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A senior U.S. Treasury officid recently urged Mexico's government to work harder to
reduce violent crime because, in hiswords, "such high levels of crime and violence may drive
away foreign investors."? This may have been an off-the-cuff remark. But it nicdy illustrates
how foreign trade and investment have now become the ultimate yardsticks for evauating
government actions. If you want to get a policy maker's atention these days, forget the dum
dwellers or campesinos who suffer the lion's share of the costs; you need to appeal instead to
"invegtor sentiment” and " competitivenessin world markets.”

Whét lies behind this perverson of prioritiesis a remarkable consensus on the imperdtive
of globa economic integration. Openness to trade and investment flowsis no longer viewed
smply as a component of a country's development policies; it has mutated into the most potent
catayst for economic growth known to men. This faith has spread in recent years from a handful
of prosdytizing academic economists to world leaders and policy makers of al political stripes.
Senior officids of the WTO, IMF, and other international agencies incessantly repeat the mantra:
open trade and investment policies are the surest ways to achieve economic growth and poverty
dleviaion.

But insertion in the world economy is no longer a maiter smply of removing trade and

investment barriers. Countries have to comply with along list of admission requirements,

L A revised version of this article isforthcoming in Foreign Policy magazine (March/April 2001) under thetitle
"TradinginIllusions.” | thank the editors of EP for their assistance.
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ranging from patent rules to banking standards. The gpostles of economic integration prescribe
comprehensive inditutiona reforms that took today’ s advanced countries generations to
accomplish, so that developing countries can, as the diché goes, maximize the gains and
minimize the risks of participation in the world economy. Globd integration has become for al
practical purposes a subgtitute for a development Strategy.

Thisis bad news for the world's poor. The new agenda of globa integration is built on
shaky empirica ground and is serioudy distorting policy makers' priorities. Making compliance
with it the first order of business diverts human resources, administrative capabilities, and
politica capita away from more urgent development priorities such as education, public hedth,
indudtriad capacity, and social coheson. 1t undermines nascent democratic ingtitutions by
removing the choice of development strategy from public debate.

World markets are a source of technology and capitd; it would be slly for the developing
world not to exploit these opportunities. But gobalization isnot a short cut to development.
Successful development strategies have always required ajudicious blend of imported practices
with domedtic ingtitutiona innovations. Policy makers need to forge adomestic growth strategy,
relying on domegtic investors and domestic indtitutions. The most costly downside of the

integrationist faithisthat it is crowding out serious thinking and efforts dong such lines.

The Refurbished Washington Consensus

Redity has not been kind to the faith. Countries that have bought wholeheartedly into the
orthodoxy are finding out that openness does not live up to the promise. Despite sharply lower
barriers to trade and investment, scores of countriesin Latin Americaand Africa are Sagnating

or growing less rgpidly than in the heyday of import subgtitution. The fastest growing economies




are those of East and Southeast Asia, China, and India. The latter have dso espoused trade and
investment liberdization, but have typicaly done so in an unorthodox manner—gradudly,
sequentidly, and only after aninitid period of high growth—and as part of a broader package
with many unconventiond features.

The disappointing outcomes with deep liberdization have been absorbed into the faith
with remarkable aplomb. While gobd integration remains the key prerequisite for economic
development, thereis now alot moreto it than just throwing the borders open. The catchisthat
regping the gains from openness requires a full complement of inditutiona reforms.

Consider trade liberdization first. Ask aWorld Bank economist what a successful trade
liberdlization requires, and sheislikdly to come up witha laundry ligt of measures: tax reform to
make up for logt tariff revenues, socid safety nets to compensate displaced workers,
adminidrative reform to bring trade practices into conformity with WTO rules; credibility
enhancing inditutiond innovationsto quell doubts about the permanence of the reforms; labor
market reform to enhance labor mobility across indudtries; technological assistance to upgrade
firms adversdly affected by import competition; training programs to ensure that export-oriented
firms and investors have access to skilled workers; and so on. And as the promise of trade
liberdization falls to materidize, the prerequisites keep on expanding. For example, Clare Short,
the U.K.’s chief spokesperson on devel opment, recently added universal provision of hedth and
educationto theligt.®

In the finandd arena, complementary reforms have been pushed with even greater
fanfare and urgency. The prevailing view in Washington and other G7 capitdsisthat

weaknesses in prudential regulation, corporate governance, and bankruptcy procedures were at
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the heart of the Asian finandid criss. Hence the ambitious efforts by the G7 to establish
international codes and standards covering fiscal trangparency, monetary and financid policy,
banking supervison, data dissemination, corporate governance, and accounting standards. The
Financid Stability Forum (FSF)--an agency with no developing country member--has designated
twelve of these standards to be key for sound financia syslemsin developing countries. Thefull
FSF compendium includes an additiond 52 standards "considered reevant for sound financia
systems,” bringing the total number of codesto 64. The primary mative behind these codesisto
make the developing countries’ integration into globd financid markets safe--for themsaves and
other “emerging markets’.

