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Modern Trade Policies for the Global Economy™

Frank Flatters?

1. Introduction

The dmos unprecedented period of globdization that marked the later part of the twentieth
century was characterized by, among other things
Vad increeses in the levd and in the voldility of flows of internationd finencid
cgpitd, spurred by improvements in  communication, liberdization of trade in
finendd savices dimindion of many domedic regulaory redrictions  on
internationd cagpitd movements, and the development of new financid instruments.
Mgor increeses in the internationd divison of labor in globd manufacturing
production, arisng from and reinforcing the internationd soread of knowledge, and
fadlitaed by improvements in communication, reduced trangport cods and
liberdization of trade and investment.

This paper focuses primarily on the second st of phenomena, rdated to the spread of the
international  divison of labor through trade and invesment. Our paticular interest is how
these phenomena reae to domedic polices and internaiond regimes for the regulation and
taxation of internationd trade. The centrd question of the paper is what, if any, are the
implications of recent trends in globdization for domedtic trade policdes and the internaiona
trade policy regime.  The quedtion is asked in both the pogtive and the normative sense. The

postive question refers to the actud and likdy future evolution of policies during the recent
phese of globdization, and the normaive one to the policy adjusments that might be cdled
for asaresult of globdization.

As a prdude to deding with these quedtions, we briefly review internationd experiences of
globdization, with specid reference to how they rdae to policy regimes.

2. Globalization: Winners, Losers and Policy Implications

Not dl countries have fared equaly wel during the period of globdization in the last severd
decades of the twentieth century. Nor have dl groups of people in any given country shared
the same expeiences aisng from globdization. It is on thexe differences, both within and
between countries, that a great ded of attention has focused in anti-globdization protests that
now seem to be a fixture & dl mgor international meetings, such as the December 1999
WTO minigterid meetings in Seettle and the IMF/World Bank meetings in Prague last year.

! Paper prepared for CIDA-funded MIER/Queen’s University conference on Globalization and the Knowledge
Economy, Kuala Lumpur, Malaysia, January 30-31, 2001.
2 Professor of Economics, Quean's University, Kingston, Ontario, Canada <ff @thai.com>.
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2.1 The Asian Financial Crisis

The Adan financid criss was an important dement in catayzing politicd and to a certan
extent intdlectud oppostion to globdization. The speed with which reversds of short term
cgpitd flows to Thaland, South Korea and Indonesa (and to a much lesser extent Mdaysa
and the Philippines) and ensuing contegion effects triggered the loss of severd years of
economic growth in these countries showed the vulnerability of the globa financid system to
reversasof investors sentiments.

This was primaily a finendd caiss and had litle if anything to do with trade and tax
policies. It reveded criticd weaknesses both in the internationd financid architecture and in
domedtic policies, regulatory frameworks and inditutions in the directly affected countries
Wegknessesincluded
ingopropriate monetary, fiscd and exchange rate policies (expecidly in Thaland in
the period leading up to the crisis),
premature liberdizetion and encouragement of short term  capitd  inflows in the
absence of adequate prudentid rules and means of erforcement in the financial sector,
wesk bankruptcy and foreclosure laws, corporate governance practices, accounting
standards, and risk management practices.

There are few, if any, direct lessons from this financid crisis for trade policies. However, he
generd condugon, tha domedic polides and inditutions interact with internationd  regimes
to determine the effects of globdization on the domestic economy, certainly caries over to
the case of trade policies Whether countries benefit or suffer as a result of globdizaion
depends crucidly on ther domedic policy environments Globdization imposes demn
disciplines on domedtic policies and cgpabilities  Both the costs and the benefits of domestic
policy decisons with respect to opportunities for economic devdopment and income growth
are magnified by recent globdization trends.

2.2 Liberalization and Expansion of World Trade

The freeing of internationd trade through reductions in tariff and non-tariff redrictions on
trade over the past three decades has resulted in very rapid increases in trade in goods and
svices and in flows of internationd direct invesment.  Successve rounds of multilatera
GATT taiff reduction programs and the more recent formaion of the WTO, engining and
establishing rules and inditutions for the preservaion of free trade, have played a mgor role
in the freeing and rapid growth of internationd trade.

Despite the long-ganding presumption and wel-developed economic arguments about  the
gains from interretiond trade, opponents of globdization have argued that the gains from the
recent expandon of world trade have been very unevenly didributed. Among the most
|mportent criticisms have been that:
Free trade has incressed inequdity in rich countries, with poorer workers suffering
from fdling wages and risng unemployment as a result of increesed competition from
developing countries.
Free trade has resulted in a “race to the bottom” as socid and environmenta policies
in richer and more soddly enlightened countries have been degraded due to the need
to compete with poorer and less enlightened countries.  Poorer countries sometimes
ague, on the other hand, that freeing of trade has led to accderated environmentd
dedtruction in their own countries as resources are exploited a an increased rate to
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feed rich country export markets and as environmentaly-unfriendly activities (dirty
manufacturing industries and wagte digposd) ae moved to poorer countries with
greater tolerance for pollution and lesser capabilities of enforcing environmenta laws.
Internationd trading of carbon emission permitsis aprime example.

Free trade hes benefited only a smdl subgroup of countries to the detriment
epecidly of poorer countries that have been left behind by and stagnated under the
forces of globdization.

The quegtion of trends in and causes of inegudity, poverty and unemployment in rich
countries is complex. However, reductions in trade bariers have not been a mgor source of
any worrisome trends in these varigbles nor are increases in protection a viable long-term
olution to such problems.  Long run changes in income didribution in rich countries are due
to much more fundamenta causes such as changes in technology and investment in human
resources.

Some proponents of trade liberdization, for ingance in debates over North American Free
Trade, have tended to oversdl free trade as a source of new jobs. A more accurate Statement
of the case for free trade in such contexts is tha it will provide opportunities for better jobs
but not necessrily more jobs. But productivity improvements such as those being witnessed
with the growth of the “new economy” cregte employment and income opportunities for
those with gppropricie <kills  Long run changes in income didribution ae driven by
productivity growth and by invesments in human skills as well as physcd capitd. The rde
of trade policy is a supportive one — to be pat of a policy environment that promotes and
revards competition and innovation, the undelying sources of long tem growth of
opportunities and incomes.

The devdopment of the new economy and its implicaions for long term growth and
digribution of incomes is dedt with in much more deal in presentations by Rick Harris a
this and a previous conference (Harris 2000, Harris, 2001). Similaly, issues rdaed to the
effects of globdization on the environment are discussed in Olewiler 2001.  The later shows
in paticular that there is little evidence to support the contention thet gobdization harms the
environment.

The remainder of this section, therefore, focuses on the role of globdization of internationd
trade and investment in shgping globd inequdity among nations.

Doubts about the beneficid effects of globdization of world trade and investment have been
fosgered by the observation of wide inte-country digparities in economic performance over
the find decades of the twentieth century. Mogt discouraging has been the fact that while
many of the world's riches countries gopear to have benefited from globdization through
continuing high growth, many of the poorest countries have languished in dow growth. The
growth of world trade and investment, it is conduded, has been of benefit primarily to rich
countries and has not brought the hoped-for acceeratiion of growth of poor countries and the
resulting convergence of world per capitaincomes.

