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FOREWORD

One of the fundamental challenges facing the international community is to ensure
that the potential gains from a more interdependent world economy are enjoyed by all,
particularly the poorest countries and communities. Many developing countries have shown
their commitment to new ways of doing business in a globalizing world by integrating
rapidly into the multilateral trading system, often at considerable cost. But to date, the
benefits have fallen short of their expectations and the murmurings of discontent are growing
ever louder.

Thisyear’s Trade and Devel opment Report documents both the growing participation
of developing countries in the trading system and a number of imbalances that make it
difficult for developing countries to take full advantage of new export opportunities. In
November 2001, at the Fourth Ministerial meeting of the World Trade Organization in
Doha, it became clear that redressing those imbalances will require greater efforts from
developed countries—in offering greater market access for those products where developing
countries have clear advantages, in building capacity so that developing countries can
compete in global markets, and in helping them to adjust to the rigours of the multilateral
trading system.

Last year wasadifficult one for the world economy. The advanced industrial economies
experienced a slowdown, which had an immediate impact on growth prospects in devel-
oping countries through diminished trade and capital flows. This Report sees some signs
of improvement in the world economy this year, but warns against complacency and em-
phasizes the importance of policy coherence for sustained recovery and sustainable
development. The United Nations system provides appropriate fora in which to address
these issues, where all stakeholders can come together to pursue the global fight against
poverty and theinternationally agreed Millennium Development Goalsthat will, if attained,
bring tangible improvements in the well-being of all our citizens.

Kofi A. Annan
Secretary-General of the United Nations
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Explanatory notes

Classification by country or commodity group

The classification of countriesin this Report has been adopted solely for the purposes of statistical or
analytical convenience and does not necessarily imply any judgement concerning the stage of devel-
opment of a particular country or area.

The major country groupings distinguished are:

» Developed or industrial(ized) countries: in general the countries members of OECD (other than
the Czech Republic, Hungary, Mexico, the Republic of Korea and Turkey).

» Transition economies; the countries of Central and Eastern Europe (including the States formerly
constituent republics of Yugoslavia), the Commonwealth of Independent States (CIS) and the Baltic
States.

» Developing countries. all countries, territories or areas not specified above.
The term “country” refers, as appropriate, also to territories or areas.

References to “Latin America’ in the text or tables include the Caribbean countries unless otherwise
indicated.

Unless otherwise stated, the classification by commodity group used in this Report follows generally
that employed in the UNCTAD Handbook of Satistics 2001 (United Nations publication, sales no.
E.0L1.11.D.24).

Other notes

References in the text to TDR are to the Trade and Development Report (of a particular year). For
example, TDR 2001 refersto Trade and Development Report, 2001 (United Nations publication, sales
no. E.01.11.D.10).

The term “dollar” ($) refers to United States dollars, unless otherwise stated.
The term “billion” signifies 1,000 million.

The term “tons” refers to metric tons.

Annual rates of growth and change refer to compound rates.

Exports are valued FOB and imports CIF, unless otherwise specified.

Use of a dash (-) between dates representing years, e.g. 1988-1990, signifies the full period
involved, including the initial and final years.

An oblique stroke (/) between two years, e.g. 2000/01, signifies a fiscal or crop year.
Two dots (..) indicate that the data are not available, or are not separately reported.
A dash (-) or azero (0) indicates that the amount is nil or negligible.

A dot (.) indicates that the item is not applicable.

A plus sign (+) before afigure indicates an increase; a minus sign (-) before afigure indicates a
decrease.

Details and percentages do not necessarily add to totals because of rounding.
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OVERVIEW

It is a sign of troubled times when, in the search for solutions to the most pressing policy
challenges of the day; it is considered necessary to look to earlier generations for guidance: a
Marshall Plan —thistimeto fight global poverty —a Tobin tax to check financial volatility and
a Keynesian spending package to combat deflationary dangers spring readily to mind. The
source of the trouble is the gap between the rhetoric and the reality of a liberal international
economic order. Nowhere is this gap more evident than in the international trading system.
Even as Governments extol the virtues of free trade, they are only too willing to intervene to
protect their domestic constituencies that feel threatened by the cold winds of international
competition. Such remnants of neo-mercantilist thinking have done much to unbalance the
bargain struck during the Uruguay Round.

