in implementing that approach.

What is striking about the new liberalization measures is that they
are taking place in the context of countries who are trying to reinforce
their outwardly oriented policies. Mexico is just one example. The
Mexicans liberalized multilaterally first and then they joined the
MAFTA, partly as a way to lock in those changes and partly to rein-
force their domiestic iberalization program. In that environment, couns
tries are nof trying to get economies of scale and shut the foreigners
out of their marketplaces. They are opening their economies, and they
see regionalism as a complementary approach. So that is broadly an
accurate description of what is taking place and that means in a sense
these are moves toward more liberal policies.

A second striking feature of these emerging regional arrangements is
the strong robe that multinational companies are playing, together with
concerns about the role corporations and foreign investment are play-
ing in all of these arrangements. The economic literature has not ab-
sorbed this sufficiently; there is still a tendency to look at these arrange-
ments through the traditional prism of removal of all the barriers and to
ignore the strong role that direct foreign investment flows are playing.
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Certainly, as | mentioned earlier, the regional arrangement in Eu-
rope was very strongly supported by major European companies, by
Philips, Siemens, and the European business roundtable. If we look at
the NAFTA, what we find is strong support by Canadian business, by
American business, and interestingly, by Mexican firms, all wanting
b0 see an increased integration. It is a functional desire that the com-
panies have to improve their operations on a regional basis. If we look
ak Asia, there is no doubt that the regional imtegration is being led by
direct foreign investment, originally by Japanese firms in the mid-
1980s moving out of Japan and imvesting in other parts of Asia, and
later by Korean and Taiwanese firms going to invest throughout Asia.
Indeed, in Asia, although arrangements are much less formal, re-
gional integration is nonctheless taking place, led by multinational
companies. This is a much more deeply embedded phenomenon.
These companies are not simply concerned about the removal of the
tariff barriers. In the case of Mexico and Canada, a major motive, so
far not successful, was to get rid of the antidumping and the counter-
vailing duties, where American trade rules harassed Canadian and
Mexican products. 5o what actually happened in the NAFTA was not
an agreement to remove those rules—and so an unsatisfactory resolu-
tion=—but firms clearly driving and lobbying to try to integrate their
economies,

That s actually the good side of the regional initiatives, but the fact
that firms are playing a major role also has a dark side. It also means
that when those rules are constructed, firms who have political influ-
ence try o tinker with them a little bit, so that those inside the
arrangements get an advantage over those outside the arrangements.
Most notewaorthy has been the question of rules of origin. Basically,
when you have a free trade agreement you have to come up with
some rules of origin to define which products are going to be eligible
for duty-free convevance across intérnal borders. What has happened
in the case of the NAFTA is that these rules have been carefully
crafted, particularly in the area of textiles, in a very protectionist way
and, indeed, even though the tariff barriers have not been changed,
there is a much greater incentive today to use yarn and fiber that is
MNorth American. S0 we do not have an external tariff being raised
against the outside world, but we could have serious teade diversion
resulting as a consequence of those rules of origin. And 5o these re-
gional arrangements have to be watched very closely, particularly
when it comes to those rules of origin. In the European case, the
abuses come to a much greater degree in the administration of the an-
tidumping rules, where again pressures can be brought to get cases
resolved in a way that hurts outsiders. Indeed, if we think about re-
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form, it is not in changing the GATT rules that actually apply to re-
gional arrangements, it is really in monitoring the practices on rules
of origin and on antidumping.

S0 nonetheless we are seeing an extension of regional arrangements.
The United States is now pledging in the Western Hemisphere to open
up the NAFTA, and indeed, the United States, Canada, and Mexico are
scheduled to start their negotiations this year with Chile, the next
likely entrant into this arrangement. Subsequently, there is an agenda
to incorporate other nations from the Western Hemisphere. We also see
an APEC arrangement, and | will conclude with a few thoughis on
that.

From my own perspective, wie have a dramatic agreement at Bogor
among the Asia-Pacific countries to achieve liberalization in trade and
investment. Getting this vague agreement was politically quite easy,
but we are a long way away from solid accomplishments that are
going to make that agreement credible.

I can well see why an America that wants to show its desire to be
part of the Asian scene would like such an agreement. | can well see
why a Japan that is trying to make sure that NAFTA does not exclude
it, and other Asian countries who do not want to be excluded, would
like to commit themselves to an APEC agreement. We can well see
why smaller Asian countries who would like both Japan and the
United States to be involved in an agreement would commit them-
selves to such an agreement. There are strong political reasons why
you could believe that the leaders could have come up with this
pledge. But the difficult question is, How are they going to make it
concrete? What will it all mean? And, quite frankly, there are major ob-
stacles. Let me just say, if they can achieve a free trade and, in particu-
lar, if it i% an open regionalism where other countries ane invited o join
on the same conditions—if an African country says, “Look, we will lib-
eralize to the Asians if we are invited to join,” that would be a won-
derful achievement.

S0 as an economist, | am happy that they have come up with such
an armangement, but the political economist in me, looking down the
road, 15 a little mone skeptical about the ability to achieve this agree-
ment. The way | understand the strategy that is being laid out is that
rather than negotiate to incrementally liberalize as we have done in
the series of Uruguay Rounds, the approach in the APEC is to sit
down and negotiate an agenda that will take us fully to free trade by
a certain date. In other words, we are going to have all the political
battles today. If Japan is going to have to commit to free trade in agri-
culture by the year 2020, the current administration in Japan is going
to have to tell the farmers what it is going to do. And we can ask our-
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selves, “Why didn’t the GATT do that™? Why did we not turn around
whien we niegotiated the GATT and sav, “Look, wie want to get to free
trade; let us all pledge to go to free trade, and we can implement that
agreement gradually™? My argument is, it is a terribly diffscult thing
to do politically. You must pick your time when you choose to liber-
alize individual sectors, and this is a political judgment that countries
have to make. And 0 in a sequential approach you wait untl the
group is weak, or maybe even strong and can withstand liberaliza-
tion, and then you liberalize. But what you do in the context of a uni-
versal approach iz politically much more difficult, because vou will
have huge battles: you are going to have all your battles sooner rather
than later.

Mow, you may well ask then, “Why do we get regional arrange-
ments?™ Well, the answer, in my view, is, there is usually a sweetener.
LUsually, when you say “The United States and Mexico have a free
trade agreement,” what is meant is that American firms have been
todd “You are goang to have to iberalize, and you are going to full lib-
eralization with respect to the Mexicans, bul there is going to be a lit-
tle trade diversion that is going to sweeten things for you.” So the
American textile industry says, "Yes, we will be happy because we
will get free trade in Mexico, we will be able to sell in Mexico, and the
Koreans may find it more difficult, or certainly, we will get an advan-
tage over countries who are outside the agreement.” So the trade di-
version acts as a political sweetener to offset some of those political
obstacles.

MNow, think about the whole of APEC. How sweet is it for any indi-
vidual group of firms, say, in the United States, to be told “Well, you
are goang to be able to go to free trade in the whole of the Asian region
and, by the way, so are the Chinese, and so are the Japanese.” That is
not a very protective market for you, and so [ believe that you do not
have sufficient trade diversion to actually sweeten the deal for groups
of firms when you move in such a huge way to APEC liberalization.
Mow, do not misunderstand me. [ would love to see it take place, and
I am only an economist who does not understand political forces. And
| have been surprised in the past. But | am just saying that that is just
one reason why | am skeptical.

I alse believe there is a very strong debate between the United States
and Japan as to what form this liberalization should take in APEC. As
| understand it, the Americans are strongly emphasizing the removal
of tariffs, and the Japanese have a different approach that emphasizes
collaborative schemes and cooperative arrangements in functional
arcas in terms of trade facilitation and others, and would rely more on
countries o liberalize unilaterally their border barriers. | actually think
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while border liberalization is useful and important, a lot of the issues,
even in Asia, are really about deeper integration. My own preference
would be to see a much heavier emphasis on deregulation within the
Asian area. We do see a drive for deregulation in Korea and in Japan
and in other Asian countries. | would like to see deregulation play a
much greater role in the APEC negotiations than it does currently, and
I would put less emphasis on the border barrier approach. Anyway, |
have not even touched on multilateralism, but it is clearly a compli-
cated subject with which we have been dealing.

Conclusion

Briefly, what | have tried to do today is to argue about the environ-
ment in which trade policy is taking place and there | have sounded
some alarms. There are worrying signs. Second, to emphasize that the
issues are much tougher than they used to be, because we are moving
behind the border barriers. And, third, that we are moving in this mul-
titrack approach with initiatives taking place at numerous dimensions,
and there, the open question s, Building blocks or stumbling blocks?
Are the tracks going to converge or are we seeing fragmentation?
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W. Max Corden

Suppose a particular developing country (e.g., Mexico or Chile)
joins in a free trade area (FTA} with a very large economy (e.g., the
United States): what are the possible gains and losses to it? The first
part of this paper provides a framework for analyzing this problem.
The main theme is that there are three distinct aspects, namely, trade
liberalization, trade diversion, and reciprocity. The developing country
will be referred to here as the LAC (Latin American country) and the
large country as the United States. Finally, the second part of the paper
compares regional and multilateral trade liberalization.!

Effects on a Developing Country of Joining a
Free Trade Area

A developing country joining an FTA can expect o have its present
degree of liberalization locked in, with fubure governments having lit-
te ability to influence further chamge. It can also expect a greater de-
gree of liberalization than would be the case in a unilateral effort; trade
diversion; and reciprocity.

Liberalization by the LAC

The first of the components of an FTA is trade liberalization by the
LAC itself. Tariffs are reduced and possibly removed completely, and
quantitative impaort restrictions. are ended or the range of imports to
which they apply is reduced. There are the standard gains from trade
creation as well as benefits through reduced rent seeking and admin-

“Thr faret part of the paper is a somewhat condessed version of W Max Corden, =A Wi
ern Memisphere Froe Trade Arca: Implications for Latn America™ in Teade Liberalization im e
Wetrrn Frmisphberr (Washington: Inter- Amencan Developeent Bank sned Foonomic Commis-
saen Bor Lanten Armarica and the Casibbssan, 19550 Thete 8 & Lirge libpratuse in e feld. Par-
ticularly 1o By rocorrmended are jeifney Schob, More Free Trade Aress? Policy Amalyses im I
termaisonal Economics Moo 27 (Washington: Insttute for Inbernational Economer, 1989, and
jaime de Melo and Arvind Fanagariya, eds., Neaw Dimossions i Regional [edegration (Came
brdge; Mew Yook, MY Cambrdge University Press, 19930
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Table 1. Effects of Three Kinds of Liberalization

Liberalization
Effects Unilateral bAudtilateral Regicnal
Liberalization by LAC i i i
Trade diversion (advene) i
Reciprocity (norabie) { )

Source: Author'y estimale.

istrative costs normally associated with quantitative import restric-
tions. Inevitably, there are both gainers and losers. Unemployment
may increase in the transition. If tariffs have been high or import re-
strictions tight and widespread, the effects of trade hiberalization on
the pattern of domestic oulput and distribution of income as between
different industries and workers may eventually be substantial.

Trade liberalization can actually take three forme—unilateral, mult-
lateral, and regional, and it is worth comparing the effects of the three.
Table 1 shows that they have some, but not all, effects in commaon.

First, liberalization can be unilateral: the policy is pursued because
it is believed that it will benefit the country as a whole and that in the
long run most citizens will gain even though there are likely to be
some short-run losers. Hence, it does not need to be associated with
any international agreement. Exchange rate adjustment will ensure ex-
ternal balance. Further, unilateral liberalization does not explicitly dis-
criminate between different foreign suppliers, so that there is no trade
diversion.

Second, liberalization can be multilateral. Hence, the country’'s own
liberalization is supplemented by liberalization by others, thus open-
ing up export markets for the country and improving its terms of trade
relative to the unilateral alternative. This is the reciprocity effect.
Clearly. a country benefits when a given degree of its own liberaliza-
tion is associated with reciprocal liberalization by its trading partners,
which causes their imports from it (o increase.

Finally, there is regional liberalization, of which a bilateral FTA is a
special case. In that case, the country’s own liberalization does not nec-
essanly apply to imports from all countries, but only to those from the
region (the United States in our example). There will be the same gen-
eral effects of liberalization: imports will increase, with the usual gain-
ers and losers. But in this case liberalization is partial and thus dis-
criminatory, hence creating trade diversion effects. In addition, regional
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liberalization has a reciprocity effect: the other member of the FTA
opens up its markets to the first country’s exports.

Ome should distinguish between two groups of LACs. In the first,
unilateral trade liberalization has already taken place to the point that
quantitative import restrictions have been completely ended (2ome-
times with a few exceptions) and tariffs are quite low. This group con-
sists of Chile and Mexico, and if one extends the group to countries
where the unilateral liberalization process is well under way, or strong
commitments have been made, it also includes Argentina and
Colombia.

For these countries, one might ask what difference an FTA with the
United States would really make to the liberalization process and ulti-
mate situation. Obviously, if there were complete, ungualified, perma-
ment free trade affecting imports of all kinds from all sources, forming
an FTA with the United States would only have an effect through the
reciprocity aspect, to be discussed below. But in practice this condition
does not exist and is not likely to. Hence, forming a bilateral FTA
would have two effects on the degree and effectiveness of the LACs
o liberalization.

First, the locking-in effect. The present degree of liberalization could
always be reversed by a future government. On the other hand, an
agreement to establish an FTA would not be so easily reversible, if at
all. It 5 a way in which a present iberalization-inclined government
can cormmil future administrations that may wish 1o revert to protec-
tionism. The immediate benefit of locking in liberalization is that it is
likely to provide a stimulus for investment. Indeed, even the expecta-
tion of an FTA may provide such a stimulus. Any arrangement that en-
sures that a particular structure of domestic prices and incentives will
stay for a long time, rather than be changed unpredictably, is likely to
Encourage investment.

Second, an FTA would probably involve a greater degree of liberal-
ization and of opening up the economy than would result from any de-
gree of unilateral liberalization, even if the latter apparently leads to
free trade, Trade can be fostered by vanous measures of harmonization
and elimination of barriers to trade other than taniffs and quantitative
import restrictions. Here, the example of the European Community
can be cited. The first stage was to establish an area of conventional
free trade (plus a common external tanff, which made it a customs
union). The second stage was the “1992% program—the “completion™
of the European market, which disposed of numerous barriers apart
from tariffs. This second stage is likely to be substantially trade
creaking,

©lnternational Monetary Fund. Not for Redistribution



0 W, Max Corden

Let us now turn to the other group of countries—those where pro-
tection is still quite high and where it iz unlikely that unilateral liber-
alization would go anywhere close to free trade. These are countries
where currently either the political will to liberalize substantially, or
the political ability to bring it about even if there is the will, does not
exist. In these cases, the formation of an FTA would raise substantive
issues for the LAC, namely, the very same issues that arise when con-
sidering unilateral liberalization.

Are there arguments for protection from a national point of view—
for example, the (zectional) emplovment or the infant industry argu-
ments? Are there significant rent-seeking and administrative costs of
protection to set against these arguments? Even if an ultimate situation
of trade liberalization were desirable, is the process of getting there too
costly? Would powerful interest groups resist liberalization and make
it politically impossible or at least very painful?

Trade Dhversion

The principal negative aspect of an FTA s trade diversion. Trade di-
version results from the discriminatory aspect of an FTA. If Mexico
maintains tariffs on imports from Japan, and possibly even increases
them, while removing tariffs on imports from the United States, there
will be some tendency to divert purchases away from Japan toward
the United States. The pattern of imports will change.

One can distinguish “Vinerian trade diversion,” “trade contraction,”
and “trade deflection,” beginning with the first.

Vinenan Trade Diversion

Suppose the LAC has a given tarifl of 30 percent on all imports of a
particular product to start with. It then joins the FTA and imports from
the United States can come in without paying any taniff. But imports
from Japan must stll pay a 30 percent tariff. This external tariff does
not change. There will then be some diversion of the source of imports
from Japan to the United States. Excluding the tanff, the diverted im-
ports will have cost less when bought from Japan than when bought
from the United States, so that the LAC is now buying a product from
a dearer source and thus incurring an extra cost. This trade diversion
concept first introduced by Jacob Viner assumes that the tariff on im-
ports from outside (Japan) remains unchanged when the country joins
the FTA.

Vinenan trade diversion could well be significant when tanffs on
imports from outside the FTA remain high. But the more the LAC has
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followed a path of unilateral trade liberalization before joining the
FTA, and hence the lower is the external tariff, the less the cost of such
trade diversion will be. Nevertheless, some degree of trade diversion
is likely even when a country has liberalized completely. This is be-
cause of the locking-in and completion effects discussed above. These
will foster trade within the FTA relative to trade with the outside
world, at least marginally.

Trade Contraction: Increase of Protection Against Imports
from Outside

Trade contraction occurs if the level of the external tanff is actually
raised as a result of the establishment of the FTA. In the example above,
imports from Japan will decline even more than they would when
there is only Vinerian trade diversion. In an FTA, unlike a customs
union, the external tariff for a particular product does not have to be
the same around the whole area; that is, the LAC does not have to
adopt the U.5. tariff on imports from Japan, or to agree on a common
external taniff. In principle, it is still free to choose s external tariff
structure.

The external tariff might well increase as a natural response to do-
mestic pressure groups seeking more protection from imports when
they find themselves harmed by US. imports. Similarly, if there is a
general loss of competitiveness by the country, possibly because the
exchange rate has becomne overvalued owing to a burst of domestic in-
flation, the natural reaction will be—as it has often been in the past—
b0 increase protection, and once the FTA has been established, this can
only be brought about by increasing protection against imports from
outside the FTA.

Trade Deflection: Free Trade Area Versus Customs Union

Suppose that the United States imposes restrictions on imports of a
particular product from Japan while imports of the same products
from Japan can enter the LAL freely. There will then be some tendency
for goods to be imported from Japan into the United States via the
LAC. This 15 trade deflection. 1t leads to unnecessary transport costs,
More important, it defeats the purpose of the LS. protectionist mea-
sures. The lower the transport costs, and the bigger the gap between
the low tariff of the LAC and the high tariff of the United States (or the
tanff equivalent of the nontanff device), the bigger this effect will be.

The problem is well known (and has presented problems in the
Canadian-American free trade area). A country may import duty-free
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components of a car from Japan, then assemble them, and export the
assembled car to its free-trade partner—a partner that, itself, imposes
restrictions on imports of components from Japam. Thus, the United
States may wish to restrict imports from an LAC on the grounds that
these embody components or inputs that are just “trade deflected.”

The standard solution to this characteristic problem of a free trade
area is to make “rules of origin® for trade within the FTA. This raises
various technical problems—for example, the choice of the ratio of do-
mestic component that is acceptable if intra-FTA trade is to be free. For
a particular product, tariffs will be applied to a proportion of the value
of imports from, say, the LAC to the United States, the proportions rep-
resenting the part that is assumed to be of outside (e.g., Japanese) ori-
gin. The U5, negotiating position with Mexico, as with Canada, has
been to favor strict rules of origin, especially in the automotive sector.
Such rules of origin mean that one of the main potential advantages of
an FTA=—the removal of formal barriers to trade within the arss—can-
nat be achieved.

If rules of origin are ineffective, and trade deflection does take place,
the net result 15 that countres that have high tariffs (or other restric-
tions) against imports from outside the area will find these tariffs
evaded, and s0 will have an incentive to reduce them. In other words,
the low tanff (or low protection) countries will tend to set the tone for
the whole area. If one favors trade liberalization, one would regard such
trade deflection desirable, but, naturally, it i not acceptable to the more
protectionist country. Another possibility—which cannot be ruled out
but would certainly be less desirable—is that the United States applies
pressure on its LAC partner o increase its restrictions on imports from
Japan to the US. level, so as to reduce the incentive for trade deflection.

The obvious solution to avoid all these complications is to convert
the FTA into a customs union. This means that there would be a com-
mon external tanff, and possibly other commaon restrictions, such as
antidumping duties. In a customs union there would have to be an
agreement about common nontariff barriers. If we think specifically of
Western Hemisphere free trade arrangements, a customs union would
mean that the external trade barriers of the LAC would be determined
in Washington, DuC., since it is inconceivable that the U5, Congress
would allow relatively small economic partners to play a significant
part in determining its barriers against imports from, say, Japan.

Reciprocity

The maost important gain that an LAC is likely to obtain from an FTA
is the reciprocal opening—or commitment to continued opening—of
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the U5 market to the LAC's exports of goods and services. In this re-
spect, the FTA is far preferable to unilateral liberalization. Essentially
there are bwo trade-creation effects from the establishment of an FTA:
first, the trade creation that results from the LAC s own liberalization
{which could be greater under unilateral liberalization), and second,
that which results from U5, liberalization. If the general, comparative
advantage Eains-f:un-l:ra:de propositions are accepted. it follows that
both countries gain from both forms of trade creation.

Extent of Gain from Reciprocity Effect

The extent of the gain to the LAC depends not just on the level of ex-
isting barriers to its exports in the United States but on what these bar-
riers might have been in the fubure if no FTA were established. The at-
traction of an FTA is to lock in the present relatively open trade policies
of the United States with respect to the LAC. Thiz has been called the
“safe-haven” effect.

For given initial and potential barriers, the extent of the gain from
their removal depends, in addition, on the extent to which the types of
goods and services that the LAC exports are substitutable with com-
peting products in the United States. In many cases, this substitutabil-
ity is likely to be high, so that considerable gains might ensue.

The central questions, of course, are how big the U5 barriers are
now, what they might be if no FTA were established, and to what ex-
tent they will be genuinely reduced in an FTA. For each LAC where the
FTA possibility arises, a separate detailed analysis has to be made.
Measuning existing barriers 1% uswally difficult because the main barri-
ers are nontariff ones, notably the threat of antidumping duties and
various “safeguard” provisions. Estimates of what the barriers might
be if ne FTA wene formed involve imaginative adgments. But it is also
important to note that an FTA might allow many loopholes and special
arrangements so that, in effect, assured free entry of LAC goods into
the United States will not be provided. The LS. market may not be so
“safe” a "haven”

The value of an FTA to the LAC depends crucially on how the safe-
guard problem is handled. It is inevitable that some producers in the
United States will be adversely affected by the FTA, or at beast that
they will expect to be adversely affected. Usually they have plenty of
warning of what might happen, but sometimes the adverse impact can
indeed be quite sudden. It is thus natural that they should seek tem-
porary relief or “safeguards against market disruption” or through an-
tidumping cases. Such measures have been allowed under the General
Agreement on Tariffs and Trade (GATT) and also the U.S—-Canada
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agreement. They represent the reentry of protection by the back door.
Measures are not vsually temporary and, above all, they introduce
uncertainty.

Trade Diversion and the Bandwagon

One component of the reciprocity effect for the LAC 12 US, trade di-
version. This refers to trade diversion by the United States, and benefits
the LAC, although it harms both the United States and the other coun-
trice whose trade is diverted in favor of the LAC, It is to be distin=
puishied from trade diversion by the LAC itself, discussed earlier, the
effects of which are clearly adverse for the LAC. The effect of US. trade
diversion will be greater the higher is the substitutability of the LAC's
exports with those of competing countries, Considerable losses could
be inflicted on the latter, for example, when Mexican labor-intensive
exports replace those from Asia. It is part of the reciprocity effect be-
cause it results from the removal or reduction by the United States of
its barriers on imports from the LAC while maintaining some barriers,
actual or potential, against imporis from outside.

This potential trade-diversion effect creates an incentive for other
developing countries to join the FTA bandwagon. When LAC No. 1
forms an FTA with the United States, there could be an adverse effect
on LAC MNo. 2 through US. trade diversion, so No. 2 now has a
stronger reason than before to follow the leader. The more countries
join, the fewer the gains for the early joiners.

Political Economy Arguments for an FTA

A country’s own liberalization may be politically easier when it i3
part of a move to an FTA. Unilateral liberalization may be desirable
from a national point of view but may be blocked either by domestic
interest groups or by lack of popular understanding of the gains from
free or freer trade. There are then strong political economy arguments
in favor of an FTA.

First, when an FTA is in prospect, countervailing export interest
groups will emerge that will expect to benefit from the reciprocity as-
pect of the FTA—for example, the opening up of the U.S. market.
While such interest groups have also emerged in the case of unilateral
liberalization when this is associated with devaluation, the benefits to
potential exporters from a unilateral liberalization of imports associ-
ated with devaluation are more indirect, and sometimes hard to imag-
ing i advance, compared with the benefits from direct opening up of
a foreign market. Second, the sentiment in favor of liberalization will
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certainly be strengthened by the reciprocal liberalization in the United
States. Whatever economists may say—that unilateral liberalization s
usually beneficial even when trading partners remain protectionist—
the popular instinct is to think in terms of reciprocity and fairmess.

Multilateral Trade Liberalization and Regionalism

In my view, multilateral free trade—or at least substantial waorld-
wide liberalization supported by strong rules—is preferable to re-
gional arrangements. But the prior issue is whether movement toward
regionalism (eg., NAFTA) is likely to foster or to discourage the suc-
cess of multilateral negotiations and the rules and processes of the new
WTO system.

How Regionalism Might Affect Multilateralism

Regionalism can be seen as a supplement to multilateralism, as an
alternative or as a path toward it. The official U5, position is certainly
that it is a supplement, and that any FTA decisions must work within
the framework of the WTO and the Uruguay outcome. Henoe, region-
alisrn is no obstacle to progress in multilateral liberalization. One can
certainly conceive of various FTAs around the world being supple-
mental to a new multilateral system that strongly regulates trade re-
strictions and brings about a good deal of liberalization. The argument
is that the FTA is likely to go further in liberalization, being then a true
supplement.

But regicnalism can also be an alternative to multilateralism. The
members of the European Community seemed to have been less com-
mittied B ensuring the success of the Uruguay Round because of their
precccupation with the completion of the internal market (the “1992°
program). More generally, given the large and expanding area of gen-
winely Free trade that they are creating for themselves, they saw less
need for making some politically painful concessions in agriculbure o
achieve a Uruguay Round success.