Sachs and Warner (1995) examined this hypothesis in a ample but highly indructive review
of internationd data on per capita income levels, growth rates and indicators of openness of
trade policy regimes. Ovedl data on income levels and growth rates seems to show no
rlationship between initid income levds and growth rates over the later pat of the
twentieth century. That is there appears to have been no systematic convergence or




divergence of incomes between rich and poor countries over this period of rgpid trade and
investment growth, thus giving some confirmation to the globdization sceptics.

However, when countries were divided into those that had rdaivey open trade policy
regimes over the sudy period, and those with less open trade policy regimes two important
conclusons emerged.  Fird, countries with open trade policy regimes enjoyed uniformly
higher growth then those with inwardoriented, or closed trade policies  Second, within the
group of countries with open trade policies, there was dgnificant convergence of per capita
income levds. That is among the set of countries with open trade policy regimes, not only
were growth rates higher than in countries with cdosad trede policies, but those with lowest
initid levels of per cgpitaincome tended to have the highest growth rates of dl.

For a variety of reasons the Sachs and Waner findings are fa from cadusve
Nevertheless, they provide powerful evidence in support of traditiond economic arguments
in favor of freer trade. They indicae in paticular that countries with open trade policy
regimes have bendfited dgnificantly from globdization in the later part of the twentieth
century. Meanwhile, countries that have ressted the forces of globdization through inward
looking and redrictive trade and invesment polices have pad a high price by not avaling
themsalves of the opportunities made avalable by access to world markets.

As with the Adan financid crigs, an important leson from the experience of trade
liberdization over recent decades is that domedic polides play a key role in determining
whether countries benefit or suffer from the forces of globdization. In this important sense,
globdization has not emerged as a threet to nationd sovereignty.

Trade and invesment polices ae only one dement in the policy and inditutiond framework
that determines the success of countries in achieving ther development gods in the globd
economy. Recent work in a variety of places hes atempted to degpen our knowledge and
underganding of the role of trade policies in this broader framework of drategies for
economic devel opmen.

The World Bank's most recent World Development Report (World Bank 2000b) presents the
resllts of a lasge volume of in-house and commissoned research on the determinants of
economic  devdopment and poverty reduction.  One of the principd background papers
(Dollar and Kraay 2000) extended the work of Sachs and Warner to examine the effects of a
vaigy of economic polides on economic growth, and in paticular on the incomes of the
poorest groups in each country. Their cross-country comparisons led them to conclude that

“Income of the poor rises one-for-one with overdl growth....The effect of growth on the income of the
poor is no different in poor countries than in rich ones....Policy-induced growth is as good for the poor
as it is for the overdl economy. Openness to internationd trade benefits the poor to the same extent
that it benefits the whole economy. Good rule of law and fisca discipline are other factors that benefit
the poor to the same extent as the whole economy. Avoidance of high inflation is “super-pro-poor”.”
(Dollar and Kraay 2000, p.1)

The World Development Report 2000/2001 (World Bank 2000b) addressed the specific theme
of “Attacking Poverty” (the subtitte of the report). While it dedt with a broad aray of
themes rdaed to poverty reduction it gill concluded that open trade policies are a centrd
element of any Strategy for poverty reduction:




“All countries that have had maor reductions in income povety have made use of internationa
trade....A more pro-poor [tradg] liberdization is not necessarily a dower one moving fast can create
more opportunities for the poor.” (World Bank 2000b, p.8)

This dample lesson gppears to have been logt in many of the recent confrontations over the
WTO and globdization. Pat of the blame lies with the World Bank itsdf which could wel
be argued to have gone too far in the direction of dressng nonmarket aspects of poverty
reduction draegies and in paying excessve lip-sarvice to processes whereby  poverty
reduction drategies are designed and agreed upon. In many of ther recent ectivities and
much of ther recent ressarch work, the Bretton Woods inditutions have paid consderable
atention to issues of governance and the design of participatory processes for policy design
and implementation. This is especidly true of its mog recent mgor study in this area entitled
The Quality of Growth (Thomas et al 2000), and in the deveopment poverty reduction
drategy papers as a condition for World Bank and IMF asssance.  While governance issues
have been too much neglected in much of the previous work on policy reform, there is now a
danger of going too far in the opposte direction and losng sight of some of the sandard and
fundamenta economic lessons about market-based reforms.

The recent UK Goverrment White Peper on internationd devdopment (Secretary of State
2000) provides a paticulaly useful and bdanced view of the role market-opening and other
devdopmentd policies in the promotion of devdopment. While recognizing the importance
of a wide variety of governance, and human, physcd and naturd capitd invesment policies
it recognizes the centrd role of trade policies in harnessng the forces of globdization for the
benefit of the poor.

“Everywhere it is cdear that openness is a necessary — though not sufficient — condition for nationa
prosperity.  No developed country is closed. The initidly poor countries that have been most
successful in catching up in recent decades — the newly industrialisng east Asian countries and China —
s zed the opportunity offered by more open world markets to build strong export sectors and to attract
inward investment.  This contributed, dong with massve invesment in education, to the largest
reduction in abject poverty that the world has ever seen.” (Secretary of State 2000, p.17)

In common with Sachs and Warner, Dollar and Kraay, the World Bank and other researchers
and organizations, the White Peper dresses the key role of sovereign domestic policy
decisons in the promotion of open trade and investment as mgor determinants of the effects
of globdization inindividud countries.

Despite differences in approaches, methods and interests, dmogt dl of the serious reseerch on
recent effects of globdization concdudes that liberd trade and invetment polides
accompanied by prudent macroeconomic  policdes, the devdopment of appropricte
inditutiond and legd frameworks and productive invesments in human, physcd and
naurd capitd, holds the key to paticipating in ard maximizing the benefits from the globa
economy. The factors that have led to “globdization” of the world economy present grest
opportunities for countries a dl levds of devdopment. Globdization dso exposes countries
and ther ditizens to higher levels of risk. The effects of globdization in any paticular
country — whether they ae mdign or benefidd — depend primarily on domedtic policy
choices made in that country.

3. The Multilateral WTO Trade Regime

The WTObased multilaterd trade regime has been the focus of much of the attention of anti-
globdization protests. This is because the WTO represents the achievements of severd
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decades of multilaterd trede liberdization, and ther culmingtion in an organizaion thet
coordinates, supports and enforces the rulesbased trade regime that was the outcome of the

most recent Uruguay Round of trade negatiations.
3.1 “Free Trade” Under the WTO

Degpite the accusation (by antiglobdization protesters) that the WTO represents dl the
dangers and evils of free trade, it is dill a far way from having achieved complete freedom of
internationd trade. In fact, this is one of the greatest grievances of free trade advocates with
respect to the current world trade regime. Weaknesses in the WTO are not the main topic of
this paper, and so we will focus here only on some of the more important issues from a policy
perspective in developing countries.

Remaining Protection in Developed Country Markets

The concluson of the Uruguay Round left severd mgor gaps in the free trade agenda From
the perspective of developing countries, the most important were in agriculture and in certain
meanufacturing sectors of specid interest to poorer countries.

Powerful agriculturd lobbies in Jgpan, the US and Canada, and most importantly the EU
succeeded in presarving high leves of protection for number of mgor agriculturd sectors in
which some deveoping countries are potentidly highly competitve.  The result of this
protection is a loss of export opportunities, and a sgnificant dedine in the terms of trade of
potentia exporters of such products.

