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EXECUTIVE SUMMARY

The IMF and the World Bank—each within their respective areas of expertise—have a
mandate and arole to play in supporting trade liberalization and an open international trading
system. There are several avenues through which the Bank and the Fund contribute to these
objectives, while cooperating closely with the WTO and other partners. First, by raising
awareness of the benefits of free trade for all member countries, and of the costs imposed by
market access restrictions. Second, through advice to and programs with member countries,
aimed at helping create policy and institutional environments conducive, inter alia, to trade.
And third, by providing technical assistance and promoting complementary reforms that
allow countries to make the most of the trading opportunities open to them.

The present joint paper, with its focus on market access for developing countries, is one
element in thiswork program. In this paper, the Bank and the Fund have drawn together
available research findings on the benefits of trade liberalization as well as on the obstacles to
trade-oriented devel opment. As regards the balance of the agenda, trade policy research in
both ingtitutionsis, over the near term, guided by the challenges set out in the Doha
Development Agenda. The country-level advisory and program work, especially in relation to
social and poverty impact and the integration of trade into broader development and poverty
reduction strategies, will be informed by ongoing reviews of trade policy advice conducted by
the Fund and by the Bank’ s operations evaluation department. Finally, both institutions
participate actively in the Integrated Framework, an inter-institutional effort chaired by the
WTO, which aimsto strengthen trade-related, institutional capacity in least developed
countries.

I ntegration into global markets offersthe potential for morerapid growth and poverty
reduction. But market barriers to some key developing country exports have made it harder
for them to take full advantage of this opportunity. This paper examines patterns of protection
in merchandise trade, with a particular focus on market access in agriculture and on barriers
to trade in textiles and clothing, and suggests ways of making the multilateral trading system
more supportive of development. While the emphasisis on industrial country policies, the
paper points out that trade regimes in developing countries often erect barriers against the
same products, at a cost to themselves and to their trading partners. It should also be noted
that liberalization of services, an issue not handled in this paper, may be of equal importance
to developing countries as merchandise trade.

Protection carriesahigh pricein both industrial and developing countries. Estimates of
the welfare gains from eliminating barriers to merchandise trade—in both industrial and
devel oping countries—range from US$250 billion to US$620 billion annually, with about
one-third to one-half accruing to developing countries. According to a World Bank analysis,
more rapid growth associated with a global reduction in protection could reduce the number
of people living in poverty by as much as 13 percent in 2015, and make a valuable




contribution to meeting the Millennium Development Goals. Significant as these estimated
gains may be, it needs to be kept in mind that they represent orders of magnitude only and
should be interpreted in light of the assumptions underlying these results.

Pockets of protection remain in products of particular interest to developing countries.
Between 6 percent and 14 percent of Quad (Canada, the EU, Japan, and the United States)
tariff lines are subject to “tariff peaks.” In Canada and the United States, tariff peaks are
concentrated in textiles and clothing; in the EU and Japan, in agriculture, food products and
footwear. This pattern of protection creates hurdles for countries taking first steps up the
technology ladder. The effect of thesetariffsis aggravated by the subsidization of agriculture
in OECD countries (which depresses world prices of commodities and increases their
volatility), by remaining quotas in textiles and clothing trade, and by high barriersin inter-
developing country trade.

Agricultural marketsareamong the most heavily distorted. About three-quarters of the
world’s poor still live in rural areas, mostly dependent on agriculture. On agricultural exports
to the OECD they face tariffs that exceed those on typical inter-OECD exports (of all
products) by factors of 10 or more. Including subsidies, OECD agriculture received support
amounting to US$311 billion or 1.3 percent of GDP in 2001. Much of this support increases
with the level of output, contributing to excess production that competes with developing
country farmers for markets. While the need for reforms has been broadly recognized, recent
policy signals have been mixed, with, for example, the new U.S. Farm Act representing a
step back from reform.

Agricultural liberalization in both industrial and developing countriesislikely to have
long-term, dynamic effects on developing country production and trade. Static gains
alone would be on the order of US$30 billion in income and US$120 billion in exports per
year. Increased investment and enhanced technol ogies could magnify the benefits of
liberalization, but require a framework of supportive domestic policies and infrastructure
(transport, logistics, credit, technical assistance).

Textilesand clothing exports have been central to industrialization strategies, but
barrierscontinueto be very high. Developing countries account for some 50 percent of
world textile exports and 70 percent of world clothing exports. Several have developed a high
dependence on these exports. Tariff barriers far exceed those on other manufactured

products, in industrial and developing countries alike. Despite an international agreement to
phase out quotas on textile and clothing trade, the vast magority isstill in place. The
backloading of quotaremoval by Canada, the EU, and the United Statesis set to cause sharp
adjustment pressures at the end of the implementation period in early 2005, as quotas have
protected less competitive suppliersin both industrial and developing countries.

Protection often imposes disproportionate burdens on the poor . Protection has raised the
prices of necessitiesin industrial countries, with alarger share in the consumption basket of



lower-income households, relative to other goods. In developing countries, barriers to exports
of labor-intensive goods have slowed job-creation. It is estimated that industrial country
restrictions on trade in textiles and clothing have prevented the creation of well over

20 million jobs in devel oping countries, many of which would represent a step out of rural
poverty.

A further concern isthe growing frequency of trade remedy actions and the
proliferation of technical barriersto trade. Antidumping measures have become far more
common in recent years, with developing countries increasingly active. Thereisarisk that
this trend might intensify as statutory protection declines. Furthermore, technical barriers
(including health, safety, and product standards) have been accumulating at a fast pace, and
many developing countries are ill-prepared to meet their complexity and cost.

Most developing countries have preferential accessto industrial country markets
through GSP schemes, but the benefits are often limited. Preference margins are smaller for
“senditive” products—which are also the most protected. Utilization rates of GSP schemes
tend to be low, partly due to restrictive rules of origin or social and environmental
requirements. While still subject to conditions and residual uncertainty over their duration,
recent initiatives to grant more generous access to least developed countries offer the
prospect of additional benefits at afairly low cost in terms of trade diversion.

Improving market access for developing country exportsrequiresacomprehensive
approach to liberalization. The Doha Development Agenda contains important
commitments but thisinitial effort needs to be sustained. Particular issues include:

The phasing out by all countries of tariff peaks (tariffs of 15 percent or higher) and
escalation (tariffs rising with the degree of processing of imports) is critical to the
development dimension of the current round of multilateral trade negotiations, and
could best be achieved through formula approaches that ensure deep across-the-board
reductions.

Disciplines on the application of trade remedy action should be strengthened—
including through reviews of existing rulesto deter their use as protectionist
devices—and developing countries should receive more assistance to implement
product and process standards.

Schemes that provide unrestricted market access for al least devel oped countries
should be extended by all large trading nations (with liberal rules of origin) but set
within aframework of multilateral liberalization.

In agriculture, meaningful liberalization must cover border protection and subsidiesin
industrial aswell as developing countries. OECD countries should seek to de-link
agricultural income support from production levels. Reforms of subsidy and tariff



regimes should proceed in parallel in order to soften the impact on net food importing
countries.

In textiles and clothing, the priority must be to accelerate the removal of quotasin
order to avoid an adjustment shock in 2005 as aresult of the phasing out of quotas
under the Uruguay Round Agreement on Textiles and Clothing. The simultaneous
reduction in import tariffs would help to mitigate adjustment pressures.

Reform of market access in devel oping countries themselves would contribute as
much to a development-oriented multilateral trading system as OECD policies. Apart
from domestic efficiency gains and a reduction in remaining anti-export biases,
developing countries are increasingly large markets for each other.

Likeall reforms, these will have distributional effects which should be recognized and
anticipated. Food security issues and the concerns of poor consumers, in particular, must be
addressed as part of national poverty-reduction and development strategies. Trade policy is
unlikely to be the most effective and appropriate instrument to pursue these objectives.
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6. The second part takes a closer look at agricultural trade. Recent agricultural
policy initiatives in the OECD countries provide mixed signals about the prospects for
reform. The paper presents the case for a comprehensive approach, covering border
protection and subsidies, in industrial as well as developing countries. This argues for the de-
coupling of domestic support from production. While liberalization has the potential to
significantly raise incomes and exports, reform of agricultural trade may also have complex
distributional implications, within and between countries.

7. Thethird part of the paper considerstradein textiles and clothing. Asin the case
of agriculture the efficiency gains from liberalization of trade in this sector would likely be
significant for developing and industrial countries alike. At the same time though, the
removal of quota restrictions—already agreed under the Uruguay Round and set to be
completed by 2005—may cause shifts in competitiveness, and, at least in the near term, affect
the balance of payments positions of those exporters whose market accessis effectively
protected by the current system. On balance, the paper concludes that priority should be
accorded to accelerating the removal of quotas; the current backloading may turn what could
otherwise be a gradual adjustment process into a shock at the end of the implementation
period. It also concludes that general tariff reductions as well as the elimination of tariff
peaks in this sector and the strengthening of preferential regimes would help to mitigate
adjustment pressures.

[I. MARKET ACCESSISSUESAND PoLICY IMPLICATIONS: OVERVIEW

8. In the context of the Doha Development Agenda, WTO members are committed
to negotiations aimed at substantially improving market access for agricultural and
industrial products, in particular for developing countries.® This section examines the
nature of current market access barriers and attempts to identify where the lowering of
barriersis most likely to benefit developing countries. It focuses on border measures and on
the broad patterns of protection. Measures of domestic support and the detailed effects of
remaining quantitative restrictions are taken up in the context of those sectors where these
measures are particularly prominent, namely agriculture and textiles and clothing,
respectively.*

A. Patterns of Protection

9. Successive rounds of multilateral negotiations have lower ed aver age levels of
protection. Industrial countries have generally set applied tariff rates close to their tariff

3 Doha Ministerial Declaration, paragraphs 13 and 16 (WTO Document
WT/MIN(0L)/DE/W/1).

* Where relevant, this section updates the analysis of SM/01/137, Revision 1, 8/23/01.
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bindings, enhancing the predictability and transparency of market access regimes. > In
contrast, most developing countries bind their tariffs at levels well above their applied rates
so that they could in principle substantially increase their applied tariffs without infringing
their WTO commitments. Applied tariff ratesin 2001 varied considerably across country
groupings. Despite the significant progress made in recent years, sub-Saharan African
countries continue to have the highest ssmple average tariff protection (17.2 percent),
followed by the Middle East and North Africa (16.8 percent). Among broad country
groupings, it is notable that the average tariff of least developed countries (LDCs)

(17.9 percent) is higher than that of other developing countries (14.0 percent) and well above
that of industrial countries (5.2 percent).®

10.  Averagesof most-favored-nation (M FN) applied tariffs by importing country or
region provide, however, an incomplete picture of protection. First, anumber of barriers
are not covered by the standard MFN databases, including specific tariffs (that is an absolute
monetary value per unit of imports), tariff rate quotas, prohibitions, contingent protection,’
the costs of rules of origin, and environmental and technical standards. Second, the averages
do not capture the impact of tariff dispersion, in particular tariff peaks and escalation.? Third,
because of preference schemes and differing export structures, the barriers faced by exporters
to the same market can vary widely. And, finally, uncertainty over market access, related to
contingent protection, interpretation of norms and procedures, and the discretionary nature of
many preference schemes, may represent a further disincentive to exporters.

11. Developing countries generally face higher barriersto their exportsthan
industrial countries. However, underlying that general result, there are large variationsin
market access conditions depending on the type of product and the particular exporter-
importer combination. Table 1 presents combined ad valorem tariff equivalents (AVES) of a

® Tariff bindings are legally committed maximum tariff rates.

® Simple averages of applied Most-Favored-Nation (MFN) tariffs (IMF Trade Policy
Information Database).

’ Contingent protection refers to import barriers which, rather than being permanent, are
introduced on atemporary and often selective basis in response to certain events (import
surges, alleged unfair trading practices).