Finally, one can see regionalism as a path to multilateralism. One can
imaging (with a great act of imagination) a small number of regional
groupings—that is, FTAs—being formed (e.g.. a European, a Western
Hemisphere, and an Asian one), and then, the three would negotiate
and in one grand bargain open up to each other—and so, there woald
be world free trade, or something close to it This is surely unrealistic,

A more reasonable proposal is the “open club” idea. A free trade
area, with the United States at its core, would be established among a
limited number of countries—for example, the NAFTA—but any other
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country, whether in the Western Hemasphere or outside, would be in-
vited o join. There might be a standard agreement (with the usual
safeguands and transition arrangements) that would provide the basis
for negotiations with any new candidate. More and more countries
would find it advantageous to join, if only to avoid trade diversion
against themaelves. IF they were allowed entry, the FTA would grow
and grow until eventually it embraced the whole world. The European
Community has been somewhat like this, though the invitations have
been rather limited and applications have not always been accepted.
But | doubt that this process would eventually achieve world free
trade, or at least a degree of liberalization and acceptance of interna-
tional rules equal to what a continued multilateral liberalization
process could achieve. It s more hikely b énd in a small number of

complicated regional arrangements.

Multilateralism and Regionalism Compared

Consider now the interests of a particular developing country (LAC)
and compare the effects of multilateral iberalization with regsonal lib-
eralization (an FTA with the United States being formed).

First, the FTA would open up—or lock in—the U5, market for the
LAC's exports. By conftrast, multilateral liberalization would open up
and, hopefully, lock in, the world market. The latter is bigger, and
hence preferable. But the strength of the locking-in effect might be
greater in the case of the FTA, so that the balance might tilt in favor of
the FTA.

Second, any agreement, whether an FTA or a multilateral agreement
under the WTO, involves the continuous enforcement and interpreta-
tion of agreed rules, and inevitably negotiations. The bargaining
strength of the developing country relative to its trading partners, and
the strength of the rules set up, are then relevant. Here the developing
country may be in a weaker situation in an FTA—where the United
States would be dominmant—tham in a multlateral environment where
none of the three big economic powers (the United States, the Euro-
pean Union, and Japan) have the same relative strength, and where
more will have to depend on the enforcement of universal rules.
Hence, from this point of view, multilateral arrangements are also
preferable.

Third, the FTA gives the developing country the benefit of some
trade diversion in its favor in the L5, market. This effect is not in the
U5 or the general world interest, but it is a benefit to the developing
country itself, and thus is an argument favoring the FTA relative to
multilateralism.
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Finally, consider the government of a developing country that
wishes to liberalize but has a problem overcoming domestic pressure
groups. [t may be able to go a limited way in unilateral liberalization,
but beyond that it requires the promise of reciprocal benefits, as pro-
vided either by multilateral agreements or by an FTA. The question is
which one of these would be politically more persuasive. It is probable
that am FTA would be more successiul im helping along domestic
liberalization.

Countries that are small in the world economy—like all countries
other than the United States, those of the European Union, and
Japan—have a great deal to gain from a new rules-based international
trading system. If the choice were between regionalism and multilat-
eralism, the first argument above—that the world market for their ex-
ports i3 better than the ULS. market—and the second angument—that
they will be better protected by a rules-based system where there are
several large actors, rather than a smaller grouping with one dominant
member—must weigh strongly. Multilateralism is best. But in practice
the choice is not necessarily as stark. A sound rules-based system may
be establizhed, in which case an FTA might be considersd as a supple-
ment. The important concern must be that the pursuit of regionalism
does not slow up the strengthening of the multilateral system.
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Jeffrey Schott

I should start by offering an apology. Although | was a student at the
university where Professor Corden now teaches, [ left the university
and went into government, where 1 was totally corrupted! Trade ne-
gotiators are more mercantilist than trade theorists, and so, just to sur-
vivee, | have had to temper my academic learnings with the lessons that
I learned in the school of hard knocks in international negotiations. So
I apologize if that offends economic theory, but [ will try at least to con-
vey some of my ideas based on practical expenence.

Given the long, drawn-out process of multilateral trade negotia-
tions, questions have been raised whether regionalism provides a
more pragmatic, albeit second-best, approach to trade liberalization.
The second-best argument is a variant of the question, Should region-
alism be regarded as a complement to, or a substitute for, multilateral
trade liberalization?

Let me put forward a stark response: in my view, multilateralism
cum regionalism remains the best approach for global trade policy. |
say remains, because regionalism and multilateralism have worked in
lockstep since the founding of the GATT more than forty vears ago. Re-
gionalism in the absence of a strong multilateral system, however,
generates protectionist pressures to maintain the discrimination inher-
ent in preferential trading pacts (or even to raise barriers to third-coun-
try tradel.

Throughout the postwar period, regionalism has advanced in the
context of continuous multilateral trade liberalization, which effec-
tively narmvwed the gap between most-favored -nation (MFN) tariffs
and preferential rates accorded regional partners. Indeed, parallel
progress at both the multilateral and regional levels has reinforced the
bagic objective of the GATT, promoting stable growth and economic
development.

One can summarize the basic benefits of regional integration by
adapting a simple identity from Economics 101: ¥ = C + [ + G. In this
context, regional income ('Y) should rise if regional pacts enhance com-

Motr: Copyright: Instituse for Intemational Economass, 1993, All sights neserved

98

©lnternational Monetary Fund. Not for Redistribution



B = Comment a0

petitiveness (C), provide insurance against policy reversals (1), and es-
tablish good precedents for the GATT (G).

First, the focus of regional initiatives should be on increasing the in-
termational compelitiveness of regional industries, since the discrimina-
tory regional preferences will be short-lived as multilateral negotia-
tions succeed in breaking down border protection. Indeed, in countries
where border measures are already low, the competitiveness rationale
i cenkral—and, for example, 1% a key benefit of ULS. particpation in the
NAFTA.

Second, regional pacts should serve as an insurance policy against
reversion to interventionist and protectionist policies that have often
dizrupted regional trade and investment. The insurance policy both
protects against changes in the partner countries and helps govern-
ments withstand the protectionist impulses of their own domestic lob-
bies. It should allow businesses to better plan their trade and invest-
ment strategies, and thus give impetus o the restructuring and
rebuilding of industries along regional lines.

Third, regional integration reinforoes existing multilateral disci-
plines and provides building blocks for new global accords. With a

and effective multilateral trading system, regional initiatives
can complement GATT reforms in several ways: they tend to be trade
creating since regional partnerships usually generate positive income
effects that outweigh the adverse effects of the trade discimination;
they tend to broaden and deepen GATT trade reforms so that regional
industries can take better advantage of new trading opportunities
around the globe; and they can serve as models for strengthening mul-
tilateral disciplines. Simply put, regional pacts often act as negotiating
laboratories for new issees that have not vet advanced on the muli-
lateral trade agenda.! In so0 doing. regional trade initiatives can
“ratchet up”™ reforms to a broader multilateral accord.

Furthermore, regional pacts often produce deeper liberalization
than multilateral negotiations, which involve a larger number of coun-
tries and thus must necessarily cater to a broader range of interests.
The benefits of such regional reforms can be accorded to nonmember

countries (as many countries have done with their unilateral reforms,

For example, ihe Carada=L1 5 FTA was desigred in pant io jurp-start muliilaieral negoti-
aeions and o provide ballding blocks for beoader eulbilaberal soooeds. Ssmilarly, provisions on
trade in services in the US-Canadas and Australia-Mew Zealand Free Trade Agrecments
helped inform and guide the Unagusy Round negotistors: and the MAFTA investerman] chap-
e providies useul precedents foe both the cusrent development of investenend guididine in
thar Asia-Pacilic fegion and fod fubsne hegolisboss in ks WTO.
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and as Mexico has done with key aspects of the NAFTA), or can be tar-
geted for credit in future WTO talks,

Concerns About Trade Diversion

The GATT does not reguine countries to demonstrate that their re-
gional pact will be, on balance, trade creating. Nonetheless, most
GATT reviews of FTAs gauge the desirability of the pact on whether its
trade-creating effects outweigh the trade-diverting effects. If the latter
dominate, political pressures are likely to arise within the region to
forestall MFN trade liberalization in the interest of preserving the pro-
tection implicit in the regional preferences.

First, let me start with an obvious point. A primary purpose of re-
gional pacts is to improve the efficiency of local industries. It therefore
is designed to make it harder for foreign firms to compete in the re-
gional market—not because of higher barriers against third-country
trade, but because of the heightened competitiveness of regional firms.

Second, any diversion will be partially offset by pressures that arise
within an FTA {as opposed o a customs union) to reduce MFN tarniff
rates down to the level of the low-tariff country in the region. In con-
trast to a customs union, an FTA maintains competition among its
partners since each country retains sovereign control over its trade pol-
icy vis-d-vis third countries. Member countries can thus lower ther
MFMN trade barriers to promote the competitiveness of domestic in-
dustries in regional markets and to avord potential investment diver-
sion within the region.?

Furthermaore, as FTA preferences are phased in, less-competitive in-
dustries will contract and thus over time lose political influence to
lobby for the maintenance of high external tariffs. The combined result
is continued support for multilateral trade liberalization, despite its
eroding effect on regional preferences.

Concerns that regional preferences may distort trade and invest-
ment flows from nonmember countries are often exaggerated, for two
reasons. First, the margin between the MFN rate that third countries
pay, and the pﬂfermlial (zero) regional rate, is very small in most sec-
tors—and will be reduced further by the Uruguay Round reforms
{with the notable exceptions of textiles and agriculture). Second, in

TBecause of the threat of invesiment diversion, pressures build in higheimrilf coussirbes ba pe-
dusce their MFN raies o 23 not i kose peodisction o anexs that charge bower dulses on im-
ported comporenis. This conoern was evisdend in resishing a nesirictive MAFTA origin rule for
compubers, and pegaining & commen exterral tariff after the ben-year Eransition pencd. It also
lodd Canacla to mome o0l it MY bextilie tariffs 5o “aid” it appard makem
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mpst instances, regional partnerships generate positive income effects
that putweigh the adverse effects of the trade discrimination.

Conclusion

In sum, expanding regionalism should not pose a threat to the world
trading system, especially if the WTO monitors these arrangements
and strengthens its obligations under GATT Article XXIV {and Article
V of the General Agreement on Trade in Services (GATS). 1 should
add one caveat to temper this otherwise optimistic assessment. Ome
needs o ensure that regional trading rules do not create hidden pro-
tectionism, for example, through discriminatory rules of origin. The
MNAFTA falls prey to this abuse in the textiles sector, although the
Uruguay Round reforms will reduce the negative impact of those pro-
visions to some extent. To deter similar problems, all regional trading
pacts should be subject to annual reviews by the WTO—perhaps using
the new Trade Policy Review Mechanism established in the Uruguay
Round.

Rather than distract attention away from the multilateral trading
systemn, | believe regional pacts can and will complement and reinforce
world trade rules. Because of the short half-life of regional preferences,
regional industries need to restructure to promote the more efficient
use of natural and human resources in the region o as to be able to
compete more effectively against foreign suppliers at home amd
abroad. Countries thus pursue regional pacts to make their firms more
competitive in world markets and better able to take advantage of the
increased trade opportunities created by the Uruguay Round reforms.
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Patrick A. Messerlin

Allow me to narrow the topic of this seminar by focusing on one in-
dustrial group—the European Community (EC). The reason is that
most of the trade flows from and to Central and Eastern European
couniries are going to or coming from the Communmnity. The same reason
implies that in what follows, more attention will be devoted to Central
European countries than to the Baltics, Russia, and other countries of
the former Soviet Union, the trade policy of which is still in the making.

The following remarks are divided into three topics: a global per-
spective, specific issues related to agrniculture and manufacturing, and
a short conclusion on services.

A Global Perspective

The title “How to Live Near Viesuvius” reflects the fact that the Cen-
tral and Eastern European countries have relatively small economies,
comparéd with the huge economy of the Community, as crudely illus-
trated by the fact that (at current exchange rates) the GDFP of all the Cen-
tral European countries is roughly equal to the Dutch GDF. This partic-
ular situation has to be taken into account. It i not specific to the Central
and Eastern European countries. For example, Canada has a long expe-
mience of living close to a large country (80 percent of its trade 15 done
with the United States). Most of the developing economies that have
been successful in export promotion (Korea, Taiwan Province of China,
and =0 on) have, at least at the beginning of their industrialization, faced
a similar situation with most of their exports going to the United States.

If any trade policy requires a balance between three aspects—umni-
lateralismn, bilateralism, and multilateralism—the past experience of
Canada and successful Asian countries suggests a few lessons. First,
unilateralism and multilateralism—not bilateralism—should be the fa-
voribe trade instruments of countries near a large trading partner, and
Vesuvius conveys the message. Near the volcano Vesuvius is Naples, a
large town of more than one million people. Everybody in Naples
knows that there is a very high probability that Vesuvius will erupt
one day or another, making the bilateral relationship between Maples
and Vesuvius somewhat difficult. A clever policy would be to build

102
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highways giving the 15 minubes that the Maples population will need
to be out of reach of an erupting Vesuvius. There are no such high-
ways. Maples has decided to bet only on a purely bilateral relationship
with Vesuviuz and obviously it will be a wrong bet sooner or later.

But there are other reasons for making so important the unilateral
and multilateral components of trade policy. The unilateral approach is
necessary because it is the only one looking at the costs and the benefits
of any trade measure from the perspective of the whale economy and
the national welfare of the country in question. The unilateral approach
shows that, in general, opening the domestic economy offers the best
cost-benefit ratio and that liberalizing trade is friendly to growth,

Why then not just focus on the unilateral component of trade policy?
It is what virtuous governments would do. But history and economic
analysis show that such governments cannot exist for a long time.
Governments have to face vested interests fighting for transfers. As a
result, multilateral disciplines, like those of the GATT, are helpful to
counterbalance the power of vested interests, Why? Because under
GATT rules, a government has to balance the protection asked by do-
mestic lobbies with access to foreign markets that will not be achieved
or that will be lost if the government gives up to domestic lobbies and
grants the requested protection. As a result, to focus on GATT is an es-
sential instrument for locking an outward-oriented trade policy. In-
deed, during the last five years, a few Central European countries have

ted a trade policy based on unilateralism. And this impetus was
partly lost—leading to & partial reversal of the trade liberalization
achieved—because of their inability to lock their nondiscriminatory re-
forms within the context of the GATT-WTO forum. To be fair,
tiating protocols of accession during a Round proved to be almost im-
possible because of the short-term trade interests of a few, but crucial,
trading partners of Central and Eastern European countries.

I would like to close this introduction on three remarks. First, to be
close bo a giant has positive aspects. Table 1 shows that the Central and
Eastern European countries have benehited a lot from rapidly in-
creased exports to the European Community. Exports to the Commu-
nity have been an effective engine of growth for them. Except for Ro-
mania, annual growth of exports to the EC has reached two-digit
figures. Obvipusly, percentages depend on the initial vear, but it re-
mains that the Community markets have been relatively friendly to
many products coming from the Central and Eastern European coun-
tries. A a result, these countries have reached ratios of exports to GDP
that are high by world standards. Perhaps, the most inkeresting
columns of Table 1 are the last four. They show how large has been the
restructuring of trade flows from Central and Eastern Europe to the
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Table 1. A Few Indicators of Trade Restructuring in Central and Eastern European Countries

Average Annual

Change in EC Share in 198995
Export/GDP Exports to EC Total Exports ‘Changes in exported goods  MNew patterns in traditional goods
1993 1989-93 1993 Expired goods! New goods? “Large” goods® “Small” goods*
Bulgaria 351 15.9 30.4 23.7 318 -5.6 27.0
Czech and Slovak
Republics 319 24.1 52.4 11.5 19.8 4.1 431
Hungary 23.4 11.1 51.8 18.6 20.7 =21 24.5
Poland 16.2 18.4 62.2 13.8 15.7 7.2 40.1
Romania 19.7 -9.9 40.0 239 18.0 19.4 13
FSU countries’ 10.6 3.9 324 7.0 2.5 -0.8 54.6
China 17.7 21.1 9.6 7.9 10.8
Korea 24.9 2.7 12.5 17.5 18.4
Morocco 13.9 4.5 64.0 16.7 158
Turkey 13.0 4.3 52.2 12.7 10.7
Sources: B. Hoekman and G. Poh, " Enterprise Restructuring in Eastern Europe: Preliminary Evidence from Data” {mimeograph; Washington: The World Bank, Jan-
uary 1993).

15hare of 1989 exports that disappeared.

2Share of 1993 exports that is accounted for by “new” products.

3Annual average change in value of "large traditional” (greater than ECU 3 million in 1989) exports.
“Annual average change in value of "small traditional” {smaller than ECU 3 million in 1989) exports.
5The Baltic states, Russia, and other countries of the former Soviet Union.
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rest of the world (ie., essentially the EC). In particular, the columns
under "Changes in Exported Goods”™ show that many products have
disappeared from Central and Eastern European exports, and that
many new products have emerged. That is the evolution one could ex-
pect for countries previously run by central planning (hence without
comparative advantages driven by market forces) and then turning to
comparative advantages determined by world prices. Even traditional
exports have shown an ongoing restructuring, with traditional large
exports decreasing, and traditional small exports increazing.

The second remark—important for the Central and Eastern Euro-
pean countries, but also for the European Community itself—is that
the European Community is not as large as it seems. The Community
and the member states love the fact that the Community is the lasgest
trading power in the world. That is somewhat erroneous, and it will be
maore and more 0. Table 2, which gives the index of 100 to the 15-mem-
ber Community (hereafter EC-13), allows crude comparisons between
the GDP of the EC-15 and the GDP of various subsets in the rest of the
world. At the current exchange rates, it shows GDP of the United
States at 85, of NAFTA at 97, and of the APEC at 166. At exchange rates
adjusted for purchasing power parity, the changes are even more dra-
matic: the EC-15 “shrink™ relatively to the rest of the world. In terms
of population (which mirrors the world when GDFP per capita will be
the same, i.e., in the very long term), the Community comes back to the
small continent it was three centuries ago, as estimated by Maddison
(1995).1 To keep in mind this long-term perspective should be essential
for the Central and Eastern European countries,

Finally, the need of economically sound institutions is often too
much neglected in trade policy. Because international trade involves
losers and winners within the domestic economy (though the econ-
omy as & whole gains from trade), it implies particularly strong needs
in terms of institutions able to cope with this feature. In a recent book,
Winters (19951 has emphasized a few crucial points. Among them, |
woild like to emphasize what [ believe to be the crucial instibution—
an independent domestic body reviewing trade policy. Such an insti-
tution is best illustrated by the Australian Industry Commission; this
role has also been played by the European Commission, during the
first years of the Community. The Australian Industry Commission is
devoted to an essential goal—to provide estimates of the costs and

1A Maddison, The Wbrkf Dronoesy, §£00-190 00BCTY, Paris, 1995)
T OrA Winkers, e . Fosmdations of as Opew Econemye: Trade Lags and beifatutiond in Easters Fu-
rope (Lomdon: CEFR, 1995).
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Table 2. The European Community in the World

{IC-15 = 100)
GOPF
AR current AL PFP sdjpusted
exchange rates exchange rates Pepalation

Eurcpe:

BC:15 100,10 1000 100.0

EC-15 and the CECs? 0.4 114.3 12%.5
Pacific Asia

Japan 45.1 98 IXB

Pacific Adia 56.8 1.4 4495
Amenca

Liniited States BEA 1016 LR

MAFTA P69 1207 e

Ameficas 1046.6 146.% 1748
APEC Regeon 185.F 2410 L6905

Soaarce: YWorkd Bank, Workd Developement Repord, 1580,

PP pratthiiitg gt adity

AEC » Cornral wed Easinem European counire.

benefits of protection for the whole economy and to publicize these es-
timates. A very protectionist country 40 years ago, Australia is now a
very oubward-oriented country, and one of the key factors behind this
profound change has undoubtedly been these regular and indepen-
dent reviews of the Australian Commission, that is, reviews by a do-
mestic body revealing the costs of the protection for the economy.

Issues in Agriculture

Agriculture is essential for three reasons. First, the arable land avail-
able in Central European countries represents 40 percent of the arable
land of the Community. Although there are question marks about the
extent to which Central European ¢countries have comparative advan-

im agriculture, arable land available seems a trustable indicator—
especially taking into account what tailor-made chemicals and bio
could achieve. Hence, at the time Central European countries will join
the Community, their agricultural output is likely to be a substantial
portion of the EC farm output.

Second, the Uruguay Round has definitively changed the way agn-
culture is perceived in international trade. Although there is no neal
significant trade liberalization in agriculture to be expected for the next
four years (i.e., until the next WTO negotiations scheduled to start in
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1999), the Round has reintroduced agriculture into the normal GATT
framework of multilateral disciplines, That means that the future ne-
gotiations will deal with tariffs instead of quotas. And negotiating de-
creasing tariffs is a well-mastered GATT-WTO technique, as shown by
the last forty years of successful negotiations in manufacturing.

Last, there is an increasingly deep understanding. even among
Western European farmers, that the EC Common Agricultural Policy
(CAF) has been—and is—a perverse policy, with costs much higher
than benefits. This evolution is an absolute prerequisite for deep
changes in existing farm policies. Contrary to what is often argued, |
see other pressures remaining marginal. For instance, shifting from ex-
port subsidies to domestic subsidies is unlikely to receive great sup-
port from treasuries, unless it means fewer subsidies, that is, a pro-
found change in the current policy.

The reintroduction of agriculture into the global economy raises
essential issues that have been ignored during the last fifty years of quo-
tas and subsidies. The most basic question is the following: should one
want to favor agnicultune or the food industry? Working under market
forces implies that favoring the agricultural sector necessarily harms the
food industry (and other sectors in the rest of the economy). There is no
escape from this economic law of protection—except, costly compensa-
tions. And indeed, it has been very expensive for EC budgets to com-
pensate the food industry for the additional costs it had (and still has) to
bear because of the CAR. Indeed, this first question should help to realize
that there would no longer be one agriculture (as under the plannist CAP
regimeel, but many agriculbures, with conflicting interests. That was inc-
dentally revealed by the negotiations of the Blair House agreement. Dur-
ing those negotiations, to hasten their successful conclusion, the LS.
government threatened to impose additional duties on French wine and
cheese impaorted into the United States. French winegrowers and cheese
makers started immediately to lobby much harder against the interests
of French cereal growers or sugar producers who were inclined to block
the emerging agreement. Trade conflicts between the industrial sectors—
somie of them asking for protection while others push for foreign market
access—are routine. The same evolution (impossible under the previous
putrageously high and regulated protection) is emerging in agriculhure.

There are four basic constraints on the Central and Eastern Euro-
pean countries” trade polices in agriculture during the next years.
First, the income share of agricultural products is large in Central Eu-
ropean countries (and it is even larger in most of the countries of the
former Soviet Union); for instance, 25 percent of the income in Hun-
gary and 58 percent in Romania is spent on food. As a result, price in-
creases in these agricultural sectors are politically explosive.
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Table 3. GATT-WTO Commitments in Agriculture for a Few

Selected Products, 1995-2000
Eurogeean Crech and Slovak
Community Hungary REepublics PFoland
Wheeat

Tarifly 1995 83.30 .00 25.00 120.60
20001 B1.30 32.00 2130 .20
Reduction® 0,00 36.00 1520 14.00

Expost ssbaidy 15954 1902 1.3% 02l 0.0

Sugar (white)

Tarilfs 19951 214,60 &0.00 F0U00 .40
200" 17160 &8.00 4550 1&%.00
Beductiond 20000 15.00 1 5040 18.90

Expont sabsidy 1595} 1.56 0.4 0.l 013

Butter

Tariffs 1585 20570 155900 8150 1&0.00
2000 131.79 107180 6500 1000
R Lo 36,00 36.00 16.60 16.10

Export susbaidy 15958 045 000 0.0 000

Beeuf

Tariffs 1595 194,90 112,00 41.10 27860
20007 124.70 1.0 300 17800
Feduction 36,00 36.00 18.50 1610

Expot wbdidy 19955 1.2 004 013 LUR L

Pork

Tariffs 154951 F.50 &1.00 45.80 118,50
20007 5600 51.80 34.50 7550
Rsdistion? 36.00 15.00 15,90 36.00

Export susbaidy 15950 049 R 0.0% —

Source: §. Tangerman, TIL joing. and W, Manch, Pre-Accesien Aot Pokors lor Centend Fus
e and the Feropeon Unign, Final Repsrt 1o the Eurcpean Commison, DG-1 [ Brusieh, Decam-
B, 1554}

Vari bincings ad valorer equivalents in 1995 and 2000,

Mopmmatied reductons [in parcend)

o pmmitment: quantities of subsidiced exporti (mllsn boad),

Second, GATT-WTO commitments impose some limits on the de-
gree of freedom for the immediate future. As shown by Table 3, which
presents the commitments in terms of tariffs of the Community, Hun-
gary, the Crech and Slovak Republics, and Poland, bound tariffs for
Hungary and the Czech and Slovak Republics are much lower than the
bound tariffs of the European Community. If these countries want to
join the Community, they (and the Community) will have to pay the
price for it under the form of concessions to trading partners, such as
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the United States, that will azk for it. At the other end of the spectrum,
the Polish government has bound tariffs at a level close to that of the
EC. But, if Poland can join the Community quickly without any exter-
nal problems for its bound tariffs, it has to face internal problems—to
maintain a domestic agricultural sector behind high barriers, as shown
by the next point.

Third, there is a large budgetary component in any agricultural pol-
icy. It is always nice to begin a policy like the Common Agricultural Pol-
icy: it is easy, because generous subsidies give the temporary impres-
sbon that thene ane no manginal firms. The problem 2 that in sconomic
terms, one never gets rid of marginal firms that constitute the hard core
of lobbies. When one starts to subsidize, existing marginal firms are
happy. But increased subsidized prices induce new marginal firms to
enter the market, or existing firms to expand their activities. These new
firms request additional subsidies in order to be or stay profitable. As
soon as the growth rate of subsidies flattens, all these new marginal
firms are in trouble. That explains why 25 years after the introduction
of the CAP, EC farmers in financial difficulties riot regularly, even in a
country with a comparative advantage in agriculture, such as France.