Smilaly, falure to dismantle the Multi Fbre Agreement (MFA) has cut off the most
important potential  sources of labor-intensve manufacturing growth in developing countries.
By presarving market shares through MFA quota arangements, of course, it is fdt that
cetain developing countries actudly benefit from these trade redrictions. But in aggregate,
there can be no quetion tha the MFA is harmful to developing countries, and is especidly
harmful to the interests of low and semi-skilled labor in these countries.

The Uruguay Round agreement included provison for continued liberdization of agriculturd
trade and for digmantling the MFA by 2005. There has been virtudly no progress on either
of these fronts since the completion of the Uruguay Round, and it remains to be seen whether
these commitments will be honored. It has been edimated that OECD agriculturd protection
causess loses of dmogt $20 billion annudly to devdoping countries, which is equivaent to
about 40 percent of ad to these countries in 1998 (World Bank 2000b, p.11).

Special and Differential Status for Developing Countries

It is not only developed countries that have an unfinished trede liberdization agenda
Devdoping countries have been given “specid and differentid datus’ in two important
respects, not only in the WTO framework, but dso in a wide range of regiond and other
plurilateral and bilaerd trading arangements.  This specid datus tekes two different forms
provison of specid access to developed country markets and dlowance for exception to
andlor ddays in implementation of WTO marketopening meesures in their own countries
(See Whdlley 1999 and Pangestu 2000.)




Specid access is provided through exemption from the MFN trestment requirement for a
range of exports to developed country makets Exemption of developed countries from
MFN requirements on imports from deveoping countries dlows developed countries to
provide preferentid aocess to their domestic markets for imports from poorer countries, on a
non-reciproca bass.

This preferentidl access has been provided primarily through the vehide of the Generdized
Sysdem of Preferences (GSP). GSP access is usudly conditiond, subject to annud gpprovas,
often governed by very redrictive rules of origin, and quotarestricted. Among the most
important sets of GSP measures for many deveoping countries have been those granted to
socdled ACP (Africa, Caibbean and Pecific) countries by the EU, especidly through the
Lomé Convention. Many of the goods of greatest interest to developing countries under the
Lomé Convention have been agriculturd products which otherwise are heavily protected
under the EU Common Agriculturd Policy (CAP).

A very recent innovaion in GSP arangements for developing countries is the Africa Growth
and Opportunity Act (AGOA) that was passed by the US Congress in 2000. AGOA is
unusud in that it provides tariff and quota free access for a muchexpanded GSP lis of goods
for a period of five years (i.e not subject to annud gpprovd) to a large number of qudifying
African countries.  The digibility rdate to both some rdatively basc indicators of rule of law
and humen rights polices, and to basc econamic pdlides indicating a commitment to
market-oriented policy reforms.

The second form of specid and differentid trestment offered to developing countries snce
the beginning of the GATT process has been exemption from or ddays in implementing a
wide variety of market-opening messures. The concessons have relaed to, among other
things, removd of NTBs the reguirement to bind taiff offers, and the ability to mantain
high levels of protection for indugtrid devdopment or revenue purposes. The Urwguay
Round wes the firg time in which dl agreements were embodied in a single undertaking
sgned bay dl membes devdoped and less developed. However, deveoping countries were
given longer time periods to adjust to many new liberaization messures.

Specid and differentid treetment offered to developing countries, a leest in the forms usd
in the GATT/WTO context, is a peculiar concept, and reveds what is redly a fundamenta
contradiction in the post World War I multilaterd trede liberdization process. The specid
market access provisons in developed country markets reveds a falure of five decades of
trade liberdization to open makets in many products (agriculturd and labor intensve
manufactures) of the greatest direct interest to developing countries.  And the reaxation of
liberdization reguirements of developing countries in order for them to continue with various
fooms of infant industry protection contredicts the underlying developmentd objectives of
trade liberdization thet is supposed to underlie the GATT/WTO processes.

Fortunately the Uruguay Round negotidions saw some retreat from the near unanimity of
developing country support for specid and differentid datus.  In the last quater of the
twentieth century, a dgnificant number of developing countries had pursued unilaterd
policies of trade liberdization as a key pat of ther devdopment drategies, and, as observed
ealier, these tended to be the most successful performers among developing countries over
that period. This experience had a sadutary effect on negotiaors in deding with the specid
datus and needs of developing countries. At the same time, there remains a great ded of




unfinished busness in liberdizing trade in devdoped country markets for goods of the most
interest to many developing countries.

Anti-Dumping and Safeguard Measures

Safeguards and ant-dumping procedures were introduced into the GATT/WTO process by
developed countries to provide security againg harmful surges of imports and “unfar” trade
practices of foreign suppliers teking advantage of freer access to domestic markets following
trade liberdization.  Although the use of these messures has been endrined in the
multilatera trading system, it is developed countries that have been by far ther grestest users,
and developing country suppliers have often been the targets.

Thee procedures are generdly agreed to have become one of the principd forms of
GATTWTO sanctioned protectionism used by deveoped economies. By desgn, they take a
narrow perspective that condders the effects of protection only on the protected industry, and
not on consumers or indudtria users of the goods produced by the protected sectors. It
should not be surprisng, therefore, that safeguard and antiFdumping procedures have been
captured by veded interests amed a& preserving protection agangt import  competition.
Recent proposds in the US to use anti-dumping duty revenues as a further subsdy to injured
domedtic producers would add another dimenson to and incentive to use antdumping
mechanisms.

The principd bendficiay of any antrdumping or safeguard action is the sector given
temporary protection by such measures The principd losars are domedtic consumers and
users of imported products affecied by the actions. In the many cases in which action has
been taken againg basc indudtria products, it is downgream domegtic indudtries that are hurt
by risng cods tha meke them less competitive in domedtic and internationd markets  In
developing countries, it is exactly these sectors that should be the mgor source of income and
employment growth through outwardlooking indudtridization.

In light of these lessons from developed countries, it is unfortunate thet developing countries
are now becaning the mog rapidy growing users of safeguards and especidly ant-dumping
actions. Mog developing countries will be even more vulnerable to the use of such messures
by narow vesed interests using the rhetoric of infant industry protection and job crestion to
creste specid privileges for themsdves.  Through these WTO-sanctioned procedures, they
will dip through the back door protectionis measures tha will counteract the hardwon
benefits of trade liberdization that have been achieved in recent decades, and dow the pace
and neutraize the benefits of badly needed further trade policy reforms.

The greatest threat to developing countries aisng from antrdumping and safeguard
procedures is not any harm that might accrue from their use by developed countries. Rather,
it is the damage tha developing countries will do to themsdves through their own use of

these actions.

Other Types of and Arguments for “New Protection”

Antrdumping and safeguards have been pat of the GATT/WTO environment for many
decades. Other messures have emerged as newer types of potentid protectionist threets.

3 For further discussion of specid and differential trestment in the WTO see Pangestu 2000 and Whalley 1999.
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Among the more important, especidly to devedoping countries, ae sanitay and phyto
sanitary (SPS) and other kinds of “qudity control” standards for internatiordly traded goods,
and vaious kinds of measures being mooted to ensure enforcement of “labor dandards’ in
deve oping countries.

