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3.1 In practice, no country has opened its markets completely to international 
trade, despite the potential benefits of doing so.  This chapter looks at the reasons why 
governments choose to protect markets, the forms such protection can take, and its 
economic consequences.  It argues that while protection can make sense as a short 
term measure, in the medium to long term the costs almost always outweigh benefits by 
a significant margin; and the aims of protectionist policies can often be achieved more 
efficiently through means other than the imposition of trade barriers.  Moreover, 
protectionist policies often become politically difficult to dismantle.  Governments 
introducing systems of protection as a temporary measure may find themselves locked 
into such policies far beyond the point at which they have achieved their initial 
objectives.   

3.2  This chapter focuses in particular on industrialised economies. Despite the 
steady reduction of average tariffs over the past half-century – most notably in 
manufactures under the GATT – industrial economies still have a high and costly degree 
of  protection on specific products.  In agriculture, there are still extremely high tariffs 
on some products:  tariff peaks reach 506 per cent in the EU and 350 per cent in the US.1

In non-agricultural products, the EU has 135 separate tariffs in excess of 15 per cent in 
the vehicles, footwear and fish sectors; the US has 230 such tariffs and Australia has 
nearly 800.2   Anti-dumping measures are used widely to boost protection further: the 
average tariff rate for anti-dumping duties in 2001 was 23 per cent, and a number of 
imports to the EU are subject to anti-dumping duties above 50 per cent.  Peak tariffs, 
escalating tariffs, anti-dumping duties and product standards remain highly significant 
and damaging forms of protection in industrialised countries, often affecting poor 
countries disproportionately. 

Types of protection and reasons for protecting markets 

3.3 Governments choose to protect markets in different ways and for different 
reasons.  Types of protection range from direct restrictions on trade (border tariffs, 
quotas) to policies which may not have controlling trade as their primary objective but 
nevertheless have a significant impact on the freedom with which goods, services and 
people can enter markets – for example product standards and immigration controls 
(see box 3.1).  Some of the most common rationales for protecting markets are: 

¶ Import substitution and infant industry policies as part of industrialization 
strategies; 

¶ Controlling the standards of products and services entering home markets, 
including for cultural, health or environmental reasons; 

¶ Responding to (or retaliating against) trade-distorting actions by other 
countries, including dumping of cheap goods, and the impact of domestic 
subsidies in third countries; 

¶ Protecting jobs in sensitive sectors, or attempting to protect aggregate 
domestic employment.  

1 World Bank 2003 

2 WTO consolidated tariff schedules database 
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Import substitution and infant industry policies

3.4 Infant industry and import substitution arguments rest on the premise that 
industrial development can proceed more rapidly when domestic industries are 
shielded from international competition.  On this argument, protection provides 
industries with time to hone their use of the relevant technology and to realise 
economies of scale within the domestic market, eventually reaching a point where they 
can compete with foreign firms in both domestic and international markets without 
protection.

3.5 The experiences of the countries which industrialized in the nineteenth and 
early twentieth centuries gave added weight to these arguments.  In the United States, 
Germany and Russia trade barriers were seen as enabling domestic industries to grow.  
More recently, the experiences of Korea and China have shown how limited import 
substitution strategies can support development (see chapter 2). 

Box 3.1: Types of trade barrier 

Tariffs are a tax on goods applied at the border.  On the whole tariffs have come down over the 
last 50 years, but they continue to play a key role in trade policy, particularly in agriculture and in 
labour-intensive manufactured goods such as clothing and footwear.  Tariff peaks (very high tariffs 
on specific products), and escalating tariffs on higher value-added products are particularly 
distorting, with the latter sometimes concealing the degree of protection present in final goods. 

Quotas are still widely used on many goods � e.g. sugar, textiles and clothing � to control the 
volume of imported goods entering a market.

Export subsidies of various kinds are still common for agricultural products, to help sustain a wide 
margin between internal market and world prices. 

Trade-distorting domestic subsidies to support producers are used in many countries across a 
wide range of agricultural, industrial and services sectors. 

Product standards cover an important and diverse range of non-tariff barriers.  Some are imposed 
on precautionary safety grounds, e.g. restrictions on genetically modified foods and hormone-
treated meat, limits on low frequency emissions from electrical equipment.  Others are practical 
or cultural, e.g. metric labelling, European content requirement for TV broadcasts.  While some 
may be justified, others may act simply as protectionist measures. 

In services trade, barriers range widely, stretching for example from non-recognition of 
professional qualifications, through ownership requirements (e.g. for access to the single aviation 
market), to complex and opaque procedures for the establishment of companies or subsidiaries. 
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3.6 However, import substitution policies have not been universally successful, and 
are not a sustainable long-term option.  A series of case studies3 has highlighted their 
limitations in a range of countries. Sheltered from competition, protected industries 
have weak incentives to improve their productivity or expand the range of goods and 
services they offer. Moreover, import substitution policies may favour industries that do 
not have the ability to compete in international markets.  Consequently, these 
industries will depend solely on the domestic market, constraining their ability to 
exploit economies of scale. In addition, the trade barriers required to protect industries 
impose costs on other parts of the economy – consumers and businesses – hampering 
development in other sectors.  

3.7 Import substitution policies necessarily entail an opportunity cost.  They imply 
that domestic resources are being inefficiently employed in the production of goods 
and services which would be less costly to produce abroad, at the expense of the 
production of goods and services which could otherwise be profitably produced for 
both domestic and foreign markets.  The important question is the extent to which this 
cost persists in the medium-term.  Effective mechanisms are needed to ensure that 
protected industries become progressively less reliant on protection.  Whereas the 
incentives to earn an adequate return on capital guides private sector decisions on 
whether to continue with an investment project, decisions on public sector projects are 
subject to wider influences, including from vested interests.  The risk with import 
substitution policies is that countries maintain their support for domestic industries 
when those industries are failing to develop the competitive capacity that had been 
anticipated, so that the economic costs extend into the medium and long term. 

3.8 A major difficulty encountered by import substitution policies is devising an 
appropriate exit strategy (see box 3.2 on sugar).  The costs of trade reforms tend to be 
immediate and concentrated on particular sectors or industries, while the benefits tend 
to come through more slowly and to be widely dispersed across the economy, 
particularly through lower prices and increased choice for consumers.  This disparity 
can mean that a reform programme may be difficult to implement politically.  These 
problems will be more acute for countries whose existing trade regimes are highly 
distortionary, implying that reforms will entail significant structural change.  One 
implication is that the costs associated with restrictive trade policies may well be greater 
in the longer term than in the short term.  A second implication is that where existing 
policies are restrictive, the pace of reforms may be constrained by the economy’s ability 
to make the required adjustments in labour, capital and product markets. 

3.9 Where trade protection is used more generally as a tool for promoting 
investment in key industrial sectors, there is a serious risk of resources being allocated 
inefficiently, leading to poorer economic performance – as evidenced by the high costs 
outlined throughout this chapter.  Maintaining a stable macro-economic environment 
which reduces uncertainty and helps firms plan ahead is likely to be much more 
effective in ensuring the desired quality and quantity of investment.  This could be 
complemented by targeted programmes to tackle market failures, such as extra 
incentives for R&D-intensive industries to compensate them appropriately for spillover 
benefits; or  support to small firms where they might be unable to access appropriate 
finance.

3 Krueger (1978), Bhagwati (1978), Papageorgiu et al (1991) 
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4 USDA (2001) 

5 Mitchell (2004)  

6 European Commission (2003) 

7 OECD (2003a) 

8 Borrell and Pearce (1999) 

Box 3.2: European sugar production: The long-run costs of import substitution 

Since its beginning, sugar beet production in the EU has been determined by government 
intervention rather than by market economics and comparative advantage, and is today more a 
reflection of historical than contemporary pressures.   

Sugar first became a major product in Europe when the West Indies started to provide sugar 
from sugar cane to domestic European markets at affordable prices. However, during the 
Napoleonic Wars in the early 1800s, Europe became cut off from colonial sugar.  Napoleon 
decided to alleviate the shortages by investing in the commercialisation of the recent German 
innovation of producing sugar from beet. In 1811, he decreed that French farmers should grow 
sugar beet; banned sugar imports; and subsidised farmers and scientists working on new varieties 
and extraction methods. Within two years, France was growing about 65,000 hectares of sugar 
beet and producing around 3,350 tonnes of refined sugar. Other European countries affected by 
the blockade followed suit.  

Although the refined product, white sugar, is identical, the cost of sugar production from beet in 
the EU is on average much higher than the average cost of producing sugar from cane in the 
world�s major cane sugar producers. The average cost of sugar production from EU beet is 20 US 
cents  per pound; for cane sugar this figure is as low as 6 cents.4

The difficulties faced by sugar beet in competing with cane sugar led to the emergence of 
protectionist policies in the late 19th Century.  Over the course of the 20th Century transport 
costs have fallen steadily making sugar beet even less competitive and encouraging increasingly 
protectionist policies in most developed nations.5

At the start of the 21st century Europe is no longer vulnerable to being cut off from essential 
supplies in the way it was in the 18th, a point reinforced by a recent European Commission6

report which concluded that full liberalisation of the sugar sector would not threaten the security 
of supply. Nonetheless, EU sugar beet production continues to be heavily protected.  With the 
EU sugar price two to three times the world price, EU sugar producers receive annual support of 
�2.3bn7 (1999-2001 average) much of which comes from the consumer. 

The global net gains from liberalisation of world sugar have been estimated at $4.7bn a year, with 
net gains to Western Europe of around $1.5bn.8  Nevertheless, the sugar regime has been 
extremely resistant to reform. 
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Standards for products and services 

3.10 Governments routinely regulate the quality of goods and services which can be 
sold in their markets, in order to inform consumers (for example labelling 
requirements) and ensure that basic health and safety standards are met (for example 
product standards, qualification requirements for professionals).   Such standards are 
applied to both domestic and imported goods and services, and so to that extent do not 
constitute a formal barrier to international trade.  However they can have a 
disproportionate effect on exporters, who may be required to comply with a range of 
different standards in different markets.  In addition, standards may be used 
deliberately in specific cases as a form of disguised protectionism. 

3.11 Identifying where standards are protectionist is not straightforward, given that 
they have a legitimate policy goal in ensuring quality and correcting market failures. In 
general, standards are protectionist when they are set higher than needed to achieve the 
specified policy goal. For example, it was estimated that the impact of changes in EU 
standards on aflatoxin levels in food would reduce the health risk to the EU by 
approximately 1.4 deaths in a billion, yet reduce African exports of cereals, dried fruits 
and nuts by more than 60 per cent ($670 million) compared with international standard 
regulations.9  Another EU quality standard which effectively prohibits trade from 
developing countries requires that dairy products be manufactured from milk from 
cows kept on farms and milked mechanically – a technology out of reach of small 
producers in developing countries.  For developing country agricultural exporters, such 
standards are often ranked above tariffs and quotas as the most important barrier to 
trade with the EU. 

3.12 Product standards and regulations are a major concern for developing 
countries, and a growing one: their use has risen over the past decade.10 Notifications to 
the WTO of new technical standard barriers have increased from around 10 – 20 a year 
in the early 1980s, to over 400 in 1999.  Low and middle income countries reported 
between 1996 and 1999 that more than half their potential exports into the EU of fresh 
and processed fish, meat, fruit and vegetables were prevented by barriers posed by such 
standards.  Given that developing countries’ capacity for testing, certification and 
labelling of products is less than that of developed countries, it is harder for them to 
reach mutual recognition agreements. Product standard barriers can thus be effectively 
biased against development. 

3.13 Standards and other technical barriers to trade can also be a significant cost to 
exporters from developed countries.  For example, regulatory barriers between the EU 
and US include:11

¶ Different standards for automobile safety, implying that car manufacturers 
have to produce different models for different markets and forego potential 
economies of scale. 

¶ The US does not recognise the EU as a country of origin.  Tyres imported in 
the US marked “made in the EC” are not acceptable and have to be relabeled 
or follow additional procedures. 

9 Otsuki et al (2001) 

10 Maskus, Wilson, Otsuki (2000) 

11 Vandenbussche et al (2003) 
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¶ The EU and the US take different positions in terms of recognition of air 
crew and pilot qualifications, hindering the integration of air services.  

3.14 The impact of such barriers on EU-US trade is important, particularly in sectors 
such as transport, telecommunications and financial services.  Welfare gains from 
enhanced regulatory cooperation would be significant.   For example, Lloyd’s estimate 
that US insurance laws, which require them to have additional cash collateral 
obligations to enable US insurers to take credit on their balance sheet for the 
reinsurance purchased from them (as non-US reinsurers), represent an opportunity 
cost of $150 million per annum.  

3.15 A recent study by the Centre for Economic Policy Research concluded that full 
liberalisation of transatlantic trade could lead to an annual income gain of up to two per 
cent of GDP in the EU and up to one per cent of GDP in the US. The study 
recommended that the EU and US consider strengthening cooperation to help prevent 
non-tariff barriers, such as domestic regulation, becoming an increasing source of trade 
disputes. Non-discrimination between domestic and foreign suppliers, recognition of 
the equivalence of other countries’ regulations and reliance on internationally 
harmonised standards as the basis for domestic regulations are key to reducing the 
trade restrictiveness potential of standards and regulations. The OECD will now be 
taking forward work to analyse further the potential benefits of closer economic 
cooperation. This work will help to identify priority sectors where greater cooperation 
would yield the most immediate economic benefits.  

3.16 In some cases countries attempt to control the source of goods and services, as 
well as (or as a proxy for) standards.  In the past these practices have included sourcing 
staple foods only from countries with which the importer has a good political 
relationship.  Current concerns focus much more commonly on defence equipment, 
where countries tend to source only from reliable allies for national security reasons, 
and then only when they are unable to build their own domestic production capacity. 

Responding to the trade-distorting policies of others 

3.17 Countries which have significant production potential in specific sectors can 
find this potential undermined by the trade-distorting policies of other countries.  In 
particular, OECD subsidies can prevent developing countries from exploiting their 
production potential in agriculture, by barring access to the world’s biggest markets 
and by undercutting prices in domestic as well as export markets.  This can act as a 
brake on development and in some cases lead to major contraction in domestic 
production capacity as subsidized imports replace domestic activity. 