Fourth, Central amd Eastern European countries will face the same
problem—in particular, related to land prices. Because land is more or
less a fined input, subsidies to agriculture tend to increase the price of
land. Farmers want to produce more in order to benefit from higher
prices. For doing so, they need more land. In the early 1970s, when the
CAF started to cover wines, the price of land in Languedoc (Southern
France) for growing average-quality wines skyrocketed and became as
high as the price of vineyards in the Bordeaux region for French best-
quality wines. The unique reason was that the winegrowers in
Languedoc were expecting increases in wine prices (once subsidies
were included) and consequently were buying as much land as they
could. Landowmners were happy—indeed they have probably been the
main beneficiaries of the CAF But farmers were seeing their oosts in-
creasing as quickly as their (subsidized) revenues. It was not too bad,
as long as farmers could sell their land at good prices (i.e., as long as
they could enjoy their share of the benefits of being landowners). But
when the CAP prices started to stabilize, or even to decrease, farmers
who did not earn a good living as farmers began to lose money when
they were selling land.

In the Central and Eastern European countries, this almost certain
evolution (if a CAP-type of agnculture policy s implemented) could
be worsened by political aspects. For instance, it seems that recently,
much land in the former East Germany has been bought by Western
European agricultural firms (from France, Germany, the Netherlands,
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Table 4. Costs of Gradual Price Alignment (by 2000) Policy to EC
Prices for the Visegrad Countries

Met Surplus (Export) Price Increases  Budget Expendifure
{In milllion tons) {In percent)  (in billons of ECUL)

Cerealy B0 -
Wheat — 010 —
Barley - 10-85 -

Sugar 1.8 25-50 -

Duairy 0.4 -
Butter 30-130 -

Baeet 0.6 155-215 =

Pork 1.0 115-150 _
Subtotal 1 118 13

Other products - — 43

Mazkel mEnagement — — 1.4
Subtotal 2 — = .0

With CP.SA! - — 43
Total - - 133

Seurce: 5. Tangeeman, TE. [oshng, and W. Manch, Pre-dooemion Agricuineeal Polces for Ceoomad Fu-
rope ond he Iernpean Unkon, Fingl Begaori fo the Ewropesn Commason, DG-=1 (Bremsds, Decem-
b 1994

UL = Py payeTRalL; T = b

and =0 forth). And, if the above-described evolution ocours in Central
European countries with private farms (such as Poland), the happy
farmers will be those who sell their land fast, and those farmers who
suffer will be the ones who will stay in farming and will likely suffer
from hard competition—an explosive situation, politically speaking, of
a bwo-tier economy.

What are the options in agricultural economic policy? There are
three. The first is to raise Central European prices to the level of the EC
immediately. That seems almost impossible, however, simply because
it is much too expensive. The second is to make prices in the Central
European countries converge with EC prices in successive steps before
the year 2000, That iz a more serious option because, at that time, one
could expect lower prices of EC farm goods, so that prices in the Cen-
tral European countries could increase more moderately than in the
first scenario. Nevertheless, it still seems an expensive option, as
shown by Table 4, even limited to the Visegrad countries (including
Bulgaria and Romania would add ECU & billion). For wheat, only a 10
percent price increase is needed to converge with Community prices;
it can be much higher for other goods: according to Tangerman,

©lnternational Monetary Fund. Not for Redistribution



4 » How to Live Near Yesursdus 111

Table 5. Transition Economy Tariff Reductions on Industrial
Products by Individual Country!
{Tre miliorss of LS. doflars uniess indicated otherwise)

Trade-Weighted Taritf Aversges

Impirts freim Paroenlage
Partigipants MFM Origing  Pre-Uruguay  Post-Uruguey  reduction
Economies in transition 6N BEd &0 E 1]
Crech Republc 8,862 4.9 i8 7.
Hurngary 9,468 13 £9 bl
Poland 7 AT 160 a9 38
Shovai Riespublic 8,862 48 is 22

Sounge: WO Secretariat, The Linsguay Reund (Farks: WTIO, 1994).

Eachsdng peirclesm

Josling, and Minch (1994),7 some prices could be increased by 100 per-
cent or 20 percent for crucial products, such as pork or beef. The last
policy option is that of last-minute increases. Central European coun-
tries join the Community, say in the yvear 2000, and they increase farm
prices on December 31, 1999, Then, there is only the "last-shot™ cost for
the Community. According to Tangerman, Josling, and Munch, the six
more likely candidates to join the Community in the early years of
2000 will still cost the Community ECU 20 billion—obviously not a
small tag, even for the EC-15 budget.

Indeed, the cost of these options would suggest a fourth option—well
within the EC tradition in case of a difficult situation: the introduction of
a perod of transition, as shown by the expenences of Portugal and Spain.
For the Central European countries, the transition should be a long pe
riod indeed (hwenty or more years), if one focuses on economic aspects.
As a result, it raises the political problem: would the Central European
countries feel fully integrated into the Community in such a scenario?

Issues in Manufacturing

Issues related to manufacturing can be organized around the four
following points,

First, the Uruguay Round results leave an ambiguous message about
the future trade policy of the Central European countries. Table 5 shows
that Central European countries” average tariff will decline by more

% Targerman, TE. Josling, and W. Minch, Pre-Accession Agricwiltural Policies for Cenfrafl Du-
rope and the Evropars Llnien, Final Beport o the European Commasion, DG-1 (Brassels, De-
cember 1L
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than 20 percent over the next five years, as a result of the Uru
Round commitments. However, Figure 1 shows how much the tariff
policy of the Visegrad countries has been reversed during the negotia-
tions of the Uruguay Found. Im 1990, these countries had—on aver-
age—very low tariffs, but in 1991 and 1992, these tariffs were increased
by a substantial proportion. As a result, the Uruguay Round conces-
sions o be implemented in 2000 cormespond to a mene coming back to
the situations prevailing in 1991. No more, no less. Moreover, this sta-
bilization of the tariff protection has been accompanied by tariff peaks,
espiecially in cars, consumer electronics, and chemicals. This unclear
evolution in the long run generates serious questions about the capac-
ity of all Central European couniries (with the exceptions of the Czech
Republic and Estonia) to join the EC in less than 15 years. Indeed, a de-
tailed analysis of the Central European countries and EC taniffs under
the Uruguay Round commitments (Messerlin, 19951 shows that the
spread between the two groups is 10-15 percent on average, with peaks
at 30 percent for some industries—that 13, the magnibude of tarff
spreads that existed between the I'nunding members of the Community,
in 1958, at the start of the EC,

The second point concerns regional trade preferences. The many bi-
lateral treaties between the Community and each of the Central Euro-
pean countries do not provide the stability required for sound trade
policies. IF it s difficult to withdraw preferences, it i3 easy to erode
preferences granted previously: one only needs to grant more prefer-
ences to other countries. The Community, maybe unknowingly, has
been (amd is) a master at that, as shown by Figure 2, which illustrates
the pyramid of Community preferences. Published in 1993, it is already
partly inaccurate—a sign of how fast EC preferences can be eroded. It
shows that countries can move up along the scale of preferences, mean-
ing automatically that the other countries are moving down. For ex-
ample, the Mediterranean countries have not seen their preferences
changed, but those preferences have been largely eroded by the fact
that the associated Central European countries are nowadays close to
the EFTA status. As this uncertainty can be solved only by full acoes-
sion to the EC, it may explain the race toward EC membership.

This problem raised by regional trade preferences is compounded
by the fact that Central European countries are creating their own re-
gional trade agreements among themselves. Such a move has positive
aspects that may be endangered by the multiplicity of the agreements.

LA Messerlin, “A Mote on Central Earcpean Countries’ Trade Polices After the Unaguay
Foursd” {mamessgraph; Paris: [ratibat d Ehsdes Politigrees de Farmis, 1995).
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Figure 1. Average Tariff Levels (Unweighted)
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This is not a new problem. In the late 1940s and early 1950s, the cre-
ation of the Community was preceded by a handful of agreements
(e.g.. Benelux, Francital) now almost totally forgotten. However, these
agreements were quickly superseded by the Treaties of Paris and
Rome so that the member states of the Community did not suffer from
all those special “bilateral” pre:ferenm The merger of all existing
agreements between Central European countries in one general re-
gional agreement (say, the Central European Free Trade Agreement
(CEFTA) is a much-needed move. As an illustration, let us take the
problem of rules of origin, which is a source of permanent friction. The
problem could be solved by Central European countries in one strike:
by concluding a CEFTA including all associated and Central European
countries, and consequently asking for one Association Agreement
with the EC.

The third point concerns the “sensitive” sectors—apparel, steel, and
certain raw materials (aluminum, uranium, and calcium) crucial for
the Baltics, Russia, and other countries of the former Soviet Union—
and antidumping enforcement. All these difficult problems are pend-
ing without any clear-cut trade liberalization from the EC. In textiles,
essentially, most of the trade between Central and Eastern European
countries and the Community is based on outward-processing-traffic
trade, introducing a quasi-vertical integration of Central European
countries” apparel firms by the Community’'s textile firms. IF that is
helpful for Central European countries’ plants for solving immediate

lems (making quicker and easier the trade restructuring outlined
in Table 1), in the long run it can clearly limit the Central European
countries” firms to a marginal role in terms of marketing—changing
products, improving technologies, and so on. In steel, progress in re-
structuring is slow, including from the EC side. In particular, the EC
steel industry has been very slow to introduce new technologies, such
as mind-mill stéel plants based on scrap and electnicity. As a result, as
soon as EC protection is released a litthe bit, rapidly reemerging pres-
sures arise for protecting the EC steel industry from Central European
countries’ competition,

Last, antidumping enforcement deserves a few remarks. First, Cen-
tral and Eastern European countries still represent 30 percent of the EC
antidumping actions initiated in 1993-94. If they have preferential ac-
cess to BEC markets, Central European countries seem to have also pref-
erential access to EC antidumping procedures. Traditional worries are
still there—unchanged despite the Association Agreements. The EC-
complaining firms are always the same. The “Who's Who" of these
firms has not changed in the mid-1990s: for instance, in chemicals and
synthetic fibers, Hoechst, BASF, Bayer, Montedison, Péchiney, Rhine-
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Figure 2. Pyramid of EC Preferences for Trade in Manufactures

Reciprocal elimination of tariffs and

CSFR, Hungary, Poland EFTA quantitative restrictions (QRs)
/ ACP \ Unilateral elimination of tariffs and QRs
Bulgarfa Mediterranean Elimination of tariffs and
Romania countries QRs (except on certain textiles)
cis . . Unilateral tariff concessions (GSP) plus
i / Other developing countries \7 MEA restacting
/ Other industrial countries \— Tariffs (plus sorme QRs against Japan)

.- / Former CMEA countries \— Tariffs and QRs

Mote: ACP = African, Caribbean, and Pacific Countries; CIS = Commonwealth of Independent States; CMEA = Council for Mutual Economic
Assistance; CSFR = (the former) Czech and Slovak Federal Republic; EFTA = European Free Trade Association; GSP = Generalized System of
Preferences; MFA = Multifiber Arrangement.

Source: Peter Nunnenkamp, "World Trading System at the Crossroads: Multilateral Trade Megotiations in the Era of Regionalism,
Aussenwirtschaft, Vol. 48, (June 1993), pp. 177-201.
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Poulene, and 1CI; in steel, the EC cartel Eurofer; and in consumer elec-
tronics, Philips and Thomson. In addition, there are now clear exam-
ples of a worldwide use of antidumping laws by the same firm, as best
illustrated by Rhéne-Poulenc's complaint against Chinese exports of
coumarin both in the United States and in the EC. Other worrisome
evolutions are that antidumping marging are very large (30-70 per-
cent) and increasing. and the fact that reference countries show clear
biases (such as in the calcium metal case where the US. producer has
been taken as a reference for Russian producers).

The final worrisome aspect is that Central and Eastern European
countries have introduced antidumping enforcement between them-
selves. This dangerous shift is increased by the fact that Central Eurg-
pean countries tend to enforce other procedures of “contingent™ pro-
tection, which are close substitutes to antidumping, such as
“safeguard” cases (in Hungary) or additional duties (in Slovakia). In
fact, EC firms involved in EC antidumping actions seem implicitly pre-
sent im these procedures and cases. All these evolutions, which suggest
concerted efforts for slowing competition, are dangerous for the Cen-
tral and Eastern European countrigs: generally, lalecomers are not in
the best situation in a collusion game.

Conclusion

Mothing has been said about services, although they represent 60
percent of a developed economy (one service sector, such as banking,
has a value added =ix times larger than the basic steel industry in a
medium-sized country like France) and although they are much
needed in the Central European countries (for catching up with central
planning, which has relentlessly discriminated against services).

This silence 1s due to the fact that services open a new 2ot of issues,
essentially related to foreign direct investment (FDI, and that it is too
early for being able to make a global assessment of the FDI policies fol-
lowed by the Central European countries. However, many observers
have noticed a strong tendency among those countries b provide mo-
nopoly positions to foreign firms for a long period of time. This ap-
proach seems at odds with the more competition-oriented approach
followed by the leaders (the United States and a few Azian countries)
in this field, and by the EC itself. The next few years will be crucial in
this large set of sectors.
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Comment

Donogh C. McDonald

Amaong the points made by Messerlin, | would echo in particular the
importance of a multilateral approach to trade liberalization, | would
also agree that EU trade policies toward the transition economies are
open bo criticism in some respects. Nevertheless, the important contri-
bution of EU trade liberalization in fostering the process of transition
in Central and Eastern Europe should not be underestimated. To illus-
trate this, I will provide additional detail om the EL's trade policies and
on the development of its trade with the transition economies. [ will
then turn briefly to some ssues raised by Messerlin concerning, the
policies of the transition countries themselves.

In miy commaents, | will focus on countries with which the EL has ne-
gotiated Europe Agreements, admittedly a subgroup of transition
economies that has been relatively favored in the EU's trade policies.
These agreements are association agreements that aim to lay the foun-
dation of eventual ELJ membership; they contain provisions covering
a wide range of coonomie and Anancial issues, but the trade provisions
are those with the greatest short- and medium-term effects. A first
round of Europe Agreements was signed at the end of 1991 with
Crechoslovakia, Hungary, and Poland;! the trade provisions of these
agreements came into effect in 19922 Agreements were signed in 1993
with Bulgaria and Romania and in 1995 with the Baltic countries and
Slovenia.

As the trade provisions are not easily summarized across all these
agreements, particularly in view of their differing start dates, [ will use
as an illustration those whose trade provisions came into effect in 1992
The agreements were asymmetric in the pace of liberalization, with the
EU liberalizing faster than the associated countries. Indeed, the EU's
liberalization in the area of manufactures was quite rapad, with the no-

"The agresment wilth Crechoskrvakia wad sabsequently nepladed by sepasale agnement
with the Crecl and Slovak Republics

TThi Hade provisns of the Eutops Agnecenents have bidm brosgghl shie flbect quickly as
el maibers ane wilhin the competenoe of the Eunospean Commresson, witle other aspects of
the Earope Agrecments have regaired ratification by EL member states.

1z
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table exceptions of two sensitive product areas—steel and clothing and
textiles, Thus, at the tme that the trade agreements entered into force,
the ELJ eliminated tariffs on a wide range of products and, by the end
of 1994, tariffs had been abolished for all nonsensitive manufactured
products. Any quantitative restrictions on these products had also
been eliminated when the trade agreements took effect. Tuming to
sensitive products, while quantitative restrictions on steel products
were also eliminated immediately, tariffs were not to be phased out
until the end of 1995; as regards clothing and textiles, tariffs were to be
eliminated by the end of 1996 and quotas by the end of 1997, The least
generous provisions concerned agriculture, where there was not a
major opening of ELJ markets.

The above does not touch on additional barriers o sensitive prod-
ucts that arise through the invocation of the safeguard and antidurnp-
ing provisions that appear in the Europe Agreements (and of course
are a typical feature in trade agreements generally)? Messerlin has
provided a list of such measures taken by the EU. Countries with Eu-
rope Agreements seem to have come off somewhat better than other
transition countries; nevertheless, there have been 2ome notable recent
cases. For example, restrictions put on EL imports of five categories of
steel from the former Czechoslovakia at the end of 1992 covered prod-
ucts accounting for 4 percent of tolal Czechoslovak exports to the EL
at that time. More generally, even if the number of measures actually
taken has been limited, one must take into account how the threat of
possible future measures may affect potential investors.

While there may be some reservations regarding sensitive products,
the pace of liberalization under the Europe Agreements would seem
quite impressive for most product categories. It is also striking that the
EU market for the associate countries has grown considerably faster
than their markets in other industrial countries. For the six couniries
that were first to have Europe Agreements,* exports to the EU doubled
in LS. dollar terms between 1989 and 1994, Their exports to the other
industrial countries in Europe grew by a total of 20 percent over the
same period and to the non-European industrial countries by only 5
percent. Moreover, exports to the EU of the industrial products that
have been treated less liberally—steel and clothing and textiles—have
grown at roughly the same pace as total manufactured exports to the

*In ihe Europe Agreements, e sssociale countres. have underaken o adopt the principles
of EU competition biw. [t @ envisaged that as competition lne in these 00uRsrss 0onverges on
that of ther ELL. conderns in the ELY abouat the posadility of “undair” eradie will netvcde

“Bulgaria, the Crich Repablic, Hungary:, Poland, Bomania, and the Senak Bepablic
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ELL Of course, the growth of sensitive product exports might have
been faster still in the absence of restrictions.

Let me now make some brief observations on issues raised related to
policies of the transition economics. First, Messerlin raises concerns
about backsliding in liberalization efforts. For the countries with Eu-
rope Agreements, two features of the agreements may provide a bul-
wark against backsliding: tariffs under the agreements are bound; and
consultation and monitoring under the agreements may be particu-
larly influential in view of the keen interest of these countries in
strengthening ties with the EUV and ultimately in joining the ELL

Second, | would agree that the transition ecomomies need to pay
close attention to the quality of trade linkages among themselves, in
order to avodd a “hub-and-spoke” system in trade relations, with the
EU as hub. Inter alia, this is important for investment; a West European
investor thinking of producing for markets in the transition economies
may be discouraged from using one of these countries as a production
base if good access to other target markets cannot be assured.

Finally, | would like to echo Messerlin®s concern that the transition
economies not take the ELFs common agricultural policy as a model.
The CAP may be substantially changed by the time countries with Eu-
rope Agreements acoede to the EL indeed, in addition to other factors
that may foster reform, many commentators have judged that, given
the potential budgetary costs, a significant enlargement of the EU to
the east would be difficult in the absence of further substantial changes
to the CAF. In view of the interests of consumers and the importance
of providing appropriate forward-looking incentives for investment in
fixed and, especially, human capital, it would seem advisable to set
sights on a more liberal system than currently prevails in the EU.
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Daniel A. Citrin

Messerlin has given you perhaps a multilateral perspective to a
number of important issues. | thought 1 would make a few remarks
from the perspective of the European Il Department, which is the de-
partment in the IMF that has been responsible for assisting with the
stabilization and reform efforts in the Baltic countries, Russia, and
other states of the former Soviet Union. Trade liberalization, of course,
has been a key element in the reform process in these countries. While
a number of them have made important efforts on a multilateral basis,
given the urgent need to reform a highly distorted system of trade
policies and to introduce market signals as soon as possible, we at the
Fund, and [ would say at the World Bank as well, have concentrated
our efforts on unilateral liberalization. The first few years in the tran-
sition represent a unique opportunity to replace the old with the new.
Clearly, the benefits of a liberal trading system have been witnessed in
the successes of many countries throughout the world, and so why not
riplace the old with a new that 15 as liberal and as efficient as possible.

In the trade reform process in these countries, a number of impaor-
tant issues have emerged. One of them is the removal of export con-
trods, which are pervasive in a number of forms in these countries. A
second issue is reducing tariff dispersion and eventually replacing tar-
iffs with domestic taxes that do not discriminate between imports and
domestic goods. Another broad issue is what would be the appropri-
ate response o unfair trade practices. A fourth is the issue of economic
union proposals, which have been periodically floated in these coun-
trigs in the lase few years. Are they wellare-enhancing or not?

I would like to concentrate on two specific areas, liberalization of ex-
port restraints and import protection on the agricultural side. First of
all, export restrictions are what we at the Fund have identified as per-
haps the most important issue on the agenda for these countries. In
transition economies, export restrictions have typically played a much
greater role than import barriers and tariffs. The reason, of course, is
that unlike market economies, trade barriers have been designed to
achieve a low internal price level for certain commodity groups, such
as energy and food in particular, rather than to protect domestic indus-
try. Export quotas and tariffs, therefore, were set to bring supply in line

120
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with domestic demand at desired prices. The consequence of this has
been that commodities subject to export restrictions are sold at prices
way below their international market values, creating disingoentives to
production and investment and a severe misallocation of respurces.

With regard to the status of export restrictions in the 15 countries
that emerged from the Soviet Union, and looking at the situation that
prevadled around mid-1994, roughly three vears after the transition
process began, only the Baltics, Armenia, and the Kyrgyz Republic
were largely free of state-imposed export barriers at that stage. For all
the others, substantial export restrichions remained, with some trade
liberalization under way in only a few other countries. Because of the
implications for domestic supply and domestic prices, export liberal-
ization remained a really difficult and sensitive area for many of these
countries, Indeed, even in countries in which major liberalization ef-
forts were undertaken, such as Ukraine and Russia, the removal of ex-
port barriers has been a major sticking point throughout IMF program
discuszions. Within these countries where export restrictions were 24l
substantial as of mid-1994, there have been large differences in the
progress recorded in the last six months or so. Perhaps we can distin-
guish three groups of countries.

First of all, there is a group of countries where not much has
changed. And | would classify in that group Azerbaijan, Tajikistan, and
Turkmenistan. Then, there have been bwo countries where there has
been some progress, Moldova and Uzbekistan. Of course, Moldova
started from a much more hiberalized situation than Uzbekistan, which
has remained largely state controlled, nevertheless these two have
made some progress. But encouragingly, there have been four coun-
tries where substantial progress has been made since mid-1994: Be-
larus, Kazakstanm, Russia, and Ukraine. To review br:iel'l:,', in Belarus, all
export licenses, taxes, and quotas, except those mandated by interna-
tional agreement, were abolished in December 1994, In Kazakstan, all
export quotas and licenses, except for a small negative list that was ne-
tained for national security reasons, were abolished in February 1995,
In Russia, all export quotas were eliminated on January 1, 1995, but
were replaced by domestic measures that, in practice, retained control
over the supply of exports. Under the new stand-by arrangement,
however, which is now being finalized with the Fund, the situation has
been cormected, and all domestic controls will be eliminated. The sys-
tem of special exporters, which could be used to limit the number of
participants in trade, will be eliminated, and all export duties ane to be
replaced by domestic taxes as of the beginning of next year. Finally, in
Ukraine as well, under the program supported by the Systemic Trans-
formation Facility of the Fund, which was agreed in October, about
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half of the coverage of export quotas was eliminated in Movember, and
under the new EI.anw:t-I!:,.I Arrangement, which is just being agreed with
the Fund, the remaining quotas on exports are to be eliminated by
mid-March 1995, with the exception of grain, and with those on grain
to be abolished by the end of June. So we see that there really has been
a turnaround in this area and significant liberalization now seems to be
within reach throughout the area.

Turning to imports, following a sweeping liberalization of import re-
strictions at the outset of transition in most countries, there has been a
partial reintroduction of import barriers in a number of them. This re-
newed recourse to import protection is likely to reflect the real appre-
ciation of exchange rates in a number of countries. In the initial period,
imports were highly protected through highly undervalued exchange
rates. In addition, a need to buttress revenue performance in the con-
text of stabilization efforts was also important in several countries.

The increase in import barriers has applied across a variety of sec-
tors and industries. One notable example has been the rise in agricul-
tural protection in two of the Baltic states, Latvia and Lithuania, which
together with Estonia have been the leading reformers among those
stabes that emerged following the dissolution of the USSR, And in Es-
tonia as well, there has been increasing pressure to protect agriculbure,
although so far it has been resisted. In Latvia, for example, following
the adoption of a new law covering import duties in March 1994, in-
tense lobbying by agricultural interests led to an increase in taniffs on
a number of farm products in December. In Lithuania, following the
introduction of duties in 1993 and various adjustments in the follow-
ing months, agricultural tariffs were increased substantially in July
1994, In addition, in that country, import quotas were placed on a
small number of agricultural products. Following these increases, the
weighted average tariff on a broad range of agricultural products
amounted to an estimated 52 percent in Latvia and around 40 percent
in Lithuania. 5o that is not insubstantial.

Mow, while the desire to provide protection to domestic agriculture
over the transition process is understandable, we at the IMF have con-
tinued to argue strongly for the need to preserve the liberal import
regime. [n particular, given the problems of low productivity and inef-
ficient farm size in both Latvia and Lithuania, import protection
clearly sends the wrong message. Ao, with the economy as a whaole
having to bear a significant adjustment burden during the transition, it
sgems inappropriate to grant special treatment to agriculture. More-
over, such protection both taxes other sectors of the economy and
raites food costs for consumers, with potentially adverse conse-
quences for the more vulnerable groups of society.
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Officials in these countries often argue that every country in the
world protects agriculture, so why should the transition economies not
do so. Well, we would argue that while some richer countries might
choose to afford the lost welfare associated with agriculture protection,
the transition economies cannot. At this juncture, resources are pre-
cipus, and it is crucial that market signals be aimed at encouraging
their most efficient use as soon as possible. Thus, we also hope that in-
tegration with the EU will not imply the institutionalization of rela-
tvely high import barmiers.