In dl commercid transactions, it is necessary for buyers and sdlers to agree upon and be able
to enforce agreements about the descriptions, quantities and qudity of goods being bought
and 0ld. When buyers and sdlers are far gpat and subject to different nationd jurisdictions,
the problems are greater. Neverthdess, as long as there is a sable and reliable framework of
commercid law in the rdevant jurisdictions, private markets are generdly able to find cos-
effective and rdiable solutions to these problems  Intenationd buyers of textile goods,
footwear and dectronics, for indance, have put in place extensve retworks of sub-
contracting, technical assstance and qudity control assstance to ensure thet they are adle to
obtain products needed for domestic markets. The internationd divison of labor that has
resulted from these networks has been of great benefit to devdoping and deveoped
economies dike.  The same phenomenon has been in place for some time, with smilar
results, in internationd commodity markets.

Through dl of these arangements there has been little if any need for involvement of
governments, other than to erect and mantan a sable commercid/legd environment. The
commercid sector, by and large, has been dble to find commercid solutions to informationd
problems arisng from internationd trade.

Neverthdess, there is dill a more active role for governments in the monitoring and
sometimes in the regulation of qudity control in the case of goods where there is deemed to
be a broader public interes and it is judged that the private sector may give inadeguate
protection to legitimate concerns of consumers.  This has been paticulaly true of
pharmaceuticals and a variety of food products, where there is a long tradition of information
and other qudity control requirements imposed on domedtic production and sdes.  In deding
with these kinds of issues, there is condderable internationd variety in the means chosen to
ded with theseregulatory issues.

When such goods are involved in internationd trade, it becomes necessry to find ways of
extending domedtic regulatory controls to imports and, less frequently, exports. The key
issue in goplying such meesures to internationd trade is to ensure that they are not used,
intentiondly or inadvertently, as non-tariff trade bariers.  This can be done ether by
goplying gricter dandards to imports than identicd domedtic goods, or by rasng dandards
for goods which ae avalade only from aoroad in order to provide implicit protection for
more distant domestic subgtitutes.

There is growing evidence that SPS requirements have been used directly or indirectly, to
provide protection in domesic makets Mdaysa, for indance, damed to be the victim
svad years ago of a concated lobbying campaign by US soybean producers to highlight
hedth hazards from pam ail.

However, it is not only developing country producers that use andlor benefit from SPS
meesures to diminish foregn competition. Domestic pharmaceutical companies in Indonesa
used SPS measures as well as tariffs and quotas to keep much less costly generic medicines
out of the domesic market. This enriched a few domestic producers and ther internaiond
partners a the great expense of Indonesan consumers requiring medica trestment.  An even




more interesting and subtle case was that of Thaland when it recently investigated harm done
in Europe and the US from increesed SPS dandards for processed fish products To the
surprise of the Tha invedtigators, it was discovered that these measures benefited Thaland
by kesping out new competition from up-and-coming producers in other countries that did
not have the advantage of Thaland's network of developed country buyers and experience to
be able to adhere to changing dandards. An unintended effect of increased SPS dandards is
to be abarrier to entry benefiting establised sHlers, in this case induding Thailand.

A more subtle danger to developing countries is when SPS measures are used, not smply to
protect domestic producers, but dso to provide “unressonable protection” to domestic
consumers. A recent sudy of SPS requirements in the EU (Otsuki et al 2000) found that
dricter food safety dandards are a mgor threst to exports from developing countries.
Implementation of a new European aflatoxin standard, which differs from currently agreed
internationdl  requiremerts, will reduce hedth risk by approximatdy 14 deaths per hillion a
year. At the same time, it will reduce African exports of cereds, dried and preserved fruits,
and nuts by gpproximately $700 million.

Labor dandards ae becoming an even more controversa source of disagreement and
contention between developed and developing countries.  Developed countries, especidly the
US ae ingging tha enforcement of minimum labor dandards, incuding drictures againgt
child labor, enforcement of rights to organize, etc. be a requirement for developing countries
to meet in order to paticipae in the WTO system. While argued to be for the benefit of
workers in developing countries, the later perceive these demands to be nothing other than
thinly disguised protectioniam, based on the “chegp labor” myth peddied by protectionigs for
untold decades, and discredited by economists severd centuries ago.

As indicated earlier, the mog effective way to integrate workers and the poor in developing
countries in the globd economy, and to promote their sustaingble and equitable development
as a reault, is through open markets, both domedtic and internationd. For vested interests in
developed countries to close thar own makels and encourage protectionisn as a vidble
economic drategy cregtes the crudest inconsstency for the poor of the deveoping world.
While the need to pay lip sarvice to domedic interests advocaing such views may be a
politicd redity in some developed countries it is irregponsble for governments and NGOs to
promote internationd labor Sandards as a drategy for globd poverty reduction and equiteble
development.

3.2 The Mercantilist Paradox in Free Trade Negotiations

The fird lesson about trade liberdization is thet its principd beneficiaries are the citizens and
resdents of the country reducing barriers to its trade with the rest of the world. For a smal
country, i.e one too smdl to have a dgnificant impact on world markets through its
paticipation in these markets, the benefits of its own trade liberdization measures accrue
entirdy to itsdf.

This smple fact gands in sharp contrast to a common myth of trade negotiation — i.e. that
tariff reductions are concessons to on€'s trading patners.  Perpetuation of this mercantilist
myth is arguably one of the largest cods of the multilaterd trade liberdization exercises of
the past severd decades. By depicting and treating tariff reductions as “concessons,” they
have become a massive source of disinformation to policy makers and observers.
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The language and the behavior of many of the negotiators seems to be based on the
underganding that the benefits of trade liberdization by any member country are enjoyed
principaly by other members, and the “cods’ of granting market access are borne primarily
by the liberdizing country. As a result, negotiators fed it is ther job to ress making
concessions that reduce barriers to imports in their own markets.

This interpretation of the effects of trade liberdization is contrary to economic theory and
empirical evidence that has accumulated around the globe and over the past two hundred
yeas  While there might be some politicd necessty for viewing trade liberdizetion in this
digorted manner, there is a red danger that negotiators and the dakeholders in the
paticipating countries come to bdieve this protectionig rhetoric and conduct themsdves
accordingly.  Negotiators in regiond trade agreements, for instance, gopear to be proud to
have secured agreement on preferentid tariff rates that exceed their WTO MEN
commitments  Smilaly, Uruguay Round negotistors took sSmilar pride in achieving WTO
commitments to tariff rates that were far in excess of rates actualy been levied at the time.

Trede liberdization by any smdl country (and virtudly dl developing countries cetanly fal
in this caiegory for dl or & least the vast mgority of ther trade) has a negligible effect on
world prices and hence on the trading possbilities of its trading patnes  However, by
bringing domedtic prices closr in line with world costs and prices it ensures a more
productive and efficient use of its domedtic resources, and lays the drongest possble
foundation for longterm devdopment. In addition, trade liberdization incresses the degree
of actud or potentid competition in domestic markets, and hence provides strong incentives
to improve domedic productivity and competitiveness This is a mgor longtem dynamic
benefit of trade liberdization.

Why, then do countries persg in the gpparently irrationd fiction of pretending that trade
liberdization is a concession to others?

