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EXECUTIVE SUMMARY

It iswiddy accepted, not least in the agreement etablishing the WTO itsdlf, that the
purpose of the world trade regime isto raise living standards dl around the world--rather than to
maximize trade per se. In practice, however, these two goals--promoting development and
maximizing trade- - have come to be increasingly viewed as synonymous by the WTO and
multilatera lending agencies, to the point where the latter easly subgtitutes for the former. The
net result is a confounding of ends and means. Trade has become the lens through which
development is perceived, rather than the other way around.

Imagine a trading regime in which trade rules are determined so as to maximize
development potentia, particularly of the poorest nations in the world. Instead of asking "how
do we maximize trade and market access?' negotiators would ask "how do we enable countries
to grow out of poverty?" Would such aregime look different than the one that exists currently?

The answer depends critically on how one interprets recent economic history and therole
that trade openness playsin the course of economic devdlopment. The prevailing view in G7
capitals and multilatera lending agenciesis that integration into the globa economy isan
essentid determinant of economic growth. Successful integration in turn requires both enhanced
market access in the advanced industrial countries and arange of inditutiona reforms at home
(ranging from lega and adminigtrative reform to safety nets) to render economic openness vigble
and growth-promoating. | cdl thisthe "enlightened standard view'--enlightened because of its
recognition that there is more to integration than smply lowering tariff and non-tariff barriersto
trade, and standard because it represents the prevailing conventional wisdom. In this conception,
today's WTO represents what the doctor ordered: the WTO's focus on expanding market access
and degpening integration through the harmonization of awide range of "trade-related” practices
is precisaly what development requires.

| present in this paper an dternative account of economic development. Thisisan
account that questions the centrality of trade and trade policy and emphasizes instead the critica
role of domedtic indtitutiond innovations that often depart from prevailing orthodoxy. Inthis
view, trangtions to high economic growth are rarely sparked by blueprints imported from
abroad. Opening up the economy is hardly ever akey factor at the outset. Theinitiating reforms
instead tend to be a combination of unconventiond indtitutiona innovations with some of the
elements drawn from the orthodox recipe. These combinations tend to be country- specific,
requiring local knowledge and experimentation for successful implementation. They are targeted
on domegtic investors and tailored to domestic indtitutiond redlities.



In this dternative view, a development-friendly internationd trading regime is one that
does much more than enhance poor countries access to markets in the advanced indugtridl
countries. It is one that enables poor countries to experiment with inditutiona arrangements and
leaves room for them to devise their own, possibly divergent, solutions to the developmentd
bottlenecks that they face. 1t is one that evauates the demands of indtitutional reform not from
the perspective of integration (“what do countries need to do to integrate?") but from the
perspective of development ("what do countries need to do achieve broad-based, equitable
economic growth?'). Inthisvison, the WTO would no longer serve as an instrument for the
harmonization of economic policies and practices across countries, but as an organization that
manages the interface between different national practices and inditutions.

Therefore, areinvigorated focus on development and poverty dleviation, long with a
nuanced, empiricaly-based understanding of the development process, would have far-reaching
implications for the manner in which the internationa trading regime and the WTO function.
This paper is devoted to making the case for such areorientation. My focusis on the broad
principles, rather than specific recommendations.

A key argument of the paper is that developing countries are short-changing themsaves
when they focus their complaints on specific asymmetriesin market access (tariff pesks agangt
developing country exports, industria country protection in agriculture and textiles, and so on).
Thisway of posng their grievances reflects acceptance of a market-access mindset that does
developing countries limited good. They would be far better served by pressing for changes that
enshrine development at the top of the WTO's agenda, and correspondingly provide them with a
better mix of enhanced market access and maneuvering room to pursue gppropriate devel opment
drategies.

Following the introduction, section 11 of the paper discusses the distinction between
development strategies that focus on growth and those that focus on poverty dleviation. In
practice, these two ends become inseparable once we recognize that policiesthat are targeted at
the poor are likely to have particularly high growth payoffs. The main srike againg exiging
trade rulesis not that they over-emphasize trade and growth at the expense of poverty dleviation,
but that they over-emphasize trade a the expense of poverty reduction and growth. Next, | turn
to the fundamental determinants of economic growth (section 111). 1 argue that the enlightened
standard view encompasses an impossibly broad and unfocussed devel opment agenda, and one
that istoo biased towards a particular set of indtitutiondl arrangements. | emphasize instead the
centrdity of domedtic inditutiond innovations (comprising amix of orthodoxy with "loca
hereses') and of investment srategies that are tailored to the circumstances of each country.
The argument isillusirated with a brief review of some successful development Strategies.

Section 1V discusses the evidence on the links between trade policy and economic
performance. The voluminous literature in this area, which forms the basis for the extravagant
statements on the benefits of trade openness which one often hears, has to be approached with
extreme care. A closelook a thisliterature, and the evidence underlying the conclusions drawn,
suggests that the issues are hardly clear-cut. Essentidly, there is no convincing evidence that
trade liberdization is predictably associated with subsequent economic growth. In section V, |



argue that this raises serious questions about the priority thet the integrationist policy agenda
typicaly recaivesin orthodox reform programs. The problem is not trade liberdization per se,
but the diverson of financia resources and political capital from more urgent and deserving
developmentd priorities. | illustrate some of these tradeoffs in this section.

Section VI develops some generd principles for aworld trade regime that puts
development first. | emphasize that the trade regime has to accept inditutiond diversity, rather
than seek to diminate it, and that correspondingly it must accept the right of countries to
"protect” their indtitutional arrangements. However, the right to protect one's own socid
arrangementsis distinct from, and does not extend to, the right to impose it on others. Once
these smple principles are accepted and interndized in trade rules, developmenta priorities of
poor nations and the needs of the industrid countries can be rendered compatible and mutually
supportive. This section discusses an opt-out mechanism to operationdize these idess.

The WTO isan indtitution devoted largely to bargaining over market access. "Free trade”
isnot the typical outcome of this process, nor is consumer welfare (much less development)
what the negatiators have chiefly in mind. Traditiondly, the agenda of multilaterd trade
negotiations has been shaped in response to a tug- of-war between exporters and multinationd
corporations in the advanced industria countries (which have had the upper hand), on one side,
and import-competing interests (typicaly, but not solely, labor) on the other. The chief
beneficiaries of free trade in textbooks--consumers--st nowhere at the table. The features of the
WTO can best be understood in this context, as the product of intense lobbying by specific
exporter groupsin the U.S. or Europe or of specific compromises between such groups and other
domestic groups. The differentid trestment of manufactures and agriculture, or of clothing and
other goods within manufacturing, the antidumping regime, and the IPR regime, just to pick
some of the key anomdlies, are dl the results of this palitica process. Understanding thisis
essential since it underscores the important point that there is very little in the structure of
multilatera trade negotiations to ensure that their outcomes are condstent with devel opmentd
godls, let aone that they be designed to further development.

A key implication of the shift to a developmenta mindset would be that developing
nations have to articulate their needs not in terms of market access, but in terms of the policy
autonomy that will dlow them to exercise indtitutiona innovations thet depart from prevailing
orthodoxies. A second implication isthat the WTO should be conceived not as an inditution
devoted to harmonization and the reduction of nationd ingtitutiona differences, but asan
indtitution that manages the interface between different nationa systems.

This shift would have severd important advantages. Thefirgt, and the most obvious one,
isthat thiswould provide for a more development-friendly international economic environment.
Countries would be able to use trade as a means for devel opment, rather than being forced to
view trade as an end in itsdf (and being forced to sacrifice developmenta goasin the bargain).

It would save developing countries precious politica capital by obviating the need to bargain for
"gpecid and differentid trestment™--a principle that in any case is more form than substance at
this point.



Second, viewing the WTO as an inditution that manages inditutiond diversity (rather
than imposing uniformity) gets the developing countries out of a conundrum inherent in their
current negotiating sance. The conundrum arises from the inconsstency between their demands
for maneuvering space to implement their development policies, on the one hand, and their
complaints about Northern protectionism in agriculture, textiles, and labor and environmental
gandards, on the other. Aslong as the issues are viewed in market-access terms, developing
countries will remain unable to make a sound and principled defense of their legitimate need for
maneuvering space. And the only way they can gain enhanced market accessis by redtricting
their own policy autonomy in exchange. Once one views the objective of the trading regime
differently--to let different national economic systems prosper Side by side--the debate can
become a more fruitful one about each nation's ingtitutiona priorities and how they may be
rendered compatible in a development-friendly way.

The third advantage is that this shift in perspective provides away out of the impassein
which the trading system finds itsdlf podt-Sedttle. At present, two groups fed particularly
excluded from the decision-making machinery of the globa trade regime: developing country
governments and northern NGOs. The former complain about the asymmetry in trade rules,
while the latter charge that the system pay's inadequate attention to fundamenta values such as
trangparency, accountability, human rights, and environmental sustainability. The demands of
these two disenfranchised groups are often perceived to be conflicting--over questions such as
labor and environmental standards or the transparency of the dispute settlement procedures--
alowing the advanced industrid countries and the leadership of the WTO to seize the "middle’
ground. It isthe demands of these two groups, and the apparent tension between them, that has
pardyzed the process of multilatera trade negotiations.

But once one views the trade regime--and the governance challengesit poses--from a
developmenta perspective, it becomes clear that the devel oping country governments and many
of the northern NGOs share the same gods: policy autonomy to pursue one's own vaues and
priorities, poverty dleviaion, and human development in an environmentaly sustainable
manner. The tensons over issues such as labor standards become manageable if the debate is
couched in terms of developmental processes--broadly defined--instead of the requirements of
market access.