It is encouraging to note im this area that Lithuania’s Extended
Arrangement with the Fund agreed in the fall of 1994 included a re-
versal of the tariff increases that were put in place earlier. The
weighted average tariff rate was reduced to 35 percent from around 40
percent, and a further reduction to 20 percent by the fall of 199 is
planned. At the same time, Latvia is expected to reduce agricultural
tariffs over the course of the new stand-by arrangement with the Fund.
So some reversal has taken place, but clearly this is an issue that is
going to stay with us in these countries for a while, as exchange rates
have appreciated in real terms and subsidies have been cut back to
many sectors as part of the stabilization process.
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An Overview of the Uruguay Round 1 0

Jesiis Seade

This paper provides a brief historical sketch of the evolution of the
multilateral trading system since its creation, seeking to place the role
of the Uruguay Round negotiations in that context, and a qualitative
overview of some of the most salient points of the cutcome of these ne-
gotiations.! Mo economic evaluation of these rezults will be atternpled
here.

A Brief Historic Overview

The founding fathers of the General Agreement on Tariffs and Trade
(GATT) in 1947 gave it three core functions, three personalities, which
determined its evolution and which the World Trade Organization
(WTO) now inherits. First and foremost was, and remains, its role as a
legal contract: a set of agreed rights and obligations that apply among
countries in various forms. Second, it provided for a juridical system
that would allow the resolution of disputes related to the respect or
otherwise of those rights and obligations. And third, the founding fa-
thers decided to establish a negotiating forum o allow for the evolu-
tion and expansion of those rules and commitments.

The latter of the three functions (e, the negotiating forum) has pe-
ripdically become dominant and then disappeared over the years, in a
cyclical fashion, through so-called rounds of multilateral trade negoti-
ations (MTN) organized under the auspices of the GATT. In total,
seven such rounds were held prior to the Uruguay Round, which was
launched in Punta del Este in September 1986. The previous rounds
mostly focused on tanff negotiations, except for the Tokyo BEound con-
cluded in 1979, The latter was the first major attempt since the creation
of the GATT itself to address its “rules” content, and negotiations in it
led to a set of so-called Agreements on Nontariff Measures (often re-
ferred to as NTM Codes). But despite this partial exception, without

"This paper coniains the main points made in Mr. Seade’s intervention ai the [MF seminar
in®arch 1985 The views eqpressed are those of the author and) dio not recessanily nefloo those
ot WL
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any doubt, a key function and result of the GATT-based process was to
reduce tariff barriers to trade. On this it was quite successful: through
tariff pegotiations, industrial tariffs fell from an average of nearly 50
percent in industrial countries after World War 11 to just over & percent,
the level prevailing at the end of 1994—prior to the implementation of
the new Uruguay Round tariff commitments.

This 15 a major achievement in itself, by any standards. This massive
global liberalization, underpinned by the confidence that the multilat-
eral trading system represented, provided a powerful incentive to
traders and investors and was the backbone of the huge expansion of
trade the world has enjoyed. It also permitted and enhanced the major
and sustained improvement in incomes and living standards that in-
dustrial economies and vast parts of the developing world have wit-
nessed since World War 1

Alongside this secular trend toward reduced tariffs, three qualitative
features of the evolution of the multilateral trading system are to be
noted.

First, a gradual but continuows shift of attention by negotiators, from
so-called border measures—trade policy issues that affect trade directly
at the border, notably tariffs—to a collective effort to add ress issues that
formally pertain to other areas of domestic policymaking. but which
have a direct bearing on trade. The explanation for this can be found in
the very success of the MTN rounds, which led to the sustained reduc-
tion in border barriers and which was the focus of attention at GATT's
inception: with the reduchion of tariffs, other issues affecting competi-
tiveness in the marketplace gained in relative importance.

In addition, through an increase in globalization of trade and eco-
nomic activities in the last ten to fifteen years, there has been a contin-
upus and noticeable weakening of the concept of “separate markets”;
the concept of what is “domestic™ has correspondingly blurred. Thus,
the gradual development of rules on norms and standards, internal
regulations, subsidies (first industrial, now also agricultural), govern-
mient procurement, and others emerged as equally important, aimied at
leveling the playing field. This trend continues, as can be observed
with the emergence of a new or proposed future agenda for the WTO,
which notably includes such items as trade and environment, trade
and competition, investment policy, and others. [t would seem that the
area of rule making in trade and trade policy is moving the boundaries
once again, bo widen and deepen the collective grip on what was often
considered to fall exclusively under the competence of domestic
palicy.

Second, since the early days, the sectoral evolution of the trading
system became increasingly unbalanced, excluding key difficult areas
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that were swept azide from the mainstay of the system of rules and
from the negotiations. Such was the case since the 195308 with agricul-
ture, which the United States covered through a waiver and the Eung-
pean Union through the Commaon Agricultural Policy. better known
under its acronym CAF. Another equally sensitive sector, textiles and
clothing, was since the 1960s covered through special provisions fol-
lowed by successive forms of the Multifiber Arrangements (MFA),
sanctioned by the CATT but consisting of a mixture of market re-
straints that effectively impeded the smooth functioning of the trading
system and distorted trade and investment. Equally, a large number of
“gray area measures” in major industrial sectors such as cars, steel,
and consumer electronics increasingly surfaced in subsequent decades
and could not be addressed properly under prevailing rules, thus am-
plifying the distortions and the unbalanced evolubion of the trading
SYSLeTn.

FsTIu'ﬂL another main element in the evolution of the trading system
was the numerous systems of specal rubes that were developed for
particular countries (special protocols of accession) or groups of coun-
tries {ncllahl].r developing countries) or otherwise to take account of
special situations through sectoral exceptions and special regimes,
country derogations and waivers, a la carte codes, and 50 on. [n par-
ticular, the Tokyo Round contributed to this situation through the ne-
gotiation of the above-mentioned agreements on nontariff measurnes,
which only applied to those countries that subscribed to them. The re-
sult of these developments was an absolute plethora of different legal
systems applying to different countries and different goods under dif-
ferent situations. This affected the levels of rights and legal obligations
of different couniries, and of different sectors within different coun-
trigs, in a way that gave good grounds for questioning the existence at
all of a legal systemn for international (multilateral) trade. The case for
establishing a more universal, uniform, and enforceable system of
rules was paramount.

In this regard, | consider that the overarching and most fundamen-
tal implicit objective of the Uruguay Round was the replacement of
this highly fragmented legal system by a more equitable, coherent, and
truly universal one, attuned to the needs of today's more integrated
global trading village.

This extension and essential unification of the rules took place along
three different, mutually complementary slants:

* The extension of rules to all signatories, which would effectively
bring to a halt the i la carte approach of the Tokyo Round, re-
ferred to earlier. This was achieved through the “Single Under-
taking™ approach that was adopted from the cutset of the negoti-
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ations in the Uruguay Eound and that implies that all rules and
obligations apply to all members.2

¢ The extension of rules to "old” sectors that were de facto excluded
fram the GATT system, even if in theory they were part of it, such
a5 agriculture and textiles.

* The extension of rules to the “new” issues of the Unuguay Round,
which had thus far not been included in the multilateral legal sys-
tem for trade, but whose growing importance to international
trade flows demanded it: in particular trade in services, and in-
tellectual property matters related to trade.

Results of the Uruguay Round Negotiations

The results of the Uruguay Found megotiations can be grouped
under eight headings: industrial tariffs, rules, agriculture, textiles,
trade in services, teade-related aspects of intellectual property rights
(TRIPs), dispute settlement, and the new World Trade Crganization.

Industnal Tanffs

In noting as | do above that there has been a secular relative shift of
attention from tariffs to other issues, | certainly do not mean to sug-
gest that tariffs themselves have become unimportant as impediments
to trade. Indeed, the Uruguay Round negotiations were as engaging
and difficult in this area as in any and were very successful, with one
of the largest sets of tariff cuts ever achieved. While the agreed objec-
tive had been to match the overall 33 percent reduction achieved in
the Tokyo Round, a global tariff reduction of close to 40 percent was
the final putcome. At the same time, and despite this successful result,
it is true that tariff peaks remain in some sectors and for some
products.

Second, a major increase of tariffs bound at zero was agreed, their
coverage increasing from 20 percent to 44 percent of all trade, which
effectively implied that nearly as much as half of the trade Aows of in-
dustrial products would now be duty free. And third, a drastic in-
crease in tariff lines bound in GATT must also be noted: from 78 per-
cent i 99 percent by developed countries and from 21 percent o 73
percent by developing countries, which considerably enhanced secu-

TThe esieplion being bour relativily specilic plarilateral sprorarsnts: thi AgPeemis] on
Trade in Civil Aieceadt, the Ageeement oo Government Procuremsent, the [nsermatiosal Dasny
Agreesnend, and the Iniernational Bovies beal Agreemeni.
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rity and predictabality in the trading sysbem, factors that in return were
conducive to new trade and investment flows.

In relation to this, and to close my comments on the results on mar-
ket access, it should be kept in mind that the virtual elimination of all
industrial nontariff barriers (NTBs) not specifically provided for by
GATT provisions? was agreed, in particular among industrial sectors.
These include NTHs affecting textiles and gray-anea measures, which
alongside those in agriculture (to which | turn below) represent the
vast bulk of NTBs in place.

Fules

The Uruguay Round negotiations led to a general clarification, im-
provement, and strengthening of trade rules. To mention a few: the
t on Subsidies and Countervailing Duties now contains a de-
finition of “submidy” and clarifies and strengthens the disciplines and
the conditions under which subsidies can be provided. It introduces
the so-called traffic-light approach and devises different rules for dif-
ferent types of subsidies, which can broadly be divided into three cat-
egories: prohibited, “actionable” (i.e., susceptible to remedial action),
and "nonmactionable” subsidies. Another main feature of the agreement
is the introduction of “de minimis” provisions, thus rendering rules
again more predictable. Disciplines in the area of antidumping have
similarly been strengthened, largely by reviewing definitions and by
introducing new provisions, which should effectively reduce resort to
this instrument under conditions that would not warrant their appli-
cation. In the area of safeguards, the key objective was o eliminate
gray-area measures, while at the same time introducing clearer condi-
tions under which safeguard measures could be resorted to by mem-
bers, which the new agreement provides. Last, the Trade-Related In-
vestment Measures Agreement is equally important and significant,
despite the wide gap that existed between different countries” percep-
tions and negotiating agendas in this area. The agreement clarifies the
extent to which certain GATT articles have investment implications
and, as a result, establishes clearly the inconsistency of certain trade-
related conditions often placed on investment, such as domestic sourc-
ing or trade performance.

Such as e pirsitted b leor Balande of payenents difficultios o usder ober fereral
EnCEplices.
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Agriculture

This is perhaps the area that attracted the most attention during the
Uruguay Round negotiations. It is not uncommon to hear opinions to
the effect that the results here were disappointing. a view that, in my
judgment, is wholly and utterly incorrect. While it was understandable
that efficient agricultural exporters, during the negotiations, would
argue that the results taking shape were inadequate (their ambition
was higher and, of course, they were negotiating), it is necessary to
take a closer look at the achievements to have a better appreciation of
the fundamental nature of the results that were reached.

First, perhaps it can be said that the relatively more modest compo-
nent of the three-legged economic package that resulted from the ne-
potiations in this sector is the fact that domestic support (a8 measured
by the Aggregate Measure of Support] is to be cut by 20 percent “only.”
But the intention is to reduce trade distortions and not to affect do-
mestic policies as such, unless and to the extent that they impinge on
trade. It should also be recalled thak this 20 percent reduction is ac-
companied by the introduction of the so-called Green Box, which al-
lows for the maintenance of certain well-defined subsidies and thus
protects less distortionary income-support measures decoupled from
prices or volumes. This implies that the 20 percent reduction is bound
to provide a powerful incentive for the redirecting of agricultural poli-
cies, which is precisely what is urgently needed to enhance overall ef-
ficiency im this sector

The second main feature of the agreement relates to the reduction in
export subsidies, which under the terms of the agreement are to fall
{inter alia) by 36 percent of budgetary outlays. This is considerable and
should, in return, contribute to reducing trade disputes related to dis-
tortions on world markets caused by subsidization.

And perhaps most important, the third main feature of the agree-
ment was the decision to eliminate all NTBs in agricultural trade,
which in recent decades became most pervasive in major agricultural
subsectors of great economic importance. This plethora of import
bans, quotas, and other impediments to trade was replaced by tariffs,
which even if often very high, and in some cases arguably too high, are
indeed more consumer friem:li],', transparent, and susceptible to grad-
ual reform and negotiation. This process is generally referred to as
“tariffication” of the NTB2, In addition to the elimination of the quotas
through tariffication, all countries agreed to bind 100 percent of their
agricultural tariffs. In fact, it implies that, in one stroke, the level of
bindings in agriculture now is even higher than that for industrial
products. These two elements together are no less than spectacular.
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Above and beyond all these specific aspects of the agreement, the
key accomplishment of the negotiations perhaps was the very retamn
to multilateral rules of a major sector that was carved out of the GATT
rules since the earliest days of the GATT, not least because of the ex-
ceptions introduced through the US. waiver and the EL's CAT. In fact,
this sector was largely responsible for the Havana Charter and the In-
ternational Trade Organization not coming inte being, which is per-
haps a good indicator of the importance of finding an agreed multilat-
eral-rules-based outcome for it. It has also been a major bone of
contention in various trade disputes. Agriculture is now back in the
trading system and firmly established as an area subject to the law and
its matural evolution as part of multilateral rules.

Az a last point and related to the Agreement on Agriculture, [ will
only mention the Agreement on Sanitary and Phyto-Sanitary Mea-
sures, mostly referred to as the SPS Agreement. It contains disciplines
that should prevent measures being taken by governments on safety
or health grounds for protective reasons and is as such a valuable com-
plement to the Agricultural Agreement.

Textiles

Textiles is a sector of great economic importance for many countres,
developed and developing alike. The rapid surge in trade From east
and southeast Asia in the 1950s led importing countries to introduce
various types of import restrictions in the early 1960s, These were sub-
sequently “lformalized” through what became the first Multifiber
Arrangement (MFA), which entered into force in 1974. What followed
was what may be the most complex syvstem of trade management the
world has witnessed internationally or nationally, one that comprised
an elaborate array of country-specific, preduct-specific, and year-to-
year variable import quotas.

Obwviously, this situation was considered most unsatisfactory by the
growing range of textile and clothing exporters among developing
countries, and remained so for many years, [t remained very high on
the agenda of the Uruguay Round. The result was the conclusion of
the Agreement on Textiles and l'_'.luﬂ'ling_. which contains provisions
through which this sector will progressively (in stages) be integrated
into the multilateral trading system, meaning that, at the end of the
day, textiles and clothing will be covered by GATT rules in the same
way as any other industrial product.

An often-heard criticism here is that it will take ten years to con-
clude this integration process, as well as the back-loading of the agree-
ment: nearly half of the integration of textiles and clothing (49 percent)
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may be avoided by importers until the very end of the transition pe-
ricd. True, it would certainly have been desirable to achieve the inte-
gration in a shorter bme frame and with a better early crop. Bul, as ne-
gotiators often said (as they would), and as experience did seem to
confirm, politically it simply was not feasible to achieve better com-
mitments at that point. This can be illustrated by the fact that the major
difficulties encountered in cloging the industral products” fariff nego-
tiation, to which | referred earlier, were in very good measure centered
om textiles: more particularly on differences between major developed
country players who on the MFA negotiation broadly sat on the same
side. But as with agriculture, the key fact to be borne in mind is that
after thirty years of rather endemic distortions and frictions, the sector
is finally back in the multilateral fold—and for good.

Trade in Services

The General Agreement on Trade in Services (GATS) represents the
first set of multilaterally agreed and legally enforceable rules and dis-
ciplines ever negotiated in the area of international trade and invest-
ment in services—indeed across all service sectors. In terms of poten-
tial economic impact over the longer term, this may well be the most
far-reaching ¢lement of the Uruguay Round outcome, given the in-
creasing importance of tradable services in the international economy
and the growing awareness of countries of ther potential comparative
advantage in some services activities.

The GATS sits on three pillars. First, the Framework Agreement, the
GATS proper, which establishes the concepts, principles, and rules
adopted as the basic legal basis for trade in services. These are GATT-
like principles such as, notably, MFN treatment as a general obligation
(subject to certain negotiated exemptions, themselves subject to review
and termination), and national treatment when access is granted
iwhich is megotiated separately and subgect to conditions established
up front). These principles would ensure the best possible treatment in
domestic foreign markets, once suppliers do enter.

Second, there are a number of sector-specific annexes—{or financal
services, air and maritime transport, telecommunications, and move-
ments of natural persons engaged in providing a service—that deal
with key peculiarities of those sectors, such az the right of govemn-
meniks bo take prudential measures bo protect investors and depositors
and to ensure the stability of the financial system, to give one example.

And third, there are the commitments to engage in specific liberal-
ization measures (or to bind such measures already in place on an au-
tonomous basis), which are reflected in the country’s Services Sched-
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ules and which form an integral part of the results of the Round. These
commitments are basically the services equivalent of the binding of
tariffs. In addition to commitments already undertaken, participants
agreed to launch supplementary continuation negotiations in several
Sechors 50 as o increase the early harvest, namely, on movement of nat-
wral persons, financial, maritime, basic telecommunication, and pro-
fessional services, due for completion at various times within the first
two years from the entry into force of the Uruguay Round Agree-
ments. There are also other areas where further legal rather than sec-
toral negotiations are under way (on qualifications and standards, ser-
vices trade and the environment, subsidies and safeguards) and there
is also an engagement to conduct broad rounds of services negotia-
tipns perigdically.

Trade-Related Aspects of Intellectual Property Rights (TRIPs)

Unlike in the area of services, international agreements providing
for the protection of intellectual property predate the Uruguay Round,
often by a wide margin {e.g., the Bern Convention on copyrights and
the Paris Patents Convention). However, the majority of WTO mem-
bers have not signed these and other key international conventions in
the area of intellectual property. Participation has been rather partial,
and surely a source of problems. For this reason, in addition to the
equally important fact that these conventions do not provide for dis-
pute settlement and say little about enforcement, the opportunity of
creating a consolidated, global, and enforceable multilateral instru-
ment attracted a great deal of attention and suppaort in the negotiations
of the Uruguay Round.

The TRIPs Agreement is broad and all encompassing, as it deals with
all major categories of intellectual property: copyright, trademarks, ap-
pellations of origin, patents, industrial designs, designs of integrated
circuits, and trade secrets. It establishes certain general obligations—
notably MFN and national treatment—and sets high minimal stan-
dards of protection by members. On copyrights it establishes multilat-
erally the Bern Convention’s protection of literary and artistic works
but provides for the extension of protection to computer programs as
literary works and outlines how databases should be protected, too. It
deals with rental rights for the benefit of computer programs, recorded
sound, and film rights-holders, and it lays out a 20-year patent protec-
tion on products or processes in almost all felds of technology.

Finally, the agreement contains very novel and interesting prowvi-
sions concerning anticompetitive practices and has detailed obliga-
tions on enforcement.
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Dispute Settlement

Dispute settlement has always been a central pillar of the GATT sys-
tem. The law means nothing if it is not respected and made to be re-
spected. The record of the GATT in this area was in fact rather good. A
majority of cases historically came to a satisfactory resolution—often
even before they were formally launched and as a result of the mere
initiation of preliminary procedunes acting as a catalyst. Nevertheless,
a significant minority of politically highly visible and economically
important cases was bogged down over the years by the nature of the
procedures, most notably by the fact that a consensus was required
both to 20t up a panel to look inkd a case and particularly B "adopt”
{give an official, final character o) the panel’s report and recommenda-
tions. In other words, the consensus approach related to all aspects in
the procedures, which meant that parties had vanous opportunitics (o
block the process. That is exactly what happened in some cases, few in
number but sometimes quite important and rather visible, thus un-
dermining the credibility and the deterrence power of the system
itself.

The new system to settle disputes in the WTO is very different,
mainly through the reversal of the consensus approach: under the new
procedures, all steps that are foreseen in the agreement to carry out an
investigation will be followed automatically, unless a consensus to
block the process emerges. Tt i thus the right of any party to have a
panel established—if and when the first phase of consultations is ex-
hausted unsuccessfully—and this panel must operate within a set time
frame and come up with its report, which is final except for the possi-
bility that has been created to recur to an independent appellate body
for appeal procedures, Moreover, all provisions related o the settle-
ment of disputes have been strengthened with regard to the condusct of
consultations, technical and other evidence, timely implementation of
rulings, and so forth.

This new, much stronger, more reliable dispute settlement system is
justifiably seen as one of the star components of the results. It consaoli-
dates the structures of the multilateral trading system and should en-
sune its funchioning,

What Is The World Trade Organization?

As a first approximation, the WTO could be seen as a much-en-
larged GATT, absorbing both the old areas that had de facto remained
outside the system and the new subjects that were not part of it at all.
Or it can be seen as a greatly reinforced GATT too, with better rules
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overall and a much better system to deal with (or prevent) disputes. In
reality, however, the WTO is much more than a “CGATT-plus.”

The WTO is a new and proper organization with a permanence and
a life of its own, unlike the GATT, which was a temporary arrangement
that merely stuck in place for too long. [t also does away with the legal
fragmentation of the GATT system—namely, the General Agreement
proper plus the codes and protocols and understandings that coex-
isted but had no legal unity or coherence. In contrast, the WTO s a sin-
gle agreement, with all other components being an integral part of it,
all brought together also by an integrated dispute-settlement system.
This legal and judicial unification of the old GATT, and with the new
agreements, results from the key single undertaking that participants
agreed to during the negotiations, whereby all the agreements would
be open for subscription as a single whole, in one piece. And last, the
permanent nature of the WTO, a3 a proper organization, and the depth
and scope of the rules and the commitments that it embodies, are to-
gether bound to command, both de jure and indeed politically, a badly
needed, altogether higher level of attention and adherence to the mul-
tilateral trading system by members.

At the same time, the WTO also is the appropriate institutional
arrangement among our members to maintain the momentum of trade
liberalization in the future. This is provided through the commitments
it already embodies to revisit and review all kinds of matters within its
provisions, and o pursue further negotiations in the future—the so-
called Built-In Agenda, to some of which | referred earlier. It also pro-
vides us with the means to address, as and when necessary, the needs
and the challenges of the evolving trading system. Certain topics, in-
cluding trade and environment, trade and competition policy, invest-
ment, but also labor standards, have been proposed for future consid-
eration in the WTO. Whether any will materialize cannot be
anticipated at this stage, as it depends on the degree of support these
proposals will find among the members of the WTCOL These issues are
clearly politically very sensitive.

There is on the other hand the need to develop, more fully than was
necessary or possible with the GATT, the WTO's cooperative interaction
with other intergovernmental agencies, so as to enhance collaboration,
avoid when possible inconsistencies, and promote cross-fertilization in
their work from their respective areas of competence. In particular, a
mandate was given by ministers, as part of the Liruguay Round results,
for the director-general to work with his counterparts in the Interna-
tonal Monetary Fund and the World Bank in the pursuit of greater co-
herence in global economic policymaking, and indeed relations with
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these organizations are viewed by our members as being singularly
important.

The first ministerial meeting of the WTO, provided as part of the
outcome of the Uruguay Round negotiations, will be held in Decem-
ber 19%96—in Singapore. In addition to reviewing the state of imple-
mentation of the Uruguay Round Agreements, ministers will also
make decisions with regard to the WTO's future direction and agenda.
This institutional mechanism foreseen by the members, which consists
of having ministerial meetings at the latest every second year, should
allow the trading system to keep abreast of developments in the “real
world.” The WTO has thus reinforoed the third, and in the end perhaps
the acid test, function that the founding fathers of the GATT had ini-
tially foreseen for the GATT system, as | suggested at the outset of this
paper—strengthening the role of the new institutional housing for
multilateral trade as a consensual but pragmatic, forward-looking but
sure-footed, negotiating body.
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Richard Blackhurst

I would like to preface my remarks by saying that | am here in a per-
sonal capacity, and not as a representative of the WTO,

The topic this morning is the impact of the Uruguay BEound, with
an emphasis on the impact on Africa. | shall talk about the impact in
general terms; Chapter 12 covers four particular aspects that have
come up in the context of discussing the impact on the African
COURLFes.

Before turning to the estimates of the trade and income effects, |
want to give a few more details on the tanff reductions that were dis-
cussed in general terms yesterday. Most of the figures are taken from
the GATT's November 1994 study, “The Results of the Uruguay
Round.” The data in the tables are taken from the GATT s integrated
database. The import data are mostly from 1988 or 1989 and refer to
impaorts from MFMN or GSP sources. Excluded from the import data is
all intra-area trade in free trade areas and customs unions because
such trade was not a candidate for liberalization in the Uruguay
Hound. Also excluded from our data are imports that arrive under
contractual prufun.-ntial arrangements, in particular imports into the
European Union under the Lomé Agreement (which is contractual, in
contrast to the GSP. which is not) and imports into the European Union
from a range of countries across North Africa, where there are con-
tractual preferential arrangements with the European Union.