3.18 For developing countries producing largely for domestic consumption, but 
facing competition from subsidised OECD imports, imposing tariffs could protect 
domestic production and so preserve productive potential in sectors which would be 
competitive absent OECD subsidies.  However such policies are not cost-free: imposing 
tariffs raises prices for consumers and has potentially significant effects on the domestic 
economy as a whole. They also rely on a firm expectation that OECD countries’ 
protection regimes will be dismantled in the relatively short term. Moreover, the 
calculation of costs and benefits will differ for different products: for example, the cost 
of switching production from one arable crop to another in the face of subsidized 
competition tends to be relatively low (implying that switching crops is a better option 
than raising tariffs), while switching between arable and animal husbandry sectors may 
involve significantly higher costs.  
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3.19 Under these specific circumstances there could be a rationale for the temporary 
imposition of tariffs equivalent to the expected impact of liberalisation on world prices.  
However developing country tariffs are generally set at higher levels. For example, 
average dairy tariffs in non-OECD countries are estimated to reach 74 per cent – three 
times as high as the increase in world milk prices expected from full liberalisation of the 
dairy sector.12  A similar situation exists for sugar, where full liberalisation is expected to 
raise world prices by around 8 per cent, but applied tariffs reach 100 per cent in India, 
66 per cent in China, 65 per cent in Thailand and 18 per cent even in Brazil, the most 
efficient sugar producer in the world.  Higher tariffs may be justified by the need to 
manage the pace of change in agricultural sectors which provide employment for many 
poor people (see chapter 5), and some countries may have a strong interest in 
maintaining domestic food production where security of supply is threatened by 
conflict; but high tariffs are not a cost-effective response to OECD subsidies.   

3.20 Moreover, imposition of domestic tariffs is only a plausible response to OECD 
subsidies for countries producing largely for domestic consumption.  Countries 
producing for export face a more limited choice.  For example, raising cotton tariffs in 
West Africa will not help cotton exporters, who are estimated to lose around $250 
million per annum from unfair competition from heavily subsidized cotton from the 
EU, US and China.13  The only way to “correct” for this distortion would be for West 
African countries to subsidise their own cotton production.   The costs, however, would 
be high; and in practice such an option is out of reach for poor countries where 
agriculture represents a sizeable percentage of GDP, and tax revenues are small.  
Moreover, for large countries – those with sufficient market share to affect prices – part  
of the subsidy would be offset by further downward pressure on world prices induced 
by increased production motivated by the subsidies themselves.  This risks triggering an 
increase in rich country protectionism, leading to a vicious circle of increasing subsidy 
and economic distortions without delivering benefits. 

3.21 The inherent difficulties, economic costs and risks for developing countries in 
maintaining their agricultural sectors in the face of subsidised OECD competition are 
considerable. This makes the need for a rapid end to distortive trade barriers in OECD 
countries all the more urgent.  

3.22 One common trade-distorting practice is the ‘dumping’ of surplus produce on 
world markets to protect high domestic prices.  ‘Dumping’ occurs when products are 
exported at a price lower than ‘normal value’.14  When dumped imports threaten to 
damage domestic industry, countries may put in place temporary anti-dumping 
measures – effectively higher tariffs to raise the prices of dumped imports.   

3.23 Anti-dumping measures are, however, subject to abuse.  As tariffs have fallen, 
countries have used anti-dumping measures not only as temporary protection against 
dumped imports, but also as an alternative to tariffs to protect uncompetitive domestic 
industries.  Developing countries are both the main targets and the prime users of anti-
dumping: most anti-dumping measures are taken by developing countries against other 
developing countries (table 3.1), and anti-dumping actions tend to be concentrated in 
sectors of importance to developing countries (notably textiles and clothing, and steel).  
However, developed countries are also significant users of anti-dumping, with, for 

12 Gibson et al (2001) 

13 Goreux (2003) 

14 This can be determined in several ways but is generally related either to the price at which goods are sold in the home market
or to production costs. 
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example, the EU initiating 262 actions and the US 292 actions between 1995 and 2002.15

As with tariffs, anti-dumping measures can cause trade diversion to less efficient 
suppliers, leading to a welfare loss.   

Table 3.1: Anti-dumping actions initiated between 1995 
and June 2002 

Initiated against 

Initiated by Industrial
Economies 

Developing
Economies 

Transition
Economies 

All
Economies 

Industrial economies 198 494 127 819 

Developing economies 357 649 138 1,144 

Transition economies 4 6 6 6 

All economies 559 1,149 271 1,979 

Source:  Global Economic Prospects 2004 

3.24 Although average tariffs have fallen in recent years, the use of anti-dumping has 
tended to rise.  In industrial economies, some anti-dumping duties are seven to ten 
times higher than average most favoured nation (MFN16) tariffs.  For example, in the EU, 
the average MFN tariff for non-agricultural products is 4 per cent, yet anti-dumping 
duties averaged 23 per cent in 2001.  A number of products, mostly from developing or 
emerging market countries, are subject to duties above 50 per cent, including certain 
iron and steel products from Ukraine, Poland, Mexico, China, India and Malaysia; 
silicon carbide from China; and PET film from India.17  In the US, the average non-
agricultural MFN tariff is 3.3 per cent, yet historically anti-dumping duties have been 
much higher, averaging nearly 30 per cent from 1980 to 1993.18  In emerging markets 
such as Argentina, Mexico and Peru, anti-dumping duties can be even higher – 
sometimes in excess of 300 per cent.19

3.25 As a consequence of their increased use, their discriminatory nature and the 
discretion allowed under current WTO anti-dumping rules, the growing use of anti-
dumping measures could pose a significant barrier to achieving the benefits of 
multilateral liberalisation, potentially counteracting the benefits of further reductions 
in tariff levels. 

15 Calculations from European Commission Statistics/WTO 

16 The Most Favoured Nation (MFN) tariff level is the level applied by one WTO member on goods from another WTO member, 
in the absence of a bilateral/regional trade agreement between the two countries. 

17 European Commission  

18 USITC 

19 GEP (2004) 
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Protecting jobs 

3.26 An explicit desire to slow the pace of change in specific sectors is the major 
rationale for many protectionist policies.  Fear of job losses is the main driving force.  
The pressures to protect jobs may be particularly acute under circumstances where: 

¶ the impact of a reduction in trade barriers is likely to be concentrated 
disproportionately in specific regions, particularly if skill levels and labour 
mobility in those regions are lower than average; 

¶ the sector affected represents a relatively large share of total employment; 

¶ the sector affected provides employment for a high concentration of poor 
people – see chapter 5; 

¶ those affected have a strong political voice, and are able to exercise 
influence over government decisions; 

¶ policy-makers have vested interests in businesses which may be affected by 
greater openness to trade.  

3.27 Some of these factors are more important economically than others: vested 
interests are a poor economic basis for trade policy, for example.   Governments also 
have a responsibility to ensure adequate social safety net provision to help mitigate 
transition costs, and to assist individuals through investment in reskilling.  But even 
where there is a good a priori case for slowing the pace of trade-induced change, the 
experience of the last century tends to show that protectionist policies persist for longer 
than necessary to achieve their initial objectives; and that the real costs of such policies 
– including the consequent effects on other domestic sectors – are often neglected in 
policy making.   

3.28 A series of studies by the Institute for International Economics20 has looked at 
the cost of protection across five developed economies, based on data from around 
1990.  While there has been some reduction in overall protection in the intervening 
period, the studies still provide a good indication of the costs to consumers and to the 
whole economy of attempting to save jobs.  In practice, despite some reductions, many 
of the most sensitive sectors in developed economies remain highly protected.  

20 Hufbauer & Elliott (1994); Sazanami, Urata & Kawai (1995); Kim (1996);

Yansheng, Zhongxin & Shuguang (1998); Messerlin (2001) 
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3.29 The studies use two measures for assessing the cost of saving jobs through trade 
protection. The consumer cost measures the additional cost to both final consumers 
and intermediate consumers (i.e. downstream industries) due to artificially high prices. 
This figure is important because it includes both costs due to inefficient production and 
net transfers from consumers to both producers (effectively a subsidy) and government 
(effectively additional taxes). The total economy cost is smaller, because it offsets the 
benefits of higher prices to producers and the government against the costs to 
consumers.  It therefore only measures costs due to inefficiencies. All costs are 
expressed in currency terms from the time of the data sets – around 1990 – except where 
indicative 2004 equivalents have been given. 

3.30 In the US, the studies estimate that 192,000 jobs were saved in the 21 most 
heavily protected sectors, at a weighted average cost to consumers of $170,000 per job – 
more than six times the average annual compensation of manufacturing workers at the 
time.  In more than a quarter of the most protected sectors the consumer cost per job 
saved was estimated to be above $500,000 per year, and in one sector above $1,000,000.  
The overall cost to the economy was estimated at an average $54,000 per job ($76,000 
today), with four of the 21 sectors showing total-economy costs of more than $100,000 
per job each year, and two at around $250,000.  Moreover, the hourly wages of 
production workers in these protected sectors were at or below the average 
manufacturing wage in two thirds of cases.   

3.31 A similar pattern emerges in the EU.  In the 22 most protected EU sectors the 
studies estimate that 244,000 jobs were saved (representing only 3 per cent of the total 
employment in these sectors), at an average consumer cost of €211,000 per job each 
year - €292,000 at today’s prices and eleven times the relevant average wage.  However, 
this average hides a wide disparity in the costs of protection in each sector: the 
estimated cost of protecting one job in the three particularly highly protected sectors 
(photocopiers, dairy products and air transport) exceeded €3,000,000.  In terms of 
overall costs to the economy, the average cost per job saved was estimated at €46,000 
(€64,000 at today’s prices), with the three most protected sectors registering costs above 
€700,000 per job. 

3.32 Japan is little different.  Data from 16 highly protected sectors estimates that a 
total of 180,000 jobs were saved (roughly 10 per cent of employment in those sectors, 
but only 0.3 per cent of total Japanese employment).  Consumers paid on average ¥83 
million ($600,00021 in 1989; $790,000 at today’s prices) each year per saved job – about 
seventeen times average worker earnings - and as much as ¥330 million ($2.4 million) in 
one sector.  The total average cost to the economy was ¥13 million ($94,000 in 1989; 
$123,000 at today’s prices) each year per job.  

3.33 In addition to raising direct costs for final consumers, protecting jobs in 
inefficient industries may well lead to greater job losses in other sectors.  In particular, 
businesses which rely on outputs from the protected industry  will suffer.  The steel 
industry is a good example (box 3.3).  When job losses occur in other countries the 
protectionist policy can, at a national level, represent a benefit purely in terms of jobs 
saved; but often, as in the steel case, the domestic effect will also be very strong. In 
many cases, protection fails even in its primary objective: for example, despite 
significant protection in the textiles and clothing sectors in the UK and EU, 
employment has continued to fall steadily.22

21 At appropriate exchange rates based on the data set 

22 See box 2.1 in chapter 2 
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3.34 The high cost per protected job – often a significant multiple of average earnings 
– is important not only because of the burden it places on the rest of the economy, but 
also because it strongly suggests that more effective methods of protecting individuals 
from unemployment could be offered at substantially lower cost. Intensive re-skilling 
and relocation packages could be provided at lower cost than continuing protection, 
equipping individuals to cope  effectively with future change and enabling the 
economy’s overall resources to shift into more productive sectors. 

3.35 For example, in the UK, a Rapid Response Service can be called in to provide 
specially tailored help where a large number of redundancies may be likely within one 
firm, industry, or geographical area.  This provides, among other things, information, 
advice and guidance to workers facing redundancy; re-training programmes; and 
consultancy for the company concerned.  The focus is on increasing the speed of 
delivery in order to mitigate potential impacts quickly and effectively.23  This enhances 
flexible labour markets and allows the economy to preogress towards an efficient 
allocation of resources while still protecting workers.  A number of other developed 
countries operate similar schemes. 

23 General forms of social safety nets available in developed and developing countries are covered in more detail in chapter 4. 

24 Under anti-dumping and countervailing duty provisions 
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Box 3.3: Steel: the costs of protection  

Protection of steel industries in industrialised countries � including through  tariffs and the use of 
state aids � has been in place  for prolonged periods over the past century, mainly in response to 
difficult economic conditions and as a compensatory measure against protection by others.  While 
this may have helped the industry in the short term, it has also acted to dampen competitive 
forces and the drive to innovate.  Although overcapacity is difficult to define and measure, 
protection certainly allows uneconomic firms to survive unreformed for longer, tending to 
encourage continued excess production and make it harder for all firms to make a profit over the 
economic cycle.  As a result, despite the consolidation and restructuring in many countries in 
recent decades, there remains considerable variation in production efficiency across plants and 
countries.

In the 1960s, when the US steel industry faced competition from modern European plants built in 
the wake of wartime destruction, the US implemented a system of �voluntary� quotas on steel 
imports from Europe and Japan.  The estimated cost was $4.4-6.8 billion annually.  The Trigger 
Price Mechanism of the 1970s compounded the problem.  The mechanism allowed the 
government to set minimum prices for steel imports, at an estimated cost of $9.6-38.4 billion 
over the four years they were in place.  �Voluntary� quotas affecting 20 steel producing countries 
were put in place in the 1980s.  Since then there has been a steady stream of trade cases24

effectively limiting international competition in steel production.  Most recently, steel safeguard 
tariffs were put into force from March 2002 to December 2003. 

Did recent tariffs benefit the US domestic industry and the economy as a whole?  Producers 
benefited from higher prices, but despite this many firms in the industry still struggled (and failed) 
to make profits, and the tide of steel producer bankruptcies was not stemmed.  Productivity 
increased slightly, though it is difficult to assess this against the likely trend in the absence of 
tariffs.  Meanwhile, high prices effectively taxed steel consumers � who represent a much larger 
share of US employment and GDP.  Each steel job protected has been estimated to cost US steel 
consumers around half a million dollars.25
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State aid to European steel industries27 (millions DM) 

3.36

F
e
a
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3.37 Fears of job losses can exceed the reality.  In some sectors, gradual liberalisation 
is unlikely to displace workers faster than would otherwise occur through natural 
movement.  Research is beginning to show that, particularly in developed economies, 
trade openness is associated more closely with expansion and contraction of firms than 
of entire sectors, implying that displaced workers may find new employment within the 
same industry.28  Even where workers are forced out of a sector entirely, the overall 
number likely to be displaced from the most protected sectors in developed economies 
is much smaller than the natural turnover of jobs already present in these economies.29

                                                                                                                               
25 Hufbauer and Goodrich (2002) and Francois and Baughman (2001) 

26 Hufbauer and Goodrich (2003b); Francois and Baughman (2003) also note that while the precise effect of steel tariffs on job 
losses in downstream industries cannot be determined, the tariffs were a significant contributor. 

27 Dr Ruprecht Vondran, President, German Steel Federation, Dusseldorf, 13 February 1992, cited in Owen (1999) 

28 See, for example, Bernard et al (2003) and Wacziarg and Wallack (2003) 

Between March 2002 and July/August 2003 steel producer employment in the US declined by 
6,000 (5.2 per cent); but steel consuming industries saw much greater job losses, with 
employment falling by 250,000 (6.2 per cent), more than twice the total number employed in steel 
production.26

Europe continues to have its own problems.  State aids were used to support the steel industry 
over a long period (see table), and recent consolidation in the UK and across Western Europe 
has not prevented producers from continuing to face difficulties. 

