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NON-TECHNICAL SUMMARY

The 1980s have seen the beginnings of a change of heart among developing-
country policy-makers with regard to trade policy. The import-substitution
consensus of previous decades has all but evaporated, Some of the staunchest
import-substituters, such as Mexico and Turkey, have now made a decisive push
towards frade liberalization. The disappointment with impori-substitution and the
interest in trade reform appear genuine, even among the couniries whose
attitudes are more equivocai.

It is paradoxical that the 1980s should have become the decade of trade
liberalization in the developing countries; thanks to the debt crisis, this has also
been a decade of macrosconomic instability. Such instability, characterized by
high and variable inflation and fiscal and balance-of-payment crises may diminish
or even completely offset the conventional benefits of liberalization. There are
two main reasons that explain the paradox of liberalization during a period of
instability, both drawn form the domain ot political economy. First, a time of crisis
occasionally enables radical reforms that would have been unthinkable in calmer
times. in countries like Bolivia (in 1985), Mexico (since 1987), Poland {1 990), a
macroeconomic crisis of unprecedented proportions has led the {sadership lo
embrace a wide range of reforms, of which trade liberalization was one
companent. The second reason has to do with the role of foreign creditors, and
of the IMF and World Bank in particutar. The trade-policy recommendations of
the World Bank were often adopted by cash-starved governments who were far
from convinced of their ultimates benefits.

Trade reform, therefore, is now raising some new issues. First, how can
govemments enhance the credibility of their reforms? Trade reform is frequently
met with scepticism on the part of the private sector ~ perhaps not surprisingly
after decades of import-substitution policies. Typically, governments in external
crisis have few alternatives to accepting the IMF and World Bank
recommendations. But within a year ortwo, an alleviation of the financial situation
may give the government reason to halt or reverse the retorm.

What are the consequences of the resulting lack ot credibility? In the first
instance, adjustment incentives are blunied; therefore the productive efficiency
gains trom trade liberalization are delayed. Much more importantly, a lack ot
credibility makes it more difficult for the reform fo be sustained. Scepticism
regarding the sustainability ot reform can prove seli-fulfilling, by placing
additional obstacles in the way. Uncertainty over the permanence ot policy may
in effect act as a heavy tax on private investment, tor example.

Second, we have fwo sets of questions related to the macroeconomic context:
{a) was there any causal relationship between prevailing trads policies and the



debt crisis that led to the macro crisis? and (b) what are the implications ot the
macro context for the design of trade reform? With regard to {a), the causal link
often drawn between frade regimes and the propensity to experience
macrosconomic crises has poor grounding in theory. it is a matter of elementary
economics o recagnize that even the most protectionisi commercial regimes are
pertectly compatible with external balance and prompt service. The crucial
determinants of macrosconomic stability are realistic exchange rates and small
fiscal deficits, With regard te (b), itis noteworthy that some of the more successtul
stabilization programmes 1o date have emphasized radical trade reform at the
outset. Trade retorm can help breakdown sestablished customs and modes ot
operation and provide governments with much-needed credibility in their fight
against inflation, There is a price to be paid, however, insofar as trade reform
aiso complicates the task of macroeconomic stabilization, exchange rate and
fiscal management.

Finally, should we be worried about the consequence ot trade retorm in the
impertaectly-competitive market environments that characterize developing
countries? Advocates of liberalization base their arguments on the potential ot
foreign trade to spur entrepreneurial instincts and productivity, exploit returns to
scale, and torce domestic monopolists to behave compstitively. These
argumants are appealing but difficult to sustain either empirically or theoretically.
Theoretical models generally yield ambiguous predictions concerning the impact
ofiiberalization on an imperfectly competifive economy; and the empirical record
is weak and inconclusive. Agnosticism would sesm to be the sate attitude for
those without strongly-held priors.

In conclusion, it is important not to over-sell trade retorm as a cure tor all
economic problems. Just as developing countries embraced protectionist
policies in the 1850s and 1960s as a holistic solution to the problems of
development, there is now a danger that fres trade will be seen as the answer
to the economic crisis of the 1980s. If the pendulum swings too far back,
unrealistic expectations will be created regarding what can be accomplished by
the use of frade policy alone,



Trade and development i5 net a field lacking in surveys. Upon
confronting yet another broad paper in this area, perhaps even the most
devoted reader is entirled to yawn with boredom (or groan with anguish) . Ac
the very least, she is entitled to ask vhether the literature needs another
general paper on the subject. Some excellent surveys have been published
recently, namely Krueger (1985), Bhagwati (1988}, Bliss (1989), and Evans
(1989), as well as World Bank {1987), a comprehensive (if somewhat pre-
disposed) review of the evidence. additionally, the masterful survey by Diaz-
Alejandre (1975) has lost none of its relevance and freshness after a decade
and & half, an eternity in academic economics. The question that naturally
arises is whether there is anything new under the sun,