Snce the third session of the WTO Ministerial Conference, held in Seattle, a renewed effort
has been made to address the concer ns of devel oping countries, culminating in a different kind
of bargain being struck at Doha. Developing countries, by agreeing to a comprehensive pro-
gramme of work and negotiations, demonstrated their commitment to tackling global political
and economic threats; in return, they expect that development concerns will be central to the
negotiations. The challengeisnow to trand ate an expanded negotiating agenda into a genuine
development agenda.

One voice from the past stands out in the search for a more balanced trading system. In his
statement to the first United Nations Conference on Trade and Development in March 1964,
Raul Prebisch, its then Secretary-General, called on the industrial countries not to underesti-
mate the basic challenge facing developing countriesin the existing system:

We believe that devel oping countries must not be forced to devel op inwardly —which will
happen if they are not hel ped to devel op outwardly through an appropriate inter national
policy. We also deemit undesirabl e to accept recommendations which tend to lower mass
consumption in order to increase capitalization, either because of the lack of adequate
foreign resources or because such resources are lost owing to adver se terms of trade.

Prebisch understood that recommending “ the free play of market forces’ between unegual
trading partnerswould only punish poorer commodity exportersat the sametime asit brought
advantages to the rich industrial core. His agenda to attack the persistent trade imbalance
and create the essential external conditions for accelerating the rate of growth included new
modalities of participation for developing countries in the trading system which would guar-
antee price stabilization and improved market accessfor primary exports, allow greater policy
space to develop local industries and reduce barriers to their exports, establish more appro-
priate terms of accession to the multilateral system and reduce the burden of debt servicing.
Although the participation of devel oping countriesin the trading system has since gone through
important changes, the minimum agenda put forward by Prebisch remains the basis for
rebalancing that system in support of devel opment.



Global trends and prospects

Growth in the world economy slowed sharply in 2001; performance was weak in all three leading
economic regions in the developed world, and the spillover effects on developing countries were
much stronger than in previous downturns in the 1990s. Several emerging-market economies in East
Asiaand Latin America entered into recession; only China and India, two large and relatively closed
economies, were by and large immune from the downward pressure of world markets. Growth in
Africaremained at alevel similar to that of the previous year. For developing countries as a whole
growth was only 2.1 per cent, down from 5.4 per cent in the previous year.

The United States economy entered into recession, and the belief that the Euro area would be
unaffected proved unfounded. Faltering exports, lower profits of affiliatesin the United States, and an
overly cautious monetary and fiscal response all contributed to a decline in the growth rate for the
Euro area in 2001 to about 1.5 per cent. Unemployment, which had been falling for three years,
stabilized at the relatively high level of 8.5 per cent. Of the large EU economies, only the United
Kingdom had a more favourable experience, thanks to strong consumer demand. The recovery in
Japan, which began in 1999, dissipated in the second half of the following year, and since the second
quarter of 2001 the economy has been in recession, with exports and private investment declining at
double-digit rates. Despite the return of the Japanese central bank to its zero interest rate policy in
March 2001, companies are reporting record losses, corporate bankruptcies have been rising, and
unemployment has edged up to 5.5 per cent.

International trade played a major role in transmitting the slowdown in the industrial world to
developing countries. After growing by 14 per cent in 2000, export volumes for developing countries
grew by less than 1 per cent in 2001. All major developing regions were affected, but the impact was
most marked in East and South Asia, where exports had grown particularly fast in 2000 thanksin large
part to strong demand for electronic products and semiconductors in the United States; the declinein
exportsis estimated to have been more than 15 per cent for Taiwan Province of China, 10 per cent for
the Republic of Korea and 5 per cent for Hong Kong (China), Malaysia, Singapore and Thailand. In
some regions, slower growth in export volumes was compounded by falling prices, especially in Latin
America, which suffered from substantial declines in the prices of its commodity exports. The sharp
drop in petroleum prices from their peak in late 2000 also reduced revenues for oil exporters. By
contrast, prices for some commodities exported by African countries held up well in 2001.

Capital flows to developing countries in 2001 remained at the low levels prevailing since the
Asian financial crisisin 1997, and suffered a severe setback in the aftermath of 11 September. The
economic slowdown and the loosening of monetary policy in the United States had been expected to
encourage capital flows to emerging markets for reasons similar to those applying in the early 1990s.
However, the lingering uncertainty surrounding these markets after a series of financial crises has



been compounded by increased vulnerability to the downturn inindustrial countries. Since, in contrast
to the situation in the early 1990s, growth in devel oping countries today is more directly linked to that
of the United States, those countries provide less scope for diversification to investors seeking higher
risk-adjusted rates of return. Loan repayments to foreign banks by East Asian borrowers have contin-
ued to exceed new loans elsewhere by a considerable margin, and securitized debt continuesto flow to
developing countries at a slower pace. Foreign direct investment (FDI) has held up better: flows to
Latin America made that region the largest net recipient of capital flows. However, the resilience of
FDI seems unlikely to persist into 2002. Only China, which saw net inflowsrisein 2001, seems likely
to continue attracting inflows on an even larger scale, now that it has acceded to the WTO.