In Eastern Europe, state aids have also been favoured and have encouraged uncompetitive 
production to continue.  EU accession agreements have limited the amount of aid and forced it to 
focus better on restructuring, and some privatisations have taken place.  However, the sector will 
still need to undergo significant restructuring to be internationally competitive without protection 
and support. 

The steel industry is a good example of a sector where justification for protection on grounds of 
national interest has led to long-term protection and subsidy in many countries.  These policies 
have often proved highly expensive and counterproductive, leading to severe negative effects on 
downstream industries and reducing incentives for the sector to become more efficient and 
competitive.

1975-9 1980-91 

Belgium 2725 10017

France 2060 21710

Britain 13852 13275

West Germany 922 6058

Italy 4327 35059

Intra-industry
movement

and natural
turnover
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The extent of continuing protection � and its costs 

3.38 As a result of significant reductions in trade barriers over the last fifty years, 
average tariffs are now relatively low, particularly in OECD countries.  Among the Quad 
(EU, US, Japan and Canada), the average applied MFN tariff for all products varies from 
5.4 percent in the United States to 6.9 percent in Japan.30

3.39 These low averages disguise much higher rates on some products, such as in 
agriculture, textiles and footwear, creating significant barriers to developing countries’ 
exports.  Tariff escalation and tariff peaks continue to be highly significant forms of 
protection used by developed countries, and are often biased against developing 
countries.  The OECD estimates that the mean trade-weighted tariff applied by OECD 
countries to imports from other OECD countries is around 3 per cent.  However, the 
mean trade-weighted tariff applied by OECD countries to imports from developing 
countries is over one and a half times higher, at 4.8 per cent.  In addition, access to 
markets for many developing countries depends on a complex system of preferential 
trading arrangements, which are difficult to administer and heavily influenced by 
historical ties and geopolitical considerations (see chapter 5).   

3.40 Applied MFN rates in developing countries tend to be much higher than in 
industrialised countries, and the use of preferential arrangements much lower.  For 
example, average applied MFN rates in India and Bangladesh are around 31 per cent 
and 22 per cent respectively; in Gabon and Cameroon the average is just above 17 per 
cent; and in Argentina and Brazil it is over 13 per cent.   

3.41 Tariffs applied to raw commodities are often low, but tariff levels can rise 
considerably when applied to intermediate or final product goods.  Tariff escalation is 
particularly strong for processed agricultural goods, where markets remain highly 
protected in developed countries (table 3.2).  For example, the tariff on cocoa beans in 
the United States is 0 per cent, rising to 0.2 per cent for semi-processed cocoa, and 15.3 
per cent on the final product.  In the EU, tariff escalation on cocoa rises across the three 
stages of processing from 0.5 per cent, to 9.7 per cent, to 30.6 per cent. 

3.42 By imposing a higher tariff on processed or semi-processed goods, tariff 
escalation has strong anti-development effects on trade, discouraging diversification 
into higher value-added exports, and deterring investment in building up supply-side 
capacity in developing countries.  It also hides the true level of protection enjoyed by 
the processing industries in developed countries: by protecting (and therefore raising 
the prices of) their outputs more than their inputs, the effective subsidy to processing 
industries can be much higher than tariff levels suggest.31

                                                                                                                               
29 see estimates of job creation and reallocation across developed economies in various sources, including those in Hufbauer & 
Elliott (1994) 

30 For an explanation of MFN tariffs, see footnote 13 above. 

31 This can be illustrated with a stylised example.  In the free trade case, imagine a processing industry which buys intermediate
inputs worth £50 (at world market prices) and turns them into final products which sell for £100 (also at world market prices).
The industry value-added is the difference of £50, which represents returns to capital and labour invested in that industry.  With a 
moderately escalating tariff structure of 0 per cent on inputs and 20 per cent on outputs, inputs still cost £50 but now outputs sell 
for £120 (since tariffs cause the domestic price to be equal to the world market price of £100 plus 20 per cent).  The industry
value-added is still the difference between output and input prices and has therefore risen to £70.  The effective rate of 
protection experienced by the industry is 40 per cent (£70 compared to the original £50).  In this example, the true rate of 
effective protection is therefore twice the applied tariff rate.  This is significant because this is the rate which affects the returns to 
capital and labour, and therefore influences the decisions to allocate resources to this industry (with consequent domestic 
economic distortions and effects for other country producers). 

Tariff
Escalation
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3.43 In addition, tariff peaks – very high protection for specific products – remain 
widespread.  Agricultural tariff peaks reach 506 per cent in the EU, and 350 per cent in 
the US.32  In the US the maximum tariff on final fruit products is 136 per cent, and in the 
EU 98 per cent, representing a significant barrier for countries trying to access these 
markets.33 Even in non-agricultural products, where protection is generally much lower, 
high and peak tariffs are significant: the EU has 135 tariff lines over 15 per cent, in 
vehicles, footwear and fish sectors; and about 600 tariff lines between 10 and 15 per 
cent,  in textiles, clothing, electrical machinery and fish. The US has 230 tariff lines 
above 15 per cent and Australia has nearly 800.34  Tariff peaks also exist in low and 
middle-income countries. 

Table 3.2: Tariff Escalation in the �Quad� by 2-digit ISIC 
Industry

3.44 Agricultural trade faces the greatest barriers and distortions. Border protection – 
tariffs and quotas – permits artificially high prices which encourage farmers to produce 
much more than they would at world prices.  Average ad valorem35 agricultural tariffs in 
both industrial and developing countries are two to four times higher than 
manufacturing tariffs.  The EU, for example, has average manufacturing tariffs of 4.2 per 

32 World Bank (2003) 

33 World Bank (2003) 

34 WTO Consolidated Tariff Schedules Database 

35 Ad valorem tariffs are applied to imports as a percentage of their value.  The amount paid therefore increases or decreases 
directly in line with world prices. 

Tariff peaks 

United
States 
2001

EU (15) 
2002

Canada
2002

Japan
2002/03 

3.2 12.4 7.9 25.4 

9.0 19.1 6.8 30.3 

Food beverages 
and tobacco 

1st stage processing 

Semi-processed

Fully processed 13.1 18.8 34.3 22.6 

1st stage processing 2.2 0.9 1.0 9.8 

Semi-processed 9.8 6.7 7.0 6.8 

Textiles and 
leather

Fully processed 10.3 9.7 13.5 12.0 

1st stage processing 0.0 0.0 0.0 0.0 

Semi-processed 2.3 2.9 0.7 1.5 

Non-metallic
mineral
products 

Fully processed 5.4 4.0 3.8 1.1 

1st stage processing 0.3 0.0 0.0 0.4 

Semi-processed 2.1 1.9 0.9 1.1 

Basic metal 

Fully processed 2.5 0.0 3.0 3.0 

Source: WTO Annual Report 2003, Appendix, Table II.1 

Agriculture
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cent but average agricultural tariffs of 19.0 per cent, and the averages for a group of 
lower-income countries36 are 13.2 per cent and 16.6 per cent respectively. Some applied 
tariffs can be much higher than this: the maximum agricultural tariff in the EU exceeds 
500 per cent37.

3.45 Average ad valorem tariffs are only a partial indicator of trade barriers. Actual 
levels of border protection are themselves very hard to calculate, since high-income 
countries in particular use other border protection methods. For instance, more than 40 
per cent of tariff lines in the EU and US contain specific duties,38 resulting in increased 
protection when world prices fall. Furthermore, border protection is not the only trade-
distorting support given to farmers: export subsidies and domestic support can also 
distort trade. 

3.46 Even though agriculture accounts on average for less than 3 per cent of GDP in 
high-income countries, these countries protect their agricultural sectors heavily. The 
OECD estimates that OECD farm gate prices were on average 31 per cent above world 
prices in 2002, with farmers shielded from competition from developing country 
producers.39  Subsidies and protection rates among OECD countries vary considerably 
as do the methods of support. The producer support estimate (PSE)40 is a measure 
frequently used to compare support across countries.  In Australia and New Zealand, 
the PSE as a share of gross farm receipts barely reached 5 per cent and 1 per cent 
respectively in 2002.  In Japan the figure approached 60 per cent.  For the EU and US, 
the largest agricultural and food markets in the world, the OECD estimates were 36 per 
cent and 18 per cent respectively.  Such high protection severely distorts world markets, 
and not only in agriculture.  

3.47 The EU’s Common Agricultural Policy (CAP) is a clear example of heavy 
protection in agriculture. The EU provides around €100 billion support to farmers 
annually. The CAP is the EU’s most expensive single policy with an annual budget 
approaching €50 billion. On top of this, consumers pay another €50 billion a year 
through higher food prices.41  Production is significantly distorted: the CAP is estimated 
to have led to levels of  production of crops and dairy products which are over 50 per 
cent higher than would have been the case without protection.42

3.48 As for domestic support, the EU has recently taken measures to reduce the 
trade-distorting impact of the fiscal transfers it provides by beginning to break the link 
between production and receipt of payments for many important products, a process 
known as “decoupling”.  Further reform is still necessary to address domestic support 
which affects production, but it is the other two pillars – export subsidies and border 
protection – which are now in most urgent need of reform. 

36 Bangladesh, Guatemala, Indonesia, Kenya, Malawi, Togo, Uganda and Zimbabwe. Source: World Bank (2003). 

37 World Bank 2003 

38 Unlike ad valorem tariffs, specific duties are applied to imports as a fixed monetary amount per imported unit.  Since the 
amount paid does not depend on present value, if world prices fall, the level of protection � as a proportion of the value of the
imported goods � increases.  If world prices have fallen as a result of global overproduction, this effect exacerbates the problem
by dampening the effect of price signals � which would tend to reduce production � on production in the protected market. 

39 OECD (2003a) 

40 Annual monetary value of gross transfers from consumers and taxpayers to agricultural producers. 

41 OECD (2003a) 

42 Borrell and Hubbard (2000)

The Common
Agricultural

Policy
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3.49 Export subsidies allow excess produce to be sold on world markets at prices well 
below EU internal prices and often below the cost of production. Border protection – 
using high tariffs and other barriers to keep international produce out – is also very 
significant, as discussed above. Together, these three pillars of agricultural protection 
give rise to a number of harmful effects, both to non-farmers in the EU and to efficient 
farmers elsewhere, including many in developing countries: 

¶ border protection results in a considerable loss of opportunity for efficient 
farmers in other countries – in the case of the EU and US, it blocks access to 
two of the largest markets in the world. 

¶ farmers in other countries are affected by world prices which are both lower 
and more volatile than they would otherwise be.  All three pillars of support 
can give rise to these effects, encouraging overproduction, isolating farmers 
from world price signals, and cutting off a significant part of the market from 
the rest of the world. Export subsidies are a notable driver of lower world 
prices and increased volatility.  The EU spent over €4 billion a year on export 
subsidies on average from 2000 to 2002, over half of which supported sugar 
and dairy products. 

¶ even without export subsidies and domestic support, significant border 
protection alone would continue to depress world prices, because 
protection reduces demand from the protected market for imports from the 
rest of the world.  Indeed, empirical evidence suggests that, overall, tariffs 
have greater harmful effects than subsidies, with the notable exception of 
cotton.43

¶ all three pillars also cause large domestic welfare losses.  Artificially high 
prices distort consumer choices and lower overall consumption, reducing 
welfare.  The average family of four in the EU pays over £800 a year extra as a 
result of the higher prices and taxation supporting the CAP.44  The poorest, 
who spend the greatest proportion of their income on food, are hardest hit. 

¶ the broader domestic economy suffers through misallocation of resources. 
High prices divert resources into agriculture from sectors where they could 
be used more efficiently, reducing productivity and economic growth. One 
study estimated that EU manufacturing output was nearly 5 per cent lower 
than it would have been without the CAP, and services output 2 per cent 
lower.45

¶ overproduction tends to lead to environmental damage: artificially inflated 
producer prices draw marginal land into production and tend to increase 
the intensity with which existing farmland is used. 

43 Tokarick (2003) 

44 Consumers� Association (2001) 

45 Borrell and Hubbard (2000)
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3.50 These effects can be well observed in sugar.  Box 3.2 earlier in this chapter 
outlines the history of sugar production and protection in Europe.  In 2000, at the end of 
the implementation period for the Uruguay Round, the ad valorem bound tariff 
equivalent for importing sugar into the EU was still 176 per cent, one of the highest in 
the world, keeping out sugar from efficient producers.  In the same year, the EU spent 
over €1.4 billion subsidising sugar exports.  In all, this encouraged overproduction with 
the results described above.  A recent report46 estimated the direct losses from the EU’s 
sugar policy to Brazil, Thailand and South Africa at $494m, $151m and $60m 
respectively – countries where 67 million people live on less than $2 a day.  One 
frequently cited study found that, in a fully liberalised market, EU production would be 
around 21 per cent lower, whilst world prices could be 38 per cent higher.47  Instead of 
being a major net exporter, the EU would become a major net importer: exports would 
fall by 5 million tonnes and imports rise by 7 million tonnes.  Removal of protection for 
sugar producers could also reduce sugar price volatility by around 30 per cent. 

3.51 Multilateral liberalisation of sugar would bring the greatest gains: global net 
gains have been estimated at $4.7 billion.  Some developing countries, however, will 
lose out, particularly those receiving preferential access to the EU and US markets 
currently estimated to be worth about $0.45 billion taking into account price effects and 
domestic distortions.  As discussed further in chapter 5, although viewed as aid, such 
arrangements are very inefficient.  It has been estimated that every $1 of ‘aid’ given to 
select countries through sugar preferences costs EU and US economies $5.17 and 
imposes $2.75 worth of economic damage on other developing country exporters due to 
denied access.48 Nonetheless the process of reducing preferences will involve difficult 
transitions in those countries directly affected and this will need to be well managed 
and appropriately supported, including by rich countries.  

Estimating the costs

3.52 The costs of protection arise in a number of ways.  Protection leads to higher 
prices for final and intermediate consumers, meaning that consumers who continue to 
buy protected products will pay more per unit purchased, and that, at the margin, some 
consumers will no longer buy the product concerned, thus reducing overall welfare. At 
the same time, artificially high prices, while they bring greater revenue to producers on 
each unit sold, also induce producers to make too much of a given product.  This excess 
production at low efficiency is another cost to the domestic economy, and is caused by 
the diversion of resources from more efficient to less efficient sectors of the economy. 