THE GLOBAL GOVERNANCE OF TRADE AS IF DEVELOPMENT REALLY MATTERED

|. Introduction
What objectives does (or should) the WTO serve? The first substantive paragraph of the
Agreament Egtablishing the World Trade Organization ligs the following aspirations:
rasing sandards of living, ensuring full employment and alarge and steedily growing
volume of red income and effective demand, and expanding the production of and trade
in goods and services, while alowing for the optima use of the world's resourcesin
accordance with the objective of sustainable development, seeking both to protect and
preserve the environment and to enhance the means for doing so in amanner consstent
with their respective needs and concerns at different levels of economic development.
A subsequent paragraph cites "mutualy advantageous arrangements directed to the substartia
reduction of tariffs and other barriers to trade and to the dimination of discriminatory trestment
in internationd trade relations’ as ameans of "contributing to these objectives™ It iscdlear from
this preamble that the WTO's framers placed priority on raisng standards of living and on
sustainable development. Expanding trade was viewed as a means towards that end, rather than
anendinitsdf. Promoting economic development has acquired an even higher standing in the
officia rhetoric of the WTO recently, partly in response to the critics of the WTO.2
That the purpose of the world trade regimeisto raise living sandards dl around the
world--rather than to maximize trade per se--has never been controversid. In practice, however,

these two goals--promoting development and maximizing trade-- have come to be increasingly

! Agreement Establishing the World Trade Organization, available on the WTO web site at
http://www.wto.org/english/docs_e/legal_e/final_e.htm




viewed as synonymous by the WTO and multilatera lending agencies, to the point where the
|atter eesily subdtitutes for the former.® Asthe WTO's Mike Moore (2000) putsit, "the surest
way to do more to help the poor isto continue to open markets." Thisview has the apparent
merit that it is backed by avoluminous empiricd literature that identifies trade as akey
determinant of economic growth. It aso fits nicely with the traditional modus operandi of the
WTO, which is to focus predominantly on reciproca market access (instead of devel opment-
friendly trade rules). However, the net result is a confounding of ends and means. Trade
becomes the lens through which development is perceived, rather than the other way around.

Imagine atrading regime that is true to the preamble of the WTO. Thiswould bea
regime in which trade rules are determined so as to maximize development potentid, particularly
of the poorest nationsin the world. Instead of asking "how do we maximize trade and market
access?' negotiators would ask "how do we enable countries to grow out of poverty?' Would
such aregime look different than the one that exists currently?

The answer depends critically on how one interprets recent economic history and the role
that trade openness plays in the course of economic development. The prevailing view in G7
capitas and multilatera lending agencies is that integration into the globa economy isan
essential determinant of economic growth. Successful integration in turn requires both enhanced
market access in the advanced industrid countries and arange of inditutiond reforms a home
(ranging from lega and adminigtrative reform to safety nets) to render economic openness vigble

and growth promoting. | shdl call thisthe "enlightened standard view'--enlightened because of

2 See, for example, Director General Mike Moore's speech at the London Ministerial roundtable on trade and
poverty in LDCs, 19 March 2001 (http://www.wto.org/english/news e/spmm_e/spmmb55_e.htr) or his op-ed in the
Financia Times, entitled "The WTO Is A Friend of the Poor," June 19, 2000, p. 17.

3 The slippageis evident in the WTO's own promotional material. According to the WTO'sweb site, the
organization's "main function isto ensure that trade flows as smoothly, predictably and freely as possible." See
http://www.wto.org/english/thewto_e/whatis_e/inbrief_e/inbr00_e.htm.



its recognition that there is more to integration than Smply lowering tariff and non-tariff barriers
to trade, and standard because it represents the prevailing conventiona wisdom.* In this
conception, today's WTO represents what the doctor ordered: the WTQO's focus on expanding
market access and degpening integration through the harmonization of awide range of "trade-
related” practicesis precisely what development requires.

| shdl present here an dternative account of economic development. Thisis an account
that questions the centrdity of trade and trade policy and emphasizes instead the critical role of
domestic indtitutiond innovations that often depart from prevailling orthodoxy. In thisview,
trangitions to high economic growth are rarely sparked by blueprints imported from abroad.
Opening up the economy is hardly ever akey factor at the outset. Theinitiating reformsinstead
tend to be a combination of unconventiond inditutiona innovations with some of the dements
drawn from the orthodox recipe. These combinations tend to be country-specific, requiring local
knowledge and experimentation for successful implementation. They are targeted at domestic
investors and tailored to domestic indtitutiona redlities.

In this dternative view, a deveopment-friendly international trading regimeis one that
does much more than enhance poor countries access to markets in the advanced industrid
countries. It is one that enables poor countries to experiment with inditutiona arrangements and
leaves room for them to devise their own, possibly divergent solutions to the devel opmentd
bottlenecks that they face. 1t is one that evauates the demands of indtitutional reform not from
the perspective of integration (“what do countries need to do to integrate?’) but from the

perspective of development (“what do countries need to do achieve broad- based, equitable

* For arecent official statement of this enlightened standard view, see "Trade, Development and Poverty
Reduction,” paper prepared jointly by the staff of the World Bank and the IMF for the consideration of the
Development Committee, March 31, 2000.



economic growth?"). In thisvison, the WTO would serve no longer as an instrument for the
harmonization of economic policies and practices across countries, but as an organi zation that
manages the interface between different nationa practices and inditutions.

Therefore, areinvigorated focus on development and poverty dleviation, dong with a
nuanced, empiricaly-based understanding of the development process, would have far-reaching
implications for the manner in which the internationa trading regime and the WTO function.
This paper is devoted to making the case for such areorientation. My focus will be on the broad
principles, rather than specific recommendations, because it is only through a changein the
overal mindset of trade negotiations that Sgnificant change can be accomplished.

One of the key arguments of the paper isthat developing countries are short-changing
themsdves when they focus their complaints on specific asymmetriesin market access (tariff
pesks againgt developing country exports, industrid country protection in agriculture and
textiles, and so on). Thisway of posing ther grievances reflects acceptance of a market-access
mindset that does developing countries limited good. They would be far better served by
pressing for changes that enshrine development at the top of the WTO's agenda, and
correspondingly provide them with a better mix of enhanced market access and maneuvering
room to pursue gppropriate development strategies.

Since this paper is as much about the gpproach to development that should inform our
thinking of the internationd trade regime asit is about the WTO itsdf, | will devote much of the
paper to the empirical content of the idess just summarized. | beginin section |1 by disposing of
an unhdpful and counterproductive distinction between development Strategies that focus on
growth versus those that focus on poverty dleviaion. In practice, these two ends are

insgparable. The main drike againgt exigting trade rulesis not that they over-emphasze trade




and growth at the expense of poverty aleviation, but that they over-emphasize trade at the
expense of poverty reduction and growth. Next, | turn to the fundamental determinants of
economic growth (section I11). | argue that the enlightened standard view encompasses an
impossibly broad and unfocussed development agenda, and one that is too biased towards a
particular st of indtitutional arrangements. | emphasize instead the centrdity of domestic
inditutiona innovations (comprising amix of orthodoxy with "loca hereses’) and of investment
drategies that are tailored to circumstances of each country. The argument isillustrated with a
brief review of some successful development Strategies.

Section 1V discusses the evidence on the links between trade policy and economic
performance. The voluminous literature in this area, which forms the basis for the extravagant
gtatements on the benefits of trade openness which one often hears, has to be approached with
extreme care. A closelook a thisliterature, and the evidence underlying the conclusions drawn,
suggests that the issues are hardly clear-cut. Essentidly, there is no convincing evidence thet
trade liberdization is predictably associated with subsequent economic growth. In section 'V, |
argue that this raises serious questions about the priority thet the integrationist policy agenda
typicdly receivesin orthodox reform programs. The problem is not trade liberdization per se,
but the diverson of financia resources and political capital from more urgent and deserving
developmentd priorities. | illustrate sSome of these tradeoffs in this section.

Section VI develops some generd principles for aworld trade regime that puts
development first. | emphasize that the trade regime has to accept inditutiond diversity, rather
than seek to diminate it, and that correspondingly it must accept the right of countriesto
"protect” their indtitutiona arrangements. However, the right to protect one's own socia

arrangementsis distinct from, and does not extend to, the right to impose it on others. Once



these smple principles are accepted and interndized in trade rules, developmentd priorities of
poor nations and the needs of theindustria countries can be rendered competible and mutudly
supportive. This section discusses an opt-out mechanism to operationdize these ideas. Findly,

section VI offers concluding remarks.

I1. Growth versus poverty aleviation: a meaningless debate

Should governments pursue economic growth first and foremogt, or should they focus on
poverty reduction? Recent debate on this question has generated more hesat than light because it
has become embroiled in broader politica controversies on globaization and itsimpact on
developing economies. Critics of the WTO often take the organization to task for being overly
concerned about the level of economic activity (and its growth) at the expense of poverty
dleviation. Its defenders argue that expanded trade and higher economic growth are the best
ways to reduce poverty around the world.

Thisisalargely unproductive debate that detracts atention from thered issues. In
practice, economic growth and poverty aleviation do tend to correlate closdly, and to that extent
WTO's defenders have a vadid answer to the critics. However, the real question is (or ought to
be) whether open trade policies are a reliable mechanism for generating salf-sustaining growth
and poverty dleviaion. On this, the defenders of the enlightened standard view have amuch
less convincing answer. | defer this second issue for later, and focus for the moment on the
relationship between growth and poverty reduction.

Let me start with some of the easier questions. Does growth benefit the poor? Yes, in
generd. The proportion of people living in poverty has dropped in al of the developing countries

that have sustained rapid growth over the past few decades. In theory, a country coud enjoy a



high average growth rate without any benefit to its poorest households, if income disparities
grew sgnificantly—in other words, if the rich got richer while the incomes of the poor stagnated
or declined. However income distribution (as measured by the Gini coefficient for example)
tends to be stable over time within countries.

Moreover, to the extent that income distribution changes, its relationship to economic
growth varies from country to country. Growth has been accompanied by greater equdlity of
income in Taiwan Province of China, Bangladesh, and Egypt, for example, but by greater
inequdity in Chile, China, and Poland. This suggests that the magnitude of the poverty-
reduction payoff from growth depends, in part, on a country’ s specific circumstances and
policies.

Is poverty reduction good for growth? Again, yes, in generd. It is hard to think of
countries where a large decrease in the absolute number of people living in poverty has not been
accompanied by faster growth. Just aswe can imagine growth occurring without any reduction
of poverty, we can aso imagine a strategy of poverty reduction that relies exclusvely on
redistributing wealth from the rich and the middle classes to the poor. In principle, a country
pursuing redigtributive policies could reduce poverty even if itstotal income did not grow. But
we would be hard pressed to find real-world examples. Policies that increase the incomes of the
poor, such as investmentsin primary educeation, rurd infrastructure, hedth, and nutrition, tend to
enhance the productive capacity of the whole economy, boosting the incomes of al groups.

What does a high correlation between growth and the incomes of the poor tell us?
Practicaly nothing, for the reasons outlined above. All it showsisthat income distribution tends
to be stable and fairly unresponsive to policy changes. Moreover, a strong correlation between

economic growth and poverty reduction is compatible with both of the following arguments. (1)



only policies that target growth can reduce poverty; and (2) only policies that reduce poverty can
boost overall economic growth. Therefore, the observed correlation between growth and poverty
reduction tells us little of interest as far as policy choices and priorities are concerned.