Exchange rates in developing countries have been relatively stable. The major exceptions were
Argentina and Turkey, which were forced to float their currencies, provoking in both cases consider-
able financial turmoil. In Argentina the abandonment of the currency peg was associated with a much
broader economic crisis, the full consequences of which for both the country itself and its neighbours
are not yet clear. However, there has been no widespread contagion of other emerging markets. Since
the beginning of 2001 there has been further movement among devel oping countries towards the adop-
tion of floating exchange-rate regimes, usually coupled with official willingness to intervene to pre-
vent large movements in rates.

Despite the concerted response from the world’s most important central banks following the
events of 11 September, only in the United States has policy been consistently focused on limiting the
impact of the slowdown on employment and real income. The Stability and Growth Pact of the Euro
area has led to the pursuit of deficit targets with insufficient regard to the cyclical positions of differ-
ent countries. While a weak euro has helped maintain foreign demand, from a global perspective
monetary policy in the Euro area has al so been restrictive. In Japan hopes seem to be pinned on aweak
yen to ignite an export-led recovery. However, recovery also requires increased consumer expendi-
ture, which monetary policy aloneis unlikely to be capable of achieving.

Thus, much still hinges on the strength of the United States recovery. So far, despite therisein
unemployment and a slower growth of real wages, stronger-than-expected consumer spending has
limited the drop in output. With private savings still extremely low, a sustained recovery will have to
be compatible with areturn of private households to normal spending habits. At the same time, corpo-
rate balance sheets are likely to require further restructuring and the potential of monetary expansion
for achieving arevival of investment seems limited. There will be a sustained recovery only if con-
sumer and business confidence is sufficiently buoyant to convince producers that they need to in-
crease investment in new productive capacity. As yet, there are few indications that thisis the case.

In the light of the above, alikely outcome is that the United States economy would stabilize at a
low, but positive, rate of growth. Such an eventuality would have limited knock-on effects for Europe
and Japan, both of which are still dependent on an export-led upturn. Moreover, if the dollar remains
strong at the same time as growth in Europe and Japan remains sluggish, the current-account deficit of
the United States may widen even further, with the danger of heightened protectionist pressuresin that
country and arisk that alarge eventual dollar devaluation may usher in a period of more generalized
currency instability.

As aresult of active policies to stimulate domestic demand, most Asian economies returned to
positive growth in the last quarter of 2001. Some Latin American and transition economies also man-
aged to buck the global trend earlier in the year. However, growth in theindustrial world is unlikely to
return quickly to the 3 per cent that appears to be necessary to support a vigorous increase in employ-
ment and income in the developing world. Reaching such an objective would require substantial in-
creases in demand for devel oping-country exports, amajor recovery in commaodity prices, and a strong
increase in capital flows, for which there is little prospect at present.



Least affected by unfavourable external conditions will be the emerging markets in East and
South Asia, which have recently been running current-account surpluses and generally haverelatively
high ratios of foreign exchange reserves to short-term external indebtedness. By contrast, most Latin
American countries will require greater capital inflows in order to finance more vigorous growth. In
several transition economies in Europe growth is also dependent on the dynamism of exports markets
in the Euro area as well as on capital inflows.

In such a context of slow global growth, improved market access could provide a useful boost to
activity in developing countries, and greater use of regional trade and financing mechanisms may
providerelief from external constraints and protection against financial instability. Nevertheless, many
developing countries will continue to require substantial official financial support if they are to be
protected from the effects of the difficult external economic environment.

Developing countries in world trade

Fundamentally, the basic policy challenge facing most devel oping countries remains how best to
channel the elemental forces of trade and industry to wealth creation and the satisfaction of human
wants. Shifting away from their dependence on the export of primary commodities towards greater
production and exports of industrial products has often been viewed as a means of their participating
more effectively in the international division of labour. Manufactures are expected to offer better
prospects for export earnings not only because they allow for a more rapid productivity growth and
expansion of production, but also because they hold out the promise of greater price stability even as
volumes expand, thereby avoiding the declining terms of trade that have frustrated the long-term
growth performance of many commodity-dependent economies.