Viewed from a nationd perspective, an open trade policy regime is a key dement of a
draiegy for long-term devdopment and for rasng the incomes of a country’s citizens
However, from the perspective of particular vested interess, protection of a domestic market
from foreign competition can be an immedigte and dSgnificat source of profits and of
incomes.  Furthermore, the specid interest gains from (increeses in) protection are generdly
highly concentrated, while its cods are often much more widdy digpersed.  Hence, the
politicd pressures for (increases in) protection are often much dronger than those for
liberdization.

Trade liberdization agreements with other countries can serve a very usgful purpose in this
context. They can be described as a means of securing preferentiad access to the partners
markets — each member agrees to provide such access to its makets in exchange for
reciprocad messures on the pat of its patners.  Trade liberdization can then be “sold” to
domestic protectionist interests as a means of securing expanded market access for its own
producers and sdler's. Once entered into, such agreements then serve as a cradble
commitment to trade liberdization. The agreements can be a powerful tool, both to secure
trade liberdization in the firg place, and to resst domedtic pressures for subsequent increases
in protection.

The danger, however, is that perpeuation of the myth of trade liberdization as a concesson
to foreigners gives exactly the wrong message to the true stekeholders in economic reform —
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the domedic dtizens who will benefit from the domedic impacts of liberdization. The
economic agument for free trade is apparently subtle and non-intuitve.  To muddy the
waters with economic nonsense for short term politicdl gain might have very serious long-
term economic codts.

3.3 Regionalism

Regiond preferentid trading arangements (PTAsS) have a long hisory in globd trade
policies. The EU and the CanadaUS free trade agreement are among the most important
anong developed economies.  AFTA, Mecosur and many other actuad and nascent
arangements have been entered into in recent years among developing countries.  Largdy
and catanly initidly a the behest of the EU, there has emerged a growing number of specid
arangements between developed and developed economies.  These have included both
bilaerd and plurilatera agreements, some reciprocad and some not. The Lomé arrangement
between the EU and the so-cdled ACP (Africa, Caribbean and Pecific) countries has been a
long-ganding non-reciproca preferentid ded to give limited access of developing countries
to Europeen makets This is now to be revised to encompass more reciprocad conditions
under which developing countries will dso have to offer tariff “concessons’ to the EU.

It has long been recognized thet formation of a PTA is not necessaily a movement in the
direction of free trade, and that it might be welfare enhancing or wefare reducing for the
paticipating countries. Despite this, the trend towards PTAs of this sort has been one of the
most important features of the world trading system, especidly in the past decade*

Internetiond  experience has taught a number of gmple lessons regarding the economic
impacts of preferentid trade liberdization schemes.  Some lessons relate to the aggregete
economic impects of preferentid trade liberdization, and others to the didribution of benefits
and cods among member countries.  There has dso been condderable discussion, especidly
in recent years of broader politicd and socid impacts of regiond trade liberdization.
Among the more controversa and yet unresolved issues in this regard is whether regiond
and other preferentid forms of trade liberdization promote or hinder MFN-based trade
liberdization.

Unilateral, MFN-Based Liberalization Versus PTAs

As indicated ealier, the principd beneficiaries of trade liberdization are the ditizens and
resdents of the country reducing barriers to its trade with the rest of the world.

Is there any economic benefit to be gained by liberdizing trade with respect to only a subset
of its trading partners, as is done in a PTA? In drict economic terms, the answer is clearly
no. There is no bendfit from doing so, and there is a potentid cogt if it has the effect of
inducing the country to import from a higher cost internationd supplier as a rexult of
preferentid tariff rates given to the higher cost source (see section 4.3 below). MFN-based
(i.e. nondiscriminatory) trade liberdization is adways economicdly superior to preferentiad
liberdization.

This is not to say that preferentia trade liberdization is necessarily bad. There are wo broad
arguments for preferentid trade liberdization.

4 For arecent in-depth review of the economics of regiond trading arrangements see World Bank 2000a.
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The firg is based on “second best” congderations. |If for politicd or other domestic reasons,
nortdiscriminatory  liberdization is not posshble preferentid liberdization might be a second
bet dternative.  Whether preferentid liberdization is economicdly preferable to the status
quo depends on the circumstances in each case and, in particular, whether the trade creating
effects of the measures undertaken outweigh their trade-diverting effects.  The gredter is the
extent of trede diverson induced by a PTA, the grester is the chance that it will be inferior to
no liberdization & dl.

The second argument for preferentid trade liberdization is that it can be used as a device
gther to secure preferentid or otherwise improved access to externd markets, or to bind
domedtic policy makers to enter into and maintain market opening measures with respect to
ther own market. In other words, collaborative trade liberdization among a st of countries
can be used to ensure commitment to tariff reductions and other market opening measures,
over the objections of domedtic vested interests opposed to liberdization.  This is discussed
in the fallowing section.

Regional Liberalization as a First Step to Freer Trade

If we accept the myth of trade liberdization as a concesson to others, regiond PTAs might
be esser to sl than multilaterd agreements or unilaterd action. It can be described as a
means of securing preferentid access to the partners markets without having to open up the
domestic market to dl potentid foreign competitors.  As with multilaterd trade agreements,
however, they do represent a fird sep towards opening of domestic markets, entered into
with reciproca commitments from one's partners, and hence difficult to abrogate.

Collaboretive trade agreements differ in the degree of compulson or conditiondity attached
to market access Mogt agreements involve some kind of reciprocity requirement.  AFTA,
for ingance, imposes a condition of sectord reciprocity for a member to gan preferentid
market access under the agreement.  That is, a country cannot gain preferentiad access to any
sector in a patner country until it had dreedy met its agreed liberdization targets for that
sctor.  As issues have aisen in recent years concerning ddays in the origindly agreed
implementation schedule, AFTA has aso introduced punitive sanctions.  Under these new
provisons a country which ddays implementation of market opening commitments can be
subject to countervailing pendties by any partners judged to be harmed by such actions.

APEC, on the other hand, is quite unusud in this respect. Tariff reductions and other trade
liberdization measures “offered” under APEC are made availeble to dl countries on an MFN
bess Tha is market opening is provided on a nonpreferentid bads to dl countries in the
world qudifying for MFN trestment, regardless of ther membership in APEC.  Under this
non-preferentid, voluntary trede liberdization scheme the only form of commitment is of a
“mord” or sdf-interested nature on the part of any liberdizing member. In redity, APEC is
primaily a “tadk shop” in which membes can discuss isues rdaed to trade liberdization
and provide mutuel encouragement and demondration effects in ther individud efforts to
achieve the bendfits of opening their markets to international trade. Despite the absence of
any kinds of sanctions or reciprocation requirement, APEC has been a remarkably effective
commitment mechanism for governments wishing to pursue trade liberdization policies.

The APEC experience provides evidence regarding the extent to which regiond and other
fooms of PTAs encourage or discourage the movement towards MFN-based, globd free
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trade. APEC is dearly desgned to encourage multilaterdism and openness. Do other more
exclusve PTAs such as NAFTA, Mercosur, and the growing aray of bilaed and
plurilaerd “free trade’ deds do the same, or do they encourage bakanization of the globd

economy into isolated groups?

While most PTAs dam to be basad on a commitment to “open regiondism”, the evidence on
their net effects is not yet clear. Neverthdess the fact that this quedion is rased o0
frequently suggests at leest a red danger that the proliferation of PTAs might be a sumbling
block rather than a building block for globd free trade.