A somewhat different question is whether the well-being of the poor should enter asan
independent determinant of policy choices, in addition to the usud focus on macroeconomic
gability, microeconomic efficiency, and inditutiona qudity. In other words, should economic
reform Strategies have a poverty focus?

Y esthey should, for at least three reasons. Fird, in consdering socid welfare, most
people, and democratically eected governmentsin particular, would give more weight to the
well-being of the poor than to that of the rich. The economy’s growth rate is not a sufficient
datigtic for making wefare evauations because it ignores not only the level of income but dso
itsdigtribution. A policy that increases the income of the poor by one rupee can be worthwhile at
the margin even if it codts the rest of society more than arupee. From this perspective, it may be
entirely rationd and proper for a government considering two competing growth srategiesto
choose the one that has greater potential payoff for the poor even if itsimpact on overal growth
isless assured.

Second, even if the welfare of the poor does not receive extra weight, interventions aimed
at helping the poor may 4till be the most effective way to raise average incomes. Poverty is
naturally associated with market imperfections and incompleteness. The poor remain poor
because they cannot borrow againgt future earnings to invest in education, skills, new crops, and
entrepreneurid activities. They are cut off from economic activity because they are deprived of
many collective goods (such as property rights, public safety, and infrastructure) and lack

information about market opportunities. It is a stlandard tenet of economic theory that raising real



average incomes requires interventions targeted at closing gaps between private and socia codts.
There will be a preponderance of such opportunities where there is a preponderance of poverty.
Third, focusing on poverty is also warranted from the perspective of a broader,
capabilities-oriented approach to development. An exclusive focus on consumption or income
levels condtitutes too narrow an gpproach to development. As Amartya Sen has emphasized, the
overarching god of development isto maximize people's capabilities—that is, ther ability to
lead the kind of life they value. The poor face the greatest hurdiesin this area and are therefore
the most deserving of urgent policy attention.
Priorities matter alot. Policymakers make choices dl the time. The lens through which
they perceive development will profoundly affect the outcomes. Keeping poverty in sight
ensures that their priorities are not distorted. Consider someillugtrative tradeoffs.
= Fscd policy. How should a government resolve the tradeoff between higher spending on
poverty-related projects (rurd infrastructure, say) and the need for tight fiscal policies?
Should it risk incurring the disgpprova of financia markets as the price it must pay for
better irrigation? How should it alocate its educationa budget? Should more be spent on
building primary schoolsin rurd areas or on training bank auditors and accountants?

= Market liberdizatiion Should the government maintain price controls on food crops,

even if such controls distort resource alocation in the economy? Should it remove capitd
controls on the baance of payments, even if that means fisca resourceswill betied up in
holding additional foreign reserves—resources that could otherwise have been used to
finance asocid fund?

» Inditutiona reform How should the government design its anti- corruption strategy?

Should it target the large-scale corruption that foreign investors complain about or the
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petty corruption in the police and judicid systems that affects ordinary citizens? Should

legd reform focus on trade and foreign investment or domestic problems? Whose

property rights should receive priority, peasants or foreign patent holders? Should the
government pursue land reform, even if it threatens politicaly powerful groups?

Asthese examplesilludtrate, in practice, even the standard, growth-oriented desiderata of
macroeconomic stability, microeconomic efficiency, and ingtitutiona reform leave consderable
room for maneuver. Governments can use this room to better or worse effect. A poverty focus
helps ensure that the relevant tradeoffs are consdered explicitly.

Since growth and poverty reduction go largely hand in hand, the red questionsare: What
arethe policies that yield these rewards? How much do we know about policy impacts? The
honest answer is that we do not know nearly enough. We have evidence that land reforms,
appropriately targeted price reforms, and certain types of hedlth and education expenditures
benefit the poor, but we are uncertain about many things. It is one thing to say that development
drategies should have a poverty focus, another to identify the relevant policies.

But thisis not a strike against poverty-oriented programs, snce we are equally uncertain
about growth-oriented programs. The uncomfortable redlity is that our knowledge about the
kinds of policiesthat stimulate growth remains limited. We know that large fiscal and
macroeconomic imbalances are bad for growth. We know that “good” ingtitutions are important,
even though we have very little idea aout how countries can acquire them. And, despite a
voluminous literature on the subject, we know next to nothing about the kinds of trade policies
that are most conducive to growth (as | shall argue below).

For reasons just discussed, it is unproductive to make a sharp distinction between policies

that promote growth and policies that target poverty dleviation directly. The requisite policies
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are likely to vary considerably depending on inditutiona context, making it difficult to
generdize with any degree of precison. The next section turns to the questions that should be

our real focus: what works, how, and under what circumstances?

I1l. Achieving economic growth: what redly matters?

The enlightened standard view of development policy grew out of dissatisfaction with the
limited results yielded by the Washington Consensus policies of the 1980s and 1990s. The
disgppointing growth performance and increasing economic insecurity in Latin America (the
region that went furthest with policies of privatization, liberaization, and openness), the failures
in the former Soviet Union, and the Asian financid crisis of 1997-98 al contributed to the
refashioning of the Washington Consensus around a number of ingtitutiona prerequisites. The
resulting "augmented Washington Consensus' (shown in Table 1) goes beyond liberdization and
privatization to emphasize the need to create the indtitutional underpinnings of market
economies. The reforms on the list include financid regulation and prudentid supervison,
governance and anti-corruption, lega and administrative reform, |abor- market "flexibility,” and
socid safety nets.

Operaiondly, these indtitutiona reforms have two noteworthy features. Firg, they are
heavily influenced by an Anglo- American conception of what condtitutes desirable ingtitutions
(asin the preference for arms-length finance over "devel opment banking” and flexible labor
markets over inditutionaized labor markets). Second, they are driven largely by the
requirements of integration into the world economy. The latter explains the emphasis on the
internationa harmonization of regulatory practices, asin the case of financid codes and

standards and of the WTO agreements.
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Market economiesrely on awide array of non-market inditutions that perform
regulatory, stabilizing, and legitimizing functions (see Rodrik 2001afor adiscusson). Cross-
nationa econometric work shows that the qudity of a country's public inditutionsis a criticd,
and perhaps the most important, determinant of a country’s long-term development (Acemoglu et
d., 2000). For these reasons, the recent emphasis on indtitutions is highly welcome. However, it
needs to be borne in mind that indtitutiona basis for a market economy is not uniquely
determined. There is no single mapping between awdll-functioning market and the form of nor+
market indtitutions required to sustainit. Thisfinds reflection in the wide variety of regulatory,
gabilizing, and legitimizing indtitutions that we observe in today's advanced industrial societies.
The American yle of capitalism is very different from the Japanese syle of capitalism. Both
differ from the European style. And even within Europe, there are large differences between the
inditutiona arrangementsin, say, Sweden and Germany. Over the long term, each of these
variants has performed equally well.®

The point about indtitutiond diverdty hasin fact amore fundamenta implication. The
ingtitutiona arrangements that we observe in operation today, varied as they are, themsdves
condtitute a subset of the full range of potentid inditutiona possibilities. Thisisapoint that has
been forcefully and usefully argued by Roberto Unger (1998). There is no reason to suppose that
modern societies have dready managed to exhaug dl the useful inditutiond variations thet
could underpin hedthy and vibrant economies. We need to maintain a heathy skepticism

towards the idea that a specific type of ingtitution--a particular mode of corporate governance,

® One needs to guard against the common journalistic error of supposing that one set of institutional arrangements
must dominate the othersin terms of overall performance. Hence the fads of the decade: with itslow
unemployment, high growth, and thriving culture, Europe was the continent to emulate throughout much of the
1970s; during the trade-conscious 1980s, Japan became the exemplar of choice; and the 1990s have been the decade
of U.S.-style freewheeling capitalism. It isanybody's guess which set of countrieswill capture the imagination once
the effects of the correction of the U.S. stock market play themselves out.
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socia security system, or labor market legidation, for example--isthe only type that is
compatible with awell-functioning market economy.

Leaving aside the question of long-term choice over inditutiond forms, the enlightened
gandard view aso suffers from afata flaw insofar asit is presented as arecipe for simulating
economic growth: it provides no sense of priorities among along and highly demanding list of
indtitutiond prerequidites. This kitchen-sink gpproach to development dtrategy fliesin the face
of practica redlity and is at odds with the hitorica experience of today's advanced indudtridl
economies. What are today regarded as key ingtitutional reformsin areas such as corporate
governance, financid supervison, trade law, and socia safety nets did not take place in Europe
or North Americauntil quite late in the economic development process (Chang 2000). Indeed,
many of the items on the augmented Washington Consensus agenda (Table 1) should be properly
viewed as the outcome of successful economic development rather than a prerequisite thereof.

The redlity of growth trandformations isthat they areindtigated by an initidly narrow set
of palicy and indtitutiond initiatives, which might be caled "investment drategies’ (Rodrik
1999). Adequate human resources, public infrastructure, socid peace and ability are dl key
enabling dements of an investment drategy. But often the key isa set of targeted policy
interventions that kindle the anima spirits of domestic investors.  These investment dtrategies
st off aperiod of economic growth, which in turn enables a virtuous cycle of inditutiond
development and further growth. The initiating reforms are rarely replicas of each other, and
they bear only partia resemblance to the requirements highlighted by the enlightened standard

view. Typicdly, they ental amix of orthodoxy with unconventiond domestic innovations.
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| discuss below three sets of investment dtrategies briefly, to ducidate this centra point
and to highlight the diversity of paths taken to greater prosperity: import-subgtitution, East-Agan
dyle outward orientation, and two-track reform strategies.

Import- subgtituting indudridization (IS)).  Import-subdituting indudtridization (I1S) is

based on the idea that domestic investment and technological capabilities can be spurred by
providing home producers with (temporary) protection againgt imports. 1t might seem odd that |
include 1Sl among my successful investment drategies, as this approach to development policy
has fdlen into disgrace snce the 1980s. However, the redlity isthat 1S did quite well for a
subgtantia period of time in scores of developing nations. Until the firgt oil shock hit in 1973, no
fewer than 42 developing grew at rates exceeding 2.5 percent per capita per annum.® At thisrate,
incomes would double every 28 years or less. Most of these countries followed 1S policies.
Theligt includes twelve countries in South America, six in the Middle East and North Africa,
and even 15 in Sub-Saharan Africa. In fact, there were no less than six Sub-Saharan African
countries among the 20 fastest-growing developing countries in the world prior to 1973:
Swaziland, Botswvana, Cote d' Ivoire, Lesotho, Gabon, and Togo, with Kenya ranking 21st.
There can be little doubt that economic growth led to subgtantia improvementsin the living
conditions of the vast mgority of the households in these countries. Between 1967 and 1977,
life expectancy a birth increased by four yearsin Brazil (from 58 to 62), by five yearsin Cote
d Ivoire (from 43 to 48), by five yearsin Mexico (from 60 to 65), and by five yearsin Pakistan
(from 4810 53). In Kenya, infant mortdity fell from 112 (per 1,000 live births) in 1965 to 72 in

1980.