Inview of how demanding the prerequisites have become, a cynic might be excused for
wondering whether the point of it dl is not to provide easy cover for eventud falure. After al,
it isfar more convenient to blame disappointing growth performance or afinancia crisson
“dippages’ in the implementation of complementary reforms than on a poorly designed
liberdization. So if Bangladedhs trade reform has not produced alarge enough spurt in growth,
the World Bank concludes that it must have to do with lagging reformsin public adminigtration
or with continued politica uncertainty. If Argentina gets caught up in a confidence crisis despite
sgnificant trade and financid liberdization, the IMF reasons that structura reforms have been

inadequate and need to be deepened.

Member ship Fees
Most (but not al) of the inditutional reforms on the integrationist agenda are perfectly
sensble ones, and in aworld without financid, adminidrative, or political condraints, there

would be little argument about the need to adopt them. But in the real world, fiscal resources,



adminigrative cgpabilities, and political capital are al scarce, and choices need to be made about
how to deploy them. In such aworld, viewing inditutiond priorities from the vantage point of
insertion in the globa economy has red opportunity costs.

Consder someilludrative 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 valuation, sanitary and phytosanitary measures (SPS), and
intellectua property rights (TRIPS)). Asthe World Bank's Michael Finger points out, thisisa
sum equa to ayear's development budget for many of the least-developed countries. The
budgetary burden of implementing thefinancid codes and standards has never beenfully costed
out, but these probably entail an even more serious diverson of fiscad and human resources.
Should the government train more bank auditors and accountants, even if it means fewer
secondary-school teachers or lower invesment in primary education for girls?

In the area of lega reform, should the government focusits energies on "importing” legd
codes and standards, or on improving existing domestic legd inditutions? In Turkey, aweak
codition government spent severd months gathering political support for a bill that would
provide foreign investors the protection of internationa arbitration. Wouldn't it have been a
better strategy for the long run to reform the existing legd regime for the benefit of foreign and
domegtic investors dike?

In public hedth, should the government pursue tough policies on compulsory licensing
and/or parallel importation of basic medicines, even if that means running afoul of exiging WTO
rules? Inindudrid srategy, should the government smply open up and let the chips drop
wherever they might, or should it emulate East Adan experience of indudtrid policies through

export subsidies, directed credit, and selective protection?



How much should the government spend on socid protection in view of thefiscd
congraints imposed by market "discipling'? In Peru, the Centrd Bank holds foreign reserves
equal to 15 months of imports, as an insurance policy againgt sudden capitd outflows of the type
that afinancidly open economy isproneto. The socid cogt of this policy amountsto dmost 1
percent of GDP annualy. That is more than enough to fund a generous anti-poverty program

How should governments choose their exchange rate regimes? The rules of good
behavior under financid openness require that policy makers give up on managing the exchange
rate. Yet virtudly every growth boom of the last four decades in the developing world has been
accompanied by a controlled depreciation of the domestic currency.

How should the government focus its anti- corruption strategy? Should it target the
"grand" corruption that foreign investors complain about, or the petty corruption that affects the
poor the most? Perhaps, as the proponents of permanent norma trade relations (PNTR) with
China argued 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
it this, at best, atrickle-down strategy of indtitutiond reforn? Shouldn’t inditutiond 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 admisson into the world economy not only reflect little awareness of
development priorities, they are often completely unrelated to sensible economic principles.
WTO rules on anti-dumping, subsidies and countervailing messures, agriculture, textiles,
TRIMs, and TRIPs are utterly devoid of any economic rationade beyond the mercantilist interests
of anarrow set of powerful groups in the advanced industrid countries. The developmentd

payoff of most of these requirementsis hard to see.



Bilatera and regiond trade agreements are typicdly far worse, asthey impose even
tighter prerequisites on developing countries in return for crumbs of enhanced "market access' in
the larger partners. The Africa Growth and Opportunity Act signed by President Clinton in May,
2000, containsalong lig of digibility criteria, induding the specific requirement that African
governments minimize interference in the economy. It provides free market access into the U.S.
only if the appardl is madefrom U.S.-produced fabric and yarns, thereby ensuring that few
economic linkages are generated in the African countries themsdves. The U.S.-Jordan Free
Trade Agreement imposes more redtrictive intellectua property rules on Jordan than exist under
the WTO.

With regard to financia codes and standards, there are Smilar questions about their
appropriateness and effectiveness. These codes rdy heavily on an Anglo- American style of
corporate governance and an arms length mode of financid development. They close off
dternative paths to financid development, of the sort that have been followed by many of
today's rich countries (for example, Germany, Japan, or South Korea). Can we necessarily
presume that these codes and standards are good for development? If so, the case has yet to be
mede.