3.53 Protection also imposes external costs on trading partners.  Countries with a 
significant share of world markets can affect world prices and other countries’ exports, 
crowding out more efficiently produced exports in third country markets.  In addition, 
where several large countries have protectionist policies (such as in agriculture), 
quantities traded freely on the world market may be only a small fraction of total world 
production, making prices volatile and more vulnerable to shocks such as weather 
events.  This can have a profound impact on small countries, both exporters and 
importers. 

46 Oxfam (2004) 

47 Borrell and Pearce (1999).  Mitchell (2004) includes a brief survey of recent studies. 

48 Borrell and Pearce (1999)
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3.54 Various studies have attempted to estimate the large-scale costs of continuing 
barriers to trade, by modeling the effect on global income of removing these barriers.  
Predicted changes to trade flows following a reduction or removal of protection are 
estimated using a general equilibrium approach, often on a global basis.  This approach 
attempts to model the impact of resultant changes in prices and trade flows on the rest 
of the economy.  Such studies come up with a wide range of estimates, based on 
different models of reductions in tariffs and other trade barriers, different assumptions 
about the competitiveness of markets, and the degree to which they iterate dynamic 
effects.  But the models agree that, in aggregate, removing or reducing trade barriers 
would significantly reduce costs in both the developed and the developing world, 
generating substantial welfare gains.  The precise figures vary from study to study; but 
the order of magnitude is compelling.  A summary of the results of these and a number 
of other studies, along with more detail on their methodologies can be found in annexes 
A and B. 

3.55 Using a general equilibrium approach, OECD (2003) estimates global gains of up 
to $98 billion a year from elimination of both manufacturing and agricultural tariffs.  
This increases to $174 billion a year if measures to facilitate trade (e.g. improved 
efficiency at borders) are included.   

3.56 The World Bank has modelled the impact of a substantial liberalisation of 
merchandise trade (agriculture and manufactures but not services) on the basis of a 
good pro-poor Doha Development Agenda outcome. Their model involves cutting 
agricultural tariffs to a maximum of 15 per cent for developing countries and 10 per cent 
for developed countries, and manufacturing tariffs to a maximum of 10 per cent and 5 
per cent respectively, accompanied in both cases by cuts in overall tariff averages.  This 
scenario – illustrated in chart 3.1 – shows that low and middle-income countries gain 
most, both from reducing their own barriers, and from a global reduction in barriers.  

3.57 Overall, the World Bank estimates total global dynamic gains of $518 billion per 
year by 2015, of which $349 billion would be captured by developing countries.49  This 
would reduce the number of people living on less than $2 a day by 144 million, with 
sub-Saharan Africa seeing the greatest reduction – over 60 million.  On a number of 
modelling scenarios, including removal of all barriers, developing countries gain 
between half and two thirds of total benefits in absolute terms.  This represents an even 
more significant gain when expressed as a proportion of their GDP. 

49 1997 prices 

Economic
models

Global costs
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3.58 At the top end of estimates50 Dessus et al (OECD 1999) estimate elimination of 
agriculture and manufacturing tariffs will yield benefits of $1,212 billion per year, of 
which $455 billion would accrue to non-OECD countries.  This would represent a boost 
to OECD economies of an average 2.5 per cent of GDP, and an average of 4.9 per cent of 
GDP in non-OECD countries.

3.59 The benefits from removal of barriers to trade in agriculture alone are very large, 
reflecting the fact that agriculture is by far the most distorted sector in the world 
market.  The effects of this protection include: denial of access to rich country markets 
for efficient developing country farmers; commodity markets characterised by small 
trade volumes and a small number of agents; high volatility of price and volume; 
generally depressed world prices; and high costs to the protected economy. 

3.60 The World Bank estimates that, on a dynamic model, global welfare gains from 
significant agricultural liberalisation could reach $358 billion by 2015. All regions stand 
to gain, with the largest gains accruing to those with the highest current levels of 
protection. As illustrated in chart 3.2, developing countries have much to gain from 
liberalisation by rich countries: of a total $240 billion in potential benefits, $75 billion 
comes from rich country liberalisation. A separate study shows that tariff barriers are 
much more distorting than subsidies for most products, with the notable exception of 
cotton.51

50 Using a dynamic model which treats productivity as endogenous.  For a fuller explanation of the approaches of different 
models, see annex A. 

51 Tokarick (2003) 
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3.61 Once again, European protection to agriculture has a profound impact.  The 
CAP alone has been estimated to cost the world economy $75 billion annually.52

Empirical analysis confirms theoretical predictions that liberalisation would bring the 
biggest benefits to the liberalising country – for example, two thirds of the economic 
damage caused by the CAP is inflicted on the EU itself. 

3.62 Protection in industrial sectors is much lower on average than in agriculture.  
Nevertheless, the gains from removing protection in manufacturing are significant.  
World exports of manufactures are $4.5 trillion, or three quarters of global trade, so 
even a small cut in protection can produce large welfare gains.  Moreover, tariff peaks 
on labour intensive goods remain high.  Eliminating these would benefit those 
developing countries which are heavily dependent on manufactured exports.  The 
estimated static gains vary considerably, depending on the degree of reduction 
assumed and the range of benefits taken into account.  Estimates of global annual static 
income gains range from $190 billion (under partial liberalisation) to $644 billion (full 
liberalisation).  Annual income gains for developing countries range from $51 billion to 
$192 billion.53

52 Borrell and Hubbard (2000) 

53 Brown, Deardorff and Stern (2001) and Francois, (2000a) 
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3.63 Estimates of gains from reduction in barriers to services trade are less precise, 
mainly due to the difficulty of accurately assessing current levels of protection (services 
trade is subject to a range of non-tariff barriers which are difficult to detect and 
quantify).  Nevertheless, estimates of gains from removing protection in services trade 
exceed those from goods liberalisation – in some studies by a factor of five.  Almost all 
studies conclude that developing countries have most to gain from removing barriers to 
trade in services.  However, in many cases the benefits of opening markets in services 
will depend on developing countries putting in place appropriate regulatory 
frameworks, and this could represent a significant burden for the poorest countries (see 
chapter 5).  

3.64 Relaxation of tight restrictions in industrialized countries on the temporary 
movement of people from developing countries could have a significant welfare effect 
for both developing and developed countries.  One estimate calculates that if 
industralised countries raised their quotas on the inward movement of temporary 
workers to three per cent of the labour force, world incomes would rise by nearly $160 
billion a year.54

3.65 The majority of models of the gains from removing trade barriers assume that 
markets are perfectly competitive. In practice this is not the case; but trade openness 
itself can increase competition in markets. If these competition-enhancing effects are 
taken into account, the gains from greater openness are even higher. For example, 
Messerlin estimates that the costs of EU protection in goods and services, taking into 
account competitive effects, could represent as much as 7 percent of the entire EU GDP.  
Based on 2002 GDP, this amounts to €600-700 billion.55

54 Walmsley and Winters (2002) 

55 In Messerlin (2001), he extends his perfect-competition model of the costs of protection in Europe to examine the case where 
markets are imperfectly competitive, but where competition is strengthened by trade opening.  This estimate of costs of 
protection in Europe alone is higher than some of the global figures quoted earlier in the chapter, including our central estimates 
from the World Bank based on a good Doha Development Agenda outcome.  This is due not only to the inclusion here of 
competitive effects but also of the services sector, which many of the earlier quoted studies ignore or discount. 
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Conclusions 

3.66 In summary:  

¶ import substitution policies have supported industrialisation in some cases, 
but have not been universally successful. Even where protecting domestic 
industry is a viable option in the short term, protectionist policies can easily 
become locked in far beyond the point at which they are economically 
rational. The aims of protectionist policies can often be achieved more 
efficiently through means other than the imposition of trade barriers.   

¶ product standards are a growing concern for developing countries, and can 
be abused as disguised protection as tariff barriers fall.  Other significant 
harmful forms of protection by developed countries include tariff peaks, 
high tariffs and tariff escalation.  Anti-dumping duties are used widely and 
can impose protection at much higher levels than ordinary tariffs. 

¶ despite significant reductions in tariffs, protectionist policies continue to 
impose substantial costs on both developed and developing countries.  
Estimates of the global costs of protection range from nearly $100 billion to 
over $1000 billion a year.  Reducing global protection would make a 
substantial contribution to global economic welfare, and should be a high 
priority in global economic policy making. 

¶ World Bank estimates suggest that at least half of the benefits of removing 
protection would accrue to developing countries – significantly more than 
total global aid flows.   

¶ tackling barriers in agriculture is essential not only to reduce costs in 
developed countries but also to allow developing countries to compete fairly 
in the sectors in which they have comparative advantage. 
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4.1 Chapter 2 showed how increased openness to trade can raise productivity and 
contribute to economic growth.  This process typically involves changes in the structure 
of domestic production and employment, which in turn requires redeployment of 
labour and capital between firms and industries.  As a result, an economy’s ability to 
realise the benefits of openness to trade depends on the capacity of its labour, product 
and capital markets to respond to changes in supply and demand.  Economies with 
more flexible markets will be able to undertake adjustment more easily and will be 
better able to respond to the challenges and opportunities provided by an open trade 
regime.   

4.2 This section looks at the interaction between flexibility and openness to trade.  It 
sets out what governments can do to enhance economic flexibility.  It also stresses the 
importance of effective social safety nets to protect those who suffer short-term losses 
from changes in industrial structure and employment, and to equip them to re-enter 
the labour market quickly. 

4.3   Low-income countries face particular problems in managing change, due to 
more limited institutional capacity, reduced human capital and less developed 
infrastructure.  These issues are discussed in chapter 5.  

The importance of flexible markets 

4.4 To the extent that openness to trade enhances the process of structural change, 
it also increases the stress on an economy’s mechanisms for ensuring that change leads 
effectively to economic growth, with minimal disruption to individuals’ lives.  The key 
to capturing the benefits from trade is ensuring that product, capital and labour 
markets are sufficiently flexible to react quickly to changed circumstances and 
reallocate resources efficiently in response to new incentives.  For firms, this may 
involve altering prices or changing a product line.  For workers, it may mean learning a 
new skill, a change in wages, or moving into a different job, possibly in a new location. 

The impact of openness on flexibility 

4.5 Trade openness itself can have a positive effect on flexibility.  In product 
markets, openness to trade provides new business opportunities by making newer or 
cheaper products available to manufacturers and consumers. At the same time, 
competition from imports provides greater incentives and more pressure for domestic 
firms to respond to product market signals quickly. 

4.6 In capital markets, openness to foreign direct investment can promote flexibility 
directly, by providing opportunities for capital to flow into a country to satisfy increased 
demand, which itself is the result of the emergence of new productive investment 
opportunities.  This allows capital to be sought from a bigger pool than may be available 
domestically, relaxing a key constraint on investment and growth.  At the same time, the 
inflow of capital increases incentives to reform the domestic investment framework; 
and the presence of foreign investors can act as an extra stimulus for more effective 
regulation.  Market openness can also encourage domestic firms to demand more 
efficient regulation to compete effectively on world markets.1

1 OECD (1999)   
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4.7 In labour markets, higher demand can again be satisfied in part by openness.  In 
this case, the common mechanisms are openness to temporary movement of workers 
and outsourcing of some tasks to workers who remain located in their native country.  
Both of  these are common practice in many areas of  business.  

Flexibility and economic reform 

4.8 Trade openness interacts strongly with domestic reform.  Given that a more 
open economy is more exposed to global competition, the impetus to reform – to create 
an environment in which firms can operate more effectively – is greater.  At the same 
time, the increased trading opportunities of a more open economy increase the rewards 
to successful reform.  A domestic economy which encourages strong competition, rapid 
adoption of innovation, a culture of entrepreneurship and investment in both physical 
and human capital will find its firms have more capacity to do well both internationally 

Box 4.1: Aspects of Flexibility 

Flexible labour markets: 

¶ wages can adjust to balance supply and demand 

¶ the labour force is equipped with appropriate transferable skills 

¶ creating or varying employment is not prohibitively costly for firms 

¶ workers can move geographically to find employment 

¶ working patterns meet the needs of employers and employees 

¶ labour force participation is encouraged 

¶ people are equipped to adapt to change

¶ support is provided for those without employment. 

Flexible product markets: 

¶ a competitive environment rewarding efficiency, adaptability, and a focus on consumer 
needs, and discouraging waste 

¶ a strong capacity for innovation 

¶ low barriers to entry allowing new firms to challenge incumbents 

¶ a regulatory environment in which constraints on business yield clear wider benefits and 
are not disproportionately costly. 

Flexible capital markets: 

¶ borrowers have a competitive range of financing options available 

¶ investors can hold a diversified asset portfolio, in particular to hedge against a sector- or 
region-specific shock 

¶ there is sufficient borrowing and lending capacity on credit markets to allow households 
and business to smooth fluctuations in income. 
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and domestically. New Zealand (box 4.2) is a good example of an economy which has 
benefited from an integrated programme of trade liberalisation and wider economic 
reform.

2 Sources: NZIER (1999), NZ Ministry of Economic Development (2003), NZIER (1992), NZ Treasury, Bayley (2000), OECD 
(2003a) 

Box 4.2: New Zealand: the benefits of trade liberalisation alongside wider economic 
reform2

In 1984 the New Zealand Government initiated wide-ranging economic reforms.  These were 
prompted by pressure on the public finances and declining relative economic performance  
following several economic shocks, attributed in part to excessive rigidities in the economy.  The 
reforms included exchange rate liberalisation, fiscal restraint (including the removal of agricultural 
export subsidies) and a reduction in the degree of import protection.  Trade liberalisation was 
seen as an important instrument in making the domestic economy more efficient.  In contrast with 
the more common mercantilist approach, trade reforms were seen as an essential element of 
domestic policy, and were not undertaken with a view to extracting reciprocal concessions from 
trading partners.3

The reforms induced major structural change in several key sectors of the economy.  For 
example, massive reductions in support to agriculture changed the incentive structure drastically 
and increased the importance of market signals.  This led to some dislocation in previously 
sheltered groups: real farm incomes fell in the short term, but as farmers switched production in 
response to changes in input and output prices, incomes increased significantly again in the late 
1980s.

Overall employment followed a similar pattern � declining between 1986 and 1991, but then 
recovering, largely due to creation of new jobs in services sectors.  There were also longer term 
benefits: significant restructuring of both financial and labour markets in later stages of the reform 
programme left the workforce and the economy as a whole more flexible and better capable of 
adjusting to changes brought about by further tariff reform. 

In economic terms the reforms are judged to have been highly beneficial.  The average consuming 
household in 1998 was $22 per week better off than if tariffs had been retained at 1987 levels � a 
4 per cent boost to purchasing power.   This is expected to rise to $42 per week by 2010, or 
roughly an 8 per cent gain.  The increase is due largely to reductions in consumer prices, e.g. 9 
per cent for household appliances, 5 per cent for shoes, and 15 per cent for clothes.4  There have 
also been significant dynamic gains, contributing to improved consumer welfare through improved 
product quality, service and variety, increased firm-level and industry-level innovation and 
productivity, and increased technology uptake by firms.  The increase in economic flexibility has 
made the economy more resilient and better able to deal with future shocks. 