Table 1 looks at the tariff reductions by developed countries by
major industrial product category. In the two broad right-hand
columns are the pre- and post-Uruguay Round tanffs and the per-
centage reductions, weighted first by imports from all sources, and
then by imports from developing countries. Weighted by imports from
all sources, the reduction 18 40 percent, whereas if we weight by im:-
ports from developing countries the reduction is 37 percent. One in-
teresting thing to do with this table is to run down the percentage re-
duction column and see which figures are below or above the 40
pencent average. In the middle three columns, under “Imports from all
sources,” where the average for all industrial products was 40 peroent,
one can see that there are some figures substantially smaller: fish and
fish products, textiles and clothing, leather and rubber footwear, and

136
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Table 1. Developed Country Tariff Reductions by Major Industrial Product Group!
{In billions of U.5. dollars unless otherwise indicated)

Tariff Average Weighted by:

Import Value Imports from all sources Imports from developing economies
Pre— Post- Pre— Post—
All Developing Uruguay Uruguay Percentage Uruguay Uruguay Percentage
SOUrces  economies Round Round reduction Round Round reduction
All industrial products 736.9 169.7 6.3 38 40 6.8 4.3 37
Fish and fish products 18.5 10.6 6.1 4.5 26 6.6 4.8 27
Wood, pulp, paper, and furniture  40.6 1.5 3.5 1.1 69 4.6 1.7 63
Textiles and clothing 66.4 33.2 15.5 12.1 22 14.6 11.3 23
Leather, rubber, footwear 3.7 12.2 8.9 7.3 18 8.1 6.6 19
Metals 69.4 24.4 3.7 1.4 62 2.7 0.9 67
Chemicals and photographic
supplies 61.0 8.2 6.7 3.7 45 7.2 3.8 47
Transport equipment 96.3 7.6 7.5 5.8 23 3.8 31 18
Monelectric machinery 1181 9.8 4.8 1.9 60 4.7 1.6 66
Electric machinery 86.0 19.2 6.6 3.5 47 6.3 33 48
Mineral products and precious
stones 73.0 22.2 23 1.1 52 2.6 0.8 69
Manufactured articles, n.e.s. 76.1 109 5.5 2.4 56 6.5 3.1 52
Industrial tropical products 328 14.4 4.2 20 52 4.2 1.9 55
Matural resource-based products? 80.2 33.4 3.2 21 34 4.0 2.7 33

Source: GATT Secretariat, “The Results of the Uruguay Round of Multilateral Trade Megotiations” (Movember 1934).
'Excluding petroleum products.
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Table 2. Tariff Reductions on Industrial Products by Developed
Countries from Selected Groups of Countries

(T bilkors of LLI. doliars uniens ofherwide indicoted)

Trade Weighted Taciff Average
value Round Round

reduction
Al indusirial praducs!
All spurces rie9 L 18 40
Developing econamies
(other Ehan keast
developed sconomies) 1658 ¥ 43 ar
Least developed soonomies i9 ¥ ] 54 i
Exclsding texties and clothing,
ik amd fish prosdects
Al gources CLF A 14 29 46
Developing economies
{oaker 1Fan beadt
developed economies) 123.7 48 24 L0
Least developed economiss 210 1.8 o.? &l

Source: GATT Secretarisl, “The Bepdis of the Unsguay Rourd of Rgltisieral Trade Megotistons™
{Pcrepmbar 1 904),
TEachudin'sy ptroheum.

transport equipment (mainly motor vehicles). On the other hamd,
there are categories where the reductions were substantially larger,
such as wood, pulp paper, and furniture; metals; nonelectric machin-
ery; and the last category, manufactured articles not elsewhere
specified.

In Table 2, we look at the tariff reductions on industrial products by
developed countries weighted by different patterns of trade, that is, by
imports from different origins. If you weight the tarili reductions on
industrial products in the Uruguay Round by the industrial countries
by imports from all sources, you see that vou get the 40 percent cut that
wi¢ have been talking about, and that the pre- and post-Uruguay
Round average tariffs are 6.3 and 3.8, If you weight the tariff reduc-
tions by imports from developing economies other than beast devel-
oped, you get only a 37 percent cut. And the pre- and post-Uruguay
Round rates are higher. Finally, if you weight them by imports from
the least-developed countries, the percentage cut in tariffs is even
smaller, 25 percent instead of 40 percent, and the pre- and
post-Uruguay Round rates are even higher. In other words, as you go
down the development scale for the countries of origin, the level of
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protection in industrial countries goes up, and the percentage cut in
the Uruguay Round goes down. This was not a happy finding.

In the course of looking for the explanation, we discovered that if we
took out two categories of trade—textiles and clothing, and fish and
fish products—and recalculated pretending that those two categories
of trade did not exist, the picture improved considerably. As you go
down the development scale for the countries of origin, the percentage
reduction in tariffs in the Round rises from 46 percent, if you weight
by imports from all sources; to 50 percent, if you weight by imports
from developing countries other than least developed; to 61 percent, if
you weight by imports from the least-developed countries. What also
looks good in Table 2 is if you look at the post=Uruguay Round tariff
averages, they go dowmn, from a 2.9 percent average tariff on imports of
products from all sources, 2.4 from developing countries, and 0.7 from
least developed countries.

This analysis focuses the concern with the figures in the upper half
of the table, which are the real figures, on the two categories textiles
and clothing, and fish and fish products. The change for textiles and
clothing is better than Table 2 suggests because the tariff reductions in
the table refer to cost from the current nominal tariff to the
post=Uruguay Round nominal tariff. But since the Multifiber Arrange-
ment (MFA) is being phased out, the relevant comparison is the re-
duction from the current taniff equivalent of the MFA quotas down to
the nominal post-LUreguay Round tariff on textiles and clothing (when
there will not be any quotas),

Omn fish and fish products, vou do not have that option. In essence,
fish and fish products are important to developing countries. They are
particularly important to the least-developed countries, and the tariff
reductions of the Uruguay Round in that category of trade were defi-
nitely below average.

Table 3 gives a brief look at what happened to tariff bindings by de-
vieloping countries in the Uruguay Round. Here you can see pre—and
post-Uruguay Round levels of tariff bindings by developing
economies; expressed either in terms of the share of the lines that are
bound, or the share of imports that come under bound tariffs. The
Latin American countries bound essentially 100 percent of their tariffs.
In other instances, there were fairly sizable increases in the proportion
of tarffs bound. India, for example, went from either 4 percent or 12
percent bound depending on how you calculate it, to 62 percent or 68
percent bound. Indonesia went from either 10 percent or 30 percent to
93 percent or 92 percent, depending on the weighting, and so on. You
will see that in Senegal there was virtually no change in tariff bindings
in the Round and also virtually no change in Zimbabwe. That is, they
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Table 3. Bindings on Industrial Products of Individual

Developing Economies!
{im millors of U5, doliors wnies athenwise indicated)

Peromntage Bownd
Pre-Unugusy Round I‘m—l.ln.gunllmd
Imports from  Share of Share of Share of Share of
MFH origing limes imparts lines imports

Argeriling 2,981 5 n 100 100
Brazi 11,404 é 3 164 104
Chile .84 104 gl 104 104
Colombia 1,530 1 3 100 100
Costa Rica 840 100 100 100 100
£ Salvader 557 100 100 100 100
Hong Kang 115,549 1 1 24 23
Indha 10,179 4 12 &2 &8
Indonedia 12,603 10 0 93 92
maica 1,111 il i 100 100
Koeea 40,610 10 4 20 a9
Macau 1,542 . - 10 10
Malaysia 11,270 - 2 62 9
Mexico 10,988 100 100 100 100
Peru 1,399 7 20 100 100
Philippines 5,189 & ] 59 &7
Bomania L4%6 21 0 100 100
Senegal £13 b2} 40 12 '
Sangapore 32,860 - - &5 73
i Lanka 2,357 4 7 8 11
Thailand 14,555 2 12 &8 70
Tunisia 2976 = = 26 &8
Turiry sa12 14 s a EL
Uruguay 508 1 1 100 100
Veneruels 5.097 100 100 100 100
Zinbaree £31 8 1 9 13

Sourcs: GATT Secretanial, “The Results of the Urugusy Bound of Multdabersl Trads Megotialon™
{Meoremiber 1994
"lzchading prtrodeum

started from a low level of binding and did not agree to any significant
increase in bindings in the Round.!

For the same group of countries, Table 4 shows at the pre- and
post-Uruguay Round tariff averages. Consider, for example, the line

Thee pedson Ehere ane ok more African coustries on tha list B because these ane the devel-
oping couniries that afe in cur integrased databace, and very firw developisg coaniries in
ALrEcm ard in U inbepratid databass Becaussd ey Rave Bob subimistind thesr el ahadulis &n
& oo (B WAk CaEY 0 ISCOTporale (b (B dakabase.
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Table 4. Developing Economy Tariff Reduction on Industrial
Products by Individual Country®

Ty malligns of (1,5, choflars undess ofthenatie ndicated)

Trade-Welghted Tariff Averages
Imparts fram Pre-Lruguay Past-Uruguay
MFN Origims Round Rpiand

Argeniting Lo w2 309
Brazil 11,409 40.6 270
Chile 1838 e 249
Codomilea 1.530 44,1 351
Crata Rica B40 LS R 44,1
£l Sabsacior LT 148 L
Heng Kong 115,549 - -

Inadia 10,179 .4 ir4
Indniesia 12.603 H0.4 369
|amiasca 1.1 18.5% 000
Kones 40,600 18.0 B3
LEF T 1.542 -— -

Malaysia 11,270 10.2 2.1
blexiio 10, &8 46,1 37
Peru 1,399 148 24
Phalspapires 9,188 19 O
Roeruania L L 1.7 jig
Sienegal &3 13,7 118
HIngapoIne L850 12.4 &1
Sni Lariks 2,357 8.6 2E.1
Thadard 14,555 i3 8.0
Tuniia 2576 28.3 341
Turkey 5ELD 251 e
Uruguay 508 20.9 09
WiersEruels 5087 500 309
Landba b &1 4.8 4.8

Source: GATT Secretarian, “The Bewin of the Unagesy Round of Maltilaberal Trade Megotistiera”
{Pareember 1)

bbgrle: Fre- and posl-Unugury Bound el rewaget acn computed an the wiighted serage of wr.
i pabes oo Eatered Bt Snd ppdasd 1anl rales on wnbewnd rabes. Because of the signifcance of orl-

vy sndengs o pood=LUnagusy Roand tarill sversges, no redcions e reported.
'Enchuding petrolesm

for Indonesia. You will see that the pre-Uruguay Round tanff average
was 204 percent and that the post-Uruguay Bound rate is 369 per-
cent. Any normal person would conclude that Indonesia used the
Uruguay Round as an oppertunity to raise its tariffs, not cut them.
That, of course, did not happen. The explanation for the fgures i as
follows. When we calculated the pre-Liruguay Round tariff averages,
we used the bound rate. If a tariff was not bound, the applied rate was
used. So if a country did not have very many of its tariffs bound before
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the Uruguay Round, the majority of tariffs used vo calculate the
pre-Uruguay Round average were applied tariffs. When calculating
the post-Uruguay Round tariff averages, the same routine was used.
If the tariff was bound, the bound rate was used, and if it was not
bound, the applied rate was used. Where a country engaged in “ceil-
ing bindings.” that is, where they agreed to bind a tariff, but at a level
above the applied rate, our calculations used a bigger figure for calcu-
lating the average post-Uruguay Round rate than before the agree-
ment. [f Indonesia does not change its applied rates, then the pre- and
post-Uruguay Round average for Indonesia in berms of applied rates
would be the same, but there is a big jump in the security of access to
the Indonesian market, because there has been a substantial increase in
bindings (see the figures for Indonesia in Table 3). One way of de-
scribing an unbound tariff is that it is bound at infinity, because if a tar-
iff is not bound, then a country is free to do anything it wants with that
tariff.

Mow, let me go next to the trade and income estimates. One model
with three versions was used, where the underlying assumptions were
changed from one version to the next. The model became progressively
more realistic as one moved from version 1 to version 2 to version 3. In
the paper from which the following tables are taken, there is a detailed
explanation of the assumptions underlying each of the three versions?

Table 5 provides estimates of the increase in merchandise expOrts
due to the liberalization of trade in goods in the Uruguay Round (no
atternpt was made to quantify the impact of the GATS on world trade
in services because there is nothing analogous to a tariff cut for ser-
ices), Across the top row of Table 5 vou will see that the estimated in-
crease in the volume of world trade in goods ranges from around 9
percent for the first two versions of the model to 23.5 percent for the
third version. And that would be in 2005 when the full liberalization in
the Uruguay Round has been implemented.

Looking at the percentage increases for individual product groups,
the two biggest ones you see are for textiles and clothing, by a wide
margin. One of the things that comes out of the modeling exercises of
the Uruguay Round is that the liberalization of the Multifiber Arrange-
ment drives a lot of the results, because it is a major restrictive regime
affecting important categories of world trade.

Table & presents the estimated increases in trade by geographic re-
gions or groups of countries. While the world average increase under

GATT Secretariat, “The Rasults of the Linugaay Rownd of Mullilileral Trade Megotations™
(carernbeer FSFRL
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Table 5. Estimated Increase in Merchandise Exports
Due to the Implementation of the Liberalization
of Trade in Goods: Main Product Groups

Actual value of

exports in 1992

{ Iy bl of

Version 1 Version 2 Veribon 3 LS, dollari)

All merchardise! 85 2.6 235 2,843
Graire .l ad N 4.2
Other agricultural products® 21.1 1.0 2.1 738
Fishery products? 3.0 129 155 6.5
Fotestey products ar a1 5.6 i
Pliruandg 1.4 1.8 1 1284
Frimary steel 83 B4 255 Té&.7
Frimany nonlermoud melali BN iw 4.2 524
Fabricated metal prodiscis 53 54 14,0 522
Chemicals and nubber 522 54 21.4 251.3
Tranipa squipment n.r 13.6 2N | 3202
Texides 7% 18.6 FiF #3.9
Clothing &9.4 | 1916 105,54
Cabwey marulactures 4.7 aF 127 142510

Sguarce: GATT Seoretariat, “The Rewdts of the Unugasy Bound of Muklsteral Trade Megotiations®
(Bireriispt 199E)

Miobe: Verior | s5uimes OOnaaant relems b scals [ro econoimees of scale] and parlecl oompet-
o Vierson ' ssumes increasing retuens fo scale in indintnial sechon s perfiect competition; and
Werdon § asiurse increding neturr 85 icaks and monopelintl compititian B ndiinal iacien

ma.g.-m.hnpnmmm el g B in et

smaller gaens wnsder The second verson of the model, relative 1o dhe Tast verson,
nﬂwm&ﬁd!mn wifting irfo production of Beose produdt groups whose producbon wia
itimulalid By the introducton of iNCriding feturi B0 icabe,

the third version of the model is 23.5 percent, the increase for the group
called “Developing and transition economies™ is 36.7 percent, or
roughly 50 percent mone, That is, the projected increase in exports, for
that group of countries is 50 percent more than for the world as a
whole. The grouping that gets the smallest boost to its trade from the
Uruguay Round in our table is EFTA. That is because a lot of their
trade is already duty free because of preferential arrangements with
the European Union.

In Table 7, we switch from looking at increases in trade to looking at
increases in world income or world welfare, This becomes a litthe more
complicated because the three versions of the model are subdivided
into bwo groups. C-uncentral:in,g on the far right-hand column where
the first number is $510 billion—the largest number we have for the in-
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Table 6. Estimated Increase im Merchandise Exports Due to the
Implementation of the Liberalization of Trade in
Goods: Main Economies and Country Groups'

{Pertentage chovge in wolume)
Actual value of
exports in 1992
{in billions of
Version 1 Version I Verdon 3 UE, dallars)
Workd 86 9.6 135 2843
Canada £3 8.1 6.5 1341
Linited States i 8.2 2.7 g 7
EFTA 3.2 i3 [ 2269
Eurgpean Linkon k| TE 194 L5807
dugstralia and Mew Fealand B4 a0 24.0 513
|apan FA ] 8.0 183 1309
Developing and transition
ECONOMES 13.7 153 367 6.4
China &1 B4 265 B850
Taipei 4.5 57 14,4 B1S

Source: GATT Secretasial, "The Results of the Unagpesry Bound of bultlsteral Trede Pepgotialirm”
(Finserminer 15794

Mate; Viriien 1 asieme eritanl reberr B0 siale (A sdonbmies of scale) and perdect compets
i Wik F aSiufme IRCheasing netuird Do scale in indusiial seclon afd perect cormprlitiary, and
Ve § asuemes ndreaing s 1o dale and monopolsiic CompelRan n rlusing sechors

"Ll intre- Dorogsean Linion trede and including trade i petroleum.

crease in world income—we believe it is the most plavsible. Sometimes
when people do these kinds of estimates they have three scenarios,
pessimistic, normal, and optimistic. This was not that kind of exercise.
The intention was to make the models progressively more realistic.
Although the 5510 billion figure is the largest of the various esti-
mates, it almost certainly is a very big underestimate of the likely gains
from the Round. It does not take into acoount any of the dynamic gains
that economists have identified but have difficulty quantifying. It as-
sumes that the status quo would have been maintained if the Uruguay
Round had failed, and maost important of all it does not capture at all
that part of the agenda that dealt with services, with intellectual prop-
erty, with stronger rules, with better dispute settlement, and so on.
The biggest gainer in Table 7 is the European Union with $163.5 bil-
lion. Then the United States and the developing and transition
econormies are fairly close at around 5120 billion. There are two reasons
why the United States and the European Union gained as much as
they did. One is that they are big traders and the other is that they also
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Table 7, Estimated Increase in Annual Income in 2005
Due to Uruguay Round Liberalization of Trade in
Goods: Main Economies and Country Groups
(s ballorag of 1990 LLE. cladiars)

Statle Specifications Dynasmic Specilications
Version 1 VWerslon 2 Wersion § Wersion 1 Version 2 Version 3

Ward 109 l4& 35 184 218 510
Canacla 2.3 30 8.0 8 50 124
Urited States 304 159 T8 49.2 £9.5 1324
EFTA 0.0 134 231 17.5 18.0 315
European Linion 47.7 58.6 103.3 78.5 g7.2 163.5
Ausiraka armd

M Fealand 1.5 1.9 n 2.4 16 L8
|apan ing 15.2 17.0 1.2 193 8.7
Dreveloping and

L0 T T

OO =12 a1 M2 =i, ¥ 2.7 1181
China 4.1 B9 10,1 6.9 14.3 18.7

Taipss 2.8 4.7 4.5 LN | 84 10

Souece: CATT Secretariaf, "The Resudis of the Leuguary Bound) of bultdstersl Trade Megoliation”
[Morvemmbe 1504},

Beobe: Vienie 1 asumes conalant reburni B icale (S sonaimie of dcale] and perfec] commpeeti-
thon; Viersion 2 aquaeres increasing rebuens 0 scale o seleched sechon and perdect competition; and
Wersion § amume intreasing retarns 10 scake and monopolislic competition in selected secton

liberalized the most, not just with fairly substantial tariff cuts, but also
by agreeing to get nid of the MFA. More generally, the gains shown in
this table for the different groups of countries are a combination of
gains that come from getting better access for their products abroad
angd gains that come from opening up their own market. And, in fact,
what drives the gains for the European Union and for the United
States is the opening up of their own market. It is not gains that come
from better access abroad for their exports.

That the welfare (income) gains that countries get from the Uruguay
Round are determined to a large extent by their own liberalization,
and not by the better access to their exports abroad, needs to be
stressed because the negotiations themselves are carried out largely on
exactly the inverse presumption. Reductions in your own barriers are
described as “concessions.” When you reduce your own barriers, it is
considered a concession, which you are willing to give in order to get
better acoess for your exports abroad. So clearly, from this perspective
the goal is better access to your exports and the price that you have to
pay is the reductions in your own barriers. But when it comes time to
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add up who has gained what from the Round, the principal determi-
nant is what you liberalized yourself, not your better access abroad.
There are obvious political economy reasons for this apparent incon-
sistency that everyone here would be familiar with

Let me conclude with a few general points about the gains to devel-
oping countries from the Round and in particular, Africa. Two back-
ground comments. One is that the GATT—now the WTO—is not pri-
marily in the business of promoting free trade. Countries are allowed
b protect, b have tariffs, and all the WTO savys is that if vou are going
to protect, use a tariff rather than quotas or some other kind of quanti-
tative limitation. The principal function of the WTO is to provide a set
of rules and disciplines governing countries” trade policies, in order to
miake fubure market access more predictable. Tt is the security of future
market access that is important. And that brings into the picture the
whole set of rubes and dizciplines and dispute settlement that were key
parts of the Uruguay Round.

Under the WTO, all countries have to submit schedules. They have
to submit a schiedule in goods indicating the taniffs and which ones are
bound, and also a schedule of concessions on services indicating their
commitments. But the other rules and disciplines in the GATT and the
WTO, covering meazures that are not in the schedule, are equally im-
portant because if you did not control these other kinds of measures
with rules and disciplines, then people could get around the bindings
by going home and giving generous production subsidies and other
things. So, it i= these other sets of rules covering other kinds of mea-
sures that complement what is in the schedule with the bindings. The
goal is predictability of future market access. This is the way that the
WTO reduces the degrewr of uncertainty surrcunding transactions
across national frontiers. By reducing the uncertainty surrounding
transactions across borders, you encourage trade-related investment,
and that is where a lot of the gains from trade liberalization come from.
Since the gains from trade liberalization depend heavily on the stirmu-
lus it provides trade-related investment, the security aspect of the lib-
eralization is crucial. The Uruguay Round was only partly about cut-
ting tariffs and phasing out quotas.

Ome way mercantilist thinking can creep into the picture is to view
the bindings and the requirement to adhere to stronger rules and dis-
ciplines as burdens on the countries that agree to them. The African
countries that are members of the WTO have to agree to all the rules
and disciplines. It is a single undertaking. There is no longer a menu
from which vou agree to some rules and not to others. You have to
sign on to the whole package. Some observers describe that as being
a burden for the African countries. My view is that not only is it not a
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burden but, in fact, it is one of the most important sources of gain for
African countries in the Uruguay Round. Governments gain because
the reduced discretion over trade policy reduces the political cost of
saying no to constant demands for protection. Domestic consumers
gain, Domestic firms that use tradable inputs gain, a3 well as domaes-
tic firms more generally, because with the additional mules and re-
strictions on the trade regime they can plan their future investments
better. And by locking in reforms of the trade regime, the bindings
and the acceptance of the rules and disciplines enhance the credibality
of reforms among domestic and foreign investors. Ome of the things
that people talk a lot about is the need to find ways to increase inflows
of foreign direct investment into developing countries and into Africa
im particular. One of the benefits to the African countries, as well as
other developing countries having to sign on to the whole package of
rules, is that it should give more confidence to foreign investors and
stimulate inflows of foreign direct investrnent. This i3 particularly
true, | would say, for commitmients in the services schedules, which is
one of the reasons a lot of developing countries have agreed to put the
tourist industry in their schedule of commitments under the GATS
They wanted to increase the policy security of the environment of the
tourism industry to attract foreign direct investment.

The various considerations outlined above explain why it is difficult
not bo be inpatient with claims that many African countries will lose
from the Uruguay Round. When those claims take into account only
the projected reductions in margins of preference and higher prices for
imported food, they neglect all of the other results of the Uruguay
Round—for example, more opportunities to diversify exports—but in
particular, the gains to African WTO members from the increased
transparency and stability in their own trade regimes.
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Four Aspects of the Uruguay Round ‘I 2
for African Economies

L. Alan Winters

This paper addresses aspects of the Uruguay Round of particular
concern to Africa. It covers four areas. First is preshipment inspection.
This is an aspect of the Eound about which little has been said and yet
is one of some significance to African negotiators. Second is the erosion
of preferences: the fear that, as most-favored-nation tariffs came down,
the degree of preference that Africa received in markets of the Organi-
zation for Economic Cooperation and Development (OECD) would be
reduced. This was perhaps the major concern expressed by African
commentators. Third is the nontariff barriers alffecting African exports
and the abolition of the Multifiber Arrangement from an African view-
point. Fourth is the effects of the liberalization of agriculture on food

prices.

Preshipment Inspection

Preshipment inspection (PSI) is the practice of asking private com-
panies to inspect QECD goods that are destined for certain Afmican
markets before they are dispatched.! It is, perhaps, like a private sector
equivalent to customs activities, designed to ensure the quality of the
goods and that the revenue collected from tariffs approximates what
should be collected. This practice has raised a number of complaints
and concerns among industrial country exporters (see Table 1); for ex-
ample, at a practical level, it imposed extra costs on them; it imposed
delays on exports; it lacked natural justice in not having any appeal; it
ran the risk of companies having to disclose confidential information;
it lacked transparency, accountability, and agreed standards; it was ap-
plied in a discriminatory fashion, and there were weaknesses in the
ways P5l companies verified prices. There were also more philosoph-
ical points: it interfered with the freedom of contract between buyers

TThas section is based on iB paper by P Lo, Preshipmesd Inspeciion Serrices, World Bank
Decussion Paper Mo, I8 (Washisgioon: World Bank, 1995

Mote: The satkor is gratefal o Merdinda Inges for help with cerain sectiors of the paper
The views expressed are the authors: they do not necessanly neflect those of The Wosld Bank

or #is member povernEsna.
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Table 1. Exporter Complaints Against Preshipment Inspection

Cormplaints made sgainit the operations of P51 cormpandes in the context of ECE,
USITC, amd ICC discussions have been summarized under ten headings:

Extra costs to producers of complying with P31 neguirements.
Shipping and payment deliys caued by P procedune.
Absence of recouane of appesl procedunes aganit PS5 decitions,
Commerclal risk from insdeqguate protection of confidential information.
Lack of transparency and accourtabiity in FH criteria and procedianes,
Absence of sgreed tandards for P31 work
DscfiFnination amang Couniries and expoters.,
Inadequate prece werilication methodologies,
interderence of freedom of conirac beteseen buyers and wellers.,
Infringerment ol export counbry sovensigniy.

Source: P Lo Prevbipmend desprcion Tenacr, Weorkd Bank. Dacuiion Paper Mo, 278 (shington:
iirid Banik, 1995)

Pdiibe: ECE w Eotnesmie Commadsa lor Euroge) 100 = Inbbmatbosnal Chamtser ol Comimsbie; Pil =
prethipment inspecteon; s UATE = Urdied Stabes inbemational Trade Comrminion

D100 NP

and sellers, and it infringed on the sovereignty of nations. The last two
are eszentially unfounded, for much commeercial law has thowe effects,
But the first set of points were serious and legitimate concerns for the
industrial countries.

At the outset of the Round there was some uncertainty about the le-
gitimacy of PSI activities. Switzerland and Germany had acted against
the prezhipment inspection companies, and other industrial countries
had wondered whether they should also do so. The issue was put on
the Uruguay Round agenda by Indonesia, but thereafter became an
issue guite closely associated with the African states. Thus the very
fact that we have an agreement on preshipment inspection, and an
agreement that 1 shall argue meets many of these worries that the in-
dustrial countrigs have, can be counted in some sense as a victory for
Africa, for it quite clearly legitimizes the practice, so long as it is con-
ducted subject to various controls and regulations.