In each of these areas, a drategy of globalization-above-al crowds out dternatives that
may be more development-friendly. Many of theinditutiond 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 developmental agenda

Asan myths



Evenif the indtitutiond reforms needed to join the internationa economic community are
expensve and preclude invessments in other crucid areas, pro-globalization advocates argue that
these costs will be more than compensated by the vast increases in economic growth that
invariably result from insertion into the globa marketplace. Take the East Asan tigers or China,
the advocates say. Where would they be without trade and foreign investment?

That these countries benefited enormoudy from their progressive integration into the
world economy is undeniable. But ook closely at what produced these results, and you will find
little that resembles today’ s rulebook.

Countries like South Koreaand Taiwan had to abide by few internationd congraints and
pay few of the cods of integration during their formative growth experience in the 1960s and
1970s. At thetime, globd trade rules were sparse and economies faced dmost none of today’s
common pressures to open their borders to capita flows. So these countries combined their
outward orientation with unorthodox policies: high levels of tariff and non-tariff barriers, public
ownership of large segments of banking and industry, export subsidies, domestic-content
requirements, import-export linkages, patent and copyright infringements, directed credit, and
regtrictions on capitd flows (including on DFI). Such policies are either precluded by today's
trade rules or are highly frowned upon by organizations like the IMF or World Bank.

Chinad so followed a highly unorthodox two-track strategy, violaing practicaly every
rule in the guidebook (including, most notably, the requirement of private property rights).

India, which sgnificantly raised its economic growth rate inthe early 1980s, remains one of the
world most highly protected economies.

Indl of these countries, trade liberdization was a gradua process, drawn out over a

period of decades rather than years. Significant import liberdization did not take place until



after there had been atrangtion to high growth  And far from wiping the indtitutiona date
clean, dl of them managed to eke growth out of the existing ingdtitutions, imperfect as they may
have been. When some of the successful Asian countries threw caution into the wind and gave
in to American pressure to liberdize capitd flowsrapidly, they were rewarded with the Asian
finencd criss

Thisiswhy these countries can hardly be considered poster children for today's globa
rules. South Korea, China, India, and the other Asian success cases had the freedom to do their
own thing, and they used it abundantly. Today's globdizers would be unable to replicate these
experiences without running afoul of the IMF or the WTO.

The Adan experience highlights a deeper point: a sound development strategy that
produces sustained growth over the medium- to long-termisafar more effective way of
achieving integration with the world economy than freeing up trade and investment and waiting
for it to work itsmagic. Protected Vietnam is integrating with the world economy much more
rapidly than open Haiti, because Vietnam, unlike Haiti, has a reasonably functional economy and
polity.

The frequent incantation that economic sdvation liesin greater integration with the world
economy is therefore both mideading and hollow. Integration into the world economy, unlike
tariffs or capital-account regulations, is not something that policy makers control directly.

Tdling them that they should increase their “participation in world trade’ is as meaningful as
telling them that they need to improve technologica capabilities—and just as hdpful. What
policy makers need to know iswhich policieswill produce these results, and whether the specific

precriptions that the current orthodoxy offers are up to the task.
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Too Good to be True

Do lower trade barriers produce greater economic progress? The cross-nationd evidence
on thisissue is easly summarized. The available sudies reved no systematic reationship
between a country’ s average leve of tariff and non-tariff restrictions and its subsequent
economic growth rate. If anything, the evidence for the 1990s indicates a positive reationship
between tariffs and economic growth (see accompanying chart). The only systematic
relationship isthat 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 a strong negative relationship between trade restrictions and economic
growth may come as a surprise in view of the ubiquitous daim that trade liberalization promotes
higher growth. Indeed, the literatureis replete with cross-nationd studies concluding that
growth and economic dynamism are strongly linked to more open trade policies. A particularly
influentid study finds that economies that are open, by the study’s own definition, grew 2.4
percentage points faster annudly than closed ones—an enormous difference.

Upon closer ook, however, these studies turn out to be flawed. The classfication of
countries as “open” or “closed” in the aforementioned study, for example, is not based on actua
trade policies but on indicators related to exchange rate policy and location in Sub- Saharan
Africa Inadetailed review of the empiricd literature, Francisco Rodriguez and | have found
that thereis amgor gap between the policy conclusons that are typically drawn and what
economigts have actudly shown. A common problem has been the misattribution of either
meacroeconomic phenomena (overvalued currencies or macroeconomic instability) or geographic

determinants (e.g., location in the tropical zone) to trade policies proper. Once these problems
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are corrected, any meaningful relationship across countries between the level of trade barriers
and economic growth evaporates.