8 So-called international tariff peaks are defined as tariffs of 15 percent or higher. Escalation
refers to tariffs rising with the degree of processing of imports, and the resultant high levels
of effective protection.
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Table 1. Effective Ad-Vaorem Tariff Equivalents on Bilateral Trade FI ows™*

Exporters
Least Other Middle- All
Developed Low-Income Income Developing
Importers Countries Countries Countries Countries OECD
(Total Trade)
Canada 6.7 54 4.4 4.4
European Union 2.8 ! 7.0 10.3 7.2
Japan 49 6.4 45 47
United States 136 6.2 36 45
Other OECD 8.7 131 104 10.2
Developing Countries 75
Middle Income Countries 81 119 12.7
(Trade in Agriculture)
Canada 34 18.7 16.3 175 337
European Union 7.6 ! 134 24.8 20.0 41.6
Japan 29.1 16.3 212 219 28.3
United States 281" 95 130 127 145
Other OECD 19.6 28.0 354 325 42.1
Developing Countries 17.0 145
Middle Income Countries 18.2 18.4 231
Trade in Manufactures
Canada 7.7 42 20 29 20
European Union 00’ 5.7 55 45 25
Japan 0.1 5.0 14 25 12
United States 80" 59 21 36 16
Other OECD 5.0 10.8 57 7.4 74
Developing Countries 6.4 6.9
Middle Income Countries 6.0 111 10.9

Source: International Trade Centre (ITC). For the methodology in calculating AVES, see Bouét and others (2001)

! The information in the table does not yet reflect the EU’s EBA initiative and the United States AGOA.
Taking account of the former would reduce AV Es on EU agricultural imports from LDCs significantly, though
not to zero (restrictions remain on sugar, rice and bananas for atransition period). AGOA would lower AVES
on both agricultural and manufactured imports into the United States for some African LDCs and low-income
countries, but the extent of the reduction is hard to predict. Of 36 African countries that have qualified in
principle for AGOA only 15 have met the technical conditions required to benefit from the preferences on
certain exports; of these, around half are not LDCs. These data do, however, incorporate the effects of other

preferential tariff schemes such as the Generalized System of Preferences (GSP), and the EU's ACP.

“The protection levels of importing countries in this table are weighted by the imports of the reference group
this country belongs to, with the grouping criteria being GDP per capita. Thisis done to minimize the potential
endogeneity bias of using national import weights (a high tariff can limit imports, and in the extreme could
carry zero weight if itslevel is prohibitive).
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range of protective measures, while taking into account preferences and export structures.”
The results suggest that EU protection is heavily skewed against imports from middle-income
developing countries, and U.S. protection against imports from LDCs. The geographical
patterns of Canadian and Japanese protection are less marked, although the former’s
protection pattern appears tilted against LDCs and the latter against other low-income
countries. Levels of protection in other OECD markets, and in middle-income developing
countries as a group tend to be well above those in the Quad. Given the potential for trade
among the developing countries, now at 40 percent of their total exports, barriersto this trade
are increasingly significant.

12. Theevidenceindicatesthat impedimentsto tradein agricultural products
remain far greater than in manufacturing trade (Table 1). In the context of the Uruguay
Round, quantitative restrictions and other nontariff measures (NTMs) were converted into
tariffs. While improving transparency, the modalities of conversion have in many cases
allowed an increase in effective protection. Specific tariffs and tariff-rate quotas (TRQs),
which are most frequent in agricultural trade, account for a significant share of the AVEs.*
Ad valorem tariff equivalents of middle-income developing countries are broadly comparable
with those of the Quad. Note that these AV Es cover neither domestic measures of support nor
the effect of export subsidies (discussed in Section 111).

13. Asaverageindustrial tariffsfell over successive trade rounds, pockets of
protection have survived in products of particular interest to developing countries.
Between 6 and 14 percent of Quad tariff lines are subject to tariff peaks, in some cases at
rates well over 100 percent. Tariff peaks are also a prominent feature of tariff regimesin
developing countries. Most preference schemes, moreover, offer little relief from tariff peaks

® The Market Access Maps database has been developed recently by the International Trade
Centre, Geneva, and offers broader coverage of restrictions and preference schemes than
other sources. It incorporates the market access regimes of 137 countries, including
preferential regimes, antidumping measures, and ad valorem equivalents of specific duties
and tariff rate quotas (the current release does not yet incorporate recent preferential
agreements, such as the EU’ s “ Everything-but-Arms’ (EBA) initiative and the United States
African Growth and Opportunity Act (AGOA), which would further reduce applied tariffs on
imports from LDCs; see footnote to Table 1 for discussion). These data are combined with
bilateral product-specific trade flows from the United Nations COMTRADE database.
Information on tariff and other barriers refers to 2000, on trade flows to the most recent
available year. For more information about this database and the methodology for calculating
AVEs, see Bouét and others (2001).

19 For instance, the average rate of duty on agricultural importsinto Quad markets from
LDCs, excluding specific tariffs and effect of tariff-rate quotas, is 1.7 percent, see Bacchetta
and Bora (2002).
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(Hoekman and others, 2001). In Canada and the United States, tariff peaks are concentrated
in textiles and clothing, and in the case of the EU and Japan, in agriculture, food products and
footwear. Notably, estimates suggest that the capping of all peaks at the threshold of

15 percent would reduce AVES in textiles and clothing by around 20 percent for imports from
most source countries into the United States, and by 59 percent for imports from China. In
agriculture and food products, they would decline by 40-60 percent on imports into the EU.™

14.  The pattern of protection creates particular hurdlesfor countriestaking the first
steps up thetechnology ladder. Protection isrelatively low for primary products, but
increases sharply for low-technology, labor-intensive food processing and light industries,
declines somewhat in the medium-technology range—such as automotive products—and is
lowest at the upper end of the technology spectrum (Cernat and others, 2002). Since low-
income country exports tend to be labor-intensive, the impact on their exports can be
substantial: arecent study shows that revenue from duties collected by the United States on
imports from Bangladesh is similar to that on imports from France, which are twelve times
larger (Gresser, 2002). A similar pattern can be observed within processing chains, where
tariff escalation remains a magjor concern. By reducing demand for more processed imports
from developing countries, tariff escalation hampers the expansion of their processing
industries and export diversification.

15. Protection is costly to both industrial and developing countries. Estimates of the
static income gains from eliminating barriers to merchandise trade are substantial, ranging
from US$250 hillion to US$620 billion annually, of which around one-third to one-half
would accrue to developing countries. A large share of the gainsto industrialized countries
would be due to the elimination of restrictions on trade in apparel and agriculture.*?
Additional dynamic gains would stem from the supply response to the more favorable
international trade regime (World Bank, 2002). Since much of the remaining protectionisin
agriculture, food products, and textiles and clothing, itsimpact is revisited in Sections 111
and IV.

1 Bouét and others (2001); this covers reduction in specific tariffs and out-of-quota tariffs.

12 The joint Bank-Fund paper (SM/01/137, Revision 1, 8/23/01) reported simulation results
by Anderson and others (2000) of US$254 billion annually in income gains from full
liberalization, of which US$108 billion would accrue to devel oping countries. Subsequently,
the Bank’ s GEP estimated the global gains from trade to be US$355 billion measured in 2015
income (2002, p. 171), which, adjusting for growth, is equivalent to US$265 billion and thus
comparable to the earlier findings. The same Bank study included a dynamic estimate (with
appropriate qualifications as to sensitivity to assumptions) that included a productivity
response to trade opening, resulting in income gains by 2015 of US$832 billion.
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B. Contingent Protection®®

16. Statutory protection in the form of tariffsand quotasis aggravated by
contingent protection. Among the trade remedies permitted under WTO rules, antidumping
has become by far the most widely used, in both industrial and developing countries.** Since
1995 over 1,800 antidumping investigations have been initiated (Table 2). While industrial
countries have traditionally been the main users of such measures, developing countries have
been more active in recent years, led by India, Argentina, Brazil, and South Africa. In the
seven years to 2001, devel oping countries initiated almost two thirds of all investigations,
well in excess of their share in world trade. However, developing countries have also been
the target of nearly 60 percent of investigations, mostly initiated by other developing
countries.

Table 2. Initiations of Antidumping Investigations, 1995-2001

Affected countries
Industrial United Developing Transition
Initiating Country Countries States EU Countries Countries Totd

Number of investigations 511 102 313 1,086 248 1,845

Industrial countries 128 17 67 363 114 605
Of which:

United States 79 0 46 146 30 255

EU 15 6 0 165 66 246

Developing countries 379 85 242 718 131 1,228

Transition countries 4 0 4 5 3 12

Percent of investigations 28 6 17 59 13 100

Industrial countries 21 3 11 60 19 100
Of which:;

United States 31 0 18 57 12 100

EU 6 2 0 67 27 100

Developing countries 31 7 20 58 11 100

Transition countries 33 0 33 42 25 100

Source: WTO Secretariat.

17.  Therecent steep risein antidumping investigations putsat risk the predictability
and nondiscriminatory application of trade policies. Recent enforcement practices have

13 see footnote 7 for a definition.

14 Other trade remedy measures recognized by the WTO are countervailing duties and
safeguard measures. The latter was most recently invoked to raise tariffson U.S. steel
imports, but isless frequently resorted to.
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raised serious concerns about the influence of special interests on public policy, and may
impose large costs on consumers and downstream industries in importing countries.'
Moreover, the deterrent effect of an investigation typically reaches well beyond the targeted
exporter, and impedes incentives to pass on efficiency gains (Finger, 1993). The frequency of
antidumping measures increases during, and may thus reinforce, economic downturns.*
Small firms and countries face greater uncertainty as they often lack the resources to
challenge antidumping. Several reform proposals suggest that the introduction of competition
law principles and of public interest clauses, giving affected importers and users legal
standing to argue against protection, would reduce the protectionist bias of antidumping
(Hoekman and Mavroidis, 1996).

C. Standardsand Nontariff Barriersto Trade

18. Many developing countries are concerned that they areill-prepared to meet
increasingly complex and burdensome standar ds and regulations. Standards and
regulations on products and production processes play an important role in facilitating trade
by ensuring quality, safety and technical compatibility. However, there is often arisk that
such regulations may be captured by special interests, particularly when regulatory processes
are not transparent. Conditions might then be imposed that are tighter than needed to achieve
the safety and health objectivesin order to serve a protectionist purpose.

19.  Technical barriershave become a key concern regarding market access. Annual
notifications of new technical barriers (including health and safety standards, and product
standards) to GATT/WTO increased steadily from a dozen or two in the early 1980sto over
400 in 1999. Low- and middle-income countries reported that over the period from 1996-99
more than 50 percent of their potential exports of fresh and processed fish, meat, fruit and
vegetables into the EU were “prevented” by their inability to comply with SPS requirements
(OECD, 2001b). SPS and other technical requirements have been viewed by developing
country trade officials as a greater constraint on their ability to export than tariffs and
quantitative restrictions (Box 2).%

!> Note that, in 2000, 77 percent of Indian antidumping investigations involved chemicals
products, and 80 percent of U.S. antidumping investigations involved steel products. In both
sectors, antidumping action is particularly prevalent at the low end of the technology
spectrum.

16 K netter and Prusa (2000) relate the incidence of antidumping action to business cycles.

" See also Otsuki, Wilson, and Sewadeh (2001) on the impact of EU aflatoxin standards on
African exports of nuts, cereals and dried fruits.
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Box 2. Technical Standards and Barriersto Trade

One approach to measuring the importance of technical barriersto trade is to submit questionnaires to
exporters or government officials. Henson and others (2000) surveyed government officialsin 65 low- and
middle-income countries. Respondents were asked to consider arange of factors that might impede their
country’s ahility to export agricultural and food products to the EU and indicate the significance of each on
afive-point Likert scale from “very significant” (1) at one extreme to “very insignificant” (5) at the other.
Overall, SPS requirements were considered the most significant impediment to exports to the EU (this does
obviousdly not imply that these standards are necessarily unreasonable). Other technical requirements, for
example, labeling regulations or compositional standards were also considered significant impediments to
trade.