There is indeed something new, but in policymaking rather than in the
development of theory. The 1980s have seen the beginnings of a change of
heart among developing country policy makers with regard to trade policy. The
import-substitution eonsensus of the previous decades has all but evaporated.
As the capsule summaries contained in Table 1 show, some of the sraunchest
import substituters, such as Mexico and Turkey, have now made a decisive push
towards trade liberalization. Moreover, the reformist movement 1s not
localized and encompasses countries in Africa, Latin Americs, Middle East and
Eastern Europe. He fewar than forty-two countries have received loans from
the World Bank during the 1980s with the express purpose of reforming their
trade regimes {World Bank 19B9)., Of course not all of these countries nave
scrong reform programs; and only a few have carried out most of what they

promlsed.E But the disappointment in import substivution and the interest in
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trade reform appear genuine, even among the more equivocating countries,

It is paradoxical that the 1980s should have become the decade of trade
iiberalization in the developing countries. Thanks to che debt crisis. the
19805 have also been a decade of macroeconomic instability. Common sense
would suggest that the conventional benefics of liberalization become muted,
if not completely offset, under conditions of macro instability characterized
by high and variable inflation on the one hand, and fiscal and balance-of-
paymenis crises on the other. Trade reform is expected to work by reducing
the distortions in the structure of relative prices and directing resources to
sectors that can make the best use of them; macroeconomie instability
interferes with both. High and variable inflation serves to confound price
signals by making it difficult to disentangle relative prices changes from
movements in the price level. The slowdown in domestie activity renders
structural change more painful by exacerbating transitional unemployment.

If a period of macro instability is the worst time to undertake z trade
reform, why are so many countries doing it? As academics we may like Lo
believe that we are seeing the delayed effect of the studies of the previous
decade, in particular the research directed by Little-Scitovsky-Scett (1970),
Bhagwati (1978}, and RKrueger (1978). Perhaps also the establishment of a
manufactures base in these countries now makes ilberalization a less
threatening prospect for pelicy makers. But the main reasons would appear to

be different, an¢ drawn from the broader domain of political economy. First,

i, Among the 24 countries for which an assessment was possible, the Worla
Bank (1989, p. 27) lists nine with good implementation records: Chile, Korea,
Mauritius, Ghana. Madagascar, Mexice, Philippines, Senegal, and Turkey.
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a time of crisis occasionally enables radical reforms that would have been
unthinkable in calmer times. That it takes the prospect of a severe
denoucment to bring a nation to its collective senses is the aggregare version
of an insight due to Samuel Johnson: "[Wlhen a man knows he is to be hanged
in a forchnight, it concentrates his mind wonderfully.® The quip seems to
apply with egugl force to nations in severe crisis, as some of the key cases
of radical trade reform illustrate: Belivia {in 1985), Mexico {since 19873,
Potand (19%0), In all of these cases, a macroeconcmic erisis of unprecedentad
proportiens has led the leadership to embrace a wide range of reforms, of
whicn trade liberalization was one component.

The second reason has to do with the role of foreign crediteors, and of
the IHF and World Bank in particular. The 1980s were & decade of great
leverage for these institutions vis-a-vis debtor governments, especially where
poorer African countries are concerned. The trade policy recommendations of
the World Bank were adopted by cash-starved govermments frequently with little
conviction of their ultimate benefits., This accounts fer the high incidence
of wobbling and reversal on the trade front, once again especially in Africa.
It alse indicates that we ought mot be too optimistic on the sustainabilicy of
reform in many of these countries.

As these considerations would suggest, trade reform is mow raising some
new issues. First, how can trade reform be sustained? In the first instance,
this guestion has to do with credibility: can governments enhance the
credibilitcy of trade reform se as to forestall possible adverse reactions from

business, labor, or consumers that would jeopardize the sustainability of the
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reform? Secondly, what role should trade reform play when 1f is implemented
in the context of macroeconomic instability? Are there potential conflicts
between the standard desiderata for trade reform and the requirements of macro
stability? Finally, we have an older issue which has become more amenabla to
anatysis thanks to the development of the "mew" trade theory with its emphasis
on imperfect competition: should we be worried about the consequences of trade
reform in cthe imperfectly comperitive market environments that characterizs
the developing economies? This paper deals with these three sets of issues.

The paper shares the presumption, dear te the heart of every neo-
classical econemist, that a liberal trade regime is geood for economic
develepment in the long run. However, I will argue that this general idea is
nat tremendously helpful for pelicy at the present time. My main theme will
he that the current context reguires & more nuanced view of the role of trade
poelicy. This view would recognize that in most of the countries that have
undertaken radical trade reforms in the 1980s the direect efficiency
consequences of trade liberalizatien are still uncertain ana likely to be
small. It would recognize that a wobbly trade reform can be worse than none
at all, and that governments can cemplicate their macroeconomlc stabilization
efforts by placing too much faith on the magic of liberalizatien. And it
would have room for unorthodox roles for trade policy such as buttressing
credibility for a government's anti-inflation program and helping out with
fiscal consolidation, Governments that understand the limited (and possibly
unconventional) role to be played by trade vreform are likely te make the most

of ir; governments that piln on it their hopes for future growth and
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cevelopment are likely to be disappointed.

Credibility and the Design of Trade Reform

Trade reform is frequently met with skepticism on the part of the private
sector. The Argentine veform of the lare 1970s, for example, had such low
credibility that many managers apparently chose not to res;:ond.2 With
hindsight, they can hardly be blamed, as protective measures were re-imposad
tn the early 1980s. Similarly, a World Bank team that surveyed privace
enterprises in Hexico found considerable skepticism regarding the
sustainability of the recent trade reform there. It is perhaps natural that
afrer decades of import substitution policies trade reform should heve to
csonfront less than perfect credibiligy.