Rules of Origin in PTAs

A specid and unavoidable problem that is peculiar to PTAs and does not aise in connection
with multilaerd o unilaterd free trade arises from the need for rules of origin. Rules of
origin are necessary in a PTA in order to avoid “trade deflection, ” whereby foreign suppliers
gan access to the markets of a high taiff member of the PTA by exporting initidly to a
lower tariff member.

Rules of origin ae meant to prevent trade deflection by gpecifying minimum degrees of
domegtic content, processing or vaue added in order for an import from a member country to
qudify for preferentid trestment under the PTA. The problem is tha any kind of domestic
content  requirement is a form of non tariff barrier to trade that provides protection to the
vaue-added processes or activities specified by the rules of origin. At the same time, these
rules provide negative rotection to the usars of goods being protected.

Recognizing this as a means to provide hidden protection within the context of a “free trade’
agreement, negotiaors in many PTAs crede rules of origin that impose mgor digortions in
trade incentives in order to create preferences and encouragement for the development of
domedtic indudtries within the PTA.  This is directly opposed to the god of trade
liberdization, and as a result can often turn into a mgor sumbling block in the path to true
trade liberdization.

Rules of origin have been a source of condderable contention in negotigting PTAs.  These
differences often result in a subdantid tightening of initidly-proposed rules of origin, with
specific rules drawn up for a large number of Sgnificat manufacturing products.  This is
genadly done in order both to achieve grester “clarity” of the regulations and to achieve
indudrid devdopment gods It is the use of rules of origin as indruments of indudrid
development, however, that is gretest importance from atrade policy perspective.

Many indudries of interest to developing countries are now characterized by globdization of
production for the world market. For indudtries such as gaments and textiles, footwear, and
eectronics, production is dispersed across the globe according to differentid cods a each
dage of the process. This goplies to raw materids, capitd goods, intermediate inputs and
assembly and sub-assembly processes.

The stages of the process represented in any locaion depend on the avalability and codts of
the necessary locdly sourced inputs, especidly labor and locd services To paticipate a dl,
of course, requires smoothly functioning and rdaivdy low cogt trading infrastructure,
induding ports, customs services and domedtic trangport.  High costs and/or low rdiability of
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these badc trading sarvices result in loss of production opportunities, and lower retuns to the
participating domestic factors of production.

For many developing countries, the usd entry point is in the assembly of find products or
paticular sub-components bassd on avalablity of low cod, rdaivdy unskilled labor.  The
most frequently observed examples are in the garments and textiles, eectronics and footwear
indudtries.

If production is a@med primarily a the protected domestic market, the process usudly darts
and ends with smple domestic assembly of find consumer products However, if
internationa markets are the targets of the investors, the picture is usudly quite different.

Frd, the scde of operaion for export-oriented production is generdly much larger then
would be the case of production amed only a a protected domestic market.  Mogt domestic
maketls and many regiond makets ae not lage enough to support internaiondly
competitive production plants.

Sacond, the assembled products in export-oriented production ae jud as likdy to be
components or intermediate products for use in production processes dsewhere, rather than
find consumer goods. It is generdly the goods a the mog labor-intendve pat of the
production chain that ae the fird to be produced or assembled in developing country
locations. In the case of garments and textiles, this often gpplies to find consumer products,
where dtitching and assambly are highly labor-intensve. However, in the case of dectronics,
the components and sub-components sectors can often be the most |abor-intensive.

Third, in the case of successful and sudainable export-oriented production, the investment
process is dynamic and continues to grow. Over time, expatise and ills in labor-intensive
assembly improve.  This is generdly accompanied by a variety of scde and other factors that
make it profitable to broaden the range of related products praduced localy. Backward and
forward linkages expand with the devedopment of loca supporting indudtries.  As the process
continues, the locaion might even lose its compardive advantege in the labor-intensve
activities that characterized the initid investments.

The devdopment and evolution of such indudrid “dugters’ is an ongoing process in
successful - export-oriented  investments. The process has been observed in  dectronics,
footwear, and garments and textiles in many parts of the world. In east and southeast Asig,
this has become known as the “flying geesg’ paten of indudrid devdopment. A gmilar
process is now underway in the gaments and textiles indudry in parts of southern Africa
Mauritius some time ago became an atrective center fa invesment in export-oriented
gament production, especidly in the form of labor-intensve knitwear and in cutting and
swing gaments from imported doth.  From the beginning, investments in these activities
were export-oriented and amed a world marlets.

Success of these export-oriented invesments, together with accompanying experience and
ills devdopment, have led to risng wages and ghifting petterns of Mauritian comparative
advantage.  Mauwritius is now facing dedining compardive advantage in labor-intensve
gament production. At the same time, expertise and competitiveness are growing in textiles
and in supervison and coordination of garment production in more labor abundant regiond
locaions. Mauritian investors ae now involved in garment production in Madagascar and a
number of SADC countries, including Botswana, Lesotho, Mdawi and South Africa They
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ae dw involved in logigics and in the development, coordingtion and sourcing of textiles
from Mauritius, South Africa and internationd markets.  Mauritian workers are  shifting
towards more skill-intendve, higher wage activities in other sectors as wdl as the Kill-
intensive parts of the garments and textiles sector”

The changing paiterns of production, trade and investment in this sector are amilar to and
just as dynamic as those seen in east and southeast ASa over the past two or three decades.

The export-oriented flying geese modd of east and southeest Ada (and Mauritius) is quite
different from the inwardoriented modd being pursued through vigorous application of drict
rues of origin under many PTAs The goproach is often supeficidly smilar to the flying
gee2 modd inesmuch as drict rules of origin ae meant to encourage the evolution and
devdopment of supporting indudries in a number of menufecturing sectors, induding
garments and textiles, motor vehicles, and eectronics.

The key difference, however, is in the extent of outward orientation. The rules of origin are a
requirement that must be met for preferertia access of finished goods to the protected market
of the PTA members. As is often the case, however, the PTA market is too smdl to support
globdly compdtitive scdes of production in mod, if not dl, upstream or downstream
indudrid sectors. Thisis espedidly so in the case of PTAs among developing countries.

The danger, especidly for the lesser developed members of such a PTA, is that by orienting
themsdves to the rules of origin bound, inwardlooking devdopment modd, they will be
doomed to pepeud lack of internationd compditiveness and to correspondingly  low
incomes and development prospects.

Many of the dangers of the rule-of-aign-based, forced indudridization modd can be
avoided if the members are aufficiently outwardoriented in ther trade rdaions with the rest
of the world. If the members pursue vigorous programs of MFN-based trade liberdization in
padld with and a a dmilar speed to ther preferentid tariff reductions and other trade
fedilitation messures under the PTA, internationd competition will reduce the dangers of the
devdlopment of smdl-scde, uncompetitive supporting indudries.  Access to inputs and raw
maerids on internaiondly competitive terms would permit investors to gain access to world
markets, and not become reliant on smdl regiond markets. A virtuous cycle could be crested
in which the region becomes a dynamic and competitive part of the globa economy.

Trade Creation and Trade Diversion

As indicated earlier, preferentid trade liberdlizaion has some effects that are efficiency and
growth enhancing and others that are efficiency and growth reducing.  The former, known as
trade creation effects, improve efficiency and increese growth by bringing domegtic prices
more in line with world prices and increesng competition in the domestic market.  This is the
principa effect of non-discriminatory trade liberdization.