The New Zealand experience shows that trade liberalisation can play an important role in a wider 
programme of economic reform, and that economic flexibility is important in realising the benefits 
quickly. The rapid reform approach that New Zealand adopted allowed affected industries to 
assess quickly the long-term implications, and enabled them to make important long-term 
investment and restructuring decisions that may have helped speed adjustment. Where reforms 
reduced the prices of essential household products, those on low incomes in particular were able 
to benefit. However, where rapid reform led to negative effects on specific groups, who found it 
difficult to re-enter the labour market, social safety nets had an important role. 
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4.9 Economies with limited flexibility will be less well placed to realise the benefits 
from trade.  Barriers to the creation of new enterprises, high costs in creating new jobs, 
a lack of transferable skills or a low ability to acquire them can all inhibit the 
reallocation of resources into new activities.  Where market adjustment processes are 
very weak there is a risk of prolonged increases in unemployment, which are likely to 
reinforce the opposition to trade reforms from firms and employees vulnerable to 
foreign competition. Under these circumstances trade liberalisation may have to be 
undertaken gradually to ensure that transitional costs do not become overwhelming. 

4.10 However, while gradual trade reform can help to limit dislocation effects when 
markets have a low adjustment capacity, it fails to address the underlying problem: 
namely, the limited ability of the domestic economy to respond to foreign competition. 
It is therefore a second best option. Under gradual reform participation in the global 
economy is more limited than it might be, with reduced opportunities to benefit from 
goods and services which can be produced more cheaply in the rest of the world.   The 
emphasis therefore should not be on delaying reform, but on increasing the adjustment 
capacity of the economy.   

Economic reform to promote flexibility 

4.11 There is a great deal governments can do to promote flexibility.  An approach 
which combines flexibility with fairness will ensure that all members of society have the 
support they need to achieve their full potential in a modern, dynamic economy. 

4.12 Governments must put in place a regulatory environment which encourages job 
creation, removes barriers to higher employment and activity rates, and promotes 
efficiency without imposing unnecessary burdens on the economy.  This can include 
careful assessment of the tax system to ensure that distortions are reduced, that the 
burden on business is fair, and that any negative effect on growth is minimised. 

4.13 Competition policy must help to create a dynamic economy which rewards 
efficiency, discourages waste and ensures that firms have strong incentives to deliver 
quality and choice to their consumers.  Government action is critical in achieving this, 
and key policies are likely to include a strong competition authority and measures 
which help encourage new entrants into a diverse range of product and services 
markets.

4.14 By investing in education and training, governments can help equip people to 
adapt to new and changing employment opportunities and strengthen flexibility in the 
labour market.  This applies to investment both in education for school-age children 
and in continuing education for those already in the workforce.  Strategies to support 
the creation of a skilled and adaptable workforce should be accompanied by public 
policies and incentives which help to promote action by employers, as well as targeted 
services to promote take-up by individuals.   

                                                                                                                               
3 OECD Economic Surveys, New Zealand, 1988/89 

4 NZIER (1999) 
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4.15 Economies with a strong entrepreneurial culture have companies and 
individuals who are capable of identifying and developing opportunities offered by new 
technologies, new products and new markets.  Governments should therefore consider 
measures to promote innovation and entrepreneurship including, where resources 
allow, tax and other financial incentives which help take account of the spillover 
benefits which accrue to the rest of the economy. 

4.16 Given that some inflexibilities can be local, and that economic shocks can have 
locally concentrated impact, governments should ensure an appropriate focus on local 
solutions.  This can involve policies which help workers move geographically to take 
advantage of all potential employment opportunities. 

Economic reform in Europe 

4.17 The important government actions outlined above are not limited to the 
national level.  Where regional integration exists, co-operation in economic reform can 
help boost flexibility more than each country acting alone.   Increasing economic 
flexibility is a key determinant of the European economy’s ability to achieve 
productivity growth, and hence critical to the success of the Lisbon Agenda. 

4.18 Since the launch of the Lisbon strategy, Europe has taken important steps to 
improve the performance of its economy. Significant reforms have been introduced, 
including overhauls of the regulatory frameworks for telecommunications, energy and 
competition; reforms to the state aid rules; and steps to promote enterprise and 
innovation. The past year has seen a series of concrete steps taken, including: 

¶ inter-institutional agreement on the need for better regulation, with a new 
system of impact assessment, consultation and regulatory simplification; 

¶ modernisation of EU competition policy, including a simpler and more 
economically-grounded assessment of mergers; 

¶ publication of the Employment Taskforce Report, which highlighted the 
structural reforms needed to raise employment across the EU; 

¶ adoption of a new Action Plan for research and development, to support 
progress towards the Union’s aim to raise levels of investment in R&D; 

¶ agreement on a new Action for Growth Initiative to mobilise investment in 
trans-European network infrastructure and in R&D and innovation; and 

¶ reforms to the Common Agricultural Policy that have the potential to 
reduce trade-distorting agricultural support. 

¶ progress on the Financial Services Action Plan which aims to establish an 
internal European market in wholesale and retail financial services.

Reforms
underway
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4.19 Recognising their responsibility to show leadership in the drive for reform, 
many Member States have also taken tough decisions to implement important 
domestic reforms aimed at improving the flexibility of their economies. Though by no 
means an exhaustive list, examples include:    

¶ the launch of Agenda 2010 in Germany, with reforms to improve labour 
market flexibility and measures to promote business start ups, and recent  
proposals to enhance innovation and increase research and development; 

¶ a package of reforms in France to promote enterprise by simplifying and 
reducing the costs involved in setting up a new business.  France has also 
significantly reformed its pension system to enhance sustainability; 

¶ the launch of a new Innovation Council in the Netherlands to strengthen 
the innovation climate and increase business R&D, and the launch of new 
targets to reduce the administrative costs and burden of regulation; 

¶ introduction of more flexible forms of labour market contracts in Italy and 
proposals to reform the pension system; 

¶ reforms to increase public administration efficiency in Portugal, and the 
establishment of a new competition authority; and 

¶ reforms to encourage enterprise in Spain, permitting new forms of finance, 
faster procedures for setting up a business and new guidance for 
entrepreneurs. 

4.20   At the same time, many of the new Member States have continued to 
advance their comprehensive programmes of structural reform in preparation for EU 
membership (box 4.3), while many other Member States have implemented or are 
considering reforms to improve the sustainability, quality and efficiency of pension and 
health care systems.  

Social safety nets

4.21 As discussed, trade openness delivers benefits through changes in the allocation 
of resources in the economy, both across and within sectors.  Although this will lead to 
an increase in productivity, economic growth, and ultimately welfare improvements, 
economic restructuring also gives rise to frictional unemployment and other costs 
borne by individuals.  In general, these adjustment costs should be temporary, and 
outweighed by the benefits at a whole-economy level.  Economic flexibility, with good 
governance and effective institutional arrangements, will help to reduce the cost and 
length of the adjustment period.  However, short-term adjustment costs can still be 
significant for individuals and vulnerable groups – particularly if the effects are 
sectorally or geographically concentrated – and communities and households may need 
assistance.  Appropriate social protection instruments can smooth consumption 
patterns and prevent the most severe effects.5

5 World Bank 
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4.22 Social protection serves several purposes.  It can act as a mechanism to help 
mitigate risk and cope with shocks.  Many elements of social protection can also act to 
enhance flexibility by enabling people to adapt to change by retraining or entering a 
new labour market.  Protection can take the form of informal arrangements at a 
personal or family level, market-based arrangements such as private insurance, or 
public arrangements in the form of social insurance and protection.  These forms of 
protection are not mutually exclusive, and may all contribute to the overall assistance 
available.  Informal arrangements depend on the strength of family and social networks 
and offer limited insurance against risks that affect the whole community.  Public 
provision allows for a greater diversification of risks.  Effective provision depends on the 
institutional capacity of the state to finance and administer the insurance that is 
provided. 

4.23 Where basic public protection exists, it can take the form of healthcare, social 
housing, affordable food provision, education or income guarantees.  These ensure that 
people do not have to resort to coping strategies that are unproductive and harmful in 
the long run, such as taking children out of education, putting off access to healthcare 
at early stages of illness, and selling off income-generating capital assets.   

4.24 In developed countries in general, a minimum level of protection is guaranteed 
to reduce any costs to the individual of economic adjustment. Coverage of healthcare 
and social security is reasonably comprehensive in both the EU and the United States, 
provided through a variety of publicly and privately funded elements.  In addition, 
some countries provide more targeted assistance where there are likely to be a large 
number of redundancies within one firm, industry, or geographical area.6

6 This is also discussed in Chapter 3 under the costs of protecting jobs through trade. 
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7 Eurostat 

8 This definition excludes two of the new member states, Malta and Cyprus, and includes some countries in Central and Eastern 
Europe that did not take part in the first wave of EU accession. However, it closely mirrors the pattern of trade flows between
the new member states and the 15 established EU members. 

Box 4.3: Trade and economic reform in EU the new Member States

The ten new member states of the European Union have recorded strong economic growth over 
the past five years, averaging in excess of 3 per cent per year.  This represents not only a return 
on policies put in place to promote trade, but also the benefits of a broader range of economic 
reforms over the past 15 years. 

Total exports from the new member states rose by 90 per cent in real terms between 1995 and 
2002, while imports � including new equipment to retool factories and consumer goods for 
consumption � rose by 103 per cent.7 Over the same period, economic integration with the 15 
established EU member states (EU15) has increased.   The share of EU imports from Central and 
Eastern Europe8 rose from 3.1 per cent to 4.8 per cent, while the share of new member states� 
imports from the EU15 exceeded 50 per cent.  Meanwhile, investment flows from the EU15 into 
the new member states increased, mostly in the form of foreign direct investment.  These 
elements are all inter-related:  many companies invested in manufacturing facilities in new member 
states in order to export back into the EU15, and at the same time pushed up new member state 
imports of both equipment and intermediate inputs. 

Both the growth in trade and in capital inflows were dependent on substantial reforms to the 
overall business environment.  In the run-up to EU entry, the new member states prioritised the 
building of effective public institutions to support well-functioning markets.  This was especially 
important in the eight former communist bloc states.  Privatisation programmes launched in the 
early 1990s helped create market economies with prices set by the private sector rather than 
centrally and with increasingly free competition.  These economic reforms were essential to 
creating a business environment more conducive to international trade and investment, and 
ultimately in accelerating growth. 
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4.25 Across developing countries, by contrast, there is generally a low level and a 
wide variation in social protection.  While some emerging market countries are 
developing increasingly comprehensive protection, most of the poorest countries have 
little if any social protection in place at all.  Even across emerging markets, the 
comprehensiveness of formal systems varies considerably.  For example, South-East 
Asian countries had little formal social protection prior to the 1997 financial crisis, while 
increased urbanisation had reduced the effectiveness of family and community-based 
networks.  The crisis made clear that an informal approach was no longer sustainable, 
and induced many countries to develop more formal mechanisms.  However, countries 
throughout the region still face significant difficulties in seeking to increase coverage, 
particularly due to weak institutional frameworks and the presence of a large informal 
sector which reduces the tax base and complicates information-gathering. 

4.26 Beyond the basic level, unemployment insurance and labour market 
programmes that combine income support with assistance to find re-employment can 
help workers cope with industrial change, whether trade-related or not.  They can also 
help match skilled workers to appropriate vacancies, enabling rapid and efficient re-
allocation of labour in the economy. Active labour market policies have an essential role 
to play, although they can be expensive and need to be well targeted.  

9 Inter-American Development Bank (2001)  

10 The North American Free Trade Agreement, implemented in January 1994 

11 US Department of Agriculture 

12 Programa de Educación, Salud y Alimentación 

Developing
countries

Box 4.4: Social safety nets and flexibility in Mexico9

For Mexico, NAFTA10 has made a significant contribution to development and convergence with 
the US and Canada. NAFTA has helped raise exports and FDI. However the reduction of tariffs 
between Mexico and the United States led to some increases in rural poverty, particularly 
amongst maize producers.  Mexican maize farmers, mostly producing on a subsistence or small 
scale basis, were unable to compete against larger American producers, who benefit from 
significant subsidies and are thus able to sell maize significantly below production cost.  
International maize prices in August 2003 were $1.74 a bushel, with US production costs11 at 
$2.66 a bushel.  In the face of this, Mexican farmers actually increased production of maize, but 
largely because they were unable to diversify into other products.  There was a large flow of 
migration away from rural areas, with rural families relying heavily on remittances from relatives 
who had moved to cities. 

Mexico introduced the PROGRESA12 programme in 1997 as an integrated approach to rural 
poverty reduction.  The programme is a good example of a social safety net that improves the 
flexibility of those bearing the costs of trade liberalisation, enabling them to adapt to new 
economic circumstances and improve productivity in the long run.  The programme provides cash 
transfers, school equipment and nutritional supplements to households, which in return have to 
guarantee school attendance and regular preventive health care visits.  This both encourages and 
enables the poor to strengthen their human capital, which should make them more adaptable to 
economic change in the future.  In 1999, the programme reached 2.5 million households, and 
expenditure amounted to just 0.2 per cent of GDP.  PROGRESA also improved efficiency in public 
spending: as the effectiveness of the PROGRESA programme became apparent, an inefficient 
subsidy on tortillas was phased out to provide extra funding to PROGRESA. 

Finding new
jobs
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4.27 The US provides an interesting example of a scheme established specifically to 
aid workers displaced by trade liberalisation.  The NAFTA Transitional Adjustment 
Assistance programme and Trade Readjustment Allowances provide additional income 
support, after the standard 26-week period of unemployment benefit has expired, to 
workers deemed to have been displaced or had their hours reduced as a result of foreign 
imports or jobs moving abroad.  Workers also benefit from paid training for new work, 
and financial help to support job search and relocation.   

4.28 A clear benefit of any such scheme is that they can facilitate the changes that 
need to occur in the labour market in order to realise fully the benefits from trade.  This 
entails that the schemes are designed to provide participants with the incentives and 
the skills needed to maintain their participation in the labour market. 

Conclusions 

4.29 In summary: 

¶ flexibility in labour, capital and product markets is a vital part of enabling 
economies to capture the benefits of greater openness to trade. 

¶ the relationship between flexibility and openness is mutually reinforcing: 
openness can help increase flexibility in the economy. 