The archetypal setting in which trade reform is undertaken {llustrates
why lack of eredibility is the normal response. The countyy concerned is hit
by a terms of trade deterioration, a reductien in foreign capital inflows, and
capizal f£light, Inflation accelerates to new heights, while the econemy comes
te a standstill. The central bank runs out of reserves. Enter the IKE and
the World Bank with the promise of struetural adjustment loans, which would
unlock additional funds from other creditors, provided that the government
undertakes a number of reforms, inecluding the rationalization of the

commercial regime. The government has few alternatives but to accept. Within

2. Corbo and de Melo (1985, p. 9} write: "Eleven of the twelve firms
intervieved waited between three and twenty months before starting to adjust.
One firm, anticipating a policy change, even kept "idle' workers to minimize
the costs associated with layoffs and hiring.”
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a year or two down the line, one or more of several things can happen: workers
and students riet in the streets of the capital:; the terms of trade improve
and the cash crisis is temporarily slleviated; or the government realizes that
it can hold the Werld Bank at bay while slowing down on the implementation of
the measures agreed to. Any one of these will be enough to give the
government reason te halt or reverse the reform. However, a govermnment that
18 {or has become) convinced of the merits of trade iiberalization will stick
it out.

Nonetheless, the commitment of the leadership to the reform will often
remain suspect in the eyes of the public. TFormally, we have an instance of
asymmetric information: the leadership may know its commitment to reform--that
ig, its "type"--but may be unable to communicate it to the private sesctor. In
Redrik (198%a), this is modeled as creating a confusion in the public’'s mind
between a “"liberalizing"” govermment and its nemesis, a "redistributive®
government that likes protection because this transfers income te favored
groups. HNow, in the absence of an economic crisis and the need for World Bank
assistance, rhere would be ne confusion since the choices made by each
government would rewveal its respective type. With World Bank conditionality,
however, the redistributive govermment may well choose to mimic the
liberalizer for a while, because this allows it to have access to additional
resources. Since World Bank tutelage is only temporary, the redistributive
government will move back to protectien once the Bank fades away from the
pieture. Irenically, but also gquite realistically, condirienality makes the
well-meaning government’s job harder by causing it to be confused with its
iess committed counterparts. Moreover, even if the well-meaning government

can communicate its reselve, it will have to put up with mounting political



opposition as the reforms unfold,?

VWhat are the consequences of the resulting lack of credibility? 1Ia the
first instance, adjustment incentives are blunted: therefore the productive
efficiency gains frem trade liberalization are delayed. But much more
importantly, lack of credibility sets forces into motion Chat makes it more
difficuic for the reform to be sustained. Skepticism regarding the
sustainability of reform can prove self-fulfilling.

To understand why this is so, it is useful to reiterate the messapge of a
paper by Calvo (1986). Calvo analyzed a situation where consumers expect that
a trade reform introduced now will be reversed sometime in the future.

Subject to these expectations, consumers then perceive imported goods to pe
rendered temporarily cheaper. This in turn leads to intertemporal
substitution in consumption towards the present, and an enlargement of the
current account deficit until the expected reversal materislizes., This ie not
a bad explanation for what took place in Argentina, the case that inspired
Calve. The basic point is that the mere gxpectacion of a reversal is enough
to distort the intertemporal structure of relative prices, even though it may
turn out that the government will stick with the reform after all. Hence an
ineredible liberalization gets current prices right, at the cost of distorting

tomorrew's prices relative to teday's. Whether the economy gains er loses on

3. That economically inefficient outcomes can result even when policymakers
are weli-meaning is demonstrated in two recent papers which are germane to the
1ssues at nand. Alesina and Drazen (1989) show how a beneficial reform can be
delayed due to a “war of attrition" between two interest groups. Fernandez
and Redrik {1990) shew that uncertsinty over the distribution of gains and
losses can reduce popular support for a reform, even when individuals are risk
neutral.



net is ambiguous.

The efficiency costs generated by incomplete credibility can take many
forms. In the above example, the econcmy suffers from over-borrewing. During
the 1980s, most developing countries have been shut cut of foreign capital
markets so this outcome sounds a bit anachronistic. A more realistic scenario
nenceforth is that the desired intertemporal substitution will reflect itself
in under-investment: as consumers go on a binge in response to the "temporary"
availability of cheap imported consumer geods, the savings rate will f£all,
ralsing the interest rate and crowding osut ecapital formation {see Rodrik
1989a),

There is yet a third channel: lack of credibility cam interact with
capital irreversibilities to produce a hefty tax on investment. Suppose, as
ig likely, that moving capital in and out of sectors entails sunk costs (as in
Dixit 1989). Let the cost (per unit of capital) of moving capital from the
import-competing sector to the export sector be given by €, and that of moving
back by f. Let the rates of return to capital be denoted by r, and r,,
respectively, and assume that these have been equalized priocr to reform.
Investors nave a discount rate p. How consider a trade reform which on impact
increases the rate of return in the export sector relative to the impore-
competing sector by s, i.e., ¥, - Fp =« s. When will this be enough to make
capitalists in the import-competing sector switch to the other sector? When
the reform is viewed as permansant, Investors will need to be compensated
solely for the ome-time cost of moving, so that capital re-allocation will

take place provided s > pe, where pe is the flow eguivalent of the reloecation
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cest.