Mean Significance Scores for Factors Influencing Countries’ Ability
to Export Agricultural and Food Products to the European Union

Rank Factor Mean Score
1 SPS requirements 2.1
2 Other technical requirements 2.8
3 Transport and other direct export costs 2.8
4 Tariffs 3.3
5 Quantitative restrictions 3.8

Source: OECD (2001b), based on Henson and others (2000).

20. Developing countries have found it difficult to participatein designing standards
in waysthat better reflect their concerns and capabilities, and to challenge them where
they wereimposed in a discriminatory manner. A number of agreements in the Uruguay
Round have sought to address these concerns by strengthening international rules governing
product standards in order to minimize their abuse for protectionist purposes. * However,
they also entail substantial costs for product redesign, assessing conformity, creating an
administrative system to monitor compliance, and quality control. Many developing countries
will require stepped-up technical and financial assistance if they are to cope with the
challenges posed by proliferating standards.

D. TradePreferences

21. Most developing countries have preferential accessto industrial country markets
for awiderange of products. This departure from the traditional nondiscrimination
principle of the GATT has been sanctioned under the so-called “ Generalized System of
Preferences’ (GSP). In 2001, some 15 such schemes were in effect, though country coverage

18 Among others, these are the Agreement on Technical Barriersto Trade (TBT, for tradein
manufactured products), and the Agreement on the Application of Sanitary and Phytosanitary
Measures (SPS, relating to health and safety for humans and animals).
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and preference margins over applied MFN tariffs varied widely. An important recent
development has been the proliferation of bilateral and regional free trade agreements
between industrial and devel oping countries. ** According to WTO rules, such agreements
have to cover substantially all trade, unlike GSP schemes. However, some of the problems of
preferential schemes reviewed below—in particular the drawbacks related to rules of
origin—apply in equal measure.

22. Irrespective of their broader merits or shortcomings within the multilateral trading
system, the benefits of many GSP schemesfor their beneficiaries have been limited.
Typically, preference margins are smaller for products that the importing country deems to be
sensitive—which are also among the most protected. Moreover, as alarge number of
countries with often similar export structures tend to benefit from these and other schemes,
the competitive advantage they convey is reduced.? In addition, country- and product-
specific graduation mechanisms may make exports ineligible for GSP treatment, and hence
detract from incentives to invest in anticipation of continued benefits.? In this context, there
is evidence to suggest that the availability of unreciprocated market access preferences has
undermined the incentives of benefiting countries to engage in trade liberalization, thus at
times perpetuating anti-export biases in their trade regimes (Ozden and Reinhardt, 2002).

23. Preferential traderegimesinvariably bring with them the monitoring of rules of
origin to avoid transshipment. This appearsto havereduced the benefits expected from
such schemes. Rules of origin are akin to local content requirements (Krishna and Krueger,
1995). Costs arise both from exporters seeking to benefit from preferences by procuring
inputs from less efficient sources (trade diversion), and from the administration of, and
accounting for, origin. Under NAFTA, clothing imports into the United States market are
subject to the “triple transformation rule,” according to which sourcing at all stages of prior
transformation (yarn, fabric, cutting/assembly) must obey value added thresholds. In the case
of the EU, arecent study found that, partly as aresult of unattractive rules of origin, only one-

19 preferential access for devel oping country exports on areciprocal basis (pertaining to
GATT Article XXIV) isavast topic in its own right and cannot be dealt with here.
SM/01/137, Revision 1, 8/23/01, discusses some of the issuesinvolved.

2 |n fact, under the EU trade regime only 9 countries are subject to regular MFN treatment,
although these account for over 40 percent of EU imports. In addition, relatively few
countries are subject to the EU’s general GSP (many of these are in the Commonwealth of
Independent States (CIS)), while many more are beneficiaries of preferential agreements or
free trade schemes.

2! For instance, in 1999 the EU withdrew some of the preferences for shrimp imports from
Thailand, contributing to the drop in Thailand’ s market share from 11 12 percent in the mid-
1990sto less than 5 percent in January—October 2001 (see “Comext” database).
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third of imports that were eligible for preferential treatment did in fact enter the EU market
with reduced duties. This problem is particularly acute for textiles and clothing. In the case of
Albanian exports, for instance, 84 percent of exports to the EU were eligible for preferential
treatment, but only 2 percent actually requested or were granted such preferences (Brenton
and Manchin, 2002). Cumulation of origin across beneficiary countries can mitigate the
burden of rules of origin, though often at the expense of greater administrative complexity.?

24. Market access under GSP schemes hasrecently been enhanced on a regional
basis, in particular for African countries. To date, 36 sub-Saharan African countries have
qualified in principle for preferential access under the United States AGOA, adopted in
2000. Margins of preference are substantial for textile and apparel products aswell asfor a
range of other light manufactures and food products. In order to benefit from this scheme,
countries have to meet, in addition to relatively tight rules of origin and standard GSP
criteria, requirements relating to child labor and the protection of internationally recognized
workers' rights. The administrative requirement involved in documenting eligibility may
explain why only 15 countries had availed themselves of benefits under this schemein the
year to March 2002, with most of the benefits accruing to four countries—Gabon, L esotho,
Nigeria, and South Africa—and with fuel accounting for 85 percent of AGOA imports.?®
Nevertheless, since initiation of the scheme, sub-Saharan African exporters have increased
their U.S. market share in textiles and clothing from approximately 1 percent in 2000 to

1.6 percent in mid-2001 (in value terms). Conservative estimates suggest that by 2008 the
volume of African exportsto the U.S. market may rise by an additional 6-7 percent (Mattoo
and others, 2002). However, effective preference margins will decline as quotas under the
WTO Agreement on Textiles and Clothing are phased out (see Section 1V).

25. A number of industrialized countries have recently granted comprehensive tariff
and quota free accessto LDCs. The EU’s EBA initiative has extended such preferential
access since coming into effect in March 2001. It covers all products, except for sugar,
bananas, and rice, which are to be liberalized more gradually.?* Unlike the EU’s GSP scheme,
benefits under the EBA are extended on an indefinite basis, subject however to broad
safeguards.® At the G-8 Summit in Kananaskis, the Canadian government announced that

%2 Thus, the EU’ s EBA initiative allows cumulation, subject to certain limits, between LDCs,
ASEAN, SAARC, and EU countries.

23 USITC website.

?* Following a phased reduction in tariffs and increase in quotas, bananas are to be fully
liberalized by 2006, and sugar and rice by 2009.

% The EU Commission has recently been given the mandate to negotiate broader Economic

Partnership Agreements (EPAS) with African, Caribbean and Pacific (ACP) countries, asa

successor to the Cotonou Agreement which expiresin 2008. One feature of the EPAswould
(continued...)
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duty- and quota-free access would be extended to imports from LDCs effective January 2003,
with the exception of certain supply-managed agricultural products (dairy, poultry and eggs).
Schemes providing for virtually unqualified duty- and quota-free access for LDCs have also
been adopted by New Zealand, Norway, and Switzerland. Results of the EBA initiative are
not yet available, but earlier experience in the EU has shown that broad-based tariff-free
market access for LDCs can assist in diversifying their export structures (Bacchetta and Bora,
2002). Recent research suggests that under such schemes, if adopted by al Quad markets,
LDC exports to the Quad might increase by US$2.5 billion, or about 11 percent, with
relatively limited cost in terms of trade diversion.

E. Policy Implications

26. Thephasing out of tariff peaksand escalation isa critical element of the
development dimension of the current round of multilateral trade negotiations. Tariff
peaks and escalation bias protection in both industrialized and developing countries against
agricultural, labor-intensive, and low technology products. This holds back export-led growth
and greater diversification in developing countries and the poverty reduction that is
associated with increased demand for unskilled labor. A formula-based approach seems likely
to be the best way to ensure a compression of tariff schedules across tariff lines.?® Experience
has shown that formulas are less vulnerabl e to the influence of vested interests than the tariff
line-item (“request-offer”) negotiations. At the same time, devel oping countries should be far
more ambitious in binding tariffs at levels close to applied rates, in order to reduce
uncertainty and reap the full benefits of liberalization.

27. Disciplines on the application of contingent protection should be strengthened.
Thiswould requirethe full participation of all the main users. One approach would be
for procedural rulesto give greater weight to consumer concerns in considering trade remedy
action. Short of that, the rules could be reviewed with a focus on methodol ogical weaknesses,
the potential for abuse, possibilities for raising the triggers or making them more rigorous
(e.g., higher de minimis margins, sunset clauses, etc.), and the administrative costs associated
with antidumping and countervailing duty actions. Current rules allow nationa authorities a
wide margin of discretion. A related risk is the possibly protectionist application of health
and technical standards, which calls for careful monitoring and greater assistance to

be reciprocal free trade agreements, among sub-groups of beneficiary countries and between
such regions and the EU. Given the overlap between ACP countries and EBA beneficiaries,

the administration of the schemes would be extremely complex unless either ACP countries
are granted EBA conditions, or EBA countries renounce certain market access privileges on
the EU market.

% Different formulas have been proposed by negotiating parties, generally entailing more
than proportional reductions in higher tariffs or a capping of maximum tariffs.
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developing countries, both to enable their full participation in negotiations and in meeting
standards.

28.  Adoption by all industrial countries of schemesthat provide unrestricted market
accessfor LDCs could have significant benefits without imposing undue costs on other
suppliers, given the very small shareof LDCsin world trade (around 0.5 per cent).
However, trade preferences can aso have drawbacks. Apart from the economic
inefficiencies, they risk creating vested interestsin the status quo, and should therefore be set
firmly within a context of rapid multilateral liberalization.

29. Improved market accessfor LDC exportswill not be sufficient to engender a
sustained growth performance, but should form part of a broader strategy to promote a
vigorous supply response. Inefficiencies in key infrastructure sectors like
telecommunications, transport, and financial services often add more to export costs than
foreign trade barriers (World Bank, 2002). Protection in developing countries makes
production for the home market more attractive. Further reform of developing countries
trade and investment environments and progress on transparency and governance in the
administration of foreign trade will often be necessary complements to better market access.
Thisincludes reducing the average level and dispersion of protection, maintaining an
appropriate exchange rate regime, and liberalizing the policies towards foreign direct
investment and key services sectors. The sequencing of policies often matters greatly; for
instance, in a number of countries reductions in trade tariffs will need to be combined with a
rebalancing of fiscal revenue sources.

IIl. MARKET ACCESSISSUESIN AGRICULTURE

30. Increased market access for agricultural products would work to directly
address poverty reduction in developing countries. While the rapid expansion of demand
for unskilled labor in manufacturing and urban services in many developing countries has
sharply reduced rural poverty, about three-quarters of the world’s poor still livein rural areas,
where agriculture is often the dominant economic activity (IFAD, 2001). Agriculture
accounts for about 27 percent of GDP in developing countries, asimilar share of exports and
50 percent of employment. This dependency on agriculture is most pronounced in LDCs and
in sub-Saharan Africa, where, in addition, production tends to be concentrated in only a small
number of commodities.

A. Agriculturein the Multilateral Trading System

31.  Agriculturehastraditionally been heavily shielded from import competition. It
was not until the conclusion of the Uruguay Round in 1994 that the sector was brought under
effective GATT disciplines. The Uruguay Round sparked the beginning of a gradual
liberalization process in agriculture—initially over six years for industrial countries and ten
years for developing countries. WTO members also made a commitment to engage in
negotiations to continue the reform process in the fina year of the six-year implementation
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period—part of the so-called “Built-In Agenda’. The key aspects of market opening entailed
amove away from quantitative restrictions, a binding of maximum tariff rates, and the
reduction of domestic support and export subsidies (Box 3).

Box 3. Uruguay Round: Principal Commitments on Agriculture

Market Tariffication and bindings: Nontariff measures to be converted to bound tariffs at the start of
access the implementation period with average tariff cuts by industrial countries of 36 percent over six
years from a 1986-88 base, and a minimum cut of 15 percent on any tariff line.
Minimum import access. Tariff rate quotas were introduced to guarantee minimum market
access by the end of the implementation period.