¶ there is a great deal governments can do directly to promote flexibility.  
Reducing the regulatory burden, promoting competition, encouraging 
investment in science and skills, and supporting innovation and 
entrepreneurship will all help economies respond more effectively to the 
opportunities which trade openness offers. 

¶ the European Union in particular must press forward with its economic 
reform agenda, alongside greater openness to trade, as part of the drive to 
improve its productivity performance. 

¶ social safety nets have a crucial role to play in protecting those dislocated by 
trade reform.  The focus should be on enabling individuals to re-enter the 
labour market as quickly and smoothly as possible. Flexibility and fairness 
should be advanced together. 
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5.1 Trade has a crucial role to play in low income economies.  The East Asian 
experience demonstrated the power of trade to drive growth and generate rapid and 
lasting reductions in poverty.  Similarly, low income countries’ growth prospects 
depend on their ability to expand and diversify their exports, and to increase access to 
key production inputs and boost productivity through imports.   But many countries, 
particularly in Africa, have failed to achieve a sustained increase in trade.  Least 
developed country (LDC) exports represent only a tiny share – 0.4 per cent – of world 
trade.  LDCs’ integration into world trade has actually declined in the last decade 
relative to other developing countries.1

5.2 Lack of market access alone cannot explain this poor performance.  
Industrialized countries’ trade policies remain biased against the products in which the 
poorest countries have most interest  (see chapter 3).  But LDCs, although still facing 
unfair competition from subsidised products, are exempt from many restrictions, and 
effectively have unlimited access to large parts of the European and US markets.  The 
EU’s “Everything but Arms” scheme, for example, provides free access to Europe for all 
LDC products except weapons (with transition periods for sugar, bananas and rice). In 
practice, however, most LDCs are unable to make full use of the preferential market 
access available to them. Complex rules of origin and high product standards account 
for some of the shortfall in the use of preference schemes.  Capacity constraints within 
the poorest countries are also a major constraint – affecting not only their ability to take 
advantage of new export markets, but also their ability to realise the benefits of 
reductions in their own tariff barriers.  Poor infrastructure, low human capital and 
constraints on the development of the private sector all hamper the economy’s capacity 
to respond to the opportunities which greater openness offers.    

5.3 If trade is to be an effective driver of growth in these economies, these 
constraints need to be addressed alongside trade reform, as part of a comprehensive 
growth-promoting and poverty-reducing development strategy.  This will require 
substantial additional investment, from both domestic and external resources.  For 
example, infrastructure alone is likely to need a doubling in current investment levels, 
from around 3.5 per cent of developing countries’ GDP now to around 7 per cent.2  This 
supports the case for substantial increases in international development assistance 
alongside continuing trade reform. 

Those who have not gained from globalisation 

5.4 The wave of globalisation which started in the 1980s has had unequal results 
among developing countries.  Developing countries as a group have grown faster than 
the world average.  But this positive figure conceals a wide disparity of performance.  
While some 24 developing countries – representing three billion people – have doubled 
their ratio of trade to income over the past two decades and experienced GDP per capita 
growth of around 4 per cent, the rest of the developing world – representing about two 
billion people – has become relatively poorer.  This negative performance has been 
concentrated in three regions: the transition economies of Central and Eastern Europe 

1 LDCs� share of world trade declined from a 1985-90 average of 0.5 percent, despite a small increase in LDCs� share in world 
output (from 0.7 percent to 0.9) during the same period. 

2 World Bank Infrastructure Action Plan � Update 2004. 
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and the Former Soviet Union; the Middle East and North Africa; and sub-Saharan Africa 
(see chart 5.1). 

5.5 The experiences of these three regions offer different perspectives on the 
interaction between openness and economic growth.  The transition economies 
underwent a paradigm shift in moving from planned to market economies. This 
entailed deep reforms over a short period of time.  Trade reform took place alongside 
rapid privatisation and radical political transformation.  The result was major structural 
change; but the speed with which the changes happened outpaced the ability of 
governments, markets and individuals to cope.  There was a dramatic decline in GDP, 
and a significant rise in poverty.  In the Russian Federation, GDP per capita declined by 
nearly 40 per cent from 1990 to 1999.  In 1989 about 14 million people in the Former 
Soviet Union and Central Eastern European Countries lived on less than $4 a day.  By 
mid-1990 that number had risen to about 147 million (UNDP, 1999).   

5.6 It is impossible to isolate the impact of trade reform from the impact of the 
other accompanying far-reaching reforms in precipitating this loss of income.  What is 
clear is that the legal, regulatory and institutional environment was insufficiently 
developed to manage the adjustment prompted by the whole range of reforms. The 
performance of the transition economies is now fast improving,3 suggesting that the 
bulk of the adjustment is over and the region will be able to sustain economic recovery.  
Export patterns have changed significantly, in terms of both destination markets and 
products – for example, the share of agricultural exports in Hungary’s total exports has 
decreased from 22 per cent in 1990 to 8 per cent in 1999 (OECD 2001).  Nevertheless, the 
substantial drop in GDP which these countries experienced was a very high price to pay 
for longer term prosperity – and might have been mitigated through a better designed 
reform process.4

3 See WTO Annual Report (2003c) 

4 See Stiglitz (1999) for a more in-depth analysis of the reform process in transition economies. 

Transition
economies
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5.7 By contrast the experience of the Middle East and North Africa (MENA) shows 
the downside of delaying or limiting trade and structural reforms.  Prior to the mid-
1980s, MENA countries had in place some of the most restrictive trade regimes in the 
developing world, including extensive and complex systems of import controls, tariff 
rates and exchange controls.  These countries undertook some reform in the late 1980s 
and 1990s as part of wider economic reform programme; but the reforms were limited 
in scope, and did not lead to significant liberalisation.  As a result MENA economies 
have remained relatively closed, with higher tariffs than developing countries as a 
whole and continuing quantitative restrictions.  Where data is available, weighted 
average tariffs in MENA countries are more than double the international average.5

Simple average tariff rates in Morocco and Tunisia – two of the more committed 
reformers in the region – remain high at 33 and 30 per cent respectively.   

5.8 This lack of reform has been reflected in a dramatic fall in exports per capita and 
in the region’s share of world trade.  In real terms, MENA’s exports as a percentage of 
total world exports declined from 10.5 per cent in 1980 to 2.1 per cent in 1997.  Its share 
of imports dropped from 6.9 per cent to 1.9 per cent.  The region has failed to develop a 
significant manufacturing sector, and continues to be dependent on fuel exports.   

5.9 Unlike the MENA region, Sub-Saharan Africa (SSA) has implemented significant 
trade reform, particularly since the 1990s.  According to the IMF6 only 14 per cent of SSA 
countries are now classified as “trade restrictive”, compared with 75 per cent in 1990.  
But SSA has failed to benefit from this process.  On the contrary, SSA’s share of world 
merchandise exports has halved, from 2.7 per cent in 1980-84 to 1.3 per cent in 1995-
2002.   

5.10 Many countries in SSA have faced common difficulties in diversifying their 
economies and export structure while managing a long-term decline in terms of trade.7

UNCTAD (2003 Report on Economic Performance in Africa: Trade Performance and 
Commodity Dependence) ascribes the loss of market share to both the inability of SSA 
countries to maintain their market share in traditional commodity exports, and their 
failure to diversify into more dynamic agricultural exports (such as horticulture) or 
manufactured exports: “Africa’s difficulties in maintaining market shares for its 
traditional commodities derive from its inability to overcome structural constraints and 
modernise its agricultural sector, combined with the high cost of trading....  As a result, it 
has lost its competitive advantage in producing cocoa, tea and coffee vis-à-vis the new 
and more competitive producers in Asia and Latin America.” Growth in other 
commodities such as cotton and sugar has been heavily constrained by subsidies in 
OECD countries (see chapter 3).  

5.11 Most African countries depend on two or three primary commodity exports for 
the bulk of their foreign exchange earnings.  As a result they have been heavily affected 
by price volatility and declining terms of trade.  Between 1997 and 2001, the UNCTAD 
combined price index of all commodities fell by 53 per cent in real terms.8 This means 
that African commodity exporters would have had to double their export volumes in 
2001 to maintain their foreign exchange income at 1997 levels.  Such declines in price 
and loss of foreign earnings have often led to a deterioration of debt sustainability ratios 

5 Nabli and de Kleine (2000) 

6 IMF (2001)  

7 The relative price of a country's exports compared to its imports. 

8 Deflated by the unit value index of manufactured goods exported by the developed market economy countries. 
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and limited the capacity of these economies to diversify their production and export 
structure – the “commodity trap”.  

5.12 The lack of structural transformation in many SSA countries compared with the 
average in developing countries is striking.  After decades of import substitution 
policies and structural adjustment programmes, production patterns in many countries 
have changed very little.  Export structures have been even more static.  Of the six 
countries shown in chart 5.2, only Madagascar appears to have started to diversify away 
from primary commodity exports into low-skill manufacturing, fuelled by FDI from 
Mauritius into textiles and clothing.  This contrasts sharply with other developing 
countries, which – with the exception of Chile and to a lesser extent Colombia9 - have 
experienced major increases in exports of manufactured goods.  Table 5.1 shows the 
level of commodity specialisation in these same SSA countries. 

5.13 The commodity trap has proved, thus far, intractable. Previous attempts at 
international price stabilisation through international commodity agreements for crops 
such as coffee and cocoa have been unable to deliver sustainable price or earnings 
stability for commodity producers. Other means need to be developed to address the 
problem. As well as continuing efforts to enable commodity dependent countries to 
diversify, and reductions in developed country barriers to processed goods, there would 
be benefit in new mechanisms to curb price volatility, including the use of long-term 
producer contracts and making market-based risk management tools available to more 
farmers. Commodity dependence should also be factored into debt relief. The medium 
term viability of the HIPC (Highly Indebted Poor Countries) initiative within commodity 
dependent countries needs to be 

9 It should also be noted that both Chile and to a lesser extent Colombia have been relatively successful in diversifying their 
agricultural exports into high-value added goods such as wine in Chile or developing solid brand recognition such as Colombian 
coffee.
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assessed: the sustainability of this initiative may be predicated on higher export 
earnings which will be difficult to realize in practice. Finally, there is growing 
recognition that, post-liberalisation, there has been a decrease in the proportion of 
international commodity earnings accruing to producers (rather than traders and 
retailers).  Competition policy and price transparency could in theory offer ways to 
address this but would be extremely difficult to implement at a global scale. 

Table 5.1: Main exports of Six African Countries, 1998 

5.14 On average SSA is still imposing higher tariffs than other developing countries, 
despite the 1990s reforms, suggesting  scope for further reductions.  Reduction of 
protection in OECD countries is critical .  But in poor countries in general, and in SSA in 
particular, further international or domestic trade reform is unlikely to be fully effective 
without accompanying domestic reforms aimed at developing the private sector and 
reducing trade costs.  The persistence of commodity dependency in the region suggests 
that liberalisation has failed to overcome domestic regulatory barriers and other supply 
bottlenecks, and hence failed to spur significant structural change and productivity 
growth.  Results from an analysis10 of Gabon and Chad’s response to liberalisation 
confirm that despite an expansion of incumbents’ exports, there was no emergence of 
new exporters or sectors.  Productivity growth was achieved through output growth 
rather than altering export orientation.   

10 Barba et al (2002) 

Commodities Accounting for 10% 
or more of total exports (%) 

Share of non-energy 
commodities in total exports (%) 

Ethiopia Coffee (72) 83 

Kenya Tea (24), Coffee (20), Cut flowers (11) 83 

Madagascar Fish (14), Spices (12) 84 

Mozambique Fish (32), Cashew nuts (14), Cotton 
(10)

80

Tanzania Coffee (21), Cotton (12), Cashew nuts 
(10)

86

Uganda Coffee (74), Fish (11) 96 

Source : ITC Trade Statistics 
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Capturing the benefits of more open markets

5.15 As the experience in sub-Saharan Africa shows, even under a significantly more 
open trade regime, poor countries find it difficult to capture the benefits from trade 
fully unless they can address major supply-side constraints. Overall development policy 
is beyond the scope of this paper, but we have highlighted some specific constraints 
particularly affecting trade capacity such as:   

¶ high transaction costs, including transport costs; 

¶ low human capital; 

¶ monopolistic distribution structures; 

¶ barriers to flexible entry and exit for firms; and  

¶ limited access to financial services;  

5.16 All of these constraints require substantial additional resources in investment 
and technical assistance. However, it is highly unlikely that LDCs could attract sufficient 
private sector investment in these areas to make a difference. It is, therefore, critical 
that trade reform, both domestic and in OECD countries, is accompanied by substantial 
increases in aid. Trade and aid are mutually reinforcing, with each increasing the 
poverty reduction impact of the other. In order to ensure that low-income countries 
fully benefit from integrating into less distorted world markets, increases in aid flows 
and trade reform need to be pursued vigorously and in tandem. This is why the UK 
government is proposing the International Financing Facility (IFF) in order to release 
additional resources when they could be most effective.  

5.17 In many low-income countries, high transaction costs – transport, insurance, 
banking transfer fees, communication costs etc. – dwarf the impact of trade barriers.  An 
average three-minute telephone call from a developing country to the United States 
costs three times as much as from an OECD country.  For least developed countries the 
multiple is nearly five times.  The variability in transport costs is even more striking.  
Shipping a standard 40-foot container from Baltimore to Rotterdam in 2002 cost $ 
1,500.  Shipping the same container to Lima – a shorter distance – would have cost $ 4, 
000, and $ 13,000 to Beijing or Kathmandu.11

5.18 This difference is due largely to the lack of competition in maritime services, 
particularly in the less transited routes; and to the differences in the efficiency of 
handling goods in ports.  Inefficient ports can have a major impact.  The effect of poorly 
functioning ports could have an effect equivalent to being 60 per cent further away from 
the country’s main markets.12

11 Busse (2003) 

12 Clark et al. (2001) 
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Box 5.1: Transport costs in Sub-Saharan Africa 

Amjadi and Yeats assess the impact of transport costs on the relative decline of African exports.  
From the mid-1950s to the 1990s, SSA�s share of global exports fell from 3.1 per cent to under 
1.2 per cent, despite good market access to the EU, the US and Japan (tariffs on Africa�s non-oil 
exports to the EC and US average under one-half of one percentage point.  In addition, African 
exports received important OECD trade preferences which provide significant competitive 
advantages relative to similar goods from other countries). While transport costs have fallen in 
most developing countries, in Africa they have increased.  According to Amjadi and Yeats, in 
1990/91 net freight and insurance payments represented over 15 per cent of the total value of the 
region�s exports.  This figure hides wide variation, with the ratio exceeding 70 per cent in Somalia 
and Uganda.  The 1990 net payments averaged 42 per cent for the 10 land-locked African 
countries (Burkina Faso, Central African Republic, Chad, Ethiopia, Malawi, Mali, Niger, Uganda, 
Zambia and Zimbabwe). 