In return for this legitimacy, the user countries, that is, the import-
ing (African) countries, have to undertake a number aof obligations
about the way in which their preshipment inspection companies will
behave (Table 2). First, preshipment inspection should be applied in
a nondiscriminatory fashion. That does not mean that every consign-
ment has to be treated identically but that the rules that determine
how a consignment is treated are objective and are uniformly ap-
plied. Second, government requirements on P51 must satisfy national
treatment so far as laws, regulations, and requirements are con-
cerned. That is not exactly the same as national treatment under the
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Table 2. User Country Obligations Under the
WTO Agreement on Preshipment Inspection

Obligations

1. Hondiscrimination.  Procedures and cfitenia to be objective and sppled on an
equal basis 1o all alfected exporters,

2, Goreermimeenital Mational treatment to be guaranteed in respect of all lnas,

requiremsenits. requilsticns, and reguinements.

3. Site ol Enspesction, Serviied 1o b pe ormied by Country of Expon, sivd anby
excepticnally In country of marulacture (if dfterent).

4, Standards. Inspections to be in stcondance with standards defined by
seller and buyer, of in the abdende of such tandardd,
relevant intermational standands.

5. Tranwparency. Uer gowernments 1o endure that P51 companies ane fully
s panent and willing Lo wupply inborration on
procedures, government laws and regulations, inspection
and werification procedures and criteria, the rights of
waporiers, and sppealy procedune.

&. Protection of Al confidential business information to be sdequabely
wonfidential pratected. PSI companies ane nol permitted 1o jee
Informad kon. information on data covered by intelleciual property righis

o unpublithed data other (hsn those Recessary b
demonstrate complance with regulations and standands,
internad costs and pricing,. profil kevels, and contract terms
(unibess edpantial for inspaction),

7. Conficty of inferent.  Condlict of inferedt 1o be avalded within P fiern and
bevespen finms and other entities.

B Dwlays. PR firms must respect agreed inspection dates, issse report
of Bindings within fre days of receipt of final documents,
and il requested by exporter, perform prefiminary price
verdication peioe 1o physical impection and immedistely
irdiren esporters of the reult.

9. Price werilication. Price verfication is undertaken 10 prevent over. and under.
irreaicirug amd frad, bn relation bo cuicmd, ihe WO
cLetoems valuation nses are to apphy
Thee badis for price comnpadison is the prace of identical or
similar goods offered for export from the same cowntry of
enportalion Bl of aboul the same e, under competitine
and comparable concitions of sale, in conformity with cus-
tomary comemercial practices and net of any applicable stan-
dand discounts, Only prices peowiding a valid basis of eem.
parian ane to be wed, and P31 companits thall not nely
on the price of goods offened Tor export 1o different couns
tries of imporiation io arbitrarly impose the lowel price.

10, Appeal procedures. P companies must estabilich ypecific appeals procedure
and inform exporbers af 1hem.

1. Darcfpation. Fil cormpanis can establish thneibolos belore whath goodh
are inspected only if they ane split conalgnments or in
exceplionsl circumstances.

Soorce: F Lo Preshipmenl bmpection Senvices, Wiorid Bank Diusasion Paper Mo, 278 (Washing:

B Wioeld Bank | 1994)

©lnternational Monetary Fund. Not for Redistribution



12 = Four Aspects of the Ureguay Rownd for African Economies 151

GATT, but it is something approximating it. Third, the P51 agreement
states that goods should generally be inspected in the country of ex-
port rather than the country of manufacture, and, fourth, that in-
spection should be designed to discover whether the goods meet
standards that have been agreed between the seller and the buyer. A
fifth requirement is an obligation to have transparency in PS] prac-
tices; that is, to ensure that the laws, regulations, inspection proce-
dures, and so on, are all published. Sixth, there 15 provision for the
protection of confidential information. This means that PSI compa-
nies are committed not to ask for information that is not pertinent to
their contracted duties, and that they are responsible for the mainke-
nance of the confidentiality of the information they are given. Sev-
enth, there are procedures for handling conflicts of interest within the
PSl companies. Eighth, to counter delays, there are agreed inspection
dates, and a commitment that the report by the preshipment inspec-
tion company will be made within five days of its receiving the final
paperwork. For exporters, a critical part of the agreement concerns
methods of price verification. The agreement states that the price
comparison should be for identical or similar goods offered for ex-
port from the same country of exportation at or about the same time,
under competitive and comparable conditions of sale, in conformity
with customary commercial practices. In other words, price verifica-
tion is very narrow. The FS] companies cannot be asked to find the
lowest knockdown price that some other country is selling to some
other partner. The comparison has to be pretty much specific to the
contract that is being reviewed in terms of timing and size, for ex-
ample. Finally, there is now an appeals procedure and a brief adden-
dum about a derogation. Countries can set consignment size thresh-
olds below which there will not be inspections unless there are
Suspicious circumatances.

Does the agreement match the aspirations of the proponents and
critics of PSIT Fairly well, It is true that delays will probably still con-
tinue somewhat and that there will still be costs to permitting the pre-
shipment inspection. But according to work done by the LS. Inter-
national Trade Commiszsion (USITC) these costs are not generally
very large. On the positive side, the appeals procedure, the protection
of confidential information, the transparency, and the agreement over
standards are all steps forward. In addition, discrimination is now
explicitly forbidden and price validation must be “relevant™ as well
as honest. 5o, all told, the agreement largely meets the indusirial
countries’ concerns. On the other side, the developing countries now
have recognized rights to undertake preshipment inspection that
waas, for them, an important goal in the negotations.
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Figure 1. Erosion of Preferences
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Preference Erosion

Figure | demonsirates one important point about preferences. When
one is talking about trade policy, at least in some rather loose sense,
trade creation {(imports replacing costly domestic outputs) is a good
thing and trade diversion (preferred imports displacing cheap imports
from nenpreferred sources) is a bad thing. Tariff preferences divert trade:
they shift trade from the lowest-cost supplier to a less low-cost sup-
plier. When preferences are eroded, we are essentially undoing that
trade diversion. Trade moves back toward the sort of pattern that it
would have had under free trade. This is an important perspective on
the erosion of preferences. Preferences are, on the whole, distortionary.
They may benefit the recipients of the preferences, but in terms of
world welfare, they are not smart policy.

Figure 1 applies to the market for a particular good and has prices on
the vertical axis and quantities on the horzontal axis. [ represents the
demand for imports by the curve (D - 5;) dormestic dermand minws do-
meestic supply. That is, imports are what you need to buy from the rest
of the world when your domestic suppliers have satisfied the part of
domestic demand that they are willing to meet at the ruling price. [ as-
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sumes that the rest of the world comprises two parts. First, a very large
part that can supply any amount of the good, at least so far as this mar-
ket is concerned, at a fixed price, Py, the world price. Second, thereis a
small preference-receiving country whose supply curve to the market
is 5 It slopes up to show that higher quantities can be obtained only
in return for higher costs (higher prices). The case | have in mind is of
a good that the EU is buying from the rest of the world, but on which
it gives preferences, say, to the small ACP countries.

Imagime that we start off with an imitial tariff that everybody
pays. | have called fy the Tokyo Round tariff before preferences were
granted. The world price is Py, and so the internal price in our market
i8 [Py + 1), At this price, the demand for impaorts is M. But how much
of this is imported from the ACP countries? That depends on the price
they receive when they sell. This is Py, the world price, because in
order to sell in the internal market at (P, + fr) they get Py and the gov-
ernment gets ip. The ACF supply curve tells us how much they will
supply at P; and | have called that amount A.p. The remaining im-
ports (Mr - Ae) come from the rest of the world.

Mow let us give the ACP preferences, so that they no longer have to
pay the tariff, When the good sells at Py + I+ internally, all of that
amount passes back to the ACF exporter: the government does not
take a cut anymore. Now that the ACP countries face price (P, + I
they are happy to produce some more, and so they expand their sales
b Ar. The total amount of imports and the internal price are exactly
the same, as before: the latter is still (P + I'7) because, on the margin,
supplies still come from the rest of the world (ACP cannot meet the
whaole demand for imports) and if the price is the same, 80 15 demand.
All that has happened is that we have moved from My - Any being
supplied by the rest of the world, and A.g being supplied by the ACP
countries, to a smaller supply from the rest of the world (Mg - Ag) and
a larger supply by ACP (Ar) That is trade diversion. It is wasting real
resources =0 far as the world s concerned, because the rest of the
workld can produce this good at cost Py but it costs the ACP countries
maore than that to produce units beyond Anp. Trade of (Ay = Apgl is di-
verted and the lost welfare is area I[J[K—the sums of the amounts by
which ACF costs exceed world costs for the units between Ay and
Ag. Now let us have the Uruguay Round and reduce the MFN tariff to
tu. The internal price falls to (P, + t,) and the demand for imports ex-
pands. But the fall in internal price also reduces the price that the ACP
suppliers receive. Henoe they cut back, moving sales from Ar to A,
They get a lower price from the EU market because there is less pro-
tection and they were previously beneficiaries of EU protection. This
change in exports (Ar = A,) is the most obvious consequence of prefer-
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enge erosion. But it = not a cost to the world—pst the opposite. In-
stead of paying extra to get the ACP to supply Ar of impaorts, we now
pay extra only to get them to supply A,. The trade diversion implied
by preferences has gone down.

In addition to the change in the quantity of exports that the ACP
countries send to Europe, they also lose some export revenue. The
price they receive within the EU has fallen, so instead of earning
(Py + tr) on their exports, they earn only (P, + f,). This is essentially a
cut in the income transfer they receive from EU preferences. Prefer-
ences essentially allow the preferred exporters to collect the tariff rev-
enue on their exports: when tariffs fall, so do the revenues they collect.

It i% important to keep in mind these two effects. Preferences are
usually justified as an incentive for industrialization: that is, the bene-
fits are held to be a result of the quantity changes that preferences in-
duce. They are not usually justified just in terms of a straight income
transfer, for an income transfer to the producers of a particular set of
goods is often held just to encourage them to be inefficient. Thus it is
usually declining exports rather than declining prices that people are
concerned about when they worry about preference erosion.?

I am not keen on preferences as a means of aiding African countries’
development. Monethelezs, should | not be concerned that they might
lose some exports a2 a result of the Uruguay Round? In fact, mot really,
for in the end it turms out that, at least so far as the least developed
countries in Africa are concerned, there are virtually no losses. The fact
is that preferences never were very much use for increasing exports
from most preferred countries. They are subject to very tight rules of
origin. There are considerable exclusions, the United States excludes
textiles and clothing, for instance. There are limits on the amount that
may be sold duty free. Preferences are unilateral concessions that can
be withdrawn by their donors at any time. It turns out that only rela-
tively small proportions of the trade between the OECD countries and
the preference-receiving countries actually qualified for preferential
treatment. Figures from the United Nations Conference on Trade and
Development (UNCTALD) indicate that in 1992 only 18 percent of ex-
ports from GSP-receiving countries to QOECD countries qualified for
G5P treatment. Probably an even smaller percentage of them actually
used those preferences, because it required extra paperwork to make
use of them.

This is rather perverse, for in most cases one sspecis ikal ik straight incosnes eransber is
waorth more tham the profits on the additional exports. Mote, it & the peofit (sanplus) on eaports
that affects welfane not the botall nevensae, because the ewira exports mour cosis of production.
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Figure 2. Preference Margins for African Exports in EU Markets, by
Exporting Country
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All these factors discourage developing country entrepreneurs from
investing to exploit their markets access. The returns are frequently
constrained and almost always too risky. Thus, by and large, prefer-
ences have failed to foster industmalization, and, therefore, if they are
lost, that s nod such a disaster.

It is also the case that the margins of preference are generally very
small. For example, within the EU, something like half the imports
from the ACP countries already face a most-favored-nation tarilf of
zero. In pther words, there ks no preference to be had because the MFMN
tariff is zero. The WTO Secretariat suggests that of sub-Saharan
Africa’s exports to the EUL 56 percent have MEMN tariffs of less than 3
percent. And, if you have to fill out a lot of paperwork and bear a lot
of uncertainty just to get a preference of 3 percent, then it is quite un-
likely that you will bother.

Figure 2 presents the average preference margins for all exports to
the EU for the set of least-developed African countries. It is measured
in a slightly unusual way: for example, for three African countries,
the average tariff paid by exporters is between 2 and 1% percentage
points lower than the average tariff paid by other exporters, for one
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country, between 2 and 2% percentage points lower, and so on. Most
countries get average preference margins of less than 3 percent
within the EU, and these averages are much lower in Japan and the
United States. Four percent is the largest average preference margin
that we came across,

Maoreover, when we come to the Uruguay Round. not only are we
talking about small tariff preference margins, but many of the prefer-
ences were offered on agricultural goods for which preferential quan-
titakive restrictions are more common. The Uruguay Round protected
maost of those rights of preferential access. Indeed, the tariffication
whereby nontariff barriers were converted into tariffs has actually
made duty-free access more valuable in some parts of agriculture, be-
cause "duty-free” did not mean “free of all varable levies.” Now that
these have been converted into tariffs, which are then remitted on pre-
ferred exports, the value of preferences is increased. The average re-
duction in the preference margin as a result of the Uruguay Round was
23 percent in the ELL, 9 percent in the United States, and 15 percent in
Japan. This means that even for the two most preferred countries, with
average marging exceeding 4 percent, the new average margin is about
3 percent—a loss of competitiveness of about 1 percentage point.

To summarize, preferences never did much in the first place. Lots of
them were not affected by the Uruguay Round; those that were, sul-
fered very small changes. The largest average change you might find
in the rents to exporters is losses of % of 1 percent of the export
FEVETUE.

When it comes to the quantities, the story is, in fact, even less dra-
matic. Preliminary work in the World Bank has analyzed tariff change
item by itern for least-developed countries. This is more straightfor-
ward than for developing countries as a whole because least-devel-
oped countries are generally granted totally duty-free access to OECD
markets and for any amount that they can sell. If we look up the
changes in MFMN tariff rates and the volumes of trade ocourring in a
base year, and then make tome assumptions about elashicbies, we can
estimate the effects of the Urnuguay Round on trade.

We find that, as a group, the least-developed countries will lose
something like 56 million worth of exports to the EU, and 53 million
waorth of exports to Japan, but gain $52 million worth of exports to the
United States. The reason for the last figure is that developing coun-
tries do not receive preferences on textiles and clothing exports to the
United States, and the liberalization of the Multifiber Arrangement
plus the reductions in the United States” MFN tanffz will allow them
to compete more effectively, not against third-country suppliers, but
against U.S. producers.
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For the least developed countries in Africa, we estimate approxi-
mately a $4 million gain in the United States, a 5 million loss in the
EU, and a $6 million loss in Japan. Figure 3 graphs these data in terms
of percentages of total exports, excluding textiles and clothing. It also
estimates the effects of abolishing all preferences. The first two
columns of each block are very small. By far the largest is a loss ap-
proaching 1 percent in Japan, but Japan is a small market for African
countries’ exports. The overall loss is on the order of about 15 of 1 per-
cent of exports.

One should not rely too much on the precision of these figures, but
the general message is quite clear. Preferences were not doing much
fior you. Do not shed too many tears that they have been eroded.

The Multifiber Arrangement

The Multifiber Arrangement, rather like the agricultural prefer-
ences, 15 essentially a quantitabive preference. It has the effect of keep-
ing, say, Korean and Chinese textiles and clothing out of the OBECD
markets. That has two effects, each of which rebounded to the advan-
tage of African countries. First, it has opened up market “niches”™ in the
OECD markets, which African suppliers might be able to fill, and sec-
ond, it has encouraged Hong Kong, Korea, Thailand, and so on, to sell
those goods that they could not sell in the OECD elsewhere, including
Alnican countries.

Abolishing the MFA is going to undo these two effects. It is quite
possibly going to reduce the supply of clothing to African consumers
and hence drive up the prices they face. Second, to the extent that
African producers are selling in OECD countries they will face extra
competition. Work that is being done in the World Bank? suggests that
there ks a policy issue here that needs to be addressed. All such mam-
bers are very doubtful, but as far as we can tell, the direct costs of pro-
duction for clothing are rather higher in Africa than they are in some
other low-wage countries—see Figure 4. The message is that the real
problem that African clothing producers face lies in the cost of fabric,
which is the major cost in producing low-quality clothing. This prob-
lem might arise from the efficiency with which the fabric is cut, but
maore likely, we suspect, it resides in tariffs and customs procedures,

and so on, for importing the goods.

T, Biggs, and others, Africs Can Compete! Work Bank Discussion Paper No. 278 (Washing-
tor: Wesrkd Bank, 1994)
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Figure 3. Effect of Uruguay Round on African Exports
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Source: Azita Amjadi, and Alexander |. Yeats, Nontariff Barriers Africo Foces: What Did the Unuguoy Round Accomplish and What Remains to Be Done?
Policy Research Working Papers 1439 (Washington: World Bank, 1995).
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Against the difficulties that I have just noted one must remember
that the MFA always threatened to put a cap on any successful ex-
porter. The way the MFA worked was, of course, that you had free
trade until you got too good at it, at which point the OECD govern-
ments would suggest negotiating a friendly little quota with you. Just
as | said about preferences, this is no basis for an industrialization
drive. Entreprencurs will not invest if they think they will be hit as
soon as they get good at something. Thus, by emoving this threat, the
abolition of the MFA, albeit somewhat delayed, is going to be a signif-
icant benefit to Africa in the long run.

The critical point to recognize in all this is that the abolition of the
MFA iz moving us from a managed market to a market that is free. The
people who benefit from free markets are those who are flexible
enough to expand output. At present, African producers face rather
few actual, as opposed to potential, barriers to clothing exports. In-
deed, they benefit from barriers on other producers and, because of
these, are able to stay in business even if they are allowing difficulties
to emerge in getting decent fabric into the firms where the shirts can
be produced. In the long run, African governments must address these
supply problems not only to expand where the MFA might once have
stopped them, but to hang on to their existing market shares.

Food Prices

A big worry for African countries about the agricultural liberaliza-
tion intended in the Uruguay Round was that by cutting export subsi-
dies, domestic protection in the OECD would drive up the price of
food on world markets. For poor countries that imported a lot of food
this could be serious, and during the Round commentators were talk-
ing about possible increases of 10-15, or even 20 percent in some food
prices. These estimates, however, were predicated on the assumption
that the liberalization of agriculture achieved in the Round would be
at least as deep as foreshadowed im 1991 by Me. Arthur Dunkel, the
former GATT Director General— namely, 36 percent cuts in protection
levels, 21 percent cuts in quantities of subsidized exports, and 20 per-
cent culs in domestic support. However, in terms of the erosion of in-
dustrial countries” agricultural protection, the Round was very very
much less successful than that. Agriculture has not been liberalized
very much at all. That is bad news for the warld economy and for the
countries that export those goods. It is not, however, bad news for the
countries that import food, because the corollary of weak liberalization
is only small increases in world food prices.
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Figure 4. Direct Cost for the Production of Casual Long Sleeve Shirt
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Table 3. Terms of Trade Effects of the Uruguay Round

World Prices Index  Change in World  Prite Change

(1990 = 100) Price 15492- 2005 Dheet o
1993 2005 (I percent) Uruguay Rourd
Wheead 165 147 =11.4% 18
Rice 2m 267 =1.11 =9
Coaie grain 8 1 =F. 14 2.3
Sujar 187 235 2567 1.8
Bewf, wic. 230 280 .74 0.5
Oithaer meeat 1,128 HiE =31 0% =i &
Colfes 132 1946 A5 48 =1.5
Coian 103 147 42.72 =07
Tea 188 174 4,79 -1.4
Cilsprds 12 10 =349 .3
Doasiry 1,660 1,06 -35.78 1.2
Cither Poodd 83 B4 348 =1.4
Winal 0.5
Colion 1240 1dé X.a7 =132
Cither agriculiune i+ 6 .60 &

Source: | Coldin and O van dee Mersbrugghe, “An Adssiment of Econommywide aod Agriculiural
Reforea,” Chupter 2 in The Linsguay Bound snd the Dovslging Egenomees, ed. by W. hiartn and Lk
Wirters, ‘Winrid Bank Discussion Paper fo. 107 (Wmbhingion: World Bank, 1993}

Goldin and van der Mensbrugghe! estimate the effects of the
Uruguay Round on a selection of food prices. Table 3 gives four sets of
figures: the world price in 1992, the World Bank's forecast of prices in
2005, the percentage difference between those two figures, and, finally,
Goldin and van der Mensbrugghe’s estimate of the effect of the
Uruguay Round. The Uruguay Round effects are small, both ab-
solutely and relative to what we think was going to happen in prices
aAnyway.

Table 4 illustrates the effects of these price rises on the Central
African Republic, assuming that quantities do not respond at all. Col-
umn 2 gives the value of net exports of each of the products in 1990 to
1992. Column 3 values these net exports at the prices that we project in
the absence of the Round, and Column 4 repeats this at the prices pro-
jected allowing for the Round. The difference—the effect of the Round
on Central African Republic's food net export bill—is given in column
5. The numbers are tiny: in total, half a million dollars, That is, the

. Goldin ard % van der Mensbragghe, "An Assessment of Econcmywide and Agrioaliusal
Roeforma,™ Chapber I of The Lirugsay Ksund and the Divvelopimg Ecomomies, od. by W Aarin and
LoA. Winbers, Wiarld Bank Discussion Paper Mo, M (Washinglor: World Bank §9%95).
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Table 4. Effects of World Price Changes Due to Agricultural
Liberalization in the Central African Republic

(Tr el cdf UL 5. dedlars, wrless otherwiie noded)
Fredicted Value  WValue of Met  Value of Met

Price Change  of Met Exports Enporis Terms
from Round  Exports {Hcrl.n-l.l'u:l':l (With Round) of Trade

Commodity (In percent) 199052 2002 EMfects®
Wheat 8 541 -5.47 -5.67 ] |

Bice 0.9 =2.65 -&.64 -3 42 002
Coarse geain 23 =007 (.06 =007 000
Sugar 1.8 -3A47 e =436 =008
B, &, (LR =010 .13 -0.13 L E]
Other meat -b.6 =0.%0 =0.6% =065 LX)
Coffee =15 02 Gar E91 =014
Codod 0.7 =030 -0_Z8 =028 [HELE)
Tea -1.4 -0.02 -0 -0.02 000
Chilppacy 0.3 0,00 Ll 000 000
Crairy i.2 =202 =1 85 =187 =02
Ciber Tosid -4 =5.%0 5. 1% =610 .09
Wl -0 0,00 000 000 0.00
Cofbon =12 1330 1626 1606 =i}, 20
Cither agricullure 0.8 .87 212 214 0.0z
Tiatal agrac ulfiane

GIDF [ 19590-92) 1,305 =1.45% L81 £.52 =51

Met kaus relstive

o GO R

Losee- Werkl Barh calfulations.
WFPIAT) = GO = 007 04

Uruguay Round will worsen Central African Republic’s terms of trade
for food by $0.5 million, or 0.039 percent of GDE

The cost of the agricultural liberalization to the Central African Fe-
public is around four ten-thousandths of the GDP. It is real. If you took
four ten-thousandths of GDF away from me | would feel pretty ag-
grieved. But it is by any standard small: much smaller than all the
other things that are happening to the economy, and small enough that
if only one gets one's own policy right by improving small things, like
customs administration or the distribution of the agricultural inputs,
one could easily offset it.

Table 5 repeats this exercise for every net food importer among the
least-developed countries in Africa. The figures ane small throughout.
For example, Egypt, is estimated to lose 11-thousandths of GDF. To be
sure, this is a real cost, not a transitional one, in the sense that it will
not go away by itself. But it is a small cost, a small shock, that it is eas-

©lnternational Monetary Fund. Not for Redistribution



12 » Four Aspects of the Uruguay Round for African Ecomombes 163

Table 5. Estimates of the Effects of the Uruguay Round on Net
Food Importers’ Terms of Trade
{Im millions of LLS. cloars, wnless otherwite nofed)

Valus Mt Gain/Loss

Valuie ol Met in 2002 Relative

of Met Exports Tewnms to GOPin

Exports (Mo Round) of Trade  GDP 15392
Caantries (199097 2002 EMfects'  1990-92  (In percent)
Central Alrican

Repulslic =145 LAY =0.51 1,304 0.039
Comons 4 81 1.94 0,17 249 0,070
Egvit -2,359.30 -2,25293 4024 34,583 0016
Equatorial Cuimea =102 =755 =, 1 141 S Lok
Ethiopia 5421 1233 -1 e D051
Cambis -TEH2 =75.56 0,54 37 0160
Cuinea -17.74 -17.02 0.01 129 0003
BAzurilania =Nl .aF 53,76 -1.2% 1114 <Biid
Mozeiigue S1PTE 16503 -1.26 1,187 00081
g -56.12 -55.13 -1.46 2,384 -0U061
S0 Tormsl e
Principe =113 =1.20 008 48 0161

Samalia -52.19 —45.91 094 N7 -0.102
Togo -1.50 24.39 1.1 1,604 0,107
Yeman ST L L -85 B.59% 0,108
i are 581 4580 -1.6%9 B.768 -Dge
Zambila ~15.19 —28.50 052 3,284 008

Sowrce: Workd Bark caloulataons
CrN W - XN - DDOT

ily handled by better economic management; it is a very very small
shock in a rather noisy system.

What conclusions do | draw from this? | do not say that we need not
worry about these numbers, but | do conclude that to put effort into
secking compensation for it is a waste of time, Everybody suffers
shocks of this size in the course of everyday economic life. The answer
is to offset them through the benefits of liberalizing your own markets
and domestic policy stances.