Internal Domestic support, as measured by the total Aggregate Measurement of Support (AMS), to be

support reduced by 20 percent from a 1986-88 base over the implementation period. Exempt are domestic
supports of lessthan 5 percent, “green box” subsidies allowed for purposes such as development
and technical progress, and “blue box” subsidies linked to output reduction schemes.

Export Export subsidies to be reduced by 36 percent in value and subsidized exports by 21 percent in
subsidies volume for each product over the implementation period from a 1986-90 base.
Special Special safeguard provisions, triggered by volume increases or price reductions, permit the

safeguard imposition of additional duties up to specified limits.

Developing Greater flexibility was given to developing countriesin their commitments to market access,
countries reductions in domestic and export subsidies (generally 2/3 of developed country commitments
and alonger implementation period of 10 years).

Peace Among other provisions, for subsidies excluded from the reduction commitments, the
Clause measures will be considered non-actionable in terms of countervailing duties and legal challenges
in the WTO until the end of 2003.

32.  Oneof thegreatest challengesfor the new trade round isto meet development
concernsin agricultural trade. Despite the achievements of the Uruguay Round, there has
been only limited liberalization thus far, including for products of export interest to
developing countries. Reasons include the choice of areference period with exceptionally
high levels of protection (1986-88) as the basis for the initial tariffication, the broadness of
product categories for which levels of support were bound (allowing increases for some
products), and “dirty tariffication.”?’ By some estimates, this last practice may have raised the
average levels of protection at the conclusion of the Uruguay Round in 1994 (Nogues, 2002).
In recognizing the problem of distortionsin agricultural markets, trade ministers committed
in Doha, “without prejudicing the outcome of the negotiations,” to negotiations aimed at

2" “Dirty tariffication” refersto the practice of inflating the gap between domestic and
international prices, thereby increasing the tariff-equivalent calculation. This practice was
particularly common for politically sensitive commodities (Hathaway and Ingco, 1996).
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“substantial improvements in market access; reductions of, with a view to phasing out, al
forms of export subsidies; and substantial reductions in trade-distorting domestic support.”

B. Market Access, Agricultural Support, and Policy Trendsin OECD Countries

33. OECD agricultureremains heavily protected and receives substantial public
sector support. Severa indicators point to the extent of support in OECD countries

(Table 3). Total OECD support for agriculture amounted to US$311 billion or 1.3 percent of
GDP in 2001, with producer support estimated at almost one-third of total farm receipts.?®
Prices received by OECD farmers were on average 31 percent above world prices (measured
at border). The absolute level of producer support was largest by far in the EU, although, as a
share of farm receipts, support levelsin Iceland, Japan, Korea, Norway, and Switzerland were
substantially higher. A large share of support is directed at temperate zone agriculture (grains,
oilseeds, dairy), but support for products of interest to tropical suppliersis often particularly
high as a share of producer receipts (sugar, rice, cotton, and tobacco). Box 4 describes the
obstacles facing exports from Argentina and Brazil to the EU, Japanese, and U.S. markets for
both temperate zone and tropical products. Other countries with agricultural potential, for
instance in the Commonwealth of Independent States, face similar hurdles.

34. Border measures (import tariffsand export subsidies) are the main mechanism
of market price support (MPS). In 2001, 68 percent of agricultural productionin
OECD countriesreceived MPS. The total value of MPS amounted to US$145 billion, or
63 percent of aggregate producer support (OECD, 20024). Direct export subsidies have,
however, been reduced significantly over recent years, in line with Uruguay Round
commitments.?® That said, other forms of export support may also distort trade, including
export credit on favorable terms, certain forms of food aid, and state trading companies.®

8 OECD (2002a).

% The main user in 1999—the last period for which notifications are available—was the EU,
with US$6 billion, or around 95 percent of the total reported (OECD, 2002).

% Anecdotal evidence of the negative impact of export subsidies abounds. For instance, the
Tanzanian “Tanga Dairy Development Program” supported by Dutch Development
Cooperation for over 20 years (€200,000 per year) was reported to be serioudly affected by
competition from low-priced powdered milk products from the EU (€600,000 in export
subsidies).
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Table 3. Summary Indicators of Agricultural Support, 2001

PSE
(inmillionsof  Percentage
Country Uss) PSE NPC NAC
Australia 827 4 1.00 1.04
Canada 3,928 17 111 121
Czech Republic 585 17 1.06 1.20
European Union 93,083 35 1.33 154
Hungary 580 12 101 1.13
Iceland 108 59 211 2.45
Japan 47,242 59 2.36 2.46
Korea 16,838 64 2.64 2.76
Mexico 6,537 19 117 1.23
New Zeaand 52 1 1.00 1.01
Norway 2,173 67 2.27 3.00
Poland 1,447 10 1.07 111
Slovak Republic 151 11 1.01 112
Switzerland 4,214 69 2.39 321
Turkey 3,978 15 115 1.18
United States 49,001 21 1.15 1.27
OECD 230,744 31 131 1.45

Source: OECD (2001).

PSE: Producer Support Estimate: an indicator of the annual monetary value of gross transfers from consumers
and taxpayers to support agricultural producers. The per centage PSE isthe ratio of the PSE to the value of total
gross farm receipts.

NPC: Nominal Protection Coefficient: an indicator of the nominal rate of protection for producers measuring the
ratio between the average price received by producers and the border price.

NAC: Nominal Assistance Coefficient: Anindicator of the nominal rate of assistance to producers measuring the
ratio between the values of gross farm receipts including support and gross farm receipts valued at world market
prices without support.

35. Thedirect costs of market price support fall disproportionately on low-income
consumer swho spend alarger share of household expenditure on food, whilethe
benefitsaccrue primarily to larger farmers. These measures are also less efficient in
transferring income to farmers or targeting the provision of environmental services, compared
with other measures, such as direct income supports or area payments (OECD, 2001b). In
general, the evidence indicates that all types of farm support have alow transfer margin, less
than two-thirds and in some cases as little as one-quarter of payments on support programs
result in additional farm income (OECD, 1995).
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Box 4. Barriersto Brazilian and Argentine Agricultural Exports

Brazil’'s ahility to exploit its export potentia is constrained by agricultural policiesin other (chiefly OECD) countries. The
principal problems are trade barriersin potential markets and export subsidization by potential competitors. In the case of
soybeans, the Producer Support Estimate (which estimates the value of transfers to producers) in the United States (Brazil’s
major competitor) increased from 4.5 percent in 1997 to 23.1 percent in 2000, when expressed as a share of gross farm
receipts. Oilseeds enter the EU duty-free, although duties are payable on both vegetable oil and oilseed meal. The sugar market
is particularly protected in both the European Union and the United States, with PSEsin 2000 of 48.9 percent and 47.1
percent, respectively. In both cases, producers typically receive more than three times the world price. This combination of
support and protection hurts Brazilian exporters in particular, who, as relatively low cost exporters, lose out from the tariff-rate
quota all ocations being made to higher-cost Caribbean producers. Another areain which Brazil sees scope for further trade is
the U.S. market for frozen orange juice, where atariff of 8.32 U.S. cents per liter (about half of the world price) isimposed to
protect producersin Florida.

The table below offers a different perspective on exports from Argentina. It lists products that together account for over

50 percent of Argentina’s exports, and that face ad valorem tariff equivalents (AVESs) of more than 10 percent upon export to
either the EU, Japan, or the United States. Most of these are agricultural products or processed foods. Japan’simport regimeis
the most restrictive on this measure, with AVEs on several important products exceeding 100 percent. It is apparent from this
presentation that average MFN tariffs, which are a standard measure of import restrictiveness, can be highly misleading
indicators of the situation facing individual suppliers.

Ad Vaorem Equivalent Tariffs (in percent) on Argentine Exports to Magjor OECD Markets, 2001
(Only AVEs of more than 10 percent displayed)

Sharein
European Argentine
Product description Union Japan United exports
States

Meat and edible meat offal 174.9 46.5 15.3 25
Dairy products, natural honey 83.1 195.6 28.3 16
Malt, starches, insulin, wheat gluten 62.8 186.5 0.6
Cereds 58.1 118.4 10.7
Sugars and confectionary 49.0 96.4 24.7 0.5
Prep. of vegetable, fruits, nuts and

other plants 42.7 19.1 16.3 12
Prep. of meat, fish or crustaceans 35.0 32.2 0.7
Food industry residues and waste,

animal fodder 344 10.4
Fruits and nuts 10.7 16
Prep. of cereal, flours 10.6 18.2 0.2
Tobacco and tobacco substitutes 10.4 55.0 0.6
Qil seed, oleaginous fruits 282.7 333 4.6
Articles of iron or steel 184 16
Animal and vegetable fats and oils 125 141 8.0
Ceramic products 13.8 0.1
Cotton 12.7 0.4
Vegetables and certain roots and tubers 120.7 0.8
Miscellaneous edible preparations 77.9 0.3
Beverages, spirits and vinegar 53.0 0.6
Cocoa and preparations 48.5 0.3
Raw hides and skins, |leather 14.2 34
Total 50.7

Source: Brazil—OECD (2001b); Argentina AV Es and export shares—ITC Geneva MacM aps database
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36. Despitereductions under the Uruguay Round, agricultural tariffsin OECD
countriesremain several times higher than those facing manufactured imports.
Preferential market access schemes result in alower level of tariffs for exports from low-
income developing countries (Table 1), but other developing countries continue to face high
tariffs. These average tariff levels also conceal significant variations among OECD countries.
EU and Canadian tariffs, for example, favor LDCs but are comparatively high for middle-
income countries. Japanese and U.S. tariffs, on the other hand, are particularly significant
with respect to imports from LDCs.*! Agriculture and food industries are also mgjor targets
of tariff peaks and escalation. Table 4 shows the product pattern of protection and the
prevaence of tariff peaks, most notably for dairy products, chocolate, tobacco, oilseeds and
poultry.

Table 4. MFN Tariff Peaks in Developed Country Markets on
Agricultura Imports from Developing Countries, 1998-99

(In percent)
Weighted Tariff peaks
MFN average ~ Maximum (percent of

Product Tariff MFN tariff category)
Beef 129 415 29.6
Sheep meat 0.8 215 35
Poultry 8.2 134.3 25
Milk 22.7 140.0 17.8
Milk concentrates 19.6 308.5 22.2
Butter 250.0 336.3 19.5
Barley 221 101.5 114
Maize 4.0 50.0 4.0
Wheat 39.5 81.5 9.8
Banana 4.3 279 13.6
Citrusfruits 4.6 25.7 8.5
Other tropical fruits 10.7 333 8.1
Non-tropical fruits 0.8 17.8 29
Chocolate 22.7 276.5 14.3
Tobacco 44.9 350.0 6.3
Cigarettes 2.7 30.0 4.2
Other tobacco

Products 168.6 350.0 17.7
Tea 3.8 17.8 111
Oil seeds 9.6 171.0 1.0
Vegetable oils 14 20.0 1.2
Source: UNCTAD elaborations on UNCTAD TRAINS data.
Ad valorem tariffs only.

3 See footnote to Table 1 regarding U.S. tariffs on imports from LDCs.
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37. Policy signalswith regard to reform of agricultural support have been mixed.
After the mid-1980s, there was movement towards greater market orientation and lower
support and protection for OECD agriculture. Thisis demonstrated in Figure 1, which
displays total producer support on the horizontal axis and the share of the most distortionary
forms of support, MPS, on the vertical; the closer a point isto the origin of the chart, the less
the distortionary effect of producer support. Producer support as a share of agricultural
revenue was at its lowest in 1997.% Subsequently, support to agricultural producers increased
asworld prices of mgjor commodities fell, while differencesin the level of support among
countries widened. In May 2002, the United States introduced a new farm bill, which will
significantly boost agricultural subsidies compared with their declining levels under the 1996
Farm Bill—though not if additional emergency assistance of recent yearsistaken into
account—and redirect them towards more distortionary forms of support (Box 5).** However,
negotiating proposals to the WTO put forward by the United States in July 2002 would
sharply reduce support levels, including significant reductions in tariffs. In the EU, the newly
unveiled mid-term review of the Common Agricultural Policy (CAP) proposesto delink farm
subsidies from production, a move that would help to reduce overproduction and hence
pressure on world prices (Box 6).** However, the EU Commission’s reform proposals are
silent on import tariffs and export subsidies, and do not envisage areduction in the overall
level of budgetary support. Certain other OECD countries have established multi-year plans
for the agricultural sector, but none of these plans propose long-term reductions in support
measures. The recent Japanese program sets the goal of a higher food self-sufficiency target
of 45 percent by 2010, well above its current level of 30 percent. In afew OECD countries,
new price support policies were introduced or existing ones extended to new productsin
2000-01.