® The following is based on Rodrik (1999), chapter 4. The reader is referred to this source for further information
and references.



15

ISl policies spurred growth by creating protected and therefore profitable home markets
for domestic entrepreneursto invest in. Contrary to received wisdom, | SI-driven growth did not
produce technologicd lags and inefficiency on an economy-wide scale. In fact, the productivity
performance of many Latin American and Middle Eastern countries was, in comparative
perspective, exemplary. According to estimates produced by Collins and Bosworth (1996), not
only was average totd facto productivity (TFP) growth during the period preceding thefirg ail
shock quite high in the Middle East and Latin America (at 2.3 and 1.8 percent, respectively), it
was actudly sgnificantly higher than in East Asa (1.3 percent)! Countries like Brazil,
Dominican Republic, and Ecuador in Latin America, Iran, Morocco, and Tunisain the Middle
East, and Cote d' Ivoire and Kenyain Africadl experienced more rapid TFP growth than any of
the East Asan countriesin this early period (with the possible exception of Hong Kong, for
which comparable data are not available). Mexico, Balivia, Panama, Egypt, Algeria, Tanzania
and Zaire experienced higher TFP growth than al but Tawan. Of course, not dl countries
following IS policies did well: Argentinais a griking counter-example, with an average TFP
growth of only 0.2 percent during 1960-73.

The dismad reputation of ISl is due partly to the subsequent collapse experienced by
many of its adherentsin the 1980s, and partly to the influential studies of Little, Scott, Scitovsky
(1970) and Baassa and associates (1971). What these two important studies did was to
document in detail some of the gatic economic inefficiencies generated by high and extremely
dispersed rates of effective protection (ERP) in the manufacturing sectors of the countries under
sudy. Thediscovery of cases of negative value added at world prices—that is, cases where
countries would have been better off by throwing away the inputs than by processing them as

they did in highly protected plants—was particularly shocking. However, nether sudy claimed
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to show that countries which had followed “outward oriented” strategies had been systematicadly
immune from the same kind of inefficiencies. In fact, their evidence can be read as suggesting
that there was no such dear dividing line.” Moreover, the systematic evidence on TFP growth
reviewed above belies the idea that ISl produced more dynamic inefficiency than * outward
orientation.”

Hence, as adrategy of indudtridization, intended to raise domestic investment and
enhance productivity, import substitution gpparently worked pretty well in avery broad range of
countries until a least the mid-1970s. 1Sl achieved amore than respectable record as a
successful “investment strategy.”

However, starting in the second half of the 1970s, a disaster befell the vast mgority of the
economies that had been doing well. Of the 42 countries with growth rates above 2.5 percent
prior to 1973, lessthan athird (twelve) managed the same record over the next decade. The
Middle East and Latin America, which had led the developing world in TFP growth prior to
1973, not only fell behind, but actudly began to experienced negetive TFP growth on average.
Only East Adahdd its own, while South Asa actudly improved its performance (see Callins
and Bosworth 1996).

Was this the result of the “exhaugtion” of import-subdtitution policies? As| have argued
esawhere (Rodrik 1999), the common timing implicates the turbulence experienced in the world
economy following 1973—the abandonment of the Bretton Woods system of fixed exchange
rates, two major oil shocks, various other commodity boom-and-bust cycles, plusthe VVolcker

interest-rate shock of the early 1980s. The fact that some of the most ardent followers of ISl

" For example, the figures provided by Little et al. (1970, 174-190) show Taiwan to have had a higher average ERP
in manufacturing, as well as greater variation in ERPs, than Mexico long after Taiwan' s trade reforms were
introduced. Thisissignificant since we commonly think of these two countries as exemplars of two diametrically
opposed styles of development.
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paliciesin South Asia (Indiaand Pakistan in particular) managed to either hold on to their
growth rates after 1973 (Pakistan) or increase them (India) also suggests that more than just 1S
wasinvolved®

The actud story implicates macroeconomic policies rather than the trade regime. The
proximate reason for the economic collgpse was the inability to adjust macroeconomic policies
gppropriately in the wake of these externa shocks. Macroeconomic maadjusment gaveriseto a
range of syndromes associated with macroeconomic ingtability—high or repressed inflation,
scarcity of foreign exchange and large black-market premia, externd payments imbaances and
debt crises—which greetly magnified the red cogts of the shocks. Countries that suffered the
most were those with the largest increasesin inflation and black-market premiafor foreign
currency. The culprits were poor monetary and fiscal policies and inadequate adjustmentsin
exchange-rate policy, sometimes aggravated by shortsighted policies of creditors and the Bretton
Woods ingtitutions. The bottom line is that in those countries that experienced a debt crids, the
crigswas the product of monetary and fiscal policies that were incompatible with sustainable
externa baances: there was too little expenditure reducing and expenditure switching. Trade
and indudtrid policies had very little to do with bringing on the crisis.

Why were some countries quicker to adjust their macroeconomic policies than others?
The deeper determinants of growth performance after the 1970s are rooted in the ability of
domestic indtitutions to manage the didtributiona conflicts triggered by the externad shocks of
the period. Socia conflicts and their management—whether successful or not—played akey

role in trangmitting the effects of externa shocks on to economic performance. Societies with

8 Indiadid liberalize itstrade regime partially and gradually after 1991, but its relative performance began to
improve afull decade before these reforms went into effect (in the early1980s). So India's superior performance
after the oil shock cannot be attributed to changesin its trade regime.



18

deep socia cleavages and poor inditutions of conflict management proved worse a handling
shocks.®

"Outward-oriented” indudridization The experience of the East ASan tigersis often

presented as one of export-led growth, in which opening up to the world economy unleashed
powerful forces of indudtrid diversfication and technologicd catch-up. However, the
conventiona account overlooks the active role taken by the Tailwanese and South Korean
governments (and Japan before them) in shaping the alocation of resources. In neither of these
countries was there sgnificant import liberaization early in the process of growth. Mogt of ther
trade liberalization took place in the 1980s, when high growth was aready firmly established.
The key to these and other East Asian countries success was a coherent strategy of
raising the return to private investment, through arange of policies that included credit subsidies
and tax incentives, educationd policies, establishment of public enterprises, export inducements,
duty-free access to inputs and capital goods, and actud government coordination of investment
plans. In Korea, the chief form of investment subsidy was the extenson of credit to large
business groups at negative red interest rates. Korean banks were nationalized after the military
coup of 1961, and consequently the government obtained exclusive control over the alocation of
investible funds in the economy. Another important manner in which investment was subsidized
in Koreawas through the socidization of investment risk in sdlected sectors. This emerged
because the government—most notably President Park himself—provided an implicit guarantee
that the state would bail out entrepreneursinvesting in “dedrable’ activitiesif circumstances
later threatened the profitability of those investments.  In Taiwan, investment subsidies took the

form of tax incentives. In both cases, public enterprises played a very important rolein

® See Rodrik 1999 for further discussion and evidence on this point.
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enhancing the profitability of private investment by ensuring that key inputs were available
locally for private producers downstream. Not only did public enterprises account for alarge
share of manufacturing output and investment in each country, their importance actualy
increased during the critica take-off years of the 1960s. Singapore too heavily subsidized
investment, but it differs from Koreaand Taiwan in that its investment incentives heavily on
foreign investors.

While trade policies that spurred exports were part of this complex arsena of incentives,
investment and its promoation was the key god in dl the countries. To that end, governmentsin
Koreaand Taiwan fregly resorted to unorthodox strategies: they protected the home markets to
raise profits, implemented generous export subsidies, encouraged their firms to reverse-engineer
foreign patented products, and imposed performance requirements such as export-import balance
requirements and domestic content requirements on foreign investors (when foreign companies
were dlowed in). All of these strategies are now severdly restricted under the WTO agreements.

Thetwo-track strategy. A rdaively minima set of reformsin Chinain the late 1970s st

the stage for the phenomena economic performance that has been any poor country' envy snce
then. Theinitid reformswere rdaively smple: they loosened the commund farming system

and dlowed farmersto sl their cropsin free markets once they had fulfilled their quota
obligations to the state. Subsequent reforms alowed the crestion of township and village
enterprises and the extension of the "market track” into the urban and industria sectors. Specid
economic zones were created to atract foreign investment. What stands out about these reforms
isthat they are based on gradualism, experimentation, and dua tracks (state and market "tracks'

co-exist Sde by sde).




20

One can interpret Chinese-style gradudism in two ways. One perspective, represented
forcefully in work by Sachs and Woo (2000), underplays the relevance of Chinese particularism
by arguing that the successes of the economy are not due to any specid aspects of the Chinese
trangition to amarket economy, but instead are largely due to a convergence of Chinese
inditutions to those in non-sociaist economies.  In thisview, the faster the convergence, the
better the outcomes. "[F]avorable outcomes have emerged not because of graduaism, but despite
gradudism” (Sachs and Woo, 2000, 3). The policy message that followsis that countries that
look to Chinafor lessons should focus not on ingtitutiona experimentation but on harmonizing
their ingtitutions with those abroad.

The aternative perspective, perhaps best developed in work by Qian and Roland, is that
the peculiarities of the Chinese modd represent solutions to particular politica or informeationd
problems for which no blueprint-style solution exists. Hence Lau, Qian, and Roland (1997)
interpret the dual-track gpproach to liberdization as away of implementing Pareto-efficient
reforms. an dteration in the planned economy that improves incentives at the margin, enhances
efficiency in resource dlocation, and yet leaves none of the plan beneficiaries worse off. Qian,
Roland, and Xu (1999) interpret Chinese style decentrdization as dlowing the devel opment of
superior inditutions of coordination: when economic activity requires products with matched
attributes, loca experimentation is amore effective way of processng and usng loca
knowledge. Qian et d. find much to praise in the Chinese mode because they think the system
generaes the right incentives for developing the tacit knowledge required to build and sustain a
market economy, and therefore are not overly bothered by some of the economic inefficiencies
that may be generated aong the way.

A lesswell-known instance of a successful two-track strategy is that of Mauritius.
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Mauritius superior economic performance has been built on a peculiar combination of orthodox
and heterodox strategies. An export processing zone (EPZ) operating under free-trade principles
enabled an export boom in garments to European markets and an accompanying investment
boom at home. Y et theidand's economy has combined the EPZ with a domestic sector that was
highly protected until the mid-1980s.° Mauritiusis essentially an example of an economy that
has followed a two-track strategy similar to that of China. This economic strategy wasin turn
underpinned by socid and political arrangements that encouraged participation, representation
and codlition-building.