UNCTAD (1999) estimates total freight costs as a percentage of imports at 11 per cent for the 
whole of Africa, and close to 20 per cent in land-locked Africa, compared with less than 5 per 
cent in developed economies. 

Clearly the impact of such high transport costs for African competitiveness is critical, and hampers 
the ability of the continent to participate in international production sharing which depends on 
just-in-time deliveries.  Poor national transport systems also partly explain the lack of 
specialisation and market development in rural areas.  It stops farmers from participating 
effectively in the wider market economy, encouraging them to continue subsistence farming and 
insulating them from international trade.  

The literature mentions four main reasons for higher transport costs: 

African�s exports of bulk commodities are inherently subject to higher transport costs.  But 
Amjadi and Yeats� analysis compares like with like and still concludes that Africa suffers 
disproportionate costs. Transport policy prevents competition and innovation in the sector. 
Bennathan estimated in 1989 that anticompetitive cargo reservation policies � a normal practice in 
most of the continent � could account for up to 50 per cent of the cost.  During the 1990s, many 
transport services were privatised, but lack of appropriate regulatory frameworks failed to ensure 
the emergence of a competitive sector able to deliver lower prices.  

Net Freight Deficit as a percentage of exports 
(%)

1970 1980 1990

All SSA 11 15 15.1

All developing countries 7.2 6.8 5.8

Source : ITC Trade Statistics 
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5.19 In countries with high transaction costs, a reduction in trade policy-induced 
barriers is unlikely to lead to a sufficient change in price incentives to ensure a response 
in domestic supply.  Increasing the efficiency and competition in maritime services and 
increasing investment in trade facilitation and physical infrastructure should be key 
elements of any policy initiative aimed at ensuring that low-income countries integrate 
successfully into world markets. 

5.20 Ill-health and a limited skills base can significantly constrain the potential for 
many countries to respond to opportunities for economic growth and trade.  Many 
country studies show that primary education is of particular importance: 

¶ in Uganda, four years of primary education raised farm output by about 7 
per cent; 

¶ in India four years of basic education increased economic returns to 
innovation by about one-third; 

¶ World Bank research in East Asia showed that primary school enrolment 
rates in 1960 were almost twice as important as investment levels in the 
context of growth performances in South Korea, Indonesia and Malaysia. 

5.21 Research shows that education is a key factor that supports the rest of the 
development process and is therefore essential for economic growth14.  The returns to 
society far outweigh the costs and  early education has an especially great impact.  The 
effects of education are also overwhelmingly irreversible – investing in human capital of 
this kind can empower an individual for the rest of his/her life, providing skills such as 
literacy which can boost lifelong incomes and work output.  Studies also show a 
correlation between educated mothers and lower levels of child mortality within 
families.  This brings benefits both immediately and in the longer term:  higher survival 
rates strengthen the earning capacities across generations, thereby sustaining income 
and work output levels, and subsequently contributing further to overall economic 
growth.

5.22 Beyond primary level, secondary and tertiary education structures in many 
developing countries have tended to concentrate on the study of formal subject areas, 
rather than vocational or business management training.  This has muted supply-side 
responses to international trade opportunities when barriers have been brought down. 

5.23 Poor countries, and the most vulnerable people within them, can also face 
significantly different health challenges from those in industrialised countries.  These 

13 (UNCTAD, 1999) 

14 Various studies as cited in Watkins, K (2000), Oxfam Education Report 

The drop in public investment (from 12.6 per cent of GDP during the 1970-79 period to 5.6 
per cent by 1990-1995), combined with a lack of private investment in infrastructure, has led to 
deterioration of transport facilities.  The World Bank estimates that the value of the roads in sub-
Saharan Africa has depreciated from USD 150 billion to USD 100 billion over the last decade. 

Geographic considerations: most of SSA is characterised by its distance to major world 
markets, a very small coastline relative to its area (only 19 per cent of the population live within 
100 km of the coast compared with over 40 per cent in Latin America and in East and South-East 
Asia), the highest proportion of population living in land-locked states of any continent and very 
low population densities limiting the scope for economies of scale and competition13

Human Capital
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stem from the type of disease prevalence, but also reflect countries’ ability to promote 
preventative actions and reduce the disease burden.  High prevalence rates of malaria 
and HIV/AIDS, are associated with lower rates of economic growth.  Poor health affects 
national economies and household income - both through decreased productivity and 
directly through significant out of pocket expenditure as adults become sick and cannot 
work, and resources are spent on treatments and funeral costs.  Children are withdrawn 
from school to become carers for the ill, reducing their education opportunities and 
thus perpetuating the vicious cycle of poverty.  At a national level, HIV/AIDS 
significantly slows economic growth by destroying existing human capital and 
undermining family structures which support the education of children.  It has been 
estimated that in Sub-Saharan Africa as a whole, growth rates could be cut by between 
0.3 and 1.5 percentage points per year between now and 2015.   Conversely, better 
nutrition and health is estimated to have been responsible for around 40 per cent of 
growth in developing countries.   

5.24 Access to water and sanitation services is important for underpinning both 
health and skills development, and for releasing resources for more productive 
activities.  Around 40 billion working hours are spent collecting water every year in 
Africa alone – time which could be used for other, more productive activities. Illnesses 
arising from poor water/sanitation have knock-on effects on families’ incomes which 
have to be spent on treatment.  A child dies every 15 seconds from diseases related to 
lack of safe water and sanitation access. 

5.25 The cost of additional investment per year needed in order to meet the 
Universal Primary Education Millennium Development Goal is estimated at some $10 
billion. Some $10 billion per year is estimated to halt and reverse the spread of 
HIV/AIDS, and an additional $25 billion per year to combat maternal and child 
mortality. To meet the water and sanitation Millennium Development Goals, the 
estimated range is from $18 billion to $50 billion in additional aid per year. 

5.26 Monopolistic distribution structures can prevent reductions in tariffs from 
translating into lower prices for consumers and producers.  In poor countries, small and 
medium enterprises typically account for a relatively small share of overall output (17 
per cent of GDP in low-income countries compared with 50 per cent in high income 
countries).  Large companies are generally subject to very limited competitive pressure.  
As a result, in many developing countries large incumbent companies stifle 
entrepreneurial activity, taking advantage of weak institutional environments to raise 
anticompetitive barriers and protect their dominant position.15

15 UNDP (2004) 
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5.27 Dealers laws, common in many developing countries, protect exclusive 
relationships between foreign suppliers and local distribution firms.16  Distribution 
firms then use their monopoly to charge high prices, preventing consumers from 
accessing the benefits of increased openness to trade.   For example, a reduction in 
import tariffs on fertilizer, intended to lower fertilizer prices, increase use and thus 
boost agricultural productivity, would fail to deliver if a monopoly distributor captured 
the benefit of lower prices and refused to pass them on to consumers.  Under such 
circumstances farmers would have no additional incentive to increase their use of 
fertilizer, and thus the potential increase in agricultural productivity associated with 
greater fertiliser use would not occur.  The economy would fail to capture the dynamic 
benefits of the tariff reduction: instead there would be an increase in the profits of the 
distributor and a loss of tariff revenue for the government. 

5.28 While the existence of a competition law is not a comprehensive indicator of the 
effectiveness of competition policy,17 it is still significant that despite the spread of 
competition law in the 1990s in high and middle-income countries, no least-developed 
country enacted competition law between 1990 and 2001.18 Although  the 
implementation of competition law might be difficult in countries with poor 
institutional capacity, an open competition policy is a vital instrument to ensure that 
the benefits of openness to trade (and FDI) are fully realised and not captured by vested 
interests (domestic or foreign).   

5.29 Barriers affecting the economy’s ability to redeploy resources from less to more 
productive uses tend to be particularly high in poor countries.  Recent research by the 
World Bank compares more than 130 countries on the basis of quantitative indicators of 
business regulation.19  Regulation in poor countries is more cumbersome in all aspects 
of business activity.  The numbers of procedures, the cost of establishing businesses 
and the time taken to do so are significantly higher in low-income countries (chart 5.3). 

16 See, for example, Singham (2001) 

17 The instruments for competition policy are varied and include not only competition law, but also barriers to trade and FDI and
regulatory barriers to entry and exit.   

18 Clarke and Evenett (2003)  

19 World Bank (2004) 
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5.30 The averages hide striking differences. While it takes two days and less than 1 
per cent of annual income per capita to register a private limited-liability company in 
Australia, it takes 136 days and 325 per cent of annual income per capita in Burkina 
Faso.  Minimum capital requirements – the amount that the entrepreneur needs to put 
into a bank account before registration starts – are particularly high in some low-
income countries: in Ethiopia and Cambodia equivalent to 18 times income per capita; 
in Mongolia 20 times; in Yemen 17 times.  In the US and UK the figure is zero. 
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5.31 Exit costs are similarly distributed.  On average in low-income countries closing 
a business costs twice as much and takes twice as long as in high-income countries.  
The result is that bankruptcy laws are often not used, creditors and workers are left with 
no legal recourse, and resources are wasted.  Regulatory barriers to the expansion of 
businesses follow the same pattern.  Chart 5.4 indicates the difficulties faced by 
businesses in low-income countries when seeking to enforce contracts and obtain 
credit. 

5.32 Uncertain and difficult access to credit constrains the private sector by 
hampering the ability of businesses to grow and enter into new ventures20.  Private 
credit provision is much greater in high income countries than in the poorest, rising 
from 12 per cent of GDP in low-income countries to 25 per cent in lower-middle income 
countries, 30 per cent in upper-middle income countries and 85 per cent in high 
income countries.21 Access to savings institutions for individuals and businesses is also 
very difficult in many poor countries. 

5.33 Moreover, in many developing countries, in the absence of well developed 
systems, banks do not have access to enough information on the value of the property 
and the credit history of the potential borrower to allocate credit objectively, and have 
to rely instead on social networks to assess creditworthiness.  Two types of institution 
are key to expanding access to credit and improving its allocation: credit information 
registries or bureaus, and enforceable legal rights for creditors.  Chart 5.5  below shows 
the coverage of private bureaus and public registries – two different methods of 
information sharing – per thousand people, as an indication of banks’ access to 
information about individuals’ creditworthiness outside informal social networks or 
knowledge about existing/past clients. 

20 See also World Bank (2003a) for a more detailed analysis of the impact of financial systems upon the private sector. 

21 UNDP (2004). 
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Managing change 

5.34 Poor countries also face particular problems in managing the change associated 
with greater openness to imports.  Specific issues include:  

¶ erosion of preferential access to OECD markets;  

¶ lost tariff revenue; 

¶ balance of payments problems; and 

¶ coping with the social costs of dislocation, especially in sectors which 
employ a large proportion of poor people. 

5.35 Preferential access to industrialised country markets has contributed to 
significant export growth in some beneficiary countries.  Mauritius, for example, re-
invested earnings from preferential access to the EU sugar market and diversified its 
economy into textiles and fisheries – two other products where preferential margins on 
exports to the EU are extremely high.  But in general preferences have distorted 
economic incentives, encouraging specialisation in sectors which do not reflect long-
term comparative advantage.  For example, average sugar production costs in the main 
beneficiaries under the EU sugar protocol are nearly double those of leading non-
subsidised exporters.  In Jamaica, production costs are estimated at nearly three times 
the level of leading non-subsidised exporters.  Despite guaranteed access to the EU 
market at artificially high prices, the Jamaican industry reportedly loses around US$25 
million a year, and is heavily dependent on government subsidies.   

5.36 Moreover, preferences are usually extremely inefficient at transferring rent from 
the importer to the exporter.  Heavily concentrated market structures, which are 
common in commodity markets, mean that a significant part of the rents is siphoned 
off by the importer or trader.  The EU banana regime, for example, is a strikingly 
expensive mechanism for transferring resources to the Caribbean.  One study estimated 
that transferring $1 to Caribbean banana producers cost EU consumers over $1322.

5.37 Finally, preferential access by its nature prevents non-preference receiving 
countries from accessing markets. In the case of the EU banana preference regime, this 
effect is so strong that every dollar in aid to preferred producers was estimated to harm 
Latin American producers by almost exactly one dollar.  

5.38 Multilateral liberalisation leading to lower tariffs automatically reduces the 
difference between the preferential tariff and the MFN rate, therefore reducing the 
preferential margins and the overall value of the preferential regime. Removal of 
preferences through multilateral liberalisation would reduce world market distortions, 
encourage allocation of resources to those activities in which preference recipients can 
be most productive; and remove the bias against those countries which do not receive 
preferences – many of which include a significant proportion of the world’s poor.  
However the process of reducing preferences will involve difficult transitions in those 
countries directly affected.    

22 Borrell, (1996)  
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5.39 While the individual transition costs will be significant, the overall impact of 
preference erosion is unlikely to be large.  Ianchovichina et al (2001) estimated that a 25 
per cent reduction in average MFN tariffs would result in only a 0.2 per cent decline in 
base level exports for LDCs.  Similarly, in direct response to calls for financing for 
preference erosion, Subramanian (2003) found less than a 2 per cent reduction in the 
exports of LDCs following a 40 per cent cut in average MFN rates on manufacturing and 
agriculture.  Even when tariff peaks in Quad markets are reduced to 5 per cent, 
Hoekman et al (2002) estimate only a 0.2-0.5 per cent decline in LDC exports.23   

5.40 However, despite these minimal global effects, the impact on some individual 
countries could be substantial, leading to significant declines in exports (see table 5.2). 
This is particularly true when preferential arrangements include country quotas, such 
as the ACP-EU sugar protocol.   In these cases, many countries will face both a decline 
in their terms of trade and, potentially, a significant loss of market share to more 
competitive producers.  

Table 5.2: Percentage Decrease in Average Export Unit 
Values Following a 40 percent cut in preference margins 
as a result of a multilateral tariff reduction 

Least Developed Countries  Other Developing Countries  

Malawi 6.6 Mauritius 11.5

Mauritania 4.8 St.Lucia 9.8

Cambodia 4.1 Belize 9.1

Bangladesh 3.9 St. Kitts and Nevis 8.9

Maldives 3.5 Guyana 7.9

Haiti 3.3 Fiji 7.8

Cape Verde 3.3 Dominica 5.5

Source: IMF (2004) 

23 All these simulations are of the impact of MFN reductions in the Quad markets. While Quad markets received over half of 
LDC exports in 2000, this narrow focus may mean that some important dynamics are excluded in the estimated effects. 
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5.41 The impact of the phase-out of the Multi-Fibre Agreement (MFA), in the context 
of the WTO Agreement on Textiles and Clothing (ATC), could be especially significant. 
The table below shows the relative impact in value and volume terms of the elimination 
of only 15 per cent of the restrictive quotas, implemented in 2002 (Phase II of the ATC).  
The table usefully indicates the magnitude of change to be expected from the 
dismantling of quotas, but cannot be used as a reliable guide to which countries will be 
most severely affected by the elimination of the rest of the quotas, since individual 
countries’ competitiveness might vary significantly across the textile sector.  