% OECD (1999).

% U.S. support was at its lowest in the mid-1990s, at about 14 percent of farm income. It
subsequently roseto 21 percent in 2001 under emergency legislation. It should be noted,
however, that producer support as a share of farm income in the United Statesis still lower
than in many other OECD countries (see OECD, 1996).

* The mid-term review must still be adopted by the European Council, where aspects of the
proposal s face considerabl e opposition.



-28-

Figure 1. Quad Countries: Trends in Trade-Distorting Agricultural Supports, 1986-1988 to 1999-2001
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C. Agricultural Trade Policy in Non-OECD Countries

38.  Agricultural subsidiesin non-OECD countries are generally limited compared
with thosein the OECD, while applied tariff levelsare similar on average. However,
with non-OECD tariff bindings tending to be well above applied rates, applied ratesin
agriculture have occasionally been subject to ad hoc adjustments. In India, Pakistan and
Tunisia, for example, bound rates for all agricultural products are over 100 percent, while
applied rates range between 30 percent and 43 percent (Gibson and others, 2001). Most
recently, tariffs on sugar have been increased in Indonesia, and on arange of productsin
Jamaica (in several casesto levels of well over 100 percent). As aresult, there can be
significant uncertainty over market access. High tariffs and other forms of support in non-
OECD countries impede South-South trade, and, like OECD protection, can depress world
prices for agricultural commodities, and introduce a greater degree of price instability than
might otherwise have been the case.
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Box 5. Main Features of the U.S. Farm Security and Rural Investment Act of 2002

In May 2002 President Bush signed the Farm Security and Rural Investment Act of 2002. The six-year Act will
lock in historically high levels of agricultural support provided in recent years as aresult of “emergency
assistance,” and is estimated to increase support spending by a projected US$45 hillion or 21 percent during
FY 2002-07, compared with previous forecasts based on the 1996 Farm Act (although not if previous
supplemental budgets are included in the baseling). Much of the new spending aims to raise farm incomesin
ways that, while not always tied to current production, may create incentives to increase production or acreage
levels. Asaresult, it undermines the objectives of the 1996 reforms that sought to gradually reduce production-
distorting supportsin favor of income supplements.

The Act’ s spending estimates could be overshot if the underlying price forecasts do not materialize and if
minimum prices are not lowered as scheduled. The subsidy estimates are subject to upside risks, especially as
they arelikely to raise production levels, in part through assuring greater predictability of assistance to farmers,
and contribute to further price declines in world markets.

The main beneficiaries are producers of corn, sorghum, barley, wheat, soybeans, oilseeds, cotton, and rice. The
Act also extends supports to a broad range of products, some of which had not previously benefited from
assistance (e.g., vegetables, honey, and wool) and includes subsidies for the food stamp program aimed at the
urban poor.

The Act requires that the Secretary of Agriculture adjust spending if U.S. subsidies exceed WTO commitments.
Under the Uruguay Round Agreement, the United States agreed to limit certain trade distorting agricultural
supports to US$19 billion per year. For comparison, the EU limit is US$60 billion, though actual support has
recently been well below this ceiling. However, countries typically notify their support several years after the
fact. Thelast U.S. notification to the WTO, made in 2001, covered spending in 1998.

Results from Fund staff simulation of the projected impact of increasesin U.S. farm assistance after 1996 on
export volumes in the period 2003-07 suggest that U.S. exports of grains and cotton will be significantly larger
than in the absence of such support, while sub-Saharan African exports of cotton will be far lower. A recent joint
Bank/Fund study of the cotton sector (Badiane and others, 2002) concludes that the complete elimination of

U.S. cotton subsidies, would, in the short run, raise world prices by 25-30 percent and export revenues in West
and Central Africaby US$250 million, although simulations reported in the forthcoming September issue of the
World Economic Outlook suggest that the impact could be far less marked depending on the types of subsidies
covered and the choice of base year.
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Box 6. The EU’s Common Agricultural Policy (CAP) Reform Proposals

On July 10, 2002, the European Commission tabled a mid-term review of the CAP. The review consists of a series of
proposals to reform the CAP in line with the objectives, policy direction and financial framework set in the EU’s “Agenda
2000.” If adopted and implemented, the reform measures would make EU agricultural policy significantly more market-
oriented and have positive effects on agricultural exports from the rest of the world.

The main proposals include:

Decoupling of direct farm subsidies from production, with few exceptions, by establishing consolidated farm income
payments based on historical entitlements;

Linking direct income and other direct payments more closely to environmental, food safety, animal and
occupational safety standards;

Reducing direct payments gradually by 20 percent and redirecting the savings to support for sustainable agriculture
and rural development;

Limiting subsidy payments to individual farmers at euro 300,000 per year; and

Reducing intervention prices for cereals by 5 percent, rice by 50 percent, and abolishing intervention for rye, in
addition to changes to prices and intervention regimes for durum wheat, dried fodder, beef and nuts.

The key proposal among the above is severing the link between subsidies to farmers and their production levels, and
redirecting resources to less distortionary forms of farm support. This would also encourage farmers to produce morein
response to market demand and less to maximizing subsidies received. However, de-coupling has in the past not always had as
much of an effect as anticipated (e.g., EU cereals regime, where production actually rose after a switch to direct income
support). The overall CAP budget would remain at €40 hillion, and there are no measures proposed to reduce export subsidies
and import tariffs. The proposals would reduce incentives for overproduction in the EU, and hence potentially reduce
subsidized exports and help reduce pressure on world prices. Adoption of the proposals would also reduce the costs of EU
enlargement by avoiding extending the costly CAP inits present form to accession countriesin Central and Eastern Europe,
which have large agricultural sectors.

Source: Based on the Financial Times, Economist reports, and EU press release available at the EU Website.

39. It isdifficult to assessthe overall extent of agricultural support in non-OECD
countries, as information on domestic support policies and export subsidiesis not available
in aformat comparable to the OECD for most developing countries. It appears, however, that
the implicit taxation of agriculture through trade barriers and exchange rate distortions—
prevalent before the mid-1980s (Krueger, 1992; Schiff and Valdes, 1992)—may have
diminished.* While tariffs on agricultural commodities are still, on average, higher than
those on industrial products, there has been progress in tackling overvalued currencies, and
direct interventions in agriculture, such as through marketing boards and government
procurement, have become less frequent.*® Nevertheless, within agriculture, food staples

% Most CIS countries have also liberalized their agricultural regimes substantially over the
past decade.

% Given the presence of other forms of intervention, amore direct and reliable measure of
direct taxation of agriculture would be to compare producer prices with border prices.
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continue to be more protected than cash crops, which in some markets can work against the
expansion of agricultural exports.

40.  Whileit isdifficult to generalize developmentsin non-OECD countries
agricultural policy, it may be helpful to review policy trendsin China and India, two of
theworld’slargest agricultural markets. Asin many other developing countries, both
Chinaand India s agricultural policies have centered on food self-sufficiency. Government
interventions in agriculture are extensive, especially with respect to food crops, mainly in the
form of border restrictions, minimum support prices and input subsidies. Both countries,
however, have also embarked on wide-ranging economic reforms. In recent years India has
reduced governmental control over agricultural trade, abolished many quantitative import
restrictions, relaxed licensing arrangements, and reduced tariffs.>” China's accession to the
WTO has imposed significant discipline on government policies, including limiting trade-
distorting forms of support at 8.5 percent of gross output value for every product, eliminating
export subsidies, and introducing a TRQ regime for several sensitive commodities. In-quota
tariffs are minimal (1-3 percent), but out-of-quota rates are high (up to 65 percent) (WTO,
2001c).

D. Costsof Protection and Benefits of Liberalization

41.  Agricultural distortionsinflict large costs on the global economy, by some
estimates exceeding those of protection in the industrial sector (Anderson and others,
2001). Estimates tend to be derived from simulations with computable general equilibrium
models; afootnote and an Annex describe these models and the important limitations they
have.®® Based on static effects alone, the global income loss from agricultural distortions
worldwide may be well over US$120 billion (Table 5). * Most of the cost results from

3" See USDA website at http://www.ers.usda.gov/briefing/india/policy.htm.

% Most of the results presented in this section are based on simulations with the GTAP
model. While computable general equilibrium models have the advantage of capturing
economy-wide effects of policy changes, they also have important limitations. To allow
results to be tracked, these models reduce complex economic behavior and policiesto ssmple
specifications. They are also limited by the availability of up-to-date economic data and
estimates of key parameters governing economic behavior. The model is static and hence
unable to capture dynamic effects of trade policies, such as capital accumulation or
technological change. The integration of preferential agreementsin the GTAP database is still
incomplete. For these reasons, resultsin this section should be taken to represent orders of
magnitude only. See the Annex for a brief description of the GTAP model.

% The forthcoming September issue of the World Economic Outlook contains a detailed
discussion of the results for individual countries and regions, as well as a breakdown of the
effects of subsidies versustariffs (see Chapter |1, Section 2, “How Do Industrial Country
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market price support measures, of which tariffs are the dominant form. The losses of export
revenues are much larger, by afactor of three to four in the case of developing countries.

Table 5. Costs of Agricultural Distortions, 1997
(In billions of U.S. dollars)

Cost to region:
World OECD Non-OECD
Agricultural policy of: Income loss
World 128.2 97.8 304
OECD 101.4 92.7 8.7
Non-OECD 26.8 51 217

Foregone export revenue

World 378.0 255.8 122.2
OECD 257.7 234.9 22.8
Non-OECD 120.3 20.9 99.4

Source: Fund staff simulations of the GTAP model.

42. Both groups of countries suffer the most from their own restrictive policies. For
developing countries, these policies are responsible for about 71 percent of the total income
loss, while for developed countries, the share is as high as 95 percent. Partly due to more
limited subsidies and a smaller absolute level of agricultural trade, developing countries bear
about one-fifth of the (static) total global income loss while developed countries account for
the remaining four-fifths. Adding dynamic assumptions and projecting to 2015, the effects of
this pattern of distortion are magnified because of the differential growth rates of protected
sectors; the World Bank (2002a) found that agricultural protection in developing countries
accounts for about half of global losses.

43. The analysis also highlights the need to reduce protection across all commodities
in order to maximize the benefits of global liberalization. But benefits of liberalization
would not be equal across all commodities, given varying rates of existing protection. For
example, simulation results suggest that developing countries would accrue the greatest
benefits from the liberalization of processed food products, followed by sugar, paddy rice,
dairy products, and meats.”® These are sectors where tariff peaks (and TRQs, especially in

Agricultural Policies Affect Poor Countries”). Global Economic
Prospects 2002 (Chapter 6) provides estimates of dynamic effects of trade liberalization, both
in value terms and in percentage of income.

0 The liberalization of TRQsin sugar trade may have complex distributional implications,
since it would erode the rents associated with the existing quota all ocations. Distributional
issues are discussed in the following section.
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sugar trade) remain prominent in developed country markets, but also in developing countries
themselves.

44. An important benefit of agricultural liberalization would be lessinstability and
downward pressure on world pricesfor key commodities. Border protection and domestic
support (much of which is countercyclical) enhance price stability in protected markets at the
expense of price stability in world markets, by limiting the share of world production and
demand that remains price-sensitive. Developing countries suffer the most from price
instability asthey have fewer resources available to smooth consumption and income flows.
According to one estimate, the elimination of policies that insulate producers from world
prices would reduce instability in food market prices (measured by the coefficient of variation
of world prices) by as much as two-thirds (Tyers and Anderson, 1992).