The circumstances under which the Mauritian EPZ was set up in 1970 are indructive, and
highlight the manner in which participatory political systems help design creetive Srategies for
building locdly adapted indtitutions. Given the smdl size of the home market, it was evident
that Mauritius would benefit from an outward-oriented strategy. But asin other developing
countries, policy makers had to contend with the import-substituting industriaists who had been
propped up by the restrictive commercia policies of the early 1960s prior to independence.
These industridists were naturaly opposed to relaxing the trade regime.

A Washington economist would have advocated across-the-board liberdization, without
regard to what that might do the precarious ethnic and palitical baance of theidand. The EPZ
scheme provided a neat way around the political difficulties. The cregtion of the EPZ generated
new opportunities for trade and employment, without taking protection away from the import-
substituting groups and from the male workers who dominated the established indudtries. The

segmentation of labor markets early on between male and fema e workers--with the latter

19 The IMF gave Mauritiusits highest (i.e., "worst") score on its "policy restrictiveness" index for the early 1990s,
and reckoned that the country remained one of the world most protected economies even by the late 1990s. See
Subramanian (2001).
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predominantly employed in the EPZ--was particularly crucid, asit prevented the expansion of
the EPZ from driving wages up in the rest of the economy, thereby disadvantaging import-
subgtituting industries. New employment and profit opportunities were created at the margin,
while leaving old opportunities undisturbed. Thisin turn paved the way for the more substantia
liberdizations that took place in the mid-1980s and in the 1990s. Mauritius found its own way
to economic development because it was able to devise a strategy that was unorthodox, yet
effective.

The bottom line. The experience we have reviewed lends itsdf to some generdizations.
Market incentives, macroeconomic stability, and sound ingtitutions are key to economic
development. But these requirements can be generated in a number of different ways--by
making the best use of exigting cagpabilitiesin light of resource and other condraints. Thereisno
sngle modd of a successful trangtion to a high growth path. Each country hasto figure out its
own investment strategy. Once the gppropriate strategy is identified (or sumbled upon), the
indtitutiona reforms needed may not be extensve. Mogt of inditutional development occurs

aongside economic development, not as a prerequisite toit.

V. Tradeliberdization, growth and povety dleviation: what do the facts redly show?

Congder two countriesthat | shdl cal A and B. Country A engagesin State trading,
maintains import monopolies, retains quantitative redtrictions and high tariffs (in the range of 30-
50 percent) on imports of agricultural and indugtrid products, and is not a member of the WTO.
Country B, aWTO member, has dashed import tariffs to a maximum of 15 percent and removed

al quantitative redtrictions, earning a rare commendation from the U.S. State Department that
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“there are few significant barriersto U.S. exports'! One of the two economies has experienced
GDP growth ratesin excess of 8 percent per annum, has sharply reduced poverty, has expanded
trade at double-digit rates, and has attracted large amounts of foreign invesment. The other
economy has stagnated and suffered deteriorating socid indicators, and has made little progress
in integrating with the world economy as judged by trade and foreign investment flows.

Country A is Vietnam, which since the mid-1980s has followed Chinese-gyle gradudism
and atwo-track reform program. Vietnam has been phenomenally successful, achieving not only
high growth and poverty dleviation, but dso arapid pace of integration into the world economy
despite high barriersto trade. County B is Haiti. Haiti has gone nowhere even though the
country undertook a comprehensive trade liberdization in 1994-95.

The contragting experiences of these two countries highlight two important points. Firgt,
aleadership committed to development and standing behind a coherent growth strategy counts
for alot more than trade liberdization, even when the strategy departs sharply from the
enlightened standard view on reform.  Second, integration with the world economy isan
outcome, and not a prerequisite, of a successful growth strategy. Protected Vietnam is
integrating with the world economy significantly more rapidly than open Haiti, because Vietnam
isgrowing and Haiti isnot.

| have started with this example because it illustrates a common misdiagnoss. A typica
exercise a the World Bank conssts of classfying developing countriesinto "globdizers' and
"non-globaizers' based on their rates of growth of trade volumes. Next, the andyst asks

whether globdizers (i.e., those with the highest rates of trade growth) have experienced faster

1 See 1999 Country Report on Economic Policy and Trade Practices: Haiti"
(http://www.state.gov/www/issues/economic/trade reports/1999/haiti.pdf).
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income growth, greater poverty reduction, and worsened income distribution.*? The answers
tendsto be yes, yes, and no. Asthe Vietnam and Haiti examples show, however, thisisahighly
mideading exercise. Trade volumes are the outcome of many different things, including most
importantly an economy's overdl performance. They are not something that governments
control directly. What governments control are trade palicies: the level of tariff and non-tariff
barriers, membership in the WTO, compliance with its Agreements, and so on. The relevant
question is: do open trade palicies reliably produce higher economic growth and greater poverty
reduction?

The cross-nationd evidence on thisissue is easly summarized. The avallable udies
revea no systematic relationship between a country’ s average leve of tariff and non-tariff
regtrictions and its subsequent economic growth rate. If anything, the evidence for the 1990s
indicates a positive (but satigticaly inggnificant) relationship between tariffs and economic
growth (see Figure 1). The only systematic relationship is that countries dismantle trade
restrictions as they get richer. That accounts for the fact that today’ s rich countries, with few
exceptions, embarked on modern economic growth behind protective barriers, but now have low
trade barriers.

The absence of arobust positive relationship between open trade policies and economic
growth may come as asurprise in view of the ubiquitous clam that trade liberdization promotes
higher growth. Indeed, the literature is replete with cross-nationa studies concluding that
growth and economic dynamism are strongly linked to more liberd trade policies. For example,
apaticularly influentid study by Sachs and Warner (1995) finds that economies that are open,

by the study’ s own definition, grew 2.4 percentage points faster annually than closed ones—an

12 see for example Dollar and Kraay (2000). A critique of this paper can be found at
http://ksghome.harvard.edu/~.drodrik.academic.ksg/Rodrik%200n%20Dollar-Kraay.PDF
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enormous difference. Without such studies, organizations such as the World Bank, IMF, and the
WTO could not have been as vociferousin their promotion of trade- centric development
drategies.

Upon closer ook, however, these studies turn out to be flawed. The classification of
countries as “open” or “closed” in the Sachs-Warner (1995) study, for example, is not based on
actud trade policies but largely on indicators related to exchange rate policy and location in Sub-
Saharan Africa. The Sachs-Warner classfication of countriesin effect conflates
macroeconomics, geography, and ingtitutions with trade policy. It is so corrdated with plausble
groupings of dternative explanatory variables--macroeconomic ingtability, poor ingtitutions,
location in Africa: -that one cannot draw from the subsequent empirical andysis any strong
inferences about the effects of openness on growth (see Rodriguez and Rodrik 2001).

The problemisagenerd one. In adetailed review of the empirica literature, Francisco
Rodriguez and | have found that thereis amgor gap between the policy conclusions thet are
typicaly drawn and what the research has actualy shown.*®* A common problemin thisline of
research has been the misattribution of either macroeconomic phenomena (overvalued currencies
or macroeconomic ingtability) or geographic determinants (e.g., location in the tropica zone) to
trade policies proper. Once these problems are corrected, any meaningful relationship across
countries between the level of trade barriers and economic growth evaporates.**

There are in fact reasons to be skeptica aout the existence of a generd, unambiguous

relationship between trade openness and growth. The rdationship islikely to be a contingent on

13 Besides Sachs and Warner (1995), our detailed analysis covers four other papers that together constitute the best
known in thefield: Dollar (1992), Ben-David (1993), Edwards (1998), and Frankel and Romer (1999).

1% Thisis also the conclusion of the careful country studies collected in Helleiner (1994).
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ahogt of country and externd characterigtics. The fact that practically al of today’ s advanced
countries embarked on their growth behind tariff barriers, and reduced protection only
subsequently, surely offers a clue of sorts. Moreover, the modern theory of endogenous growth
yields an ambiguous answer to the question of whether trade liberaization promotes growth.
The answer varies depending on whether the forces of comparative advantage push the
economy's resources in the direction of activities that generate long-run growth (via externdities
in research and development, expanding product variety, upgrading product quality, and so on)
or divert them from such activities.

No country has developed successfully by turning its back on internationa trade and
long-term capitd flows. Very few countries have grown over long periods of time without
experiencing an increase in the share of foreign trade in their national product. In practice, the
maost compelling mechaniam that links trade with growth in developing countries is that imported
capitd goods are likely to be sgnificantly chegper than those manufactured at home. Policies
that restrict imports of capital equipment, raise the price of capital goods a home, and thereby
reduce redl investment levels have to be viewed as undesirable primafacie™ Exports, in turn,
are important snce they alow purchases of imported capital equipment.

But it isequdly true that no country has developed smply by opening itself up to foreign
trade and investment. The trick in the successful cases has been to combine the opportunities
offered by world markets with a domestic investment and inditution building strategy to
dimulate the anima spirits of domestic entrepreneurs. Almost dl of the outstanding cases--East
Asa, Ching, India since the early 1980s--involve partid and gradud opening up to imports and

foreign investment.

15 This does not rule out the possibility of selective infant industry policiesin certain segments of capital-goods
industries.
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The experiences of Chinaand India are particularly noteworthy, as these are two huge
countries that have done extremely well recently, and are often pointed to as examples of what
openness can achieve!® The redlity, once again, is more complicated. In both Chinaand India,
the main trade reforms took place about a decade after the onset of higher growth. Moreover,
these countries' trade restrictions remain among the highest in the world. As| discussed briefly
above, the increase in Chinas growth started in the late 1970s with the introduction of the
household responghility system in agriculture and of two-tier pricing. Trade liberdization did
not start in earnest until much later, during the second haf of the 1980s and especidly during the
1990s, once the trend growth rate had aready increased subgtantidly.

AsFigure 2 makes clear, Indid s trend growth rate increased substantidly in the early
1980s (afact that stands out particularly clearly when one benchmarks India s growth against
other developing countries, asis donein the chart). Meanwhile, serious trade reform did not
dart until 1991-93. The tariff averages digplayed in the chart show that tariffs were actualy
higher in the risng growth period of the 1980s than in the low-growth 1970s. Of course, tariffs
hardly condtitute the most serious trade redtrictions in India, but they nonetheless display the
trendsin Indian trade policy fairly accurately.