® This process presents some important domestic policy challenges in Mauritius A number of sectors of the
economy remain heavily protected from externa competition. Some parts are heavily dependent on imported
labor. The economy continues to be shaped by specid arangements for the sugar sector, without which it
would be far less competitive internationally. The longer run chalenges for Mauritius in making the transitions
discussed here relae to both a continuation of deregulation and reduced dependence on protection, and
programs to enhance human skills and the srength and flexibility of its market economy. For further discussion
of regiona integration issuesin southern African devel opment, see Hatters 2000.

16



In the case of disriminatory trade liberdization, however, there is an additiond effect. As a
result of preferentid treatment of partner imports, there is an incentive to source imports from
higher cost patnes raher than from their lowest cost internationd source.  This trade
diversion reduces tariff revenues with only a parttid (or maybe no) offsetting cost reduction to
consumers or indudrid users of imported goods. The difference between the loss of tariff
revenues and (smdler) reduction inimport costsis anet loss to the economy.

Because of the potentid for trade diverson, PTAs ae economicdly inferior to non-
discriminatory trade liberdization, and might actudly be worse then no libedization. A key
condderdion in engaging in a PTA, therefore, is to minimize the dangears of trade diverson.
The potentid for and cods of trade diverson are gregier the higher are the cods of imports
from on€'s trading partners, and the gregter are the differences between preferentid and non-
preferentid tariff rates.

Differences between a country’s preferentid and non-preferentid tariff rates are much more
controllable than are differences between costs of its PTA patners and nonpatners.  This
has important policy implications.  To maximize the benefits and minimize the dangers of
preferentid trade liberdization, a country should ensure that its MFN taiff rates reman as
close as posshle to preferentid rates it offers to its PTA patnes. If MFN rates ae
liberdized in pardld with PTA raes trade diverson will not occur. Furthermore, under this
drategy, a country’s economic sdf-interest ensures that regond/preferentid tariff reform is a
mgor building block for multilaterd trade liberdization.

Intra-Industry Trade and Deeper Integration

Trade liberdization — reduced tariffs remova of non-tariff import barriers and measures to
improve trade fadlitation — improves economic wefare by lowering the cost of imported
goods. This is of direct benefit to consumers. However, the largest usars of imported goods
in mog economies are producers, who import intermediate goods, raw materids and capitd
goods as inputs in domedic production. Trade liberdization, therefore, has a mgor impact
on domedtic producers by increesng competition and lowering cogts in markets for ther raw
maeid and intermediate inputs.  This is one of the important avenues through which trade
liberdization improves internationd compeitiveness of domedtic producers in  countries
engaging in trade liberalization.

Intraindudry trade in intermediate inputs as well as find products has been a mgor source of
the success of effective regiond PTAs in both lessssr and more developed regions of the
globe The EU and NAFTA have both had enormous success in fadlitating integration of
markets a dl sages of manufecturing production.  AFTA has been predicated largey on the
goa of supporting the free trade of raw materids and components among member countries
and with the outdde world. The result has been specidization in production of components
for sectors such as dectronics and motor vehicles to increase not just the regond but more
importantly the international competitiveness of these sectors.  This is being achieved, not
through inward looking indudrid and trede policies and redrictive rules of origin, but rather
through fecilitating free and efficient trade in d indudrid goods and especidly in rawv
materias and components.

Successful intrarindustry trade of this sort requires far more than rdaxation of tariff bariers
It requires much deeper economic integration, darting with domesic market inditutions and
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drong, dable and trangparent invesment environments  For developing countries,  this
usudly demands action on a broad range of aress amed a improving market ingtitutions and
regulatory performance. Deeper integration requires the provison of trade infrastructure and
savices a internationd dandards.  This means regulatory reform and promotion of domestic
and internationd competition; it requires world-class performance by public and private
sector actors, from trangportation companies to port and customs services.

Deeper integration and a broadened scope for intraindudry trade go hend-inthand with open
regiondism in making for successful, outwardlooking regiond integration.

Distribution of Benefits Among Members

Among the generdly agreed findings about trade liberdization are:

it is mutudly beneficid to dl trading patnes (i.e trade liberdization is a postive

sumgame) and

smdl countries have more to gain from trade liberdlization than do larger countries.
Furthermore, open trade regimes generdly promote more rgpid and eguitable devdopment of
poor countries than do inward looking protectionist policies. However, as has been apparent
in some of the preceding discusson, regiond trade liberdization is sometimes more comrplex
then unilatera or MFN-based multilaterd liberdization.

There is condderable experience to suggest that regiond/preferentid trade liberdization has
many of the same effects as nonpreferentia free trade, and in particular that it promotes the
development interests of poorer countries  Spain, Irdand and Portugd have been mgor
beneficiaries of European integration; the same istrue of Mexico in NAFTA.

However, there are exceptions to these findings (see ch. 33 of World Bank 2000a and
Venables 1999).  Within regiond groupings with richer countries, poorer members have
benefited much less if they have lagged in implementing broader marketbased domegtic
reforms.  The absence of such reforms has reduced Greece's benefits from participating in the
EU, and has caused it to lag behind the pace of European devdopment. The lesson here is
that trede liberdization, regiond or MFN-based, is most effective when conducted in a
marketfriendly economic environmert.

Within south-south regiond  agreements, there is a danger that the rdaively poorer and less-
developed members of the group might suffer a the expense of richer members It is argued,
for indance, that Tanzania and Uganda stagnated while Kenya derived most of the indudtrid
development benefits from the Eagt African Economic Community.

This asymmelry in the digribution of benefits from regiond integration arises primaily from
a combination of differences in dructures of comparative advantage and policy-induced trade
diverson. The agument is as follows As less devedoped countries, the members of a
regiond PTA among poorer countries dl tend to have a comparaive disadvantage, rddive to
the rest of the world, in many manufacturing sectors. These are the same sectors that are
dten heavily protected in the member countries ~ Within the grouping, however, the
relativey more deveoped members tend to have less of a comparaive disadvantage in these
sectors than the poorest members.

In these circumdtances, the formation of a regiond PTA can give rise to condderdble trade
diverson, in which members subditute imports of maenufectures from other member dates
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for imports that previoudy came from outsde the group. With ther reaive comparative
advantage in these sectors within the group, the richer members become the main source of
these diverted imports.  While this drives the richer members into trading and production
paterns that are out of line with ther globd comparative advantege, there can Hill be a net
benefit for them, arisng from their increesed access to intra-group markets. On the other
hand, the poorer members can be made worse off as a result of this trade diverson of
manufactured imports from low codt international sources to higher cost suppliers within the
PTA.

Two conditions are necessary for this undesrable outcome of a regiond PTA.  Firg, the
richer members mugt have a rdaive comparative advantage in dl or a least mog of the
heavily protected menufecturing indudtries represented in the memberdip of the group.
There is no naturd reason for this to be the case  Second, there must be substantid
differences between preferentid tariff rates on these goods within the PTA and the externd
tariffs on imports of the same goods from the rest of the world. In an outwardlooking PTA,
in which regiond integration is pat of a generd drategy for globd integration, high externd
tariffs will be diminated, and the generd levd of externd protection will diminish in pardld
with the process of regiond integration. This is sufficent to prevent the type of harmful
trade diverson described here.