45.  Agricultural liberalization islikely to have long-term, dynamic effects on world
production and trade. These dynamic effects, which could include increased farm
investment and enhanced technologies and productivity in response to better market
opportunities, would likely magnify the potential benefits of liberalization as it hasin other
economic sectors. For developing countries to reap the full benefits of liberalization,
however, requires aframework of supportive policies—including the elimination of anti-
agriculture biases in pricing policies so that (higher) world prices are passed through to the
farm-gate—and essential infrastructure (transport, logistics, credit, extension services).

E. Distributional Implications of Reform and Adjustment Needs

46.  Whileglobal liberalization of both tariffs and subsidies would benefit every
region, the static effect of removing subsidies aloneislikely to be negative for
developing countries as a group and many individual countries.* Major exceptions
include Argentina, Brazil, and India. Two factors explain thisresult: (1) changesin food
terms of trade, as prices of liberalized products rise while other pricesfall asindustrial
country producers shift into different crops;* and (2) substitution in developing countries,
behind high tariff walls, of relatively inefficient domestic production for imports of products
whose prices have risen. Well over half of the income loss for developing countriesis
attributable to this second effect, which could be mitigated by lowering tariffs. The effects of
industrial country tariff and subsidy reform differ in that the most subsidized products are

4l Staff estimates and also Burfisher, 2001; World Bank, 2002; Cernat and others, 2002;
Beghin and others, 2002; Brown and others, 2001.

“*2 There is uncertainty as to how easily land use in developed countries can be shifted from
one agricultural industry to another due to climate and soil constraints. The model used
assumes a moderate degree of transformation between land uses by different agricultura
industries. It also assumes that total land use remains at the pre-liberalization level.



those of which developing countries as a group are net importers, so that thereis a net
transfer to developing country consumers offsetting the income losses of farmers from lower
world prices.

47.  Thisanalysisdraws attention to the need for a comprehensive approach to
liberalization. Developing countries can benefit significantly from reformsif:

these simultaneously cover both agricultural subsidies and market access restrictions,
and

their own agricultural regimes, as well as those of the industrial countries, become
less restrictive.

48. Even under a comprehensive approach, however, reforms carry distributional
implications both among and within countries. Certain net food importers might suffer
terms of trade and related net income losses initially as prices adjust. They are more likely to
experience such losses if subsidy removal is phased in ahead of tariff reductions. Within
individual countries, the global liberalization of agriculture would generally benefit
developing country farmers, but developing country consumers may face higher prices.”® The
potential distributional impact of agricultural liberalization has motivated calls at the WTO
for special consideration of the circumstances of net food importing countries.

49. Agricultural liberalization will also entail adjustment costsin some developing
countries, particularly thosethat currently have preferential accessto industrial
country markets. Since the GTAP database used in the simulations does not yet incorporate
many preferential schemes, the simulated benefits of trade liberalization for preference-
receiving regions are probably overstated, even though incorporating such schemes may not
alter the broad pattern of results. For example, Mauritius benefits substantially from
preferential access for its sugar exports to the EU, as do the Caribbean nations from banana
exports. The U.S. sugar regime similarly subsidizes quota recipients under TRQs by
providing the chance to sell into the high-priced U.S. market. Multilateral liberalization on an
MFEN basis would erode the preference margins for these countries and result in loss of
market share and income. The resulting adjustment needs would be especially large for
countries with a narrow export base. More research is required to assess the impact of
liberalization in greater detail.

F. Policy Implications

50. A comprehensive approach to liberalization in agriculture, covering border
protection and subsidiesin industrial aswell as developing countries, ismost likely to

“*3 However, note that many consumersin developing countries are at the same time
producers.
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produce the greatest benefit to developing countries. However, the distributional
implications of such abroad based approach to trade policy reform—aboth in terms of intra-
country sharesin world trade and domestic income—are likely to be complex and involve
considerable adjustment. Consequently, such changes should be considered within the
broader context of development and poverty reduction strategies, with specia attention to
food security issues and the concerns of consumers, particularly the urban poor.

51. Thefocusin tariff negotiations should be on the MFN reduction of tariffs (both
in- and out-of-quota, whererelevant) and the phasing out of TRQs. Asin nonagricultural
trade, tariff peaks are an area of particular concern. Experience suggests that the prospects for
asubstantial reduction or elimination of peaks are best where negotiations are based on some
type of formula approach. A formula approach might also simplify the granting of “credit”
for past unilateral trade liberalization—an issue still under negotiation—and can ensure that
countries with relatively uniform structures of protection maintain such regimes.

52. At thesametime, there should be ambitious effortsin the OECD countriesto de-
couple agricultural support from production. Market price support measures should be
phased out in favor of more transparent and direct forms of support for farm income and
environmental objectives. Production-linked subsidies are not sustainable from afinancial,
ecological, or development perspective. But it is clear that substantial political commitment
will be necessary to implement such reforms. The debate within the EU about the future of
the CAP iswelcome and an important test case of this commitment.

V. BARRIERSTO TRADE IN TEXTILESAND CLOTHING

53. Historically, textilesand clothing (T & C) have played a uniquerolein economic
development and poverty reduction. Their contribution to the Industrial Revolution in
Western Europe and North Americain the 18" and 19" centuriesis well-known, and they
continued to spearhead industrialization in many developing countries in the 20™ century.
However, the sector has also long been a prime target for protectionism. Despite the rapid
expansion of developing country exports of T& C products, the removal of trade barriers
would bring significant additional benefits.

A. Developing Country Exportsof Textilesand Clothing

54. Sincetextile and clothing production often requires only ssmple technology and
isintensivein unskilled labor, many developing countries have a strong compar ative
advantagein these sectors.** As shown in Figure 2, developing countries as awhole have
succeeded in exploiting this comparative advantage. In the mid-1960s, devel oping countries

“* For the wage and labor cost differentials between T& C and among various countries, see
ILO (2000).
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accounted for 15 percent of world textile exports and less than 25 percent of world clothing
exports. By 1998, these shares had reached 50 percent and 70 percent, respectively. Total
exports of T& C by developing countries reached US$213 billion in 1998. However, sub-
Saharan Africa contributed less than 2 percent of this figure, with total T& C exportsin 1998
of only US$3.6 billion.

55.  Therapid growth of developing country T& C exports has created a high
dependency on these productsfor export earnings (Table 6). Textiles alone accounted for
51 percent of Pakistan’s merchandise exports in 1999, clothing for 50 percent of Sri Lanka's.
Among least developed countries, T& C represented 83 percent of Bangladesh’s merchandise
exports (1999), and 87 percent of Cambodia s (2000). As discussed below, the high export
dependency on T& C may lead to vulnerability in these countries' balance of payments, as
scheduled liberalization of the sector will result in a considerable redistribution of market
shares among developing country exporters.

B. Textilesand Clothingin the Multilateral Trading System

56. Theremarkablegrowth in T& C exportsfrom developing countries has been
achieved despite extensive quantitative restrictions discriminating against developing
countries and high tariffsin developed countries—the main export markets for most
developing countries.”® For nearly half a century, world trade in T&C has been subject to
guantitative restrictions under derogation from GATT rules, beginning with Japan’s 1955
aints’ on its exports of cotton fabrics and clothing to the United States, which
evolved into the multilateral Short-Term Arrangement regarding International Tradein
Cotton Textilesin 1961, the Long-Term Arrangement in 1962, and eventually the Multifiber
Arrangement (MFA) in 1974.% The MFA expanded quantitative restrictions beyond cotton
products to wool and man-made fiber products and was extended several times until the
Uruguay Round Agreement on Textiles and Clothing (ATC) took effect at the beginning of

*® This points to the importance of supply-side conditions, in addition to market barriers, in
understanding export success.

“® The Short-Term Arrangement, involving the United States and other cotton importing and
exporting countries, prohibited voluntary restraints.
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Figure 2. Exports of Textiles and Clothing by Region, 1965-98
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Table 6. Exports of Textiles and Clothing, 2001Y
(In millions of U.S. dollars and percentage)

Vaue Percent of total
(inmillions of U.S. dollars) merchandise exports

World 356,400 5.8
Cambodia 1,149 88.7
Macao SAR 2,121 83.9
Bangladesh 4,219 83.4
Pakistan 6,676 72.8
Mauritius 949 63.6
Sri Lanka 2,493 54.4
Tunisia’ 2,504 426
Turkey 10,205 38.4
Morocco? 2,364 33.7
India 10,239 28.2
Romania 2,524 24.4
China® 52,206 20.9
Hong Kong SAR? 37,657 18.6
Portugal 4,247 18.2
Egypt 633 17.8
Bulgaria 800 16.9
Jamaica 287 16.5
Greece 1,260 16.4
Indonesia 8,239 13.3
Vietnam 1,975 131
Crodtia 556 12.7
Italy 25,175 10.6
Korea 15,990 10.6
Taiwan Province of

China 14,654 9.9
Peru 635 9.1
Thailand 6,063 8.8
Slovenia 747 8.7
Poland 2,653 8.4
Slovak Republic 913 7.7
Uruguay 165 7.4
Philippines’ 2,696 6.8
Mexico? 11,247 6.8
Belgium-Luxembourg 11,514 6.4
Czech Republic? 1,852 6.4
Colombia 788 6.0

Source; WTO, and IMF staff estimates.

'Or nearest year.

?Includes significant re-exports or exports from processing zones.
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1995. In the MFA’s last year of operation, six participants (Austria, Canada, EU, Finland,
Norway, and the United States) applied quotas under the Arrangement.

57. Thesalient feature of the MFA was bilateral quotas, negotiated between
individual importing (typically developed) and exporting (typically developing)
countries. The MFA called on importing countries to endeavor to grow guota volumes by at
least 6 percent per year. In practice quota growth was often significantly lower for established
suppliers, while small and new exporting countries were generally granted more generous
guota growth. As compensation for foregone exports, exporting countries were given the
right to manage the allocation of quotas, thus enabling them to capture at least part of the
quotarents.*” For this reason, MFA quotas act like bilateral export restrictions. As shown in
Table 7, the export tax equivalents of these quotas vary substantially across countries. The
most competitive exporting countries, such as Chinaand India, face more stringent
restrictions than the less competitive countries.”® The estimatesin Table 7 are very
aggregated. For example, World Bank staff calculations found export tax equivalents of
almost 300 percent on exports of basic goods such as T-shirts from China.

Table 7. Export Tax Equivalents of MFA Quotas and Tariffs
on Textile and Clothing Imports in Quad Countries, 1997

United States EU Japan Canada
Export tax equivalents of quotas (percent of f.0.b. prices)
Textiles
Average 6.7 45 0.0 7.8
Range 0-20 0-12 0-0 0-20
Clothing
Average 11.0 53 0.0 16.8
Range 0-34 0-15 0.0 0-34
Import-weighted tariffs (percent)
Textiles 11.2 9.1 85 15.7
Clothing 133 11.9 125 21.2
Other manufactures 2.8 3.6 14 3.9

Source: GTAP database version 5.

" Some research suggests that quota rents are shared by developing and developed countries.
It is argued that large corporate buyers from developed countries often capture at least part of
the quota rents (Krishna and others, 1994).

“8 |In fact, the upper boundsin Table 7 represent restrictions faced by Chinese and Indian
exporters.
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58. Under the ATC, quota restrictions are being gradually abolished (as products
are“integrated”) over the period 1995-2005 and quotas that have not been removed are
subject to a progressiveincreasein their growth rates (see Box 7).

Box 7. The Agreement on Textiles and Clothing

Under the Uruguay Round Agreement on Textiles and Clothing (ATC), MFA quotas are to be phased out
progressively over a 10-year period, as shown in the graph below (left panel). The 10-year period cannot be
extended. In the first stage, which began on January 1, 1995, WTO Members were required to integrate products
representing not less than 16 percent in volume terms of their 1990 imports of textile and clothing products. In
stage 2, starting January 1998, not less than a further 17 percent was to be integrated, and in stage 3, from January
2002, afurther 18 percent. Finally, on January 1, 2005, all remaining products (amounting to a maximum

49 percent) are to be automatically integrated. Products not yet integrated are subject to a special transitional
safeguard mechanism, whereby an importing country can apply quantitative restrictions for up to three years on
imports from a particular source of supply which causes or threatens to cause serious damage to the domestic
industry. After integration, regular GATT safeguards apply.