Conclusion

Thiz paper haz considered briefly four aspects of the outcome of the
Uruguay Round of interest to sub-Saharan Africa. The first represents
a clarification of the trading rules—on preshipment inspection—that
Africans had desired. The remainder comprize two areas where the
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costs to Africa were much less than feared—preference erosion and
food prices—and one that laid longer-term gains against shorter-term
competitive pressure. What is conspicuously missing is any unam-
biguous gains. The reason is that African countries generally stayed on
the margins of the Uruguay Round’s main business—exchanging mar-
ket-liberalizing concessions, The Africans had relatively hittle to gain
from other countries’ concessions, for they already have fairly good ac-
cess to OECD markets, but they had large amounts to gain from liber-
alizing their own markets for imports. That they generally chose not to
reap these gains sels them apart from very many other developing
countries. Thus, while the Uruguay Round represents something of a
shot in the arm for many developing countries, for most African coun-
tries it represents mone of a self-inflicted shot in the fioot.
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The Role of the World Trade
Organization and Post-Uruguay 1 3
Round Issues

Frieder Roessler

The architects of the postwar international economic order had fore-
seen the creation of three institutions: the International Monetary Fund
(IMF), the World Bank, and the International Trade Organization
(ITO). The IMF and the World Bank were established, but the ITO
never came into existence. All that remained of the ITC was its chap-
ter on commercial policy, which entered into effect for 23 countries in
1947 as the General Agreement on Tariffs and Trade (GATT).

The Need for the World Trade Organization

The GATT was originally conceived as a provisional agreement to be
reconsidered upon the establishment of the ITO. Az a result, the origi-
nal text of the GATT does not contain a complete institutional design.
Ower time, however, the GATT acquired many of the attributes of such
an organization. On the basis of a general clause providing for the con-
tracting parties to “meet from time to time to give effect to those pro-
visions of this Agreement which involve joint action,” the GATT con-
tracting parties developed organs through which to act, concluded
treaties with sovercign governments (e.g., protocols of accession), and
acquired the services of a Secretariat.

Since the GATT already functioned as an international trade organi-
zation, why did the Uruguay Round negotiators consider it necessary
o create a new organization to replace the GATT? Having sucoessfully
overseen the Uruguay Round, why was the GATT not entrusted with
the management of the results of this Round?

The answers to these questions are to be found in the lessons the ne-
gotiators learned from previous rounds. Prior to the Tokyo Round, the
major result of multilateral trade negotiations was the lowering of tar-
iffs undertaken by participants, mainly the major traders, whose ben-
efits were extended to all contracting parties under the GATT obliga-

Artiche JOCW LD of e GATT.
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tion o accord most-favored-nation treatment. In addition to such tar-
iff commitments, the Tokyo Round produced a set of agreements gov-
erning the use of nontariff measures. These agreements were separate
from the GATT, whose contracting parties were under no legal obliga-
tion to sign them. Fewer than one-third of GATT contracting parties
arcepted these agreements, and most developing countries chose not
to.? This experience raised serious questions about the GATT s ability
to adapt to new needs by simply adding to its legal system new agree-
ments among which each contracting party can choose.

More generally, the experience of the Tokyo Round reinforced the
perception among trade policymakers that the operation of the MFN
clavse made it mone difficult o achieve resulis in multilaberal trade ne-
gotiations. While the MFM clause had a trade-liberalizing effect since
e market acoess opportunities wiere made available to all exporters,
the automatic extension of these benefits reduced the capacity of gov-
ernments to make liberalization commitments. Since a country’s ex-
porters could reap these benefits irrespective of their government's
trade policies, there was little leverage that could be applied on pro-
tectionist lobbies to argue in favor of domestic liberalization.

To resolve this dilemma, the Uruguay Round negotiators decided to
make the benefits of the multilateral trading system available only o
those who accepted the totality of the results of the round as a "single
undertaking,” replacing all previous undertakings. This new treaty
would be presented to GATT contracting parties on a “take-it-or-leave-
it” basis. The management of the single undertaking could not, how-
evier, be entrusted to an organization—the GATT—whose members
were not bound by the new rules. If the substantive rights and obliga-
tions under the GATT were to be replaced, the GATT as an institution
had to be replaced as well. These considerations gave rise to the cre-
ation of the WTO.

Structure of the Agreement Establishing the WTO

The Agreement Establishing the WTO iz a short one, containing just
16 articles. These provide for the establishment of an organization, at-
tribute certain competencies to that organization, and set out its insti-
tutional and procedural structure. Attached to the Agreement are the
substantive results of the Uruguay Round in the form of “annexes™;

4 dcision of the GATT s conBracting pamies is 1580 oonfirmed (Bl COREFACIME PaFlss im-
plemeniting the Tokyo Hound Agreemenis were required io extend the treabment providied
therein even io contracting parthes that had not signed them
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Annex 1 covers the multilateral trade agreements in the areas of goods
(1A), services (1B), and intellectual property (1C); Annex 2 covers the
dispute settlement procedures; Annex 3 covers the trade policy review
mechanism; and Annex 4 covers the plurilateral agreements on gov-
ernment procurement, civil aircraft, dairy, and meat.®

The tasks of the WTO include overseeing the implementation of the
agreements reached in the Ureguay Round, the administration of the
dispute settlement procedures and the trade policy review mecha-
nism, and cooperation with the IMF and World Bank. The WTOr's
supreme organ is the Ministerial Conference, composed of representa-
tives of all member governments. The Conference i3 required (o mieet
at least once every two years; the first such meeting is scheduled to
take place in Singapore at the end of 1996. In between meetings of the
Ministerial Conference, its functions are carmied out by the General
Council.

The General Council convenes as the General Council or as the Ds-
pute Settlement Body or as the Trade Policy Review Body. Under the
General Council are the three specialized councils oversesing the mul-
tilateral agreements in the area of goods, services, and intellectual
property protection. In addition, the Agreerment Establishing the WTO
provides for three committees—already in existence under the GATT
1947=to cover Trade and Development, Balance of Payments Restric-
tioms, and Budger, Finance, and Administration. The institutional
structure of the WTO is serviced by a Secretaniat headed by a Director-
General.

The Ministerial Conference and General Council have the authority
to make decisions on all matters not specifically assigned to other or-
gans of the WTO. The governing body of the WTO may also take de-
cisions on any matter assigned to a subsidiary organ at the request of
a WTOD Member. This ensures that rmatters that cannot be resolved in
their assigned forum are passed on to a higher level; at the same time,
thi principhe of subsidiarity is respectisd in order to prevent the higher-
level body from interfering with the functions assigned to the lower-
level body.

The Agreement Establishing the WTO states that the practice of de-
cision making by consensus under GATT 1947 shall be continued in
the WTO. This provision does not, however, imply that consensus is
necessary for decisions to be made in the WO, it simply states that re-
course to voting should be avoided whenever possible. When a con-

e plurilaieral agreements are binding only on those WTO members that have acceped
ihem. The “single-urdertaking™ approach thas does not apply 1o the plunlaberal sgreements
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sensus cannot be reached, the agreements contain rules for decisions
by vote on the basis of one vote per country.4 Waivers, for instance, re-
quire approval by at least three-fourths of the members.

Of particular significance in the WTOrs decision-making rules is the
fact that amendments to the WTO Agreement that change the sub-
stantive rights and obligations of its members are binding only on
states that have accepted them.? This aspect of the WTO means that no
new policy obligation can be imposed on a WTO member without its
consent. This feature leaves the WTO in a very similar position to the
GATT in the Tokyo Round with respect to achieving multilateral ac-
ceptance of the agreements reached in future rounds of negotiations:
new agreements reached under the auspices of the WTO will be bind-
ing only on those countries that have accepted them. It is therefore
likely that trade negotiators will find it necessary to end a major future
round of negotiations with a new “single undertaking™ replacing that
of the WTO.

Legal Issues in the Transition from the GATT
to the WTO

Annex 1A of the Agreement Establishing the WTO incorporates the
GATT and the legal instruments and decisions adopted by the con-
tracting parties up until January 1, 1995, the date of the entry into force
of the WTO. The GATT and the legal instruments and decisions
adopted under it, as well as six understandings on GATT provisions
negotated during the Urnuguay Round, and the Uruguay Round pro-
toco] on market access are referred to as “GATT 1994" in the WTO

I

The WTO s, however, legally distinct from the existing GATT, re-
ferred tooas “GATT 1947.7 The old GATT will remain in existence until
the end of 1995 in order o permit its contracting parties to finalize the
domestic ratification of the WTO Agreement and become WTO mem:-
bers. Those contracting parties that have not become WTO members
by the end of 1995 will then be left without the protection of the mul-
tilateral trading rules. Fortunately, most of the GATT contracting par-

The Ewropean Community is a WTCO member. as are i member states, reflecting their
shared compebence in Bhe arcas covened by the WTOD Agreement. When the Europran Com-
munsy eaercises its right o vole, it bas the number of voles asgaad S0 the number of member
saatis Ehat are mwebers of the WTO

Y enemdreents 1hak do not alier the Fighis and cbiygatoes of members, such i in the penoe
dures, are binding on all members, inchuding those voling agasnsl
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ties have already ratified the WTO Agreement within a surprisingly
short period of time.

The legal coexistence of GATT 1947 and the WTO is not without its
problems. Since the WTO incorporates the GATT, it also incorporates
the GATT's cornerstone principle of nondiscrimination. Since the MFN
clause requires the benefits of trade negotiations to be extended to all
contracting parties without conditions, it would therefore have re-
quired WTO members to extend benefits in the goods area even to
GATT contracting parties that had not become WTO members. Over-
coming this possibility of “free-riding” was the reason for the creation
of the WTO; at the same time, a period of legal coexistence was re-
quired bo permit the completion of domestic ratification. To overcome
this problem, the GATT contracting parties decided to accord each
other a waiver permitting the withdrawal of WTO benefits from non-
WTO members.

Anpther issue raised by the legal coexistence of GATT 19497 and the
WTO is the different scope of rights and obligations in the area of trade
in goods under these two instruments, For instance, the WTO Agree-
ment provides for the phase-out of import and export restrictions af-
fecting trade in textiles and clothing that are illegal under GATT 1947.
Similarly, the tariffication of import restraints affecting agricultural
products has required the lifting of tariff rates subject to bindings in
previous GATT negotiating rounds. While the overall purpose of these
WTO provisions iz a laudable one—to permit the liberalization of
trade in textiles and clothing and in agricultural products—their effiect
is to provide a legal cover for some measures that are illegal under
GATT 1947, To overcome this dilemma, GATT contracting parties de-
cided to grant a waiver permitting contracting parties to take those
measures that they are permitted to take under the WTO Agreement.

A third problem that was identified for the transition from the GATT
to the WTO was the potential for disputes to be brought separately
under each forum, a form of double jeopardy. Here, the contracting
parties decided that rights under the GATT dispute settlement system
would mot be available if a dispute was already being pursued under
the WTO,

Conclusion

The WTO has been described as an enormous change in the institu-
tional framework for international eoonomic relations. However, o a
large extent, the WTO represents a formalization of the practices that
emerged under the GATT. This continuity is evident in the area of de-
cision making, but also in other areas. For instance, the WTO has taken
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over as its own the staff of the GATT Secretariat and has adopted the
same financial regulations.

The major change the WTO represents is the unification of all trade
policy and trade-related matters under a single institutional frame-
work. The multitier multilateral trade order that emerged from the
Tokyo Round, under which different contracting parties were bound
by different rules, has been replaced by an order under which, in prin-
ciple, the same rules apply to all. Subject matters that were linked in
the negotiations have now been legally linked as a balance of rights
and obligations across goods, services, and intellectual property pro-
tection. Violations of the rules in one area can now be responded to by
suspensions of obligations in another area. This is likely to raise the is-
sues arising in the WTO to higher political levels and foster decision
making bess influenced by sectoral interests,

This unification of subject matters will have a profound impact on
the manner in which governments decide trade policies. Each action
taken, each position adopted, and each noncompliance contemplated
will now be viewed not only in the light of the constellation of inter-
ests in one particular area but in the light of the interest of the system
a5 a whole. This in turn is likely to raise the issues arising under the
WTO to a higher political level and foster decision making less influ-
enced by narrow sectoral interests. The historical significance of the
WTO Agreement may therefore lie not so much in the institutional
changes it brings about but in the integrated trade order and decision-

making procedures it makes possible.
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Ellen Frost

When the GATT was creabed in 194748, its scope was mone or less
limited to things that happened at the border, namely, tariffs and quo-
tas. Onwer time there has been an expansion of the scope of trade rules,
and each new topic added to the trade agenda has required a fairly
lengthy period of time before it was ready for formal negotiations. So
fifteen or twenty years ago in the OECD there were discussions about
services, and there were discussions about intellectual property pro-
tection. In each case people said, “Oh no, too vague, you cannot possi-
bly discuss this.” Today we have agreements in both areas. 5o the top-
ics [ am going to talk about are not necessarily ready for discussion in
the WTO; in fact, most of them are not. But [ think in a historical con-
text they are coming to our agenda. The expansion of the scope of
trade rules has received a sudden new emphasis, a twofold stimulus.

The first is, of course, the so-called globalization of business. What
does that mean? Everyone talks about it. It means typically that com-
panies locate their activities in a number of countries; they may pro-
duce one part in one country and another component somewhere else,
and assemble somewhere else, and they may add services from the
Linited States. They do all of this for a global market. Clearly, the old
paradigm of products made in one country, put on a ship, and shipped
to another country is very much out of date. Nowadays, how compa-
nies compete against each other depends a lot on the domestic policies
of those countries in which they are located. So domestic policies have
become more important from the perspective of globalization.

Second, thanks to the Uruguay Eound, tariffs and quotas have been
diminishing considerably, exposing domestic policies as occupying a
more central place. So there is a kind of government reason and a pri-
vate sector reazson why these niw agenda items are surfacing. Charac-
teristically, the United States and the developed countries have been
relatively more in the lead in formulating this new agenda. It is not
surprising in that their companies tend to be the most active in over-
seas markets, but in some cases, wie ane joined by a number of the dy-
namic developing countries as well.

We have in the United States a particular dynamic that is pushing us
to explore these new issues. We measured trade as a percentage of

1"

©lnternational Monetary Fund. Not for Redistribution



172 Ellen Frost

GNF, in 1994 exports, imports, and earnings on investment, that is, the
current account minus unilateral transfers, and found that it is equiv-
alent to 27 percent of our GNF, up from 13 percent in 1970. So there has
been in the last twenty-five years a doubling of the world trade in our
economy. There is no going backwards for us as a country, and that is
why [ think that despite individual pressure groups the momentum is
im the direction of market opening.

What is the best way to carry out the new agenda? In terms of
process and location | might say a quick word about the OECD. As you
know, the QECD 15 a forum whene is3ues can be “cooked,” so to speak,
im advance of negotiations, where consensus can be formed, where
principles can be devised, and then an issue can be turned over for
more formal negotiation. The obvious limitation of the OECD to date
has been its industrial country nature: it consists of 25 countries, of
which only two are not classified as industrial: Mexico and the Czech
Republic.

The OECD has recently entered into dialogues with so-called dy-
namic nonmember economies including Brazil, Singapore, Korea, and
mast recently China, [t still remains valuable as a place to discuss
emenging trade issues.

If you look at the new issues you can divide them crudely into “old”
new ssues and “new” new ssues. | want (o spend mone ime on the
"mew” new issues. But let me just quickly list the “old™ ones. By old
new issues | mean post-Uruguay Round issues that are left over from
the Uruguay Round, but they are not new in a conceptual sense. The
main ones are investment and services, including financial services,
telecommunications, and awdiovisual.

In this new world economy, investment s now integrated very
closely with trade. Far from exporting jobs, we find that investment is
linked closely to the export of goods and is a net driver of global trade.
In the United States, we find that investment overseas i3 linked posi-
tively with investment in this country and responds to new opporiu-
nities. It is a net job creator. It is likely that at the OECD Ministerial in
May 1995 negotiations will be launched on a so-called Multilateral
Agreement on Investment (MAI), trying to raise standards above and
beyond what was negotiated in the Uruguay Round. This will be an
exciting opportunity for OECD members and nonmembers alike—to
airm a little bit higher than the agreement on trade-related investment
measures (TRIMs) that was negotiated during the Uruguay Round.

Services is a very dynamically growing sector of world trade. | have
read predictions that by 2005 trade in services could actually exceed
trade in goods, considering the explosive growth of the travel and
tourist business, not to mention insurance and acoounting, and all the
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other kinds of services. In the United States, the export of services is
equivalent to about 40 percent of the export of goods and is growing
very dynamically. 1 think we are going fo see services catching up to
merchandise exports rather quickly. The second biggest service ex-
porter after the United States is France. Besides the United States and
France, a number of countries have an interest in raising standards for
SETVIOE EXpOrts.

Another old new issue is standards. This has been touched on
briefly in other presentations. The challenge is to harmonize or at least
allow for some sort of mutual recognition of standards and conformity
pszezament and the like. A lot of trade in a nitty-gritty sense is bound
up with standands.

But | want to devote a little more time to the so-called new new is-
sues, many of which are not very new after all, but in a negotiating
sense they are. | want to touch very quickly on five: environment, tech-
nology policy. competition policy, regulatory issues, and labor
standards,

Trade and the environment is an issue that is here to stay, whether
we like it or not. That is to say, there are a number of instances in which
a country has acted unilaterally in the name of protecting the environ-
ment. The European Union has its problems with leghold traps and
animal rights. We have imposed trade restrictions on particular coun-
tries for certain environmental reasons. You can look at the environ-
ment initiative in the WTO as an opportunity to step back from this
growing unilateralism and try to reach some sort of broad consensus
on how to address environmental problems outside of your urisdic-
tion, such as what happens when the trade provisions of an environ-
ment agreement conflict with the rights of membership in the WTO. It
is a very long-term effort; a working group has been created in the
WTO, | understand the concern of many in this group that there are
protectionist forces at work here. Of course, one cannot deny that there
are protectionist forces in the environmental community. But it is cer-
tainly the intent of most of the seripus governments involved in this
issue to try to devise some sort of broad framework for reconciling
these different imperabives,

Technology policy does not arise in a single way. Sometimes it pops
up as a research and development issue—denying a foreign company
access to research and development, for example. The one rather new
manifestation of technology policy as a trade issue is biotechnology,
genetically modified organisms. In shorthand, we ask ourselves,
“When is a tomato not a tomato?™ In other words, at what point when
you add a gene to a tomato does it cease to be a tomato and become

subject to some special regulation that can easily lead to protection?
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This could be a major issue in agricultural trade, especially between
the United States and Europe. 50 there is a range of issues here that
arise because governments realize that knowledge and technology are
competitive advantages and they try through various means to sulbsi-
dize technology development. That is why we have rules on subsidies
and why we try to limit support in this area to basic research. But it is
an issue that deserves a little more attention.

Mext is the cluster of regulatory issues, broadly speaking. Excessive
regulation can be a barrier to market access for a number of reasons.
Sometimes the regulations are not open, 50 one solution is trans-
parency. Sometimes the regulations lend themselves to bribery, a seri-
pus problem, so there is a newed to discuss anticorruption measures,
Again, transparency is one possible solution. Privatization is, of
course, also helpful. Then there is the issue of good governance: how
do corporations run themselves, how do governments run themselves,
and how can we strike the right balance between the governments’
need to regulate for purposes of protecting society on the one hand,
and on the other hand opening their markets as fully as possible? We
see the deregulation debate rather strongly developed now in Japan,
where it is estimated that a combination of deregulation and open
trade policies could cut consumer costs by as much as 50 percent.
There are a number of estimates, but in general there is no real dis-
agreement between American and Japanese experts on the costs of ex-
cessive regulations, The problem is the familiar “iron triangle” of reg-
ulated industries, members of parliament, and members of the
bureaucracy that engage in regulations. And that so-called iron trian-
gle is by no means unique o Japan; we have it here as well,

Regulation is a very significant topic, but once again the trading sys-
tem right now is not particularly well designed to handle it. There is
often criticism of the United States for its use of Section 301 or other
unilateral measures. In the case of Japan, we find that some of the bar-
riers that are very real do not lend themselves to WTO dispute settle-
menk cases, because those particular practices are not named in the
WTO as being actionable. 5o regulatory barriers to market access are a
problem that I think requires a lot of thought.

Competition policy is, of course, closely related to the deregulation
that | have just spoken about. In some ways competition policy is a
paradigm for the future of the trading system as a whole. That is to
say, in this model of the global economy that | have been sketching, the
healthiest outcome, and the one that is best for both national welfare
and consumer welfare, is competition. Here we are talking about
something a little broader than just antitrust in the legal sense. This
makes lawyers nervous, but from a trade policy perspective we do not
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look just at antitrust and subpoena powers and access o proprietary
data. We lpok more broadly on anticom petitive behavior with trade ef-
fects, anticompetitive behavior that has the effect of restricting market
access,

The Uruguay Round agreements call for a review of “investment
and competition policy” within fve vears. [t iz not too early to think
about this now. In the United States, we do not have a consensus be-
tween our various government departments in this area, and we are
somewhat handicapped in that respect. But other governments—| am
thinking of Canada, for example—are really ahead of us both in think-
ing this topic through and promoting it. Clearly, competition policy is
the long-run solution to antidumping. If you look at the Australia-
Mew Zealand experience, if vou look at the European Union, a long-
run solution to the antidumping problem is to establish common com-
petition policies, and that is the main reason why it is going to become
so important. We are all very busy filing antidumping cases against
each other in a downward spiral. In the North American Free Trade
Agreement we are supposed to have a free trade agreement, but
Canada and the United States continue to file antidumping cases
against each other, which is really not sustainable in the long run. So
there are lots of reasons why competition policy is really by far the
most important of the various issues that | have named.

Last, but not least, is an issue | think has been exaggerated in im-
portance, certainly exaggerated emotionally, and that is the labor stan-
dards gquestion. | disagres with Mr. Blackhurst that this issue s a threat
to the developing country workforce. If you formulate the issue in a
certain way, that is correct. If you say the purpose of this initiative is to
invoke sanctions against countries with lower wages, that i3 right; 1
would be the Ffirst bo admit that. But that is nob the intention. The in-
tention is, in the case of the United States anyway, to build political
suppaort for the trading systemn. That may seem strange, but this mo-
tive has been around for a long time. Recall that the issue of trade and
labor standards has been with us ever since the International Labour
Organization (ILO) was formed in 1918.

Ome of our problems in the United Stakes is that there is a wide-
spread perception that other countries are somehow unfair. In our
public debate we have a great deal of difficulty with this particular
mood. We would like to be able to resist the worst forms of protec-
tionism by pointing to a broad multilateral consensus on how to han-
dle trade and labor standards. To the extent that there is any formal
discussion of this topic, the internationally recognized labor standards
at issue are limited to freedom of association, the right to organize and
bargain collectively, a minimum age for the employment of children

©lnternational Monetary Fund. Not for Redistribution



176 Ellen Frost

{what that age is, what a child s, is not defined), and freedom from
forced or compulsory labor, which is already in the GATT. Nowhere is
there a discussion of the existence of low wages in the proposals that |
am familiar with. There is also a very widespread acceptance that
labor standards must depend on the level of development of a
country.

Even so, trade and labor standards is a very sticky and somewhat
dangerous topic. Again, like the environment, there are clearly protec-
tionist forces on the political scene, but to put it bluntly, we Americans
do not need labor standards to be protectionist. If we wanted to be pro-
tectionist, we have lots of ways of being protectionist, and lots of tools.
We do not need this. Protectionism is really not our motive in raising
this complicated issue. The consensus system remains in effect. There
is no way that any country is going to force this issue down the throats
of anyone else.

I would like to raise a distinction here that has not gotten attention
in the debate, but | think it should. Speaking personally, I think there
is a very important and basic distinction between low labor standards
that result from low productivity and poverty, on the one hand, and,
on the other hand, the deliberate suspension of basic labor laws in an
export-processing zone. To my mind that is a very big difference.
Those developing countries that are trying sincerely o raise their labor
standards, because they want to create a middle class and create de-
cent working conditions, have a reason to be concerned about a delib-
erate suspension of labor standards in an export-processing zone in a
competing country. That suspension could have a trade-diverting or
investment-diverting effect. 5o we look at the labor standards issue not
inm racro terms, becavse | do not think there is any evidence that it re-
ally affects the overall levels of trade, but in terms of certain industries,
where it can be a trade-distorting factor. Should there not be some dis-
cussion of this? Should there not be some effort o prevent the com-
petitive downward spiraling of labor standards by a particular gov-
ernment or two that are deliberately trying to distort trade and
investment? And if there were such a consensus to develop—and per-
haps it cannot be even discussed in the WTO for a long time—would
it not make it easier for us as trading nations to resist the most protec-
tionist voioes, especially from our unions? We see the issee in that pro-
market, pro-trade context, and we are talking about internationally
recognized labor standards, not U5, standards. We are talking wery
broadly about some minimal set of core standards that most of these
countries have subscnbed to in the form of the ILO conventions, one
way or the other. Can it be abused in the future for protectionist pur-
poses? Sure, just like a lot of things. But to keep it off the agenda en-
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tirely just makes it more difficult for us to deal with this very emo-
tional problem.

There may be other issues that you would like to suggest, but envi-
ronment, technology, competition peolicy, regulation and labor stan-
dards would be the five that we think of as the so-called new new is-
sues, We see a rather long period of time required to discuss these
issues and build a consensus. We encourage all of you to try to take
part in the debate about post-Uruguay Round issues earlier rather
than later, to get in on the ground floor if you can with the concerns
that vou have. Some of you have sectors in your economy that have be-
come very modern very fast, even if the overall level of development
is still relatively low, so you can jump ahead a generation or two con-
ceptually and help us think through these particular issues,
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Grant Taplin

I would like to speak about the role of the Fund in the post-Uruguay
Round agenda. These are more my personal views than official views.

The papers of Roessler and Frost are very interesting and cover a
wide area. Frost has given us an extensive list of trade policy aneas that
emerged during the Uruguay Round negotiations, many of which un-
doubtedly will spill over in due course into the World Trade Organi-
zation. Which ones the WTO will pick up and when, and how they will
be shared with other agencies, will be determined in large measure by
political forces.