Table 5.3: Selected countries� Exports of Textiles and 
Clothing to the US and EU 

(Products liberalised in Phase III of the ATC, Percentage Changes Jan-Sept 2001 vs. Jan-
Sept 2003) 

Exports to the United States Exports to the EU (only for those 
categories where China had quotas) 

Origin Change in 
value

Change in 
Volume

Origin Change in 
value

Change in 
Volume

China 193.6 652.6 China 90.8 377.1 

Pakistan 13.2 27.7 Romania 19.9 27.2 

India 12.2 1.8 Czech Republic 7.8 1.3 

Turkey -9.5 -9.2 Turkey -3 -22.8 

Egypt -20 -20 Tunisia -4.3 -18 

Mexico -20.5 -10.8 India -12.5 -9.5 

Indonesia -35.7 -36.3 Morocco -12.7 -19 

Cambodia -43.2 -31.1 Sri Lanka -21.6 -0.6 

Bangladesh -43.6 -41.9 Bangladesh -41.2 -8.4 

Philippines -57.9 -53.8 Thailand -44.8 -26.9 

Sri Lanka -57.9 -64.5 Vietnam -49 6.6 

Thailand -62 -64.7 Indonesia -50.1 -30.7 

5.42 For those countries worst affected, preference erosion will represent a 
significant challenge. It will impact on their export revenue and balance of payments, 
and affect vulnerable social groups such as young women employed in textile factories 
or landless farmers in sugar cane plantations. In April, the IMF adopted a new Trade 
Integration Mechanism (TIM) to enhance its support to countries experiencing 
difficulties with their balance of payments caused by broad multilateral liberalisation. 
In particular, the TIM is targeted at mitigating the impact of preference erosion 
including the phasing-out of textile quotas, and at helping vulnerable countries deal 
with potential adverse terms of trade changes resulting from OECD agricultural 
liberalisation.  
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5.43 In some countries, sectors previously sheltered by preferences will have the 
potential to become competitive in world markets if they receive additional investment 
and undergo further restructuring.  In other cases, the prospects will be much bleaker, 
and the only solution may be dramatic reduction in production or a move out of the 
sector altogether. Easier and more predictable access to IMF loans should help affected 
countries to undertake the necessary economic adjustment.  However, the affected 
countries are likely to need additional transitional external assistance to increase their 
competitiveness or accelerate structural change and export diversification, and to 
implement effective social safety nets for the most vulnerable groups affected by major 
shifts in production patterns. It is critical that those resources are additional to existing 
global flows and do not substitute other assistance that would have been provided for 
other poverty reduction programmes or to other developing countries.  

5.44 The share of trade taxes in total tax revenue is significant in many developing 
countries.  Trade taxes represent 1.1 per cent of total tax revenue in OECD countries.  In 
developing countries the average is close to 18 per cent – and over 35 per cent in Africa.   
The potential revenue loss through trade reform has been a serious factor in preventing 
many countries from making further reductions in tariffs.  Revenue losses can be 
particularly serious if they coincide with increased demand for social safety nets – likely 
in a period of adjustment following trade reform. 

5.45 In some cases, well-managed trade reform can ensure that the revenue impact 
is limited.  Concentrating trade reform on the reduction of non-tariff barriers (which do 
not yield revenue), tariff peaks (where a tariff reduction might lead to increased revenue 
through an increase in imports), and the elimination of tariff exemptions will all 
minimize any negative effects on total revenue.  However, in many cases maintaining 
revenue performance will require further fiscal reform and the establishment of 
alternative sources of revenue – reforms which are often complex, time-consuming and 
politically difficult.   

5.46 Trade policy reform can have a significant impact on the balance of payments in 
low-income countries.  A deterioration, even in the short-term, of the trade balance can 
lead to temporary short-falls in the balance of payments, leading to macroeconomic 
instability and increased difficulties in meeting debt repayment schedules. If domestic 
supply is constrained by other trade costs and domestic rigidities as detailed above, 
there is a serious risk that a reduction in border barriers might lead to a persistent 
deterioration of the trade balance, requiring additional capital in-flows – private or 
public – to manage the balance of payments.  

5.47 The need to attract capital flows can considerably complicate macroeconomic 
stability efforts.  Where countries are reducing their own trade barriers, the process 
tends to be most effective and easiest to manage when accompanied by a depreciation 
or devaluation of the national currency, increasing the competitiveness of exports and 
mitigating the effect of lower tariffs.24 However increases in capital in-flows are usually 
associated with increases in interest rates and  currency appreciation. 

24 Shatz, Howarth and Tarr (2002) 
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5.48 A deterioration in terms of trade, as experienced by many SSA countries heavily 
dependent on agricultural commodity exports, or a fall in exports caused by more 
intense competition in export markets, could also have a serious effect on the balance 
of payments. While countries have some control over the pace of their own trade 
reform, there is little they can do to affect the depth or timing of third parties’ reforms or 
world market developments, making these kinds of balance of payments pressures 
particularly difficult to manage. 

5.49 The social costs of dislocation and change are often acutely felt in poor 
countries.  This is largely because their labour, product and capital markets are less 
flexible, and most have little or no effective social welfare systems to protect people 
through change.  Economies that are less flexible incur larger adjustment costs in 
general, which can accrue disproportionately to poor regions, communities, women or 
children.  Under these circumstances rapid structural change can have a devastating 
impact on human well-being. 

5.50 It is in labour markets that the most severe constraints can arise.  Foremost 
among these effects are longer and deeper periods of unemployment.  In poor 
countries, the long-term effects of a temporary loss of income among the most 
vulnerable populations can have severe repercussions.  Unemployment, even 
temporarily, within poor families can lead to the removal of children from school, sale 
of assets, a reduction in nutrition and health, and ultimately a longer-term reduction in 
productivity potential. Ill-health among Ugandans in 1992 noticeably increased the 
probability of being in poverty eight years later. The effect is similar to a drought that 
causes farmers to sell or consume their seeds or livestock, preventing them from 
returning to production once the rains fall. 

5.51 The effects of unemployment are compounded by limited opportunities in 
alternative industries and weak structures for re-training. Under-invested primary and 
secondary systems also undermine basic literacy and numeracy skills essential to 
market flexibility. In addition, universal social protection systems – such as 
unemployment benefits – are weak or non-existent in most developing countries.  Rural 
communities are particularly vulnerable. More targeted social protection systems are 
ad hoc and provide incomplete coverage.  Traditionally, many communities have relied 
on strong social capital networks to cope with periods of stress.  Increasingly, especially 
in Sub-Saharan Africa, AIDS is eroding these coping mechanisms. 

5.52 Effective social protection systems are constrained by both government capacity 
and finance.  In the UK and US, total government expenditure on safety nets as a 
proportion of GDP was 10.5 and 14.1 per cent respectively.  By contrast, safety net 
spending was 0.3 per cent of GDP in both Rwanda and Niger.  For Sub Saharan Africa as 
a whole, safety net spending was 1.4 per cent of GDP, and 4.6 per cent in the Middle-
East and North Africa.25  Broader social spending – on health and education, but also on 
social protection – may be further constrained if trade openness erodes fiscal revenues. 

25 Average figures for the period 1972-97 from Besley, Burgess, and Rasul (2003). Figures derived from the IMF Government 
Finance Statistics Yearbook, all years 1972-97. 
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Implementing reform

5.53 Some important conclusions emerge from the discussion above, which have a 
practical impact on the implementation of trade reform in poor countries and the 
priority which should be given to trade reform in countries’ development strategies:   

¶ first, the impact of tariff barriers on trade is often dwarfed by other trade 
costs, particularly high transport costs; 

¶ second, capturing the benefits of openness through effective structural 
change is severely hampered in many countries by restrictions on the 
development of the private sector and by weak human capital due to poor 
health and lack of education;  

¶ third, the ability of poor countries to manage adjustment is constrained by  
institutional weaknesses and lack of financial resources.   

5.54 Taken together, these barriers have prevented trade liberalisation from raising 
overall productivity in some poor countries.  Nevertheless, in economies which remain 
substantially closed, or where trade barriers create major distortions between sectors, 
trade barriers reform can perpetuate and accentuate distortions, setting the economy 
on a path of lower productivity growth and increasing poverty. In particular, wide tariff 
dispersion distorts relative prices, increasing the risk that the economy’s least 
productive sectors will capture any additional resources.  The outcome could be an 
expansion of production in sectors with low or diminishing productivity.  

5.55 This argues for moving towards a more uniform tariff structure, even if tariffs as 
a whole remain relatively high.  The economic cost of a given tariff regime increases in 
proportion to the degree of dispersion26.  Martinez analyses the welfare effect of 
uniform tariffs under revenue-neutral conditions in 13 developing countries, and finds 
that in each case uniform tariffs enhance welfare. 

5.56 A possible exception to this rule is for products of vital importance to the poor.  
There may be a case for higher protection rates in sectors which provide a living for 
substantial numbers of poor people.  For example, in some Asian countries large 
sections of the poor are heavily dependent on rice production and consumption, but 
the rice sector is not internationally competitive.  In such cases it may be prudent to 
reduce barriers more slowly than for the rest of the economy, allowing a longer period 
of transition.  However delays in accessing cheaper imports will have a negative effect 
on consumers, who may also be poor; and the risk of efficiency losses offsetting 
distributional gains is high, particularly if the product is not effectively targeted on the 
poorest.  In Indonesia for example some studies27 estimate that reducing agricultural 
tariffs will lead to poverty increases, but others28 show how the poor and the very poor 
have conflicting interests in rice liberalisation.  Either way, higher protection rates 
should be viewed as a transitional measure, and should be coupled with measures to 
reduce dependency.  Otherwise there is a real risk of isolating the poorest in low-
productivity sectors, with little prospect of growth. 

26 De Melo and Grether (1997) 

27 Hertel et al (2003) 

28 Ravallion and van de Walle (1991) 
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5.57 Openness itself can provide additional incentives for improvements in 
institutional quality.  Openness to trade raises domestic demand for better institutions 
and better physical infrastructure by highlighting the impact of non-trade barriers on 
development, and increasing the potential pay-off from reform.  In Thailand, for 
example, an increase in the value of land associated with the country becoming a rice 
exporter spurred demand for the clarification of land tenure rights, leading to the 
development of land registries.29 More broadly, World Bank research shows a clear link 
between openness and institutional quality: the top third of countries in terms of 
openness score about three times as highly on specific indices measuring rule of law 
and government effectiveness.30

5.58 Research also shows a clear cross-country connection between low degrees of 
openness and levels of corruption.31  At its simplest level, a less restrictive trade policy 
based on simple, transparent and non-discretionary policies provides fewer 
opportunities and lower incentives for corruption.  In particular, uniform tariffs are 
likely to maximise the indirect effects of trade policy on institutional quality.  They are 
more transparent, they reduce rent-seeking and corruption, and are relatively easy (and 
therefore less costly) to administer.  They can also be designed to maintain revenue 
while minimising internal distortions. 

5.59 The costs of delaying trade reform will be higher in periods of global 
liberalisation.  It is relative (not absolute) trade restrictiveness which affects most FDI 
inflows and the competitiveness of exporters.  Moreover, since most low-income 
countries are too small to have an impact on world prices in products of interest to 
them, a unilaterally restrictive trade policy will do nothing to protect exporters from 
major changes in terms of trade.  

Sequencing of trade and other reforms

5.60 Decisions on the pace of reform depend heavily on a country’s own economic 
and political circumstances.  In poor countries as elsewhere, trade reform and other 
domestic reforms are not alternatives, but are strongly complementary.  This means 
that trade reform needs to be integrated systematically into countries’ development and 
poverty reduction strategies, recognising both the need for institutional development 
and greater development assistance in order to capture the benefits and manage 
change, and the role of greater openness in reducing corruption and promoting 
institutional quality. 

5.61 In some cases complementary reforms can be implemented fairly quickly – for 
example financial stabilisation policies.  But in others – for example complex regulatory 
reform or changes in labour markets – implementation may be spread over several 
years.  Under these circumstances the pace of trade reform may need to be carefully 
calibrated against the pace of other changes; but the overall direction of reform should 
remain coherently in favour of more open markets.  Other important factors to take into 
account are the strength of vested interests, the need to maintain public support and 
the government’s credibility, which together are likely to determine the time available 
to implement reform and the risks of reversal during the reform process. 

29 World Bank (2002a) 

30 World Bank (2002a) 

31 Ades and Di Tella (1997, 1999) 
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5.62 In terms of the sequencing of trade reform itself, elimination of quantitative 
restrictions and the progressive convergence of tariffs at a low level should be the 
highest priority.  Customs exemptions, quantitative restrictions and other non-tariff 
barriers are particularly distortive and should be removed as soon as possible.  They are 
often arbitrary and non-transparent, and they encourage consumers and producers to 
overstock.  Moreover, an initial shift from quotas to tariffs boosts government revenue 
by transferring the quota rents previously captured by importers to tariff revenue 
captured by governments. 

Conclusion 

5.63 In summary:  

¶ poor countries stand to gain substantially from further reductions in trade 
barriers; but they have to overcome significant capacity constraints in order 
to capture the benefits of greater openness.  The agenda is broad: not only 
reducing barriers to private sector development, but also investing in 
physical infrastructure, human capital and institutional capacity.    

¶ trade reform needs to be sequenced , so that as growth accelerates, 
resources are attracted into productive areas, rather than protected sectors.  
Quota restrictions, customs exemptions, non-tariff barriers and high tariff 
dispersion are particularly distortionary and can harm the poorest most..  

¶ developed countries have a crucial role to play in supporting this process.  
Developed countries should open their markets in those sectors in which 
developing countries are most competitive – i.e. agriculture and labour 
intensive goods such as textiles.  Emerging markets also have a fundamental 
role to play in improving market access for low-income countries. 

¶ all countries also need to ensure that anti-dumping and other trade defence 
measures are not used unfairly to protect domestic markets; and that 
product standards and other regulations do not represent disguised barriers 
to trade.   

¶ In addition developed countries can help provide significant additional 
development assistance to poor countries needing to undertake investment 
in human and physical capital to complement greater trade openness and 
lead to poverty reduction.  This includes direct assistance to facilitate 
adjustment in those countries badly affected by the loss of preferential 
margins; and substantial additional resources to allow countries to build a 
pro-trade infrastructure, and boost their social spending in education and 
health.
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