In addition to this integration process, the ATC accel erated the growth rates for remaining quotas. The annual
growth rates of quota volumes were increased by afactor of 16 percent for the first stage of the Agreement, by a
further 25 percent for the second stage, and another 27 percent for the last stage. LDCs enjoy one-stage
advancement in the acceleration of quota growth. Three typical trajectories of quota growth under the ATC are
shown in the right panel below.

Integration stages Agreement on Textiles and Clothing
{Percentage of volume of 1990 imports) Evolution of quotas according to Article 2
350 -
4165 [ 4255 [ 4275
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34
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Sources: Compiled from WTO and other publications.

C. Remaining Market AccessBarriersto Exports of Textilesand Clothing

59.  Thelooseness of the benchmark for integration has enabled importing countries
to effectively backload the integration process. Liberalization commitments apply to 1990
imports of T& C as awhole, much of which was not restricted. According to the WTO
(2002), while the integration targets and quota growth under the ATC have been met, the
elimination of restrictions has been modest, with the exception of Norway, whose T&C
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imports have been all but freed from quotas.”® As shown in Table 8, only asmall percentage
of quotas originally in place were eliminated by the EU and the United States during the first
two stages of integration, corresponding to approximately 20 percent of their imports under
restrictions (WTO, 2002a). While there has been a slight acceleration of this process during
stage 3 of the ATC, which began in January 2002, the vast majority of restrictions has been
|eft to be abolished at the end of the implementation period.™

Table 8. Number of Quotas Eliminated by Integrationin ATC Stages 1 and 2

Total number Number of quotas eliminated
WTO member of quotas By integration By early elimination Total
United States 750 2 11 13
EU 219 14 0 14
Canada 295 29 0 29
Norway 54 0 51 51

1Quotas eliminated only in respect to Romania.
Source: Kheir-El-Din (2002), based on notifications to the WTO Textile Monitoring Body.

60. In addition to the MFA quotas, T& C imports are subject to exceptionally high
tariffs (Table 7).>* Despite historically high levels, during the Uruguay Round tariffs on

T& C were generally cut less than those on other manufactures, and tariff peaks and escalation
remain common in this sector.>® In OECD import regimes, tariff peaks affect 27 percent of
total tariff lineson T& C, nearly twice as many astariffs under 5 percent (WTO, 2001a).
Tariff escalation is evident from Table 7, with tariffs on clothing higher than those on
textiles.

61. Tariffson T&C in developing countries are also high. Trade-weighted average
(applied) tariffs for non-OECD countries, as reported in the GTAP database (which refersto
1997), are 16 percent. This average conceals large variations among individual countries. The
largest developing country exporters tend to have higher tariffs. ASEAN, China, and South

9 Two of the countries that applied quotas under the MFA, Austria and Finland,
subsequently joined the EU regime.

% Quotas integrated by the EU in January 2002 represented 15 percent of restricted importsin
1990, thus raising the total to 20 percent (WTO, 2002b).

*! High tariffsin industrial countries on quota-restricted imports can be interpreted as an
attempt to capture the quota rents and do not represent additional protection. However, if
guota accessis priced correctly, the measured tariffs and quota premia must be added to infer
the total burden facing exporters.

2 Note however that tariffsin this sector have been capped at 12 percent in the EU, below the
threshold for “peaks’.
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Asiadl have average tariffs in the range of 20-33 percent on textiles, and of 30-35 percent
on clothing, with individua tariff lines far exceeding these levels. Mexico and the Southern
African Customs Union (SACU) also have high tariffs on clothing.> These tariffs represent
significant barriers to South-South trade. Furthermore, tariff bindings tend to significantly
exceed applied rates, creating uncertainty over trade policies (Bacchetta and Bora, 2002,
UNCTAD, 2002).

D. TheCost of Barriersand Benefits of Liberalization

62. Remaining barrierstotradein T& C impose a substantial burden on both
developing and industrial countries. Simulations with the GTAP model (see the Annex)
suggest that the combined income effect for devel oping countries of quotas and tariffs on
industrial country imports amounts to US$24 billion per year, and the export revenue loss to
US$40 billion (Table 9).>* Industrial countries suffer around half the income loss but almost
the same export shortfall as developing countries.® * Some of the effects derive from
backward linkages. Thus, MFA gquotas and tariffs reduce the demand for fiber crops.
According to the same simulations, the full liberalization of world trade in T& C would boost
cotton exports by 9 percent in sub-Saharan Africa, or about US$132 million in 1997.

63.  Thehigh tariffsin developing countries have equally large costs, for both
exportersand importers. Intra-developing country trade accounts for about half of their
total exports of textiles and 20 percent of clothing exports. Extending the above simulation to
cover full global liberalization of T& C imports, in both industrial and developing countries,
suggests that removing developing country tariffs would contribute a large share of their own

%3 These rates do not reflect the effects of extensive duty exemptions. Revenue collections on
T& C importsinto developing countries are often significantly lower than the tariff rates
would suggest, especialy on textiles.

> Like the simulation results reported in Table 5, these numbers represent the static effects of
trade liberalization. Some preliminary estimates of the dynamic effects of trade liberalization
are reported in the World Bank’s Global Economic Prospects 2002.

% Note that, since these are general equilibrium simulations, exports lost or gained are not
necessarily in the T& C sector, and income losses in the T& C sector may be partialy
mitigated by gainsin other sectors as factors of production migrate. The U.S. International
Trade Commission (USITC), using asingle-country general equilibrium model, recently
estimated losses to the U.S. economy from U.S. T& C restrictions at US$13.5 billion per year
(USITC, 2002); this figure appears large relative to those in Table 9 because the estimated
terms of trade losses are smaller. Partial equilibrium analyses of T& C restrictions often
suggest larger income | osses.

% |nTable 9, theincomelossin industrial countries due to the liberalization of tariffsis
explained by terms of trade effects.
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gainsin income and exports, though it would have a comparatively lower impact on
industrial countries (Table 9).*

Table 9. Income and Export Revenue Losses Due to MFA Quotas and T& C Tariffs
(In billions of U.S. dollars)

Developed countries Developing
Quotas and tariffs MFA guotas Tariffs country tariffs" World

Income loss

Developing 23.8 1.7 22.2 28.0 51.8

Developed 10.9 13.9 -3.0 32 14.0

World 34.7 155 19.1 311 65.8
Export revenue loss

Developing 39.8 22.3 175 415 81.2

Developed 46.3 10.3 359 9.0 55.4

World 86.0 32.6 534 50.5 136.6

Source: IMF staff simulations with the GTAP model.

"Half of applied tariffs assumed for textilesin order to account for exemptions (full tariff for clothing). Sensitivity analysis
shows that developing country income loss due to developing country tariffs would be 27 percent higher if textiles tariffs
were applied in full. On the other hand, if existing exemptions are in fact deeper, at 75 percent, developing country income
loss would be lower by 13 percent. Similar changes to the loss of export revenue also hold.

64. Theeffect of T& C restrictions on employment in developing countriesis
consider able. According to staff simulations, as many as 27 million jobs are foregone in
developing countries due to the combined effect of quotas and tariffs.>® On average, each job
saved in developed countries by tariffs and quotasis therefore, estimated to cost 35 jobsin
developing countries, many of which arein Chinaand India. MFA quotas and tariffstend to
be most hurtful to the poor. In developing countries, T& C industries employ overwhelmingly
low-skilled workers, often migrants from rural aress.

65. Similarly, low-income householdsin industrial countries bear the brunt of the
cost of MFA quota and tariff restrictions. The poor spend alarger share of their income on
necessities such as T& C. The products they buy are typically subject to higher tariffs and
restrictions than those bought by the better-off—for instance, imports of silk blend baby

* These estimates assume that effective rates of tariffs on textiles are half the applied rate, as
aresult of exemptions. Also see the footnote to Table 9.

%8 |n the simulation, it is assumed that real wages in developing countries remain constant
after the removal of protection in developed countries. Given widespread un- and under-
employment, this may be a reasonable assumption. Jobs lost cover both direct and indirect
employment in al industries. In developed countries, economy-wide employment is assumed
to be constant after the removal of protection, but workers can move across industries. So
even though jobs are lost in the textile and clothing industries as aresult of liberalization, the
same number of jobsis created in other industries.



trousers face atariff of 2.8 percent in the U.S. market, those of cotton arate of 15.5 percent,
and synthetic fiber trousers arate of 29.0 percent (Gresser, 2002). This pattern, repeated
across awide range of product categories, is reinforced by the effect of quotas, which lead to
higher percentage mark-ups on lower quality products than on higher quality ones (Falvey,
1979). Volume quotas also provide a continuous incentive for exporters to upgrade their
products over time within each quota category towards higher unit value products.™

E. Adjustment Needs Following Liberalization

66. Quotasand tariffson T& C tradediffer in their impact on developing countries.
For developing countries, the income effect of the current tariff regimesisfar more
significant than that of the quotas, largely because they share in the quota rents. In turn,
guotas dominate the impact on exports and employment. Because the extent to which
guotas are binding differ s between exporters, their elimination could giveriseto
significant shiftsin the competitive position of suppliers.

67.  Among developing countries, quotas are most constraining for China and India.
Other suppliersbenefit from this state of affairs asrestrictions on more competitive
producers enable them to sell at higher pricesinto the protected markets.®® In fact, the
guotas of many countries have been underfilled (USITC, 2002). Upon the elimination of
guotas, the more competitive suppliers are expected to gain market share from others,
including low-income countries (Francois and Spinanger, 2002; UNCTAD, 2002; and
Adhikari and Y ang, 2002). A reallocation of production could undermine external balances
and impose high adjustment costs, in view of the large share of T& C in the exports of a
number of countries. There is aneed for the early identification of problems and action to
diversify exports and strengthen competitiveness.

68.  Thebackloading of effective liberalization under the ATC isparticularly
unhelpful, asit turnswhat could have been a gradual adjustment process into a shock
at theend of thetransition period—for both importing and exporting countries.®! This
raises concerns that political pressures might spark greater recourse to other forms of
protection once quotas are phased out, with trade remedy action and perhaps non-transparent
“voluntary” export restraints (prohibited in principle under the WTO) becoming a

% n the United States, the quotas are typically specified in number of square yard
equivaents, while in the EU they are often specified in number of kilograms.

% However, since quotas are often administratively allocated, rather than competitively
auctioned, developing countries often suffer the costs of inefficient allocation (Trelaand
Whalley, 1995).

%! Even though countries would have an interest in smoothing the adjustment path in
anticipation of quota removal, the sameis not true for individual producers whose incentive,
given sunk investments, isto take advantage of quota rents aslong asthey are available.
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of defense.” In addition, the sudden withdrawal of quota protection at the end of the transition
period is likely to increase resistance to further reductionsin tariffs. So far, use of the
transitional safeguards under the ATC has been erratic, and while WTO statistics show no
clear trend in annual antidumping initiations in the textile industry, the total number of
measures in place has increased over time (Lindsey and Ikenson, 2001). %

69. Oneway to mitigate the adjustment shock in developing countriesisto
accompany quota removal with tariff reductions (in industrial countries and other large
marketsfor developing country T& C exports). Combined action on quotas and tariffs
would improve income and increase export earnings for a broader range of developing
countries compared with quota removal alone, while developed countries also reap
substantial benefits. However, for countries benefiting from preferential access under present
conditions, tariff reduction would impose additional adjustment burdens as the value of these
preferences is eroded. ® Scheduling a gradual path for the multilateral liberalization of tariffs
that starts early—in parallel with quota removal—but provides time for adjustment, may
allow to strike the right balance among the interests of individual countries. Trade
liberalization across a broad range of industries would help compensate some devel oping
countries for the losses they suffer in the textile and clothing industries.