Of course, both Indiaand China did “participate in internationd trade,” and by that
measure they are both globaizers. But the relevant question for policy makersis not whether
trade per seis good or bad—countries that do well aso increase their trade/GDP ratios as a by-
product—but what the correct sequencing of policiesis and how much priority deep trade

liberaization should receive early on in the reform process. With regard to the latter questions,

18 Hereisatypical statement: "Growth rates for these recent globalizers have generally accelerated as they have
become more open. Thistrend isclearest for Chinaand India..." (Stern, 2000, p. 3).
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the experiences of India and China are suggestive of the benefits of a gradua, sequenced
approach.

To repeet, the appropriate conclusion is not that trade protection isinherently preferable
to trade liberdization as arule; certainly, there is scant evidence from the last 50 years that
inward-looking economies experience systeméticaly faster economic growth than open ones.
But the benefits of trade openness are now greatly oversold. Deep trade liberdization cannot be
relied on to deliver high rates of economic growth and therefore does not deserve the high
priority it typicaly recaivesin the development sirategies pushed by leading multilatera
organizations.*’

As Hdlener (2000, 3) putsit, there are "few reputable developing country anaysts or
governments who question the positive potentid roles of internationd trade or capita inflow in
economic growth and overall development. How could they question the inevitable need for
participation in, indeed a consderable degree of integration with, the globa economy?' Thered
debate is not over whether integration is good or bad, but over matters of policy and priorities.
Quoting Helleiner (2000, 4) again, "[i]t isn't at al obvious ether (1) that further externa
liberdization (‘'open-ness) is now in every country'sinterest and in dl dimensionsor (2) thet in
the over-arching sweep of globa economic history what the world now most requiresis a set of
globa rulesthat promote or ease the path to greater freedom for globa market actors, and are

universa in gpplication.”

V. Theintegrationist agenda and the crowding out of deveopment priorities

1 Much the same can be said about the promotion and subsidization of inward flows of direct foreign investment as
well. See Hanson (2001) for agood overview of the evidence and the policy issues.
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Priorities are important because in the enlightened standard view integration with the
world economy is no longer a matter Smply of removing trade and investment barriers.
Countries have to setiffy along list of inditutiona requirements, so that they can, asthe cliché
goes, maximize the gains and minimize the risks of participation in the world economy. Globa
integration remains the key prerequisite for economic development, but there is now alot more
to it than just throwing the borders open. Regping the gains from openness requires afull
complement of inditutiona reforms.

So trade liberdization entails not only the lowering of tariff and non-tariff barriers, but
compliance with WTO requirements on subsidies, intellectual property, customs procedures,
sanitary standards, and policies vis-avisforeign investors. Moreover, these legd requirements
have to be complemented with additiona reforms to ensure favorable economic outcomes: tax
reform to make up for lost tariff revenues; socia safety nets to compensate displaced workers,
credibility enhancing ingtitutiond innovations to quell doubts about the permanence of the
reforms; labor market reform to enhance labor mohility across indudtries; technologica
assistance to upgrade firms adversdly affected by import competition; training programsto
ensure that export-oriented firms and investors have access to skilled workers; and so on.
Reading World Bank reports on trade policy, one can be excused for thinking that the ligt of
complementary reformsis virtudly endless.

Many of the indtitutiona reforms on the integrationist agenda are perfectly sensble
ones,*® and in aworld without financia, administrative, or politica constraints, there would be
little argument about the need to adopt them. But in the real world, fisca resources,

adminigtrative capabilities, and political capita are dl scarce, and choices need to be made about

18 Many, but not all. Asargued earlier, the Washington agenda for integrationist reform isinfluenced too heavily by
an Anglo-American conception of institutional possibilities.
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how to deploy them. In such aworld, viewing inditutiond priorities from the vantage point of
insertion in the globa economy has red opportunity cods.

Here are someilludtrative tradeoffs. It has been estimated that that it costs atypica
developing country $150 million to implement requirements under just three of the WTO
agreements (those on customs va uation, sanitary and phytosanitary measures (SPS), and
intellectua property rights (TRIPS)). Asthe World Bank's Michadl Finger points out, thisisa
sum equad to a year's development budget for many of the least-developed countries (Schuler and
Finger, 1999).

In the area of lega reform, should the government focus its energies on "importing” legd
codes and standards, or on improving existing domestic legd ingtitutions? In Turkey, awesk
codition government spent severd months gathering politica support for a bill that would
provide foreign investors the protection of internationd arbitration. Wouldn't it have been a
better srategy for the long run to reform the existing legd regime for the benefit of foreign and
domestic investors dike?

In public hedlth, should the government pursue tough policies on compulsory licensing
and/or pardld importation of basic medicines, even if that means running afoul of existing WTO
rules? The U.S. has charged that Brazil's highly successful anti-AIDS program violatesWTO
rules because it dlows the government to seek compulsory licensng when aforeign patent
holder does not "work™ the patent locally.

Inindudtrid srategy, should the government smply open up and let the chips drop
wherever they might, or should it emulate East Asian experience of industrid policies through

export subsdies, directed credit, and selective protection?
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How should the government focus its anti- corruption strategy? Should it target the
"grand" corruption that foreign investors complain about, or the petty corruption thet affects the
poor the most? Perhaps, as the proponents of permanent norma trade relations (PNTR) with
Chinaargued in the recent U.S. debate, a government that is forced to protect the rights of
foreign investors becomes more inclined to protect the human rights of its own citizenstoo. But
ign't this, at best, atrickle-down drategy of indtitutiond reform? Shouldn't inditutiona reform
be targeted on the desired ends directly—whether those ends are the rule of law, improved
observance of human rights, or reduced corruption?

The rules for admission into the world economy not only reflect little awvareness of
development priorities, they are often completdly unrelated to sensible economic principles.
WTO rules on anti-dumping, subsidies and countervailing measures, agriculture, textiles,
TRIMs, and TRIPs are utterly devoid of any economic rationae beyond the mercantilist interests
of anarrow set of powerful groupsin the advanced industrid countries. The developmentd
payoff of most of these requirementsis hard to see.

Bilatera and regiona trade agreements are often far worse, as they impose even tighter
prerequisites on developing countriesin return for crumbs of enhanced "market access' in the
larger partners. The Africa Growth and Opportunity Act Sgned by President Clinton in May,
2000, containsalong ligt of digibility criteria, including the pecific requirement that African
governments minimize interference in the economy. It provides free market accessinto the U.S.
only under strict rules of origin, thereby ensuring that few economic linkages are generated in the
African countriesthemsdves. The U.S.-Jordan Free Trade Agreement imposes more restrictive

intellectua property rules on Jordan than exist under the WTO.
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In each of these areas, a Srategy focused on integration crowds out aternatives that may
be more development-friendly. Many of the indtitutiona reforms needed for insertion in the
world economy can be independently desirable, or produce broader spillovers. But these
priorities do not necessarily coincide with the priorities of amore fully developmenta agenda. A
drategy that focuses on getting the state out of the way of the market overlooks the important
functions that the state needs to play during the process of economic transformation. What
belongs on the agenda of indtitutiond reform is building up state capacity--not diminishing it
(Evans 2000).

World markets are a source of technology and capitd; it would be slly for the developing
world not to exploit these opportunities. But, as| have argued above, successful devel opment
drategies have dways required a judicious blend of imported practices with domestic
inditutional innovations. Policy makers need to forge a domestic growth strategy, relying on
domestic investors and domegtic indtitutions. The most costly downside of the integrationist

agendaisthat it is crowding out serious thinking and efforts along such lines.

VI. Aninternationa trade regime that puts development first: general principles and illustrations

Access to the markets of the industria countries matters for development. But so does
the autonomy to experiment with inditutiona innovations that diverge from orthodoxy. The
exchange of reduced policy autonomy in the South for improved market accessin the Northisa
bad bargain where development is concerned.

Congder the old GATT system. Under the GATT, the internationa trade regime did not
reach much beyond tariff and non-tariff barriersto trade. The developing countries were

effectively exempt from prevailing disciplines. The MFN principle ensured that they benefited
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from the tariff cuts negotiated among the indugtriad countries, while they themsdves "gave up"
littlein return. The resulting paitern of liberaization may have been asymmetric (with many
products of interest to developing countries either excluded or recelving less beneficid
treatment), but the net effect for the developing world was Hill highly sutary.

It isin such an externa environment thet the most successful "globaizers' of an earlier
era--the East Adan tigers--managed to prosper. South Korea, Taiwan, and the other East Asian
countries had the freedom to do their own thing, and they used it abundantly. As| discussed
previoudy, they combined their rdiance on trade with unorthodox policies--export subsidies,
domestic-content requirements, import-export linkages, patent and copyright infringements,
regtrictions on capita flows (including on DH), directed credit, and so on--that are either
precluded by today's rules or highly frowned upon.*® In fact, such policies were part of the
arsend of today's advanced industria countries as well until quite recently.? The environment
for today's globdizersis quite different and sgnificantly more redtrictive.

For the world's poorest economies (the so-called least developed countries, LLDCs),
something dong the old GATT linesis Hill achievable, and would condtitute amore
development-friendly regime than the one that exists currently. These are economiesthat are
individualy and collectivdly smdl enough that "adjustment” issues in the advanced countriesis

not a serious obstacle to the provison of one-sided free market access in the North to the vast

19 See Amsden (2000) for amore optimistic reading of WTO rules. Amsden arguesthat WTO rules remain
permissiveinsofar asindustrial policies are concerned, and that what devel oping countrieslack isa"vision" for
transforming their economies. While | agree with her on the vision issue, | also think that current WTO regulations
do preclude many of the strategies that were usefully employed by the East Asian countries. A recentillustration is
the dispute between Brazil and Canada over Brazil's subsidization of its aircraft manufacturer, Embraer. Brazil lost
thiscaseinthe WTO, and will either remove the subsidies or have to put up with retaliation from Canada.
Successful performers such as South Korea, Taiwan, and Mauritius subsidized their export industries for years
without incurring similar sanctions.

20 On patents and compul sory licensing, for example, see Scherer and Watal (2001).
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mgority of products of interest to them. Instead of encumbering these countries with dl kinds of
indtitutiona requirements that come attached to a"sngle undertaking,” it would be far better to
|eave them the room to follow their own inditutiond priorities, while providing them with duty-
and QR-free access in Northern markets. In practice, this can be done ether by extending
exiging "phase-in" periods until certain income thresholds are reached, or incorporating a
generd LLDC exception.