For a smdl or poor country worried about the prospects of being hamed by participation in
programs of regiond integration, there is a smple lesson from dl the cases consdered here —
maeke sure that regiond integration does not get in the way of more important programs for
globd integration, MFN-based trade liberdization, and domestic market reforms.

4. Modern Trade Policies in a Global Economy

The focus of atention in this discusson is on policy issues a the nationd leved. Despite
vadly increesed interdependence that has come with globdization in recent decades
overeignty over dmog dl important policy decidons continues to redde with nationd
governments.  Membership in the WTO and in other bilaterd and plurilaterd agreements and
organizations places some condraints on nationa decson-meking.  However, paticipation
in such agreements is itsdf a sovereign nationd decison.  Furthermore, these agreements dill
leave enormous scope for policy decisons a the nationd levd on dmogt dl important trade

policy issues.

The dmple concdlusion of this paper is that globdization has not led to any quditaive change
in the prestriptions for “good’ trade policy. Outward looking trade policies ae a key
dement of a draiegy for sudainable and equitable development in the globa economy. The
dandard policy prexriptions continue to hold.  Countries should not digtort  production,
consumption and invesment incentives by utilizing nontariff bariers to internationd trade —
on imports or exports. Import tariff sructures should be smple and trangparent. A good
taiff dructure is one with low and uniform raes and with minima use of exemptions or
gpecid raes based on end uses or usrs. The taniff Structure should be stable and should not
be subject to influence due to the specid pleadings of vested interests.  Antkdumping and
other trade remedy messures should be utilized with extreme caution, and dl decisons with
respect to ther use should take account of the interests not only of producers in the sector a
hand, but aso of domestic consumers and industrid users of these goods.

19



In negotiating internctional  trade agreements with other countries or groups of countries,
naiond governments should be guided fird and mog importantly by the naiond interes in
liberdization of its own trade. Trade policy reform should not be ddayed for fear of granting
unnecessry  “concessions’ to other countries.  Entering regiond PTAs makes it even more
important to proceed as oeedily as possble with MFN-based tariff reductions, in order to
avoid the dangers that arise from divergences between MFN and preferentid rates.

In devdoping countries, import tariffs serve an important revenue-raisng role due to the
underdevelopment of capecities and mechanisms for collecting revenues from other sources
As revenue raising capabilities improve, countries are able to replace import duties with less
digorting revenue collections from taxes on income and consumption. Income taxes rase
paticular difficulties in developing countries due to both the large share of incomes that are
generated in kind of from owner-operated businesses, and due to the insufficiently developed
accounting sysems.  Corporae income tax sysems are often further compromised by the
tendency to grat tax holidays and other Imilar incentives to atract foreign and domestic
investment. Such incentives create a hole h revenue raisng capabilities a the same time as
creding codly, unintended and non-trangparent didtortions in investment incentives. (See
Boadway, Chua and Hatters 1995 and Boadway, Hatters and Wen 1996.)

The gods of neurdity and of adminidraive trangoarency and smplicity in  revenue
collection cal for smple tariff gructures, with relatively low and uniform rates. As countries
improve ther domedic tax sysems, it might even be posshle and desreble to do away
entirdy with import taxes ad rdy entirdy on a (highe) dngle rae VAT. A vey lage
proportion of VAT collections in most tax sysems egpecidly in deveoping countries, is
collected initidly & the border, and 0 share with import duties the adminidraive smplicity
of border tax collections  Revenue neutrd reductions in tariff rates and Smultaneous
increases in the VAT rate will reduce the anti-trade digtortions imposad by import duties and
amog certainly increase the neutrdity of the overdl tax system.

While the qualitative conclusons about trade policies are not changed by globdizaion, the
quantitetive implications of domedic policy decisons in this regad ae dmod catanly
larger.  Globdization has magnified the opportunities to participate in and benefit from
internationd trade and invesment. The rewards from following “good’ trade policies are
dmog cetanly greater in a more tightly integrated globa economy. At the same time the
cogts of bad trade policies are dso greater in the eraof globaization.

As indicated earlier, good trade policies are only one dement in the s&t of policies required to
promote sustainable and equitable development in a globad economy. As is the case of trade
polices, the benefits of good complementary policies are dso megnified by globdization.
Petterns and rates of long-term growth depend on leves and the efficency of investment in
physcd, human and naturd cepitd. Such invesments are the undelying determinants of
productivity growth. Regulatory frameworks that promote efficient capitd markets, together
with education, and environmentad and resource management policies are criticd to long-
term development prospects.  Good trade policies ae a vehide to ensure that the economy is
bet equipped to teke advantage of the globa opportuniies for meking use of such
investmentsin the globa environment.
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5. Malaysian Lessons

Ove the find quater of the twentieth century Maaysa has provided an excdlent modd of
howaoountrycmbene‘ltfrom globdizaion. The hdlmarks of Maaysian policy have been
liberdizetion of merchandise trade through dimingtion of NTBs lowering and
reducing the range of import duties and dreamlining cusoms ports and tax
procedures for importers and exporters,
openness to inward and outward bound foreign invesment and cregtion of a dable
marketfriendly investment environment, and
dable macroeconomic policies, characterized by prudent fiscd and monetary policies,
a deadily improving and generdly well desgned and adminigered tax system, and an
open and redidicdly vadued exchange rate regime.  (See Boadway 2001 for a more
detailed review of tax policy issues)

These meacroeconomic  framework policies have provided an  environment that hes
encouraged foregn and domedic invesment and provided a backdrop agang which large
private and public invesments in educaion have been able to bear appropriste rewards for
Mdaysan citizens.

For its rdaivdy smdl dze, Mdayda has recaved a remakable amount of atention on the
world sage as a modd of agppropriate policy responses to globdization.  This is especidly
true in developing countries, paticularly in Africa, where the Mdaysan modd is hdd up as
being eyecidly usgful for other smdl devdoping countries.  Given the success of the
Maaysian experience, this should not be surprisng.

What is surprisng and somewhat darming, however, is tha the Madaysan modd is often
held up as one for resding the forces of globdization. While this is largdy a reallt of the
rhetoric surrounding Mdaysas “unorthodox” approach to the Adan financdd crisgs the
lessons being drawn are much larger.  In many African countries, for instance, Mdaysa is
referred to as showing how a country can prosper by ressting the forces of globdization, and
is usd to judify tageted indudrid polides domesic and foregn cepitd market
interventions and resstance to trade liberdization.

These are not the lessons that mogt persons would draw from the Madaydan experience over
the past quarter century. In fact, if one were to look for negetive lessons from Mdaysas
experience, they would be exactly in the areess where Mdaysa has engaged in targeted
indudria  policies, sdective import redrictions and tax incentives, ad capitd  market
interventions amed a frudrating and compensating for “adverss”  effects of market
outcomes.

Mdayda's success over the past quarter century provides a modd for how to gpproach the
new globd environment of the “knowledge economy”. Openness to trade and investment,
continued development of market inditutions, especidly in cgpitd markets and continued
invetment in humen capitd provide the keys to continued growth of productivity and
incomes in Maaysa Repdition of ealier migakes in sdective indudridization and capitd
market interventions to fulfill the fanteses or specid interests of particular groups would
benefit these groups a the expense of longe-tem ndiond devdopmet. It would dso
provide the wrong example for poorer countries that look up to Maaysa as a modd for

palicy-meking in the globel economy.
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