70. Preferencesfor LDCsare not along-term solution to problems of
competitiveness, but schemesthat provide LDCswith duty- and quota-free market
access may ease problems of transition, especially if combined with liberal rules of
origin. Simulation results suggest that duty-free entry into Quad markets, in ascenario in
which tariffs on T& C are reduced multilaterally to the average for other manufactures, might
lead sub-Saharan Africato enjoy an income gain and an increase in export earnings rather
than aloss. However, the benefits of preferential market access can be substantially reduced
and even negated by restrictive rules of origin, either because of the need to switch to higher-
cost sourcing of intermediate goods, or because value added thresholds for preferential access
are hard to meet.®* In addition to the rules of origin, there is often a fine balance to strike on

%2 The WTO does not report antidumping activity on clothing separately. Also seethe WTO
website: http://www.wto.org/english/tratop_e/adp e/adp _e.htm

% Simulations suggest that Central America, Mexico and the SACU countries would be
particularly heavily affected by the combined impact of quota removals and preference
erosion. The results do not take account of AGOA and EBA; preferences under the former
have been effective at raising T& C exports of certain African countries to the U.S. market
(see Section 11).

% Mattoo and others (2002) estimate that benefits under the AGOA could, under certain
assumptions, be reduced by as much as 75-80 percent because of onerous rules of origin.
There are similar problems with EU preferential schemes. In the case of Bangladesh, for
example, the high import content of its garment exports means that a large share of the
country’s garment exports fails to qualify for duty-free entry into the EU market (Oxfam,
2002).
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socia and environmental conditions. Asillustrated in Box 8, minimum wage and other
conditions for preferential access of Cambodian-made garments may have limited the
benefits the country has drawn from these schemes.

Box 8. Labor Standards and Cambodia’s Exports of Textiles and Clothing

Cambodia s garment manufacturing has grown spectacularly since 1995. The industry grew from virtually zero
activity in 1996 to some 200 factories and 150,000 jobs in 2001. Exports expanded from virtually nothing in 1995
to US$965 million in 2000, accounting for 87 percent of the country’ s total exportsin that year. This success has
been at least partly due to preferential access to the EU and U.S. markets, in the case of the United States subject
to compliance with a number of labor standards and minimum wage conditions.

Protected access to high priced markets has led to a segmentation of the Cambodian labor market, engendering
various private payments to secure a place in the privileged sector. The growth of the garments sector since 1997
has led to amassive inflow of about 120,000 young people—mostly women—from rural Cambodiato Phnom
Penh. Working conditions are considered good, and following regulations regarding minimum wages and a bonus
system, monthly take home pay has risen to about US$70. However, to secure jobs in the sector workers typically
pay an up-front bribe to shop stewards, and pay transport and living expenses for a month without salary. Feesto
secure jobsin the sector have risen four-fold to about US$120, which is beyond the means of most familiesin
rural Cambodia. Moreover, thereis a stark contrast between inspections of labor conditionsin some parts of the
sector, and neglect in others.

There are aso concerns about the long-term viability of this sector’s growth. Due to the minimum wage and
overtime provisions, costs are considered too high for a number of markets where Cambodia has non-preferred
access. Investment and employment creation are therefore thought to be constrained. Thereis also considerable
uncertainty regarding the continuation of market access privileges. Given the “footloose” nature of the sector,
changes in market access conditions could prove highly disruptive for the country’ s development.

Source: Cambodia Integrated Framework, Diagnostic Trade Integration Study, 2002.

71. Industrial countries also face a continuing adjustment problem. While
employment isshrinking, T& C industries have demonstrated an ability to adapt in the
past. In the textile industry, the primary response has been investment in new technology. As
aresult, the industry has become more capital-intensive and labor productivity has improved
continuously over time (Levinsohn and Petropoul os, 2001; Stengg, 2001). In the clothing
industry, the primary response to import competition has been organizational change in the
production process. Local manufacturers have taken advantage of their geographic proximity
to markets and devel oped quick-response supply systems.®> Outsourcing overseas of the
labor-intensive (assembly) part of the production process has also increased substantially in
recent years. Nevertheless, employment in the T& C sector has fallen drastically over the past
decades, and is likely to decline further. As discussed, import restrictions are a very costly
way to prevent job loss and increase wages, but some forms of targeted adjustment assistance
have shown positive results (Martin, 1998).

® For instance, there has been a substantial shift from the traditional progressive bundle
assembly system to module production which shortens delivery time as well as reducing
inventory costs.



-47 -

F. Policy Implications

72. It isan urgent priority to accelerate the removal of quotas on textiles and
clothing imports. Given the risks associated with the backloading of quota removal under
the ATC, the objective should be to limit the adjustment shock at the end of the transition
period, for both importers and exporters. At the same time, T& C exporting developing
countries should assess the competitive position of their industries and determine the need for
and scope of adjustment policiesin anticipation of quota liberalization and preference
erosion.

73. It should be the aim under the Doha round negotiationsto substantially lower
tariffson T& C trade, in both industrial and developing countries. Tariffsin this sector
are exceptionally high and liberalization can be expected to carry large benefits for
developing countriesin terms of exports, employment, and income. Possible approaches to
the elimination of tariff peaks and escalation were discussed in Section II. Tariff reductions
would, in anumber of developing countries, help to mitigate the adjustment shock from
guotaremoval. In industrial countries, tariff reductions combined with the removal of quotas
are likely to benefit lower-income households on the whole, and improve income and
efficiency.

74. In order to prevent antidumping action from taking the place of quotas and
tariffsonce these are liberalized, trade remedy rules should bereviewed with theaim to
limit the scope for discretion and incor porating consumer interests (see Section Il. E).

V. CONCLUSIONS

75. Market accessbarriersin world trade remain significant for products of export
interest to developing countries. This paper suggests that the liberalization of imports,
especially for agricultural products and textiles and clothing, can generate large benefits for
developing countries in terms of incomes, exports and employment. These benefits would
derivein part from the elimination of access barriersto industrial country markets, but also in
good part from reform of the trade regimes of developing countries themselves. In the
aggregate, the determined opening of markets is a win-win proposition—Dboth industrial and
developing countries gain. The static income gain aone for developing countries, suggested
by model simulations, compares favorably with levels of development assistance. Overseas
development assistance levels have been on the order of US$50-60 billion over recent years,
roughly equivalent to the estimated income effect on developing countries of removing
barriersto trade in textiles and clothing. In addition, there are likely dynamic effects. Many
developing countries have been able to develop vigorous and diversified export sectors
despite the existing market access hurdles, but better access would no doubt ease the task.

76.  Thepaper identifiesa number of prioritiesfor making progresstowardsa
multilateral trading system that takes special account of the interests of developing
countries. These include eliminating tariffs peaks and escalation, essentially in agriculture,
textiles and clothing; tightening disciplines on trade remedy action; increasing capacity-
building assistance to help developing countries navigate technical and health-related
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barriers;® extending full duty- and quota-free access for LDC exports; pursuing a
comprehensive approach to liberalization in agriculture, including the de-coupling of
domestic support to agriculture; accelerating the phase-out of MFA quotas in textiles and
clothing trade combined with tariff reductions; and strengthening preference schemes, for
example, by simplifying and liberalizing rules of origin and other conditions.

77.  Thisreport hasnot dealt with services. Developing countries, however, arelikely
to benefit significantly from further domestic liberalization and the elimination of
barriersto their exports (World Bank, 2002a). The income gains from services
liberalization are estimated to be multiples of those from liberalization of trade in goods. This
is not surprising given the key infrastructural role of services like transport, finance and
telecommunications and the high barriers to foreign provision, despite substantial
liberalization in recent years. Despite the growing scope for cross-border delivery, the
movement of service-supplying personnel remains a crucial means of delivery for most
developing countries. The current round of services negotiations at the WTO provides
developing countries an opportunity to push both for accelerated reform at home and
improved access to markets abroad.

78.  Together with the benefits of liberalization come a number of risksand
adjustment needs. It isimportant to identify these early and take appropriate action.
Liberalization in agricultural trade can have complex distributiona effects. While thisis true
for most economic reforms the food sector will tend to be particularly sensitive. Where the
affected groups are economically vulnerable, supportive policies might be called for; these
should, however, be embedded in broader poverty reduction or development strategies, and it
must be recognized that trade policy instruments are rarely efficient tools of social policy.
While associated with continuing large income losses for the world economy as awhole, the
gradual pace of any likely path of agricultural liberalization should help to ease adjustment.

79.  Another risk isrelated to quota liberalization in textiles and clothing trade,
which will expose the lack of competitiveness of some developing country exporters.
Liberalization has already been agreed, and the extension of the implementation period under
the ATC isexplicitly excluded under the agreement. It is crucial that it should take placein a
way that minimizes the adjustment pressures and balance of payments impact, given the high
dependency of some countries on textiles and clothing exports. Accelerating quota removal

% gignificant efforts have been made, especially since the Doha Ministerial of the WTO, to
raise the level of multilateral and bilateral technical assistance in these areas (see the WTO
website which reports trade-rel ated technical assistance by donor).
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must be part of such an approach, as must the lowering of tariff barriers, in order to mitigate
the shock at the end of the implementation period. Improving preference schemes might
provide some support, but it will aso be necessary for developing countries to assess their
competitive position in a post-MFA world and prepare early for adjustment.
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Modeling the Effect of Trade Liberalization

This annex provides a brief introduction to the Global Trade Analysis Project (GTAP)
model, which was used to generate some of the results presented in the main text, and
guidance for the interpretation of these results. The GTAP model is a comparative static,
global general equilibrium model based on neo-classical trade theory. Firms maximize their
profits while consumers maximize their utility. All markets are assumed to be perfectly
competitive, and constant returns to scale prevail in all production and trading activities.

On the supply side, firms use both a composite of primary factors and a composite of
intermediates to produce their output according to Leontief production technology. The
primary factor composite is a constant elasticity of substitution (CES) function of labor,
capital, land and natural resources, while the intermediate composite is a Leontief function of
material inputs, which are in turn CES blends of domestically produced goods and imports.
Imports are sourced from all regions, with their share depending on trading prices (the
Armington approach).

On the demand side, each country or region is assumed to have a*“ supe
disposing of regional income in fixed proportions in the form of private consumption,
government expenditure and savings. Household consumption is assumed to be a constant
difference in elasticities (CDE) function of various consumer goods while government
expenditure is based on a CES function of various commodities. Both household and
government consumption are CES blends of domestically produced goods and imports,
which arein turn sourced from all trading regions based on the Armington approach.

Regional savings are assumed to be homogenous and contribute to a global pool of
savings, which is then allocated among regions for investment according to regional expected
rates of return. Regional investment can either change proportionally so that regional returns
may vary or such changesin returns can be equalized across regions, thus giving capital (i.e.,
savings) greater mobility across regions. However, capital stocks are immobile across
regions, although they are perfectly mobile within aregion, asislabor. Land and natural
resources are industry-specific, and only limited transformation of their uses among
industriesis possible.

The simplicity of the GTAP model makes its ssmulation results easier to interpret, but
limits its capacity to deal with more complex economic issues, such as the adjustment path
over time and long-term effects of trade policies associated with investment cumulation,
technology and productivity change. Also absent in the model are adjustment costs associated
with trade liberalization. These limitations must be kept in mind when interpreting the results
presented in this paper. Attention should also be paid to the considerable uncertainty over
elasticity values, which have strong influence over the terms of trade effects of policy
changes.
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The GTAP database provides data on key trade policies, aswell as on alarge number
of countries and commodities. The base year for the datais 1997, and for this reason, many
recent preferential arrangements are not incorporated in the database. Some efforts were
made by staff to incorporate the 2002 U.S. Farm Bill, but the update is very preliminary.

The modeling results should be primarily used to gain an understanding of the
mechanism behind the economic impact of various policy options, and to provide broad
indications of the direction and the magnitude of change in economic variables. Such an
approach is particularly warranted when interpreting results for individual countries.
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