Since the early 1980s, moves to rapidly liberalize trade and FDI have strongly influenced policy
makers in many developing countriesin their thinking about this challenge. Openness to international
market forces and competition was expected to allow those countries to alter both the pace and the
pattern of their participation in international trade, thereby overcoming balance-of-payments prob-
lems and accelerating growth, to catch up with industrial countries.

During this period, the exports of developing countries have, indeed, grown faster than the world
average and now account for almost one third of world merchandise trade. Much of that growth has
been in manufactures, which today account for 70 per cent of developing country exports; for some
products developing country exports account for around half or more of world exports. More impor-
tantly, many developing countries appear to have succeeded in moving into technology-intensive
manufactured exports, which have been among the most rapidly growing productsin world trade over
the past two decades, notably electronic and electrical goods.

However, on closer examination, the picture is much more nuanced. With the exception of afew
East Asian first-tier newly industrializing economies (NIEs) with a significant industrial base, which



were already closely integrated into the global trading system, developing country exports are still
concentrated on products derived essentially from the exploitation of natural resources and the use of
unskilled labour, which have limited prospects for productivity growth and lack dynamism in world
markets. Statistics showing a considerable expansion of technology-intensive, supply-dynamic, high-
value-added exports from developing countries are misleading. Such products indeed appear to be
exported by developing countries, but in reality those countries are often involved in the low-skill
assembly stages of international production chains organized by transnational corporations (TNCs).
Most of the technology and skills are embodied in imported parts and components, and much of the
value added accrues to producers in more advanced countries where these parts and components are
produced, and to the TNCs which organize such production networks.

Indeed, while the share of developing countries in world manufacturing exports, including those
of rapidly growing high-tech products, has been expanding rapidly, the income earned from such
activities by these countries does not appear to share in this dynamism. On this score, a comparison
between the developed and devel oping countries over the past two decades raises some initial worries.
Although developed countries now have a lower share in world manufacturing exports, they have
actually increased their share in world manufacturing value added over this period. Developing coun-
tries, by contrast, have achieved a steeply rising ratio of manufactured exports to gross domestic
product (GDP), but without a significant upward trend in the ratio of manufacturing value added to
GDP. Accordingly, the increase in the shares of developing countriesin world manufacturing exports
has not been accompanied by concomitant increases in their shares in world manufacturing value
added, and in several countries the two ratios have tended to move in opposite directions. Certainly,
few of the countries which pursued rapid liberalization of trade and investment and experienced a
rapid growth in manufacturing exports over the past two decades achieved a significant increase in
their shares in world manufacturing income.

Clearly, for many developing countries, getting the most out of theinternational trading systemis
no longer just a matter of shifting away from commodity exports. At the same time, many of the same
forces that adversely affected price and productivity dynamics in the primary sector, including the
competitive structure of markets, income elasticities and technological weaknesses, need to be re-
examined in the light of recent trends associated with the increased participation of developing coun-
tries in the international trading system.

Dynamic products in world trade

Over the past two decades the value of world merchandise exports has grown at an average rate
of around 8 per cent per annum, compared to less than 6 per cent growth in global output and income
(in current dollars). Among the 225 products examined in this TDR, exports of some have grown at
ratesthreetimes asfast asthe growth in global income, whereas for others export val ues have declined
in absolute terms. It is mainly primary commodities, but also some manufactures, that have registered
sluggish or negative growth rates. The growth of trade in about one third of all products, including
both primary commodities and manufactures, has lagged behind the growth of global income.

While manufactures generally constitute the fastest-growing products in world trade, there are
also some agricultural products in this group, such as non-alcoholic beverages and cereals. Many of
the fastest-growing manufactures in world trade, such as electronic and electrical goods, which now
account for around one sixth of world exports, tend to be technology-intensive, often with a high
research and development (R& D) content. A common feature of these market-dynamic manufactures
is that the sectors in which they are produced exhibit strong productivity growth. Thisis less so for
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other market-dynamic products, such as textiles and clothing, and transport equipment, which have
low- or medium-skill contents.

Differences in income elasticities, product innovation and changing consumption patterns, and
shifts in competitiveness of industries across countries, can explain why some products are more
dynamic in world markets than others. However, differences in the speed of liberalization of markets
have also played a significant role. A particularly important influence in recent years has been the
commercial policies of many developed countries, which limit access to their markets. Trade liberali-
zation has been limited and slow in textiles and clothing along with other labour-intensive manufac-
tures, compared to the pace of liberalization in other sectors. High tariffs and tariff escalation have
been compounded