The appropriate conclusion is not that trade protection is inherently preferable to trade
liberdization as arule; certainly, there is scant evidence from the last 50 years that inward-
looking economies experience systematicaly faster economic growth than open ones. But the
benefits of trade openness are now greetly oversold. Deep trade liberdization cannot be relied
on to ddliver high rates of economic growth and therefore does not deserve the high priority it
typicaly receivesin the development Strategies pushed by leading multilatera organizations.

The evidence on the benefits of liberdizing capitd flows is even weaker. In theory, the
apped of capita mobility seems obvious: If capitd isfree to enter (and leave) markets based on
the potentid return on investment, the result will be an efficient dlocation of globa resources.
But, the theory notwithstanding, in redlity financia markets are inherently unstable, subject to
bubbles (rationd or otherwise), panics, short-sghtedness, and sdlf-fulfilling prophecies. Thereis
plenty of evidence that financid liberdization is often followed by financid crash—just ask
Mexico, Thaland, or Turkey. Thereis practically no evidence to suggest that higher rates of
economic growth follow capita-account liberadization

Perhaps the most disingenuous argument in favor of liberdizing internationd capitd
flowsisthat the threat of massve and sudden capital movements servesto discipline policy
makersin developing nations who might otherwise manage their economies irresponsibly. In
other words, governments might be lessinclined to squander their societies' resources if such
actions were to spook foreign lenders. In practice, however, the discipline argument falls gpart.

Behavior in internationd capita markets is dominated by mood swings unrelated to
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fundamentas. In good times, a government with a chronic fisca imbalance has an easier time
financing its spending when it can borrow funds from investors abroad—witness Russia prior to
1998 or Argentinain the 1990s. And in bad times, governments may be forced to adopt
inappropriate policies in order to conform to the biases of foreign investors—witness the
excessvey redrictive monetary and fiscd policiesin much of East Asain theimmediate
aftermath of the Adan financid criss. A key reason why Mahathir' s Maaysa was able to
recover so quickly after the imposition of capita controls in September 1998 was that the
country avoided the high interest rates and tight fiscal policiesthat Korea, Thailand, and

I ndonesia succumbed to.

L ook not to Washington, but Within Y our sdf

Wdl-trained economigts are judtifiably proud of the standard, textbook argument in favor
of freetrade. For dl itsamplicity, it isone of our professon’s most sgnificant achievements.
However, in their efforts to promote the virtues of trade, the more zeal ous proponents are
proffering exaggerated and unsubstantiated claims about the virtues of economic openness.
These claims only endanger broad public acceptance of the red article because they unleash
unredlidtic expectations about the benefits of free trade.

Countries that have succeeded in fostering long-term economic growth have usudly
combined the opportunities offered by world markets with a growth strategy that mobilizes the
cagpabilities of domestic indtitutions and investors. Designing such a growth Strategy is both
harder and easier than what the integrationists believe. It is harder because the binding
condraints to growth are typicaly specific to individua countries and do not respond well to

standardized recipes. It is easer because once those congtraints are targeted, relatively smple
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policy changes can yied enormous economic payoffs and set off a virtuous cycle of growth and
further reforms.

Unorthodox innovations that depart from the rulebook are typicaly part and parcel of
such drategies. Public enterprisesin Meiji Jgpan; township and village enterprisesin Ching; an
export processing zone in Mauritius, generous tax incentives for priority investmentsin Taiwan;
extensive credit subsidies in South Korea; infant-industry protection in Brazil during the 1960s
and 1970s—these are some of the innovations that have been insrumentd in kick-garting
investment and growth in the past. None came out of a Washington economist’ stool kit.

If few of these experiments have worked as well when trangplanted in other settings, the
fact only underscores the decisive importance of local conditions. To be effective, development
drategies need to be tailored to prevailing domestic indtitutional strengths. There is smply no
dterndive to ahome-grown “business plan.” Policy makers that 1ook to Washington and
financid markets for the answers are condemning themsalves to mimicking the conventiond

wisdom du jour, and to eventud disllusionment.
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Low import tariffsare good for growth? Think again

6.9 CHN
GuY
MYS
KER
= — LSADN THA
o] KNRGRYR.  UGA
Q SGP CHA IND
2 MLT PAN MOZ BWA LKA KHM
c ISR RY MWCEYH
H ARGNFT S BGD
oo SYR  guRr
¢ Vc}gg'- ZWE
g . R
5 HKG nrshiCA
2 WL gy NAM EGY
E
g szm&%ﬁ/ M me MAR
© CAF
c USA
g BN AUS  saeMB GAB
AF
) SL é)ﬁ«f ROM samrdEREm av
—
o — MDG BLR  TTO bza
HUN coG
G
st one  eBM A RWA
HTI
BGR
CMR

average tariff rate

Notes: All data are averages for the 1990s, and come from the World Bank. Initid income,
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