In the case of middle-income and other developing nations, it is unredidtic to expect that
advanced indugtrid countries would be willing to accept asmilar arrangement. The amount of
political opposition that imports from developing countries generate in the advanced industrid
countriesis aready disproportionate to the volume of trade in question. Some of these
objections have a legitimate core, and it isimportant that devel oping nations understand and
acoept this?! Under asensible set of global trade rules, industridized countries would have as
much right to "protect” their own socia arrangements--in areas such as labor and environmentd
standards, welfare-gtate arrangements, rurd communities, or industria organization -as
developing nations have to adopt divergent ingtitutional practices. Countries such asIndia,
Brazil, or China, whose exports can have a Sizable impact on, say, labor-market indtitutions and
employment relaions within the advanced countries cannot ask importing countries to overlook
these effects while demanding at the same time that the congtraints on their own devel opmental
agenda be lifted. Middle-income developing countries have to accept a more balanced set of

rights and obligations

21 See Mayda and Rodrik (2001) for an empirical analysis of the determinants of individuals attitudes towards trade
in the rich countries. We show in this paper that these attitudes are shaped by values having to do with
communitiarian/patriotic feelings aswell as narrow material self-interest.
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Isit possble to preserve developing countries autonomy while aso respecting the
legitimate objectives of advanced indudtrial countries to maintain high labor, socid, and
environmental standards at home? Would such aregime of world trade avoid collapsng into
protectionism, bilateralism, or regiond trade blocs? Would it be development-friendly after al?
The answer to dl these questionsis yes, provided we accept five smple principles.

Tradeisameansto an end, not an end in itself.  Step number one isto move away from

attaching normative sgnificance to trade itsdf. The scope of market access generated by the
internationa trade regime and the volume of trade thereby stimulated are poor measures of how
well the sygem functions. As| have argued throughout, and as the WTO's own preamble
emphasizes, trade is useful only insofar asit serves broader developmenta and socid goas.
Developing countries should not be obsessed with market access abroad, at the cost of
overlooking more fundamenta developmenta chalenges at home. Indusdtrid countries should
ba ance the interests of their exporters and multinational companies with those of their workers
and consumers.

Advocates of globalization lecture the rest of the world incessantly about the adjustments
countries have to undertake in their policies and inditutions in order to expand their internationd
trade and become more attractive to foreign investors. Thisis another instance of confusing
means for ends. Trade serves at best as an instrument for achieving the goa's that societies seek:
prosperity, Sability, freedom, and qudity of life. Nothing enrages WTO bashers more than the
suspicion that, when push comes to shove, the WTO dlows trade to trump the environment or
human rights. And developing countries are right to resst a system that evauates their needs

from the perspective of expanding world trade insteed of poverty dleviation.
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Reverang our priorities would have asmple but powerful implication. Instead of asking
what kind of multilatera trading systlem maximizes foreign trade and investment opportunities,
we would ask what kind of multilatera system best enables nations around the world to pursue
their own values and developmenta objectives.

Traderules haveto dlow for diverdty in nationd inditutions and sandards. As| have

emphasized above, there is no single recipe for economic advancement. This does not mean that
anything and everything works: market-based incentives, control rights, competition,
macroeconomic stability are key everywhere. More broadly, politica freedom, civil liberties,
and human rights are universd principles. But even these universa requirements and principles
can, and have been, embodied in diverse indtitutiond forms. Investment strategies, needed to
jump-start economies, can Ao take different forms. Moreover, citizens of different countries
have varying preferences over the regulations that should govern new technologies (such as
geneticaly modified organisms), redtrictiveness of environmental regulations, intrusiveness of
government policies, extensveness of socid safety nets, or the relationship between efficiency
and equity more broadly.?? Rich and poor nations have very different needsin the areas of labor
standards or patent protection. Poor countries need the space to follow developmenta policies
that richer countries no longer require.

When countries use the trade system to impose their ingtitutiona preferences on others,
the result is erosion of the system's legitimacy and efficacy. Trade rules should seek peaceful co-

existence among nationd practices, not harmonization.

22 Thisis not to deny that in practice these preferences are aggregated through social choice mechanisms that can be
highly imperfect, sometimes reflecting the excessive power of organized lobbies. But the appropriate response to
these shortcomings is to enhance the working of representative and participatory democracy, not to undercut it.
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Non-democratic countries cannot count on the same trade privileges as democratic ones.

Nationa standards that deviate from those in trade partners and thereby provide "trade
advantages' are legitimate only to the extent that they are grounded in free choices made by
citizens. Think of labor and environmental standards, for example. Poor countries argue that
they cannot afford to have the same stringent standards in these areas as the advanced countries.
Indeed, tough emission standards or regulations againgt the use of child labor can easily backfire
if they lead to fewer jobs and greater poverty. Democratic countries such as Indiaand Brazil can
legitimately argue that their practices are consstent with the wishes of their own citizens, and

that therefore it isinappropriate for labor groups or NGOs in advanced countriesto tell them

what standard they should have. Democratic governments are presumptively accountable to
their own NGOs and dlectorates, which is asit should be. Of course democracy never works
perfectly (even in the advanced countries), and one would not want to make the stronger
argument that there are no human rights abusesin the countries just mentioned. The point is
amply that the presence of civil liberties and palitical freedoms provides a presumptive cover
againg the charge that labor, environmenta, and other standards in the developing nations are
ingppropriately low.

But non-democratic countries, such as China, do not passthe same prima facie test. The
assartion that |abor rights and the environment are trampled for the benefit of commercid
advantage cannot be as easily dismissed in those countries. Consequently, exports of non
democratic countries deserve greater scrutiny when they entail costly didocations or adverse
digtributional consequences in importing countries. In the absence of the presumptive cover
provided by democratic rights, such countries need to make a"developmenta” case for policies

that generate adjustment difficulties in the importing countries. For example, minimum wages
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that are Sgnificantly lower than in rich countries or hedth and other benefits that are less
generous can eadily be judtified by pointing to lower labor productivity and living sSandardsin
poor nations. Lax child labor regulations can dso often be judtified by the argument that under
conditions of widespread poverty it is not feasible or desirable to withdraw young workers from
the labor force. In other cases, the "affordability” argument carrieslessweight: non
discrimination, freedom of association, collective bargaining, prohibition of forced labor do not
"cod™" anything; compliance with these "core labor rights' does not harm, and indeed possibly
benefits, economic development. The latter are examples that do not pass the "development
test."

Countries have theright to protect their own ingtitutions and development priorities.

Opponents of today's trade regime argue that trade sets off a "race to the bottom," with nations
converging towards the lowest levels of environmenta, labor, and consumer protections.
Advocates counter that there islittle evidence trade leads to the erosion of nationa standards.
Deveoping nations complain that current trade laws are too intrusive, and leave little room for
development-friendly policies. Advocates of the WTO reply that these rules provide useful
disciplineto rein in harmful policies that would otherwise end up wasting resources and
hampering devel opment.

One way to cut through this morass is to accept that countries can uphold nationa
standards and policiesin these areas, by withholding market access or suspending WTO
obligations if necessary, when trade demonstrably undermines domestic practices enjoying broad
popular support. For example, poor nations might be adlowed to subsidize indudtrid activities
(and indirectly their exports) when thisis part of abroadly supported development Strategy

amed a stimulating technological capabilities. Thiswould render the internationd trade system
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more compatible with the god of loca ownership of development programs, much in voguein
Washington today. Advanced countries might seek temporary protection against imports
originating from countries with weak enforcement of labor rights when such imports serve to
worsen working conditions at home. The WTO dready has a“ safeguard” system in place to
protect firms from import surges. An extenson of this principle to protect developmenta
priorities or environmentd, labor, and consumer-safety standards at home—with appropriate
procedura restraints against abuse-might make the world trading syssem more devel opment-
friendly, more resliert, and more resistant to ad-hoc protectionism.

Currently the Agreement on Safeguards alows (temporary) increase in trade restrictions
under avery narrow set of conditions®® It requires determination that increased imports "cause
or threaten to cause serious injury to the domegtic industry,” that causdlity be firmly established,
and that injury be not attributed to importsif there are multiple causesfor it. Safeguards cannot
be applied to developing-country exporters unless their share of imports of the product
concerned is above athreshold. A country applying safeguard measures has to compensate the
affected exporters by providing "equivalent concessons,” lacking which the exporter isfreeto
retaliate.

A broader interpretation of safeguards would acknowledge that countries may
legitimately wish to redrict trade or suspend existing WTO obligations--exercise what | will cdl
"opt-outs'--for reasons going beyond competitive threets to their industries. As | have discussed,
developmentd priorities are among such reasons, as are distributiona concerns or conflicts with
domegtic norms or socid arrangementsin the indudtria countries. We could imagine recasting

the current agreement into an Agreement on Developmental and Socid Safeguards, which would

2 This discussion draws on Rodrik (1997).
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permit the application of opt-outs under a broader range of circumstances. Thiswould require
re-cading the "serious injury™ test. | would replace the injury criterion with another hurdle: the

need to demonstrate broad domestic support, anong al concerned parties, for the proposed

measure.
To see how that might work in practice, consider what the current agreement says.

A Member may apply a safeguard measure only following an investigation by the
competent authorities of that Member pursuant to procedures previoudy established and
mede public in consonance with Article X of the GATT 1994. Thisinvestigation shal
include reasonable public notice to al interested parties and public hearings or other
gopropriate means in which importers, exporters and other interested parties could
present evidence and their views, including the opportunity to respond to the
presentations of other parties and to submit their views, inter aia, asto whether or not the
application of a safeguard measure would be in the public interest. The competent
authorities shal publish areport setting forth their findings and reasoned conclusions
reached on al pertinent issues of fact and law. (Emphasis added.)

The main shortcoming of this dause isthat whileit dlows dl relevant groups, and exporters and
importers in particular, to make their views known, it does not actually compel them to do so.
Consequently, it resultsin a strong bias in the domestic investigative process towards the
interests of import-competing groups, who are the petitioners for import relief and its obvious
beneficiaries. Indeed, thisis akey problem with hearings in anti-dumping proceedings, where
testimony from other groups besides the import-competing industry istypicaly not dlowed.

The mogt sgnificant and reliable guarantee againg the abuse of opt-outsisinformed
deliberation &t the nationd leve. A key reform, then, would be to require the investigetive
process in each country to: (i) gather testimony and views from dl rdlevant parties, including
consumer and public-interest groups, importers and exporters, civil society organizations, and (ii)

determine whether there exists broad enough support among these groups for the exercise of the

opt-out or safeguard in question. The requirements that groups whose incomes might be

adversdly affected by the opt-out--importers and exporters--be compelled to testify, and that the
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investigetive body trade off the competing interests in a trangparent manner would help ensure
that protectionist measures that benefit a smal segment of indudtry at large cost to society would
not have much chance of success. When the opt-out in question is part of a broader devel opment
strategy that has aready been adopted after broad debate and participation, an additiona
investigative process need not be launched. Thislast point deserves specid emphasisin view of
the emphasis placed on "loca ownership" and "participatory mechanisms' in drategies of
poverty reduction and growth promoted by the internationd financid inditutions.