How suppose that investors attach a probability » (per unit of time) that
the reform will be reversed. Further, assume that 1f and when the reversal
materializes investors will choose to move back to the impert-competing
sector. Investors in the import-competing sector will now need to be
compensated for the expected value of the additional coscs they will incur if
they relocate: this amounts to =w{¢ + §). Therefore, the condition for capital
rasponding to the reform becomes: s > pe + w(e + 0}. The second componant
here, wie + #), is appropriately viewed as a tax on investment impesed by the
incomplete credibility of the reform (see Rodrik 1989b =nd Dornbusch 1985 for
more details).

Relatively small amounts of uncertainty can result in a large tax.
Suppose for example that investors believe there is a 20 percent chance in any
year that the reform will be reversed, and that entry and exit costs sum to 50
percent of installed capital (i.e., = = 0,20 and e+ = 0.50). Then the tax
imposed on capital relocation by incomplete credibility amounts te 10 percent.
This could easily exceed the direct inducement te investment in exportables
generated by the shift in the trade regime, in which case we would have the
paradgoxical result that trade liberalization would reduce rather than enmnance
investment incentives in exportables.a Hote moreover that lack of credibility

would be even more damaging to lnvestment were we to make yoom for risk

4. Note that in the presence of excess capacity, the normal situation in the
midst of economic crisis, an export boom can be engineered without investmenc
and capital re-location, Sustaining the boom, however, requires genuine
investmentc,
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aversion.

On account of both over-borrowing and under-investment, then, trade
reforms that lack credibility may prove difficult to sustain. First of all,
macroeconomic balances will come under further stress, forecing some of che
best intentioned governments toe abort the reform process. Second, the delay
in economic restructuring will bloex the emergence of new political alliances
in favor of rhe reform, with the consequence that the political field will be
open to the import-competing interests under strain.

These considerations in turn set the stage for a potential multiplicity
of equilibria, as illustrated in Figure 1. Two downward-sloping schedules are
shown here: the IT schedule shows private investmant as a function of the
percelved probability that the reform will collapse; the =»r schedule reflects
the endogensus determination ef the probability of collapse as a function of
private investment. A matural equilibrium to pick is one where investors'
probapility assessment 1s consistent with the equilibrium probabilicvy. Two
such equilibris are shown in Figure 1: in one, the economy %5 stuck in 2 bad
equilibrium with low investment and a high probability of collapse; in the
other one, the outcome is more favorable. The economy can end up in either
one of the two, depending on imponderables. The implication is that there may
be a large degree of indeterminacy with respect to the success of reform.

Leaving such indeterminacy aside, can governments do much to enhance the
credibility of their trade polictes? To design strategies that enhance
credibility, we must first have a good idea of the sources of the credibility

problems. When eredibility is the ecasualty of a policy package that is
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internally inconsistent--as imr the Southern Cone of the 1970s--the policy
implications are immediate. Since policy inconsistency is most common on the
macrosconomic fromt, the importance of a sound fiseal and exchange-rate stance
cannot be underestimated. Ocher cases may be less clearcut. When the
government has time-consistency problems--i.e., it is tempted to revert to its
bad old ways once the private sector has reacted to the reform--che
appropriate strategies will be to build veputatien and to find mechanisms of
commitment. Membership in the GATT and bound tariff rates can help. So can
uniformity in the tariff schedule, as this may make it easier for policymakers
to withstand pressure from individual industries. When the government’s
liberalizing intentions are discounted because fts "type" is unknowr, a
signaling stratepgy may be Appropriate fe.g., undertake a large enough reform
to separate f{rom alternative governments), These and other strategies are

discussed av greater lemgrh in Rodrik (1588¢).

Linkages Between Trade Policy and Macroeconomic Instability

As mentioned in the introduction, practically all significant instances
of trade reform in the 1980s have taken place in the context af severe
macroeconomic disequilibria. This raises two setrs of questions, Firsc. was
there any causal relationship between prevailing trade policies and the debtr
crisils which led to these disequilibria? Secondly, what are the implications
of the macro context for the design of trade reform?

It has become almost cliche to blame the debt erisis in part on the

inward-looking trade policies in vogue in Latin America and Africa. This
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view, embraced by the World Bank, gave license ta advocacy of tracde reform as
a means of resolving the crisis, But whatever the merits of trade reform, the
causal link drawn between trade regimes and propensity to macroeconomic crisis
was bad economics. IU is true that the outward-oriented East Asian countries
managed te aveid prolenged external erisss., But it is also a matter of
elementary economics to recognize that even the most protectionist commercial
regimes are perfectly compatible with external balance and prompt debt
service. It is Romania and not South Korea that has managed to extinguish ies
foreign debt during the 1980s. Indonesia and india did not succumb to debt
crises even though their commercial pelicies during much of the early 1980s
combined the worst types of import restrietions. Conversely, Chile went
rhrough a bust in 1%82-83 which was, if anything, worse than that experienced
in other Latin American countries even though all of its guantitative
restrictions had been eliminated and its tariffs iowered o a uniform 10
percent (with the exceptiocn of motor vehicles).