To repeat some of what has been said, the areas appear to be trade
and trade-related agenda including environmental issues, competition
issues, investment policy, technology policy. and free trade a
ments. All of these are correctly advanced under the umbrella of glob-
alization. | would like to pick up the discussion and comment on labor
standards, as well as two more closely Fund-related issues, namely,
capital flows and policy coherence.

Labor standards and trade liberalization. The issue of linkages between
labor standards and trade liberalization falls outside the direct man-
date of the Fund, but how it unfolds and whether or not it becomes
subject to internationally agreed disciplines will undoubtedly have an
impact on trade and investment, and therefore the balance of pay-
ments and growth prospects of Fund member countries. It should be
noted that this is a highly political issue being pressed by a number of
major players in the multilateral trading system and being strongly re-
sisted especially, but not exclusively, by developing countries. Even
those that are resisting trade-labor standards linkages are also arguing
that the WTO should not be engaged to enforce labor standards; that
this 15 the rightful domain of the ILO, but this raises questions about
the strength of ILO enforcement imstruments. The debate is further
complicated by disagreement over whether countries with low wage
rates and minimal labor standards do actually have competitive ad-
vantages, Lastly, the debate is murky as o what comprises “core” labor
standards—those that should be respected as a minimum. In fact, some
labor standards identified by some as core ones are actually human
rights standards. But, then this would lead to a new trend of thought—
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which actually has emerged—linking trade concessions to respect for
fundamental human rights—economic, social, and cultural rights, in-
cluding the right to development, and political rights. Some major
players already link G5F privileges to human rights and labor issues.
Thus one can ask if this is not an overload of the trade policy agenda.

Capital flows. As has already been noted, trade and investment are on
the trade policy agenda. In concrete terms, this is reflected in the
Agreement on Trade-Related Investment Measures, OF course, this is
not a new item on the international agenda—after all the OECD Code
of Liberalization of Capital Movements was adopted in 1961. Perhaps
these issues have become more pressing in view of the increased glob-
alization of the world economy, and with the modern communications
network, capital can move from one country to another almost instan-
tanecusly. This volatility of international capital and the role of regu-
lation has been examined by the Bank for International Settlements
(BIS); and capital account liberalization is part of the Fund's policy di-
alog with member countries. We all recognize that capital surges can
complicate economic policy management. With respect to developing
countries, capital inflows (and reflows) require appropriate policy re-
sponses to safeguard gains made in economic and financial stabiliza-
tion and establishing the foundation: for high-quality economic
growth. Depending on the circumstances and the type of flow, the ap-
propriate response is a combination of sterilization, fiscal adjustment,
and exchange rate appreciation. In most crcumstances, capital flows
should be avoided. An additional aspect is that there i no agreed en-
forceable set of rules covering capital flows (and investments).

In view of globalization, and also recent events, capital flows are on
the global agenda. {I do not want to repeat what are widely accepted
views that financial market deregulation and liberalization contribute
to the efficient distribution of resources globally—as well as inter-
mally.) It could be noted that the Fund’s jurisdiction over capital lows
largely derives from its surveillance function under Article IV of its Ar-
ticles of Agreement. | would also note that the Fund's Articles were
framed at a time when capital controls were pervasive, and indeed the
Articles permit the Fund to require a country to institute capital con-
trols in certain crcumstances—a provision that has never been used,
With the experience of this clearly in mind, emphasis was placed on
current account liberalization. In short, the Fund has the authority to
approve restrictions on current account transactions—existing restric-
tions can be maintained under Article XIV, and the intensification of
existing restrictions and the introduction of new restrictions are subject
to Article VIIL
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Consideration of capital flows is relevant to post-Uruguay Round
issues precisely because commitments in services in the Uruguay
Round create obligations to liberalize related current and capital ac-
count transactions. In view of this, can conflicts arise between a Fund
member’s rights and obligations under the Fund's Articles of Agree-
ment and its undertakings in the WTO? And if they can, who is to ad-
judicate the matter? Presumably, a WTO {and Fund) member not ful-
filling its WTO commitments can be the object of dispute settlement.
Do this in effect transfer to the WTO what some would argue should
implicitly be an issue in the Fund’s jurisdiction? As you all know, cap-
ital account issues are regularly studied by the Fund staff, and the
Fund's Executive Board will seon (in May 1995) have a new occasion
to discuss the Fund’s role. A question that will have to be confronted
is whether there is a hasis and a will to extend Fund jurisdiction over
capital flows without an amendment to the Articles. Moreover, the
WTO's role will have to await actual complaints, and the initiating of
dispute settlement procedures—only concerned parties can make
complaints and seek relief through dispute settlement, as indicated by
Eoeasler. But it iz clear that formulation for rules to govern capital
flows will become more urgent. Also, it is an area that will require
close cooperation and collaboration between the Fund and the WTO,

Coherence. It is worth recalling the WTO text, Article 111, paragraph 2:
“With a view to achieving greater coherence in global economic poli-
cymaking, the WTO shall cooperate, as appropriate, with the Fund
and the World Bank, and World Bank affiliates.” Elements are spelled
out in the Declaration on the Contribution of the WTO to Achieving
Greater Coherence in Global Economic Policymaking. The basic issue
is how to promote improved policy coherence, but the precise mean-
ing of this issue is elusive. Moreover, it has an international dimension
a5 well as a domestic dimension. Let us all agree that we do not want
a situation where the policy advice from the Fund to a country is con-
tradictory to that provided by the WTO. Also, we are working out a
framework for closer collaboration, to avoid conflict situations, which
have been very infrequent in the past. It must also be noted that in cer-
tain circumstances certain contractual undertakings by members in the
WTO are second-best economics, and that the Fund as the interna-
tional body mandated to exercise firm surveillance over exchange rate
policies of its members is obliged to offer first-best recommendations.

It should also be remembered that countries have the obligation to
schieve greater coherence in domestic policies. It may be true that a
member’s trade policies can offset the intent of its exchange (and mon-
etary) policies, and vice versa. It is also true that some members of the
international community believe and azsert that greater stability in the
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system can be achieved by using the exchange rate as an anchor of pol-
icy, where others see greater exchange rates as derived from an appro-
priate macroeconomic and financial framework. [t is likely that this de-
bate will continue, with little meeting of minds.

An additional element of coherence in the minds of some is a closer
association at the international level of officials responsible for mome-
tary matters with those responsible for trade matters at the interna-
tional level. Some of vou will have undoubtedly seen the views of the
WTO Director General on international policy coordination. | am sure
that these issues will figure often in the international debate in the
post=Uruguay Round context. But “progress” in this area, however
progress is conceived, will once again be dependent on the political
will of (the major) member countries.
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Patrick B. de Fontenay

The seminar has touched upon a mumber of issues, actually quite a
wide range of issues, covering unilateral, regional, and multilateral as-
pects of trade policy. On unilateral trade liberalization, 1 think the sem-
imar has spent some time on trade reform, and there | think the main
issues identified were exchange rate policy. as well as sequencing.
Then trade liberalization issues in industrial countries were covered,
starting with the presentation by Professor Lawrence, who focused
among other issues on the difference between what he calls "shallow
integration,” which is a reduction of trade barriers at the border, and
“deeper integration,” which is really an attempt to harmonize national
differences in areas such as property rights and other issues.

Then the seminar moved on to the regional and mualtilateral aspects
of trade policy, and in particular whether the Fund, the World Bank, and
the World Trade Organization should be concerned about the prolifera-
tion of regional trading arrangements. Do regional trading arrange-
ments complicate the trade dispute between countries that belong to
different regional trading arrangements? What can be done to ensure
that regionalism complements multilateralism? And what can be done
about countries that are left out of regional trading arrangements?

The seminar also covered the trade liberalization issues in Eastern
European countries and the Baltics, Russia, and other countries of the
former Soviet Union, where the proliferation of antidumping has
emerged as a major issue. Also discussed were the best ways of cir-
cumscribing the use of antidumping, and whether antidumping policy
should be reoriented from its current sectoral perspective toward a na-
tional perspective, requinng stricker provisions in national antidump-
ing legislation.

And finally, the seminar covered the impact of the Uruguay Round
and post-Uruguay Round agenda. The discussion demonstrated that
the benefits were the largest for those countries that liberalized the
most. Also the potential losses for the least-developed countries in
Africa were regarded as small in terms of preference erosion and food
import costs. Some of the questions were how the Fund, the World
Bank, and the WTO could help countries maximize the benefits of the
RBound and minimize the costs. And finally, among the post-Uruguay
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Round issues that were identified, there was first the liberalization in
services and foreign investment, as well as possible agreements in the
areas of competition policies, environment, and labor standards, Many
participants felt that the latitude might be used for protectionist pur-
poses and raised the question of how legitimate concerns on environ-
ment and labor standards could be met without this being a clog for
protectionism.
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Masood Ahmed

1 would like to locus my comments on three broad areas and in that
context weave in some of the points that were raised earlier. The three
points are, first of all, the importance of pressing on with trade liberal-
ization of the good old-fashioned kind, particularly in many develop-
ing countries. Second, 1 want to pick up on the question of moving for-
ward to implement trade liberalization in those areas that the Uruguay
REound has now brought within the framework of international trading
arrangements. That is a set of issues that was also raised here. And
third, I will list some of the items of the new trade agenda, which [ am
particularly concerned about. In fact, those are also some of the con-
cerns that were reflected in the papers.

The first point is trade liberalization, especially in developing coun-
tries. It i3 important to recognize that even after the Uruguay Round,
trade barriers will remain a significant issue for many developing
countries. It is certainly the case that they have made substantial
moves ko liberalize their trade over the past decade. But it is also the
case that, particularly, say, in Africa and in South Asia, and in a num-
ber of countries in other regions, barriers are still quite high. The rea-
son | am focusing on this is to go back to the point about the gains from
the Uruguay Round. | think the point that Alan Winters was making
(Chapter 12} was that one of the main reasons why the impact of the
Uruguay Round on Africa is so marginal is because African countries
have niot liberalized very much in the context of the Round. If we be-
lieve that the main gains from trade liberalization come from what you
do yoursell rather than what your trading partners do, then it is very
important to press on with reducing barriers in those countries where
they are still high.

Some will argue that you need to go about this in a fairly gradual
way, to provide enough time for industries and countries to adapt to
the competition that would come from removing these barriers. That
is certainly a valid congern, and every country ultimately has to figure
ouit what is the appropriate speed for itself. But it is worth noting that
there is now a growing body of evidence that suggests that the coun-
tries that have undertaken speedy liberalization are also the countries
that have done better, and that, in effect, what starts out as an orga-
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mized gradual process to reform trade barriers over time runs the risk
of becoming a victim or captive of forces generated during the process
that are against liberalization. One such study that has just been com-
pleted by some of my colleagues in the World Bank looks at eight re-
publics of the Commonwealth of Independent States (CI5) and comes
up with some quite interesting contributions in that regard.

The second point is the question of the unfinished agenda, and that
is & poant that has alao been raised in the notes that vou circulated. |
think we all recognize that the main contribution of the Uruguay
Round in agriculture and services has been to provide us with a frame-
work for liberalization, but that the actual process of liberalization or
a reduction of barriers is largely ahead of us. Similarly in other areas
like the MFA, it is important to recognize that much of the estimate of
gains that people talk about will really only accrue when what has
been agreed is, in fact, fully implemented. The fact is that most of the
numbers that you now see in terms of the aggregate gains from liber-
alization in the Round are numbers that will only become valid at the
end of the process. And | want to stress that point, because | think
there is a concern that there is a growing popular sentiment in a num-
ber of industrial countries that argues for more protectionism in the
face of rising imports from developing countries. As the world econ-
omy becomes more integrated, as developing countries increase their
share in the world economy, as the share of trade in GDP increases in
both developed and developing countries, the process of this integra=
tion is bound to create some transition costs both in industrial coun-
tries and in developing countries. But every responsible piece of analy-
sis that | have seen suggests that these costs are far outweighed by the
gains that come from the process of integration and greater trade. Lin-
less countries and governments recognize that some segments of soci-
ety or industry will suffer adverse consequences—in both developing
and industrial countries—and take pro-active steps to try and deal
with this issue, those segments can become an obstacle to progressing
with the liberalization and therefore to achieving the aggregate gains
that everybody agrees on a net basis are positive and large. Thus, it is
important to press ahead with the implementation of the agreements
in services and agriculture, and for that matter, with the other agree-
ments in raderelated aspects of intellectual property nghts (TRIPs)
and trade-related investrment measures (TRIMs).

Finally, let me list quickly three or four areas of the new trade agenda
that we are particularly concerned about. First of these is antidumping.
Your reference ks mainly to transition economies. My sense is that in a
rather unfortunate illustration of technology transfer, antidumping has
now migrated from industrial countries to a whaole range of develop-
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ing countries. We run the risk of seeing the effect of the abuse of
antidumping as one of the issues in the next few years. Most of the ev-
wenoe shows that antidumping 15 primanly used to protect a small
group of producers at the expense of the economy as a whole. The real
question is, how can one begin to put into place mechanisms that take
a broader look at gains and losses, rather than to put into place an-
tidumping laws and regulations that have the likelihood of being
abused? | have recently gone through three or four countries whene
they have been trying to put into place antidurmping legislation. In all
of those cases these concerns surfaced. When you look at the industrial
structune in some of those countries and find it is heavily concentrated,
the risk of the abuse of antidumping is higher rather than lower.

The second issue is the question of regional trading arrangements,
which have grown in number and changed in nature. It is generally ac-
cepted that once you start introducing deep integration into regional
trading arrangements, then you need to rethink the analytical frame-
work for trying to evaluate the gains and losses. You cannot do a sim-
ple analysis of the conventional trade-diversion/trade-creation type
alone. It is also the case that right now one does not have an entirely
satisfactory way of analyzing what the dynamic gains would be, what
the magnitude of gains would be from, say, harmonization of stan-
dards, for example. But [ am still a bit concerned that this fascination
with regional trading arrangements may well divert energy and effort
away from proceeding with further liberalization of the multilateral
track. It iz interesting that when you look at most of the analyses of pe-
gional trading arrangements they are compared with a counterfactual
that is quite a different counterfactual from, say, proceeding down the
multilateral track. It is important, when looking at these analyses, to
take a hard look at what the counterfactual is against which the bene-
fits are being assessed.

And then there are these rather difficult issues of how do vou deal
with environment and labor standards in relation to trade policy. In
the case of labor standards, it is particularly seductive bo set up a siraw
child, if you like, or rather a straw man, and say, “Look, you've got this
poor exploited child worker and in some sense how can you be against
using any instrument that you have, whether it is trade policy, or any
other policy, to try and address that very real problem.” The difficulty,
I think, is that everybody agrees on the objective, which is to create
conditions where this kind of violation of rightz or, indeed, unaccept-
able living conditions or working conditions for children or other peo-
ple. for that matter, are addressed. | think you can even make a case
that some dimensions of these are legitimate to address through inter-
national policy. What | think is the problem, however, is that it is not
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at all clear that trade policy is the most effective instrument for ad-
dressing them. The other concern is that there is a substantial risk that
what starts out as being a completely well-intentioned exercise to use
trade policy to address what most people would agree is a legitimate
objective, even if you are not sure about the effectiveness of the instru-
ment, biscomes captured by people who really want to use it for pro-
tecting certain kinds of industries. All you would end up doing is giv-
ing protectionism a good public relations cloak rather than actually
addressing the problem. There is a real dilemma. Now people are talk-
ing about whether one can have a set of core standards, which in some
sense ong should address through trade policy, and then some coun-
try-specific additional standards that one would not address through
trade policy. | remain a litthe bit concerned about how effectively one
can wdentify a et of common core standards and police them and wse
trade policy for that purpose.

Let mve just pick up one additional point and that is the question on
the impact of the Uruguay Bound. The point that was raised was that
there are real transition costs in the short term, and what can agencies
like the Bank and the Fund do to help countries in dealing with these
issues, | would angue that there are two kindz of things that one can
do. One is to help countries identify what the transition costs are. The
transition costs are not just transition costs for food importers or pref-
erence losses, but the costs of moving into an integrated economy. Un-
less one identifies where the costs are likely to be located, which seg-
ments are going to be adversely affected, and, as | said, move
proactively to try and address those concerns, then there i3 a real risk
that those segments will become a lobby against liberalization rather
than have their legitimate concerns dealt with. Part of the issue is ob-
viously financial. But the financial dimension is a small part of the
larger issue that one has to actually create a framework within which
one can deal with those things.

The second thing one can do is begin to identify some of the issues
or constraints that impede countries from exploiting the opportunities
that are provided in the new, more integrated, more liberalized trading
environment. In that regard there 15 one example that | would like to
speak on. It is the whole question of the liberalization of services in
trade. One of the most remarkable recent phenomena is the increasing
tradability of services, mainly as a result of the revolution in telecom-
munications and technology. 50 what you now have is a far greater use
of long-distance services, where the traditional concept that services
had to be consumed where they were produced is no longer valid for
a much wider range of areas. Some countries have already begun to
exploit the potential for exports in services that comes from this phe-
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nomenon, but many others still have a whole set of regulatory or other
impediments that prevent the exploitation of this new area. Agencies
like the Bank, the Fund, the WTO, and others can help provide cross-
country examples of how different countries are beginning to take ad-
vantage of the opportunitics that are available and identify the com-
mon factors that appear to be the driving forces behind these successes
and the impediments that appear to be holding back other countries
from exploiting them. That contribution is likely to be as useful as the
contribution of focusing on how to deal with the losses and how to
compensate the losers for them.

Let me also pick up on a few points that were raised by the partici-
pants. On the point raised about the importance of having some con-
crete plans at the country level to try o exploat the gains: it 12 a diffi-
cult trade-off between recognizing that there are opportunities that
need to be exploited and identifying what sort of generic or general
conditions enable a country to exploit those opportunities, whether
they are policies, a lack of infrastructure, or whatever; of going the
extra step, which is to actually start idenlil']n'ng,. ex ante, which are the
specific businesses or industries in which a country has a comparative
advantage and then trying to push for their development. Most of the
evidence shows that when official agencies, whether national or inter-
national, have attempted to identify which industries are the ones that
are likely to be the winners of tomorrow, and should therefore be
pushied to exploit the opportunitics that ¢xist in the world, by and
large they have not been very successful in doing so. Indeed, in some
cases it has taken them a long time to recognize that what they are
doing is not successful. In the meantime, resources tend to get diverted
away from people who actually have pretty good ideas and want to
exploit them but cannot because of this official focus on a particular set
of industries. 5o, speaking from the point of view of the Bank, we think
there is a lot to be done in trying to identify the obstacles at the sectoral
level that are impeding the development of that sector in the country.
For example, in the case of Morocco, there has been a very active dia-
log between the Bank, the private sector, and external consultants, who
are looking at industrial competitiveness and trying to see what are the
issues in the case of Morocco that need to be addressed to develop
competitiveness at the national level. 1 will stop short of saying that
what vou really need to do in Morocco is put into place 16-inch textile

because that is really where there is a market need that Morocco
can comfortably exploit.

Omn the role of multinationals, it is true that they have an important
role to play. [t is already the case that overseas sales of multinationals
are now, if 1 recall correctly, 2'4 times the volume of trade. 5o, in some
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sense, they are already having a greater impact by their presence in
different countries rather than through the trade that comes from
themy, and more and mone of the trade is actually sort of intra-mult-
national companies. But my sense is that the conditions that atiract
multinationals are frequently the same conditions that attract domes-
tic industry, and in some sense trying to create a framework that is
geared to attracting multinational corporations is unlikely to succeed
unless you have a framework that is resulting in a thriving domestic
private sector as well, and frequently there is a lot of overlap between
what attracts the two.

On regionalism, | agree that open regionalism is better than closed
regionalism. My concern is that when regionalizm gets formalized in
agreements, there is a danger that the base of further reduction of bar-
riers of the group vis-d-vis the outside world will be determined as
much by the laggards in that group as by the ones who want to liber-
alize faster. 5o the trade-off is, in the aggregate, by grouping together
do you accelerate the pace or do you slow it down? That is the empir-
ical question. | do not know the answer. Obviously, it varies from case
o case, buit that ks the kind of concern that | wanted o rakse.

On the question of taking appropriate measures to deal with sectors
that are negatively affected by trade liberalization: it is certainly true
that it is very difficult to identify and deal with issues of equity and is-
sues of effectiveness. The fact of the matter is also that in a number of
cases, particularly if you look at developing countries, you can start
identifying fairly quickly some 20-30 large enterprises, many of which
happen to be in the public sector, most of which would be hurt by a
program of liberalization in the sectors in which they had been previ-
ously protected, and in many of those countries implementing trade
liberalization programs is held back frequently as a result of the polit-
ical pressure and lobbying that i3 generated by the managers and
workers of those enterprises. In the first generation of reform pro-
grams in many developing countries, trade liberalization had diffi-
culty being implemented through to the industrial-restructuring stage
because people did nol recognize upfront that there was a potential
lobby that needed to be dealt with in one form or another. So the only
point that | am making is that one has to recognize ex ante that if you
implement a program there are certain groups that are goang to be ad-
versely affected and will therefore lobby against it. In some cases, there
may be some ways in which you can help them because they happen
to be in four enterprises and you can identify them, while in other
cases where they are dispersed all the way through a large economy, it
may be impossible to find appropriate ways o identify them, let alone
help them. | do not know what the answer is going to be in each case.
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It may well be that in 80 percent of the cases the answer is that you re-
ally cannot do anything specific for those people, but unless in the de-
sign of the program, one factors in that political economy, it makes the
implementation more difficult.

The answer to the question of how to build consensus to bring about
liberalization is not going to be that easy. It is certainly the case that at
the end of the day, particularly now as societies become much maore
open across the world, the notion that you can reach agreements on
important issues of economic policy and impose them by having a
small group of officials within one ministry of the country agree with
their external counterparts is no longer valid. One has to work much
more to build a broad-based consensus among a range of stake hold-
ers who influence decisions, and that now includes, in many countries,
much more active participation by parliamentarians, trying to get
agreement of influential people in the press, and in some sense one is
beginning to see this in many developing countries. But in certain
other countries one has had those sets of issues for a while, and they
do make reaching consensus on difficult decisions a more complicated
slow process. That is just one of the facts of life one has to work with.

The real issue is, if you relate that to trade liberalization, do you be-
lieve that trade liberalization s & concession or do you believe that
trade liberalization is a policy that improves your oWwn economic per-
formance? If you believe that it iz a kind of bargaining game in which
you give away a bit in exchange for somebody else giving away some-
thing, then the whole thing ends up being seen as a sort of zero-sum
game in which one & constantly trying to justify that what was given
away is in some sense compensated for by what one has got in ex-
change. It is tough to convince people that you are getting that, and
then your focus shifts very much on what the other partner is doing
and whether they are likely to actually live up to their agreements or
not. In a recent book by Paul Krugman, there is an interesting sentence
that says that one of the things that separates economists from other
professions is that all economists see that trade liberalization is an ob-
viously good thing, and all other professions think of trade liberaliza-
tion as being a sort of giving away something in exchange for some-
thing else. Mow, | suspect, | have been in Congress for too long now to
change my perception, but I just cannot get used to the notion of think-
ing of trade liberalization as a kind of *1 will stop shooting myself in
my foot if you stop shooting yourself in your foot first,” and then vou
sort of compare the size of your respective wounds and say you have
a bigger wound so 1 am better off. | honestly think that one has to start
thinking of trade liberalization as being a process that basically,
whether somiebody el does it or not, helps a particular country inany
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given state of the world. So that is one starting premise. Now if one
disagrees with that starting premise, obviously a lot of what 1 have
been talking abowut is thrown out of the window.

Mow that said, it is also the case that the state of the world matters.
So the benefits that you accrue from your own trade liberalization are
not independent of the state of the world in which one operates, and
that is the reason why the complementary part of what | wanted to say,
and that | would like to emphagize again, is that it is important to
maintain the pressure o make sure that things like labor standards,
environment, and antidumping do not become the new instruments of
protectionizm. | think you benefit from trade liberalization regardless,
but the gains from that effort will be proportionately higher if you are
not also faced with additional negative external conditions, which are
the kinds of issues that are now coming on the table. That is why the
role of agencies like the WTO, the Bank, the Fund, and other agencies
is o work simultaneowsly on these two parallel tracks, to encourage
countries to keep moving forward with their own liberalization efforts,
and in parallel, to identify the issues that could reduce the gains from
liberalization: unclear rules, arbitrarily applied rules, and procedures
not working well, new forms like rules of origin or antidumping that
reduce the benefits to people who are liberalizing. That is the basic in-
tellectual framework within which I see this thing.

Mow, just to come back and finish up on the first point, which is the
issue of liberalizing one’s own economy regardless of what happens in
the world. It is in that context [ think that we need to look at the polit-
ical economy of how to bring about liberalization in your own econ-
omy. And that is where | come back to my earlier point. One needs to
recognize that there are some people who are going to be against lib-
eralization because they personally are going to lose from it, and then
one must take steps to try and identify and isolate these losses. In a
more and more open society where you can only make these decisions
through consensus, you simply will not be able to impose these losses
just because you have decided in your own mind you want to liberal-
ize. And unfortunately if the two sides talking are economists from the
ministry of finance and economists from the World Bank, then they
may both se¢ this as being an obviously good thing, but they do not re-
alize that there are many outside who do not see this as an obviously
good thing. It is a real effort that one needs to make to convince peo-
ple that the benefits are there. And | would not do it by comparing it
with a sort of three-hundred-year process of industrial countries so
much, as between more of a cross-section analysis; 1 would say, "Look,
here are some countries that have gone forward, liberalized their
economies, these are the gains and losses that accrued, and here are
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countries that decided not to, they basically grew at 3 percent a year for
the last twenty years, and you know, they have taken that as a natural
rate of growth.” So here is the kind of comparison one can make and
then see if there are some lessons bo be drawn from a more compara-
ble cross-country treatment rather than a historical one, which could
easily become one that does not lead to any operational outcome.
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