The main advantage of the proposed procedureisthat it would force a public debate on
the legitimacy of trade rules and when it may be gppropriate to sugpend them. It ensuresthat dl
sdeswould be heard. Thisis something thet rarely happens even in theindustrid countries, let
aonethe developing nations. This procedure could aso be complemented with a strengthened
monitoring and surveillance role for the WTO, to ensure that domestic opt-out procedures arein
compliance with the expanded safeguard clause. An automatic sunset clause could ensure that
trade regtrictions and opt-outs do not become entrenched long after their perceived need has
disappeared.

Allowing opt-outs in this manner would not be without itsrisks. The possibility that the
new procedures are abused for protectionist ends and open the door to unilatera action on a
broad front, despite the high threshold envisaged here, has to be taken into account. But as|
have aready argued, the current arrangements are not riskless either. The "more of the same”
gpproach that is embodied in the industrialized countries efforts to launch a comprehensive new
round of trade negotiationsis unlikely to produce benefits for developing nations. Absent
creative thinking and nove inditutiona designs, the narrowing of the room for ingtitutiond

divergence will continue to harm devel opment prospects. It may aso lead to the emergence of a
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new st of "grey ared’ measures entirdy outside multilatera discipline. These are consequences
that are worse than the expanded safeguard regime | have just described.

But countries do not have the right to impose thelr inditutiona preferences on others.

The exercise of opt-outs to uphold a country's own priorities has to be sharply digtinguished from
using them to impose these priorities on other countries. Trade rules should not force Americans
to consume shrimp that are caught in ways that most Americans find unacceptable; but neither
should they alow the U.S. to use trade sanctions to dter the way that foreign nations go about
ther fishing busness. Citizens of rich countries who are genuingly concerned about the Sate of
the environment or of workers in the developing world can be more effective through channels
other than trade—via diplomacy or foreign aid, for example. Trade sanctionsto promote a
country's own preferences are rardly effective, and have no mora legitimacy (except for when
they are used againg repressive politica regimes).

This and the previous principle hdp us draw a useful distinction between two styles of
"unilaterdiam’--one that is aimed at protecting differences, and another aimed at reducing them.
When the European Union dragsiits feet on agriculturd trade liberaization, it is out of adesireto
"protect” a set of domestic socid arrangements that Europeans, through their democretic
procedures, have decided are worth maintaining. When, on the other hand, the United States
threatens trade sanctions againgt Japan because its retailing practices are perceived to harm
American exporters or againgt South Africa because its patent laws are perceived astoo lax, it
does s0 out of adesireto bring these countries practices into line with itsown. A well-designed
world trade regime would leave room for the former, but prohibit the latter.

Other development-friendly measures. In addition to providing unrestricted access to

least developed countries exports and enabling developing countries grester autonomy in the use
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of subgdies, "trade-related” investment measures, patent regulations and other measures, a
development-friendly trade regime would have the following festures?*
It would gresatly regtrict the use of anti-dumping (AD) measuresin advanced indugtrid
countries when exports originate form developing countries. A smdll, but important step
would be to require that the relevant investigating bodies take fully into account the
consumer cogts of AD action.
It would alow grester mobility of workers across internationa boundaries, by
liberdizing for example the movement of natura persons connected to trade in [abor-
intensive services (such as congruction).
It would require that al existing and future WTO agreements be fully costed out (in
terms of implementation and other costs). It would condition the phasing in of these
agreements in the devel oping countries on the provison of commensurate financid
assistance.
When a dispute settlement pand rulesin favor of a developing country complainant, it
would require additional compensation or (when compensation is not forthcoming) that
other countriesjoin in the retaiation.
It would provide expanded lega and fact-finding assistance to developing country

members of the WTO in prospective dispute settlement cases.

VII. Conclusions: from a market-exchange mindset to a deveopment mindset

Economigsthink of the WTO as an indtitution designed to expand free trade and thereby

enhance consumer welfare, in the South no lessthan the North. In redlity it isan indtitution

24 For acomprehensive compendium of proposals from the perspective of developing countries, see UNCTAD
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endabling countries to bargain about market access. "Freetrade” is not the typica outcome of this
process; nor is consumer welfare (much |less devel opment) what the negotiators have chiefly in
mind. Traditiondly, the agenda of multilaterd trade negotiations has been shaped in response to
atug-of-war between exporters and multinationa corporations in the advanced industria
countries (which have had the upper hand), on one side, and import-competing interests
(typicaly, but not soldly, labor) on the other. The chief beneficiaries of free trade mentioned in
textbooks--consumers--sit nowhere at the table. The features of the WTO can best be understood
in this context, as the product of intense lobbying by specific exporter groupsin the U.S. or
Europe or of specific compromises between such groups and other domestic groups. The
differentid trestment of manufactures and agriculture, or of clothing and other goods within
manufacturing, the anti-dumping regime, and the IPR regime, just to pick some of the key
anomdies, are dl the results of this palitical process. Undergtanding thisis essentid since it
underscores the important point that thereis very little in the structure of multilatera trade
negotiations to ensure that their outcomes are consstent with developmenta gods, let done that
they be designed to further devel opment.

Hence there are at least three sources of dippage between what devel opment requires and
what the WTO does in practice. Fird, even if free trade were optimal for development in its
broad sense, the WTO does not fundamentaly pursue free trade. Second, even if free trade were
what the WTO was about, there is no guarantee that free trade is the best trade policy for
countries a low levels of development. Third, compliance with WTO rules, even when these

rules are not harmful in themselves, crowds outs a more fully developmenta agenda--both at the

(2000). Raghavan (1996) presents devel oping countries' perspective on the so-called new issues.
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internationa and nationd leve. | have developed the second and third of these arguments more
full in the main body of this paper.

My key argument has been that the world trading regime has to shift from a"market
access' mindset to a"'development” mindset.?® Essentialy, the shift means that we should stop
evauating the trade regime from the perspective of whether it maximizesthe flow of tradein
goods and services, and ask ingtead "do the trading arrangements- - current and proposed- -
maximize the possihilities of development at the nationd level?" | have discussed why these two
perspectives are not the same, even though they sometimes overlap, and have outlined some of
the operationd implications of such ashift. One key implication is that developing nations have
to articulate their needs not in terms of market access, but in terms of the policy autonomy that
will dlow them to exercise ingtitutiona innovations that depart from prevailing orthodoxies. A
second implication is that the WTO should be conceived of not as an indtitution devoted to
harmonization and the reduction of nationd indtitutional differences, but as aningtitution thet
manages the interface between different national systems.

This shift to a developmental mindset would have severa important advantages. The
firg, and the most obvious one, isthat thiswould provide for a more devel opment-friendly
international economic environment. Countries would be able to use trade as a means for
development, rather than being forced to view trade as an end in itsdlf (and being forced to
sacrifice developmenta goalsin the bargain). 1t would save devel oping countries precious
political capital by obviating the need to bargain for "specia and differentid trestment--a

principle that in any case is more form than substance at this point.

25 This argument has to be distinguished from the idea of making the next round a " development round,” which is
largely arhetorical effort aimed at capturing the higher moral ground from the WTO's critics. See also Helleiner
(2000, 19), who argues forcefully that "the WTO needs to make it unambiguously clear that it ... istobea
'development institution'."
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Second, viewing the WTO as an inditution that manages indtitutiond diversty (rather
than imposing uniformity) gets the developing countries out of a conundrum inherent in their
current negotiating stance. The conundrum arises from the inconsistency between their demands
for maneuvering space to implement their development policies, on the one hand, and their
complaints about northern protectionism in agriculture, textiles, and labor and environmental
gandards, on the other. Aslong asthe issues are viewed in market-access terms, developing
countrieswill remain unable to make a sound and principled defense of their legitimate need for
gpace. And the only way they can gain enhanced market access is by redtricting their own policy
autonomy in exchange. Once one views the objective of the trading regime differently--to let
different national economic systems prosper Side by side--the debate can become amore fruitful
one about each nation's indtitutiond priorities and how they may be rendered compatiblein a
devel opment-friendly way.

The third advantage is that this shift in perspective provides away out of the impasein
which the trading system finds itsdf pogt- Seettle. At present, two groups fed particularly
excluded from the decision-making machinery of the globd trade regime: developing country
governments and northern NGOs. The former complain about the asymmetry in trade rules,
while the latter charge that the system pays inadequiate attention to fundamental values such as
trangparency, accountability, human rights, and environmenta sustainability. The demands of
these two disenfranchised groups are often perceived to be conflicting--over questions such as
labor and environmenta standards or the transparency of the dispute settlement procedures--
alowing the advanced industrid countries and the leadership of the WTO to seize the"middle’
ground. It isthe demands of these two groups, and the apparent tension between them, that has

parayzed the process of multilaterd trade negotiations.
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But once one views the trade regime--and the governance challengesiit poses--from a
developmenta perspective, it becomes clear that the devel oping country governments and many
of the Northern NGOs share the same gods: policy autonomy to pursue one's own vaues and
priorities, poverty dleviation, and human development in an environmentaly sustainable
manner. The tensons over issues such as labor standards become manageable if the debate is
couched in terms of developmental processes--broadly defined--instead of the requirements of
market access. On al counts, then, the shift in perspective provides a better foundation for the

multilaterd trading regime.
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TABLE 1

The Origind Washington Consensus

Fscd discipline

Reorientation of public expenditures
Tax reform

Financid liberdization

Unified and competitive exchange rates
Trade liberdization

Opennessto DFI

Privatization

Deregulation

Secure property rights

The Augmented Washington Consensus

Theorigind lig plus

Legd/politicd reform

Regulaory inditutions

Corruption

Labor market flexibility

WTO agreements

Financia codes and standards
“Prudent” capital-account opening
Non-intermediate exchange rate regimes
Socia safety nets

Poverty reduction
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Figure 1: Low import tariffs are good for growth? Think again
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Notes: All data are averages for the 1990s, and come from the Dollar and Kraay (2000) data set.
| base my specification on Dollar and Kraay (2000), replacing trade/GDP with tariff levels. As

in Dollar and Kraay (2000), initid income, government consumption/GDP, and inflation rate are
separately controlled for.



Figure 2:

Tariffs and growth in India
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