These examples highlight the crucial determinants of macroeccnomic
stabllity: the countries that went through a debt exisis were those that
overvalued their eurrencies and let large fiscal deficits accumulate for
prolonged periods. 1f what we understand by trade pelicy is the complex of

microeconomic regulations concerning imports and exports, the direct effects

of such policy on macrceconomic stability and external seolvancy are guite
marginal. And this is what standayd economic theory teaches. Provided the
exchange rate is managed appropriately (er else domestic prices are completely

fiexible), trade policy affects the volume of trade--i.e,, the ratio of
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imports (and exports) to narional inceme--but not the relationship between the
levels of imperts and exports. The lacter is determined by the balance

betwesn national income and expenditures, that is by maerpeconomic factors.

An overvalued exchange rate wraaks havoe with macreconomic balances by
Spurring domestic spending, as does an incresse in the fiscal defieit, Trage
policy can do the same only if accompanied by one of these twe.

What then is the role chat trade reform ean play in the process of
macresconomic adjustment? It is notewarthy that some of the mare suegesaful
stabilization programs to date have ewmphasized radical rrade reform at the
cutset: In Mexico and Bolivia where inflation has been breughe down to
relatively respectable two-digit levels (around 20 percent), trade
liberalization was a cencral component of the inir{al package; in Poland,
where experience is more recent but the early signs are encouraging, the same
is true, Moreover, we canmot ascribe the enthusiasm for liberalization in
these cases solely te the role of the World Bank and IMF, and te the hope that
foreign funding would be unleashed as a consequence. What was perhaps more
important was a desire on the part of the leadership to make a clear break
with the econemic policies of the past, including the complex of import-
substiturion policies thar had become discradited as a raesult of the
generalized erisis. Trade reform ean help break established modes of
operatlon and provide gevernments wich much-needed eredibilitcy in their fight
against inflation. The psychological importance of such radieal shifts in
economic strategy cannot be underestimated, espectally in countries where new

stabilization packages are almost as frequent as plot twists in a Brazilian
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soap opera.

But there is a price to be paid insofar as trade reform also complicates
the task of macro stabilizatien. As mentioned ahove. macro stability depends
crucially on sound exchange rate management and fiscal pelicy. Trade reform
can interfere with both.

The Mexican case illustrates some of the conflicts.S Af the end of 1987,
HMexico implemented a stabilization program aimed at reducing inflation from
the prevailing 225 percent rate. The program was centered on a Pact of
Economic Solidarity signed jointly by the government, labor, agricultural
workers and business that envisaged an inerease in the primary surpius of the
public sector by 3 percentage points of GDP, a tightening of monetary policy,
and the fixing of wages and the exchange rate after an initial jump. The last
olement was the "heterodox" component of the program, and was designed to
serve as an anchor for the price level. At the same time, trade
{iberslizarion was phased in considerably shead of schedule: maximum tariffs
were lowered to 20 percent and import permits wers eliminated on & wide range
of industrial goocds. The consequence was an import poom, with consumer goods
imports rising by 150 percent in 1988. The deterioration of the current
account ied inm turn to reserves falling from 514 billion in 1987 to %7 billion
in 1988. Had it not been for the Brady Plan, Mexico may have well ended up in
another protracted external crisis.

The standard prescription to a country undergoing trade liberalization is

to deploy the exchange rate so as ta offset any adverse effect the reform may

5. fThe following account is based on orciz {1%90).
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nave on the balance of payments. As the Mexlcan case shows, such a
prescription is problematic when jnflacion is still not safely under coentrol,
The exchange rate is a price eloseiy watched by price setters in hign-
inflatien environments, and an upward movement gets tranglated into domestlc
priges all too easily. It is precisely its importance 1n the deteriaination of
the domestic price level wnich gives the exchange rate a useful role to play
as an auchor during inflation stabilization. OFf course, to be successful, the
stabilization has to rely on fiscal and monstary contractien also, as well as
possibly other neminal anchors. Uhile Chere remains controvery over whetner
vargeting the exchange rate on inflation is a good idea during stabilization,
there are enough successful cases (Bolivia and Israel since 1985, Mexico since
1987) to believe that the exchange rate--in conjunction with other nominal
variables such as wages--may play a useful anchoring role during disinflation.
But if the exchange rate is to be targered on inflatlon, it cannct be
used For the external balance. In fact, the conflict is aggravated by the
fact that rhe real exchange rate will typically have to be allowed to
sppregiate in the initial stages of the stabilization, That is the usual
result even in the most successful stabilizatlons: the nominal exchange rate
is held fixed {or crawls at a slow rate) while domestic prices work their way
through their residual inertia. Trade liberalization, om the other hang,
would call for a compensating real depreciation. When the latter cannot be
undertaken for Ffear of reigniting inflation, the result is a deterioration of
the external halance, just as in the Mexlcan case.

Where trade reform can play a supportive role during stabilization is in
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helping mobilize resources for the government, thus closing the fiscal gap,
This can happen in several ways. First and most obviously, governments can
convert quantitative restrictions (QRs} on imports to tariffs, transforming
quota rents that acerue te the private sector {but much of which can be
dissipated in reat-seeking activities) into revenus for the public zreasury,
This may mean stepping on some powerful toes, but it is a quick way of raising
much-needed resources. Since tariffs are generally expected to have less
pernicious effects on resource allocation than quotas, this may aiso yield
same efficiency benefits. While the tariff-agquivalent of the prevailing Qks
may not be easy to calculate, especially under cenditions of monopoly {in
vhich case the notion of equivalence itgelf is i1l-defined), the precise Fine
tuning of duty rates will not be thar important. The main objective is to
Taise revenues. Secondly, in many countries that share long and porouUs
borders with neighbors, prevailing tariff rates may easily lie on the wrong

side of the Laffar curve. Tariff reductions in such countries may actually

expand offictal trade at the expense of smuggling, broadening the tax base.
Bur when tariff reductions are pursued at the expense of fiscal

considerations, governments may find themselves facing a time bomb. In both
Turkey and Morocco, for example, fiscal considerations have led to the
reimposition of some imporr taxes which had been eliminated (or lowered) in
the recent past. This kind of reversal is doubly harmful for all the reasons
discussed in the previous section. Liberalizers ought to keep in mind rhat
trade taxes constitute around 15 percent of government revenue in developing

countries on average, and mere than 20 percent in Africa (Farhadian-Lorie and
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Katz, 1989). While substitutes to trade taxes (such as the VAT} are typically
envisaged, the implementation of new taxes takes & long time and can be
administratively difficult. Besides, in countries with serious fiseal erises,
the shadow value of additional revenue s likely to remain high enough to
justify tariffs even after tax reform. Tampering witnh already-fragile fiscal
balances can have disastrous comsequences which dwsrf the efficeney costs of
delaying trade reform.

Import liberalization is sometimes advocated on the grounds that it would
impose price discipline on domestic producers and therefore nelp in tne fighc
apainst inflation. This is an additional argument for converting QRs inte
cariffs. But the faith in international arbitrage should not be taken too
far. When Chile decided to fight domestic inflation with such arbitrage in
the iate 1970s, the consequence was a sharp real appreciation of the peso and
a vast current account defieit. Backward indexation of wages stood in the way
of domestic price discipline in the traded seetors. In any case, Che import-
discipline nypothesis is enly an argument in favor of tariffs rather than QRs.
Provided tariffs do not get redundantly high, domestie inflation can be

zligned with werld inflation at any level of protection.

Trade ReForm and Imperfect Competition

Until recently, some of cthe most populer argumencs in favor of trade
liberalization made awkward company for standard trade theory. Graduate
students in economics would learn about comparative advantage and the

consumption and production losses (Harberger triangles) associated with
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pretection. Advocates of liberalization, on the other hand, would base their
arguments on the potential of foreign trade to Spur entrepreneurial instinces
and productivity, exploit returns te scale, and force domestic monopelists to
behave competitively, on account of which the welfare benefits would ne
several orders of magnitude larger than rhe conventional gains. While
reasonable, none of these expectations was integrated in the theoretical
apparatus of the economist for the simple reason thart there were no well-
accepted methods of doing so. Developments in industrial organization theery,
and its incorporation within trade theory in the last decade, have made it
possible to analyze such arguments with greater riger and precision (see
Helpman and Krugman 1985 and 1989) . These developments have not resolvaed the
ambiguities that are inherent in analyses of markets with imperfact
competition; but they have ensbled us to evaluate rthe 1likely consequences of
liberalizaction in market structures much more reminiscent of the developing
countries.

The hallmaric of imperfect cotpetition 1s that prices exceed marginal
cests of production (the latter ineluding all relevant opportunity cests).
Consider an economy where trade protection is prevalent and which is subject
to various types of imperfect competition. We would like to know the welfare
consequences of a relaxation in trade restrictions. A useful organizing
framework for this is provided by an eguation that dacomposes the real-income
effect of a small change in poliey. TFirst iet cilw, x5, a;) stand for the

unit cost fnnccion6 of the representative firm in the ith sector, where w

6. The unit cost function represents the sverage cost of producing a single
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denotes a vector of factor prices, x; Che output of the representative firm,
and a; & parameter representing the technical efficlency level (c ; =

1

Bci(,)/aai < 0). Then:

(1y dy = Z(?i-pi)dﬂi + Tipy-ogddX; + Trseg(1-(1/65))e%; - JX:e ;am,,

{a) {b) ic) td)

where M and X stand for the sectoral levels of imports and output, n and x are
the numper of firms and the representative £irm’s output in each sector, p and
p* are domestic and world prices, # 1ls the ratio of average to marginal costs
indicating the extent of scale economies in each sector., and y is rezl income
isee Rodrik 198B8a). Note that this is guite a general Fframework allewing for
all kinds of imperfect competition, scale economies, and induced changes 1n
technical efficiency. Exit from and entry into industries can also be
accommodated by treating x; as the output of the reprasentative incumbent firm
(i.e., dty = [I/ng]{d%; -~ ®gdng]}. (But terms-of-trade effects are ruled out
by taking pi as given.) The eguation highlights four chamnels through whicn
trade reform could affect welfere: (&) the volume of rrade effectc: (b} the
excess profits effeet; (c) the scale afficiency effect; and (d) the technical
effieiency effect. The equation identifies each of the effects with the
corresponding letter.

The first of these represents the standard desideratum that imports

should expand in those sectors wnere the domestlic price has been raised

unit of oucput given a set of factor prices. The level of output influences
average costs for all but constant-returns technologies.
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velative to the border price thanks to protection. This is the conventional
source of gains from trade. The second and third channels, however, point to
some potential conflicts with this goal. The second term requires that
sectoral output expand where super-normal profits exist, while the third term
requires that firm output increase in sectors with unexploited scale economies
(§; > 1). The conflicts arise from the likelihood that protected sectors in
developing countries will be precisely those with excess profits and
unexploited scale economies (some evidence for this is provided inm Redrik
1988a). 1If import expansion results in such sectors getting squeezed,
liberalization ecan well yield welfare losses. Combining the first three
terms, whether domestic output should be reduced or expanded in import-
competing sectors can be seen to depend on the relationship beween worla
prices and demestic marginal costs. Provided domestic marginal costs are
above border prices, a (small) reduction in domestic production is on net
still desirable; but the presence of imperfect competition rules ocut any
guarantee that protection will necessarily drive domestic marginal costs above
world prices, and hence considerable ambiguity must remain regarding the
efficiency consequences of liberalization.

But it is possible for liberalization to result in an gxpansion of
import-competing sectors or firms, an outcome that would be normally
impossible under perfect competition (save for general-squilibrium effects).
When this happens, the benefits of impert liberalizatien will actually be
enhanced by the presence of imperfect competition.

There are two principal channels through which domestic Firms® output may
recelve a boost when they face more external competition. First, the

perceived demand elasticity faced by import-competing firms is likely to
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increase as a result of trade liberalizacien. Conseguently, their market
power will erode, reducing the inceantive to prep up domestic prices by
withhelding ssles. It is possible for the inward shift in the demand curve
faced by these firms to be more than offset by this change in its slope,
prompting an increase in domestic sales, Experiments with an applied general
equilibrium model calibrated using GCameroonian data illustrave this
possibility (Devarajan and Rodrik 1%8%a, 1989b). When the simulation model is
run undexr the standard assumptions of perfect competitien, trade
liberalization results im a contraction of the modern industries and the
expansion of the cash crops sector. When instead the modern sectors are
assumed to be oligepelistic and characterized by Nash-Cournot behavior, the
resource pulls are reversed, and many of the modern sectors expand. The
mechanism at play is the increase in the perceived elasticity of demand faced
by the oligopolists. Thanks to these resource pulls, the manufacturing
sectors reap scale benefits while imports expand.

The second possibilicy is the industry-rationalization scenarie,
exemplified by Harris' (1%84) work on Canada. This channel relles on
relatively unhindered entry and exit of firms inrto affected industries. DPrier
to trade liberalization, free entry forces domestic prices to approximate
average costs of production., With liberalization, domestic priees in the
import-competing sectors fall, and so must average costs. Whar allows this to
happen is t£he exit of firms, hence the industry rationalization. Industry
ends up with fewer firms, and aggregate import-competing output may even fall;
but the remaining firms have now traveled down their average cost curves,
yielding imprevements in scale efficiency. The welfare benefics of

liveralization may be greastly enhanced as a comseguence {thils would be
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captured by term (¢} in the equation above, by the expansion of the cutput of
the repréesentative incumbent £irm). Applied general eguilibrium medals based
on South Kerean data have shown the possibilitvy of similar outcomes in
developing economies, once free entry/exit is sllowed {Gunasekera and Tyers
1989).

Returning to equation (1), the last term {(d} captures any induced effects
on levels of technical efficiency. Recelved wisdom would have it that guite a
big welfare bang on this account avaits countries courageous enough to
undertake trade reform. The image of trade liberalizavien is fregquently
coupled with one of entrepreneurs scurrying around to cut costs, locate mew
markets and rationalize production, and with recaptured x-inefficiency
rectangles being heaped on top of Harberger triangles.

Appealing as the argument may be, this line of reasoning is in faet quite
difficult to sustain either empirically or theoretically. Starting with
theory, there is no respectable model that yields unambiguous technical
efficiency benefits as a consequence of trade liberalization. HModels of
satisficing behavior would provide some support for the entrepreneurial slack
hypothesis in impeort-competing sectors, and they can be used to sugges: that
entrepreneurs in such secctors will be spurred inte additional effort as they
come under pressure in the wake of liberalization. But they have the
unappealing--and frequently overlocked--consequence of predicting increased
managerial slack in export-oriented sectors for precisely the same reason:
improved profitability in the expert sectors should, by the sams logic, push
entrepreneurs towards the "easy life". Optimizing models, on the other hand,
vield ambipuous predictions: trade preotection can enhance technological

effort, or delay it (Rodrik 1988b).7 Schumpeterian models meanwhile squarely
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contradict the hypothesis that increased competition goes hand in hand with
enhanced technical efforc. On the empirical side, it should suffice vo quote
briefly the detailed survey of Pack {1988): "... to date there is no clear
confirmation of the hypothesis that countries with an external orientation
venefit from greater growth in technical efficiency in ... manufacturing" (p.
353).

