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
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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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