Part of the difficulcy in discerning empirical trends lies in the
scarcity of clean cases of trade liberalization. HMuch of the established
wisdom on the consequences of liberalizatien relies on the well-known East
Asian cases. However, typically very little attention is paid co
disentangling the effects of macroecomnomic policies from trade policies
proper. As I argued in the preceding section, this leads occasionally to
misleading poliey recommendations. The enlarged number of trade reformers in
the last decade should help resolve some of the empirical uncertainties. But
it is ecurrently too early to pass judgement on this recent experience. A
Worid Bank research project has recently begun the systematic analysis of the
industrial structure and efficlency consequences of trade reform in selected
developing countries. The initial findings on Chile do not provide a great
deal of comfort regarding beneficial scale and technical consequences.

Between 1967 and 1979, around half of the industrial secters experienced a

7. There is a relared literature, in Che advanced-country context, on whether
product-market competitton can alleviate managerial slack; see Nalebuff and
Stiglicz (1983), HRart (1983}, and Sceharfstein (1988). This literature does
not reach any definite conclusions. In any case, its relevance to developing
countries is limited as it is5 based on the separation begween ownership and
management--much less cemmon in poor countries--and on the principal-agent
paradigm.
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deterioration in scale and technical efficlency, the drastic trade reform in
the intervening years notwithstanding. Seetors with the greatest reduction in
effective protection appear to have done on the whole less badly in terms of

x-efficiency (see Tybout g gl. 1989: Roberts and Tybouf 19%0}. The evidence

is too weak to sway anyone with strongliy-held priors; for the rest,

agnosticism would seem to be the safe attitude.

Concluding Remarks

Carlos Diaz-Alejandro once wrote: “By now, any bright graduate student,
by choosing his assumptions regarding distortions and policy instruments
carefully, can produce & consistent model yielding just about any poliecy
recommendation he favored at the stvart" (1975, p. 97). It is tempting to add
that in the intervening £ifteen years economic models have improved
sufficiently to make the statement apply to even not-so-bright graduate
students. In any case, the point made by DBlaz is even more valid today than
it was then. The purpese of modeling remains, as Diaz underscored, to "force
a discussion of the realism of assumptions that are crucial to theoretical
demonstrations.*

To those who favor open trade regimes, the 1980s have brought some good
news. Both becsuse of disillusjomnment with past policies and because World
Bank tutelapge rules out alternatives, an increasing number of countries have
taken decisive steps o liberalize their trade regames. But for all the
reasons discussed above, it is too early to become optimistic regarding the

sustainabilicy of these reforms, Neither are the beneficial consequences of
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reform quite in evidenze yet. In all likelihood, the success of reform will
depend less on the direct consequences of the new trade policies than on the
resolution of the macrosconomic difficulties in which these eountries are
presently engulfed.

it will be impertant in the meantime not to over-sell trade reform as a
cure-all for economic problems. Just as developing countries embraced
protectionist policies in the 1950s and 1960s as a holistic solution to the
prebliems of development, there is now a danger that free trade will be seen as
the answer to the economic crisis of the 1980s.8 If the pendulum swings too
far back, unrealistic expectations will be created regarding what can be
accomplished by the use of trade pelicy alone. fFrade policy plays a rather
asymmetric role in development: an abysmal trade regime can perhaps drive a
country inte economic ruin; but good trade policy cannot make a poor country
rich. At its bast, trade policy provides an ensbling environment for
development, It does not gusrantee that entrepreneurs will take advantage of
this environment, nor that private investment willl be stimulated. As the
recent literature on trade and growth underscores, it certainly does not
guarantee acceptable levels of economic growth, Therefore, claims on behslf
of iiberalization should be medest lest policymakers become disillusiocned once

again.

8. See for example the survey of developing ceuntries in The Economist of
September 23, 1989.
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Table 1: Recent Trade Policy Reforms in Selected Developing Countries

Bolivia

Chile

Ghana

Jamaica

Hexico

Horocco

Nigeria

Poland

Senegal

Turkey

Venezuela

Trade regime overhauled im 1985, and QRs eliminated. Two basic
tariff rarves exist, 10 percent for capital goods, and 17
percent for others.

Substantial reform after 1973, wicth elimination of guantitative
restrictions and a uniform tariff rate of 10 percent (excepr
Eor motor vehicles) achieved by 1979. The uniform tariff was
raised to 35 percent briefly during the macreeconomic crisis of
the early 19B0s, but is now back at 15 perceat.

Import licensing substantially liberalized and a uniform tariff
intreduced for most imports.

QRs eliminated and tariffs lowered to 20-30 percent for most
items.

Substantial liberalization of QRs since mid-1985. Tariffs
reduced to an average of 11l percent by 1988, Accession to GATT
in 1986,

Significant reduction in protection since 1983 through the
elimingtion of some QRs and Che reduction of tariff rares.
Haximum tariff reduced from 40C percent to 453 percent,

Trade liberalization initiated in 1986. Import licensing
system reformed and substantial cuts undertaken in tariffs,

Foreign trade is de-monopolized. All QR: on 1lmports and
licensing on imports abolished by beginning of 1990. Tariffs
average § percent.

Most QRs removed during 1986-8B; selective reductions in
tariffs.

General trend towards liberalization since 1980. Substantial
liberalization of QRs and licensing procedures.

Comprehensive import liberalization introduced in 1989, Most
import prohibitions abolished and tariffs reduced to a maximum
rate of 80 percent.

Sourges: Whalley (1989), Williamson {1990}, World Bank (198%), and mational

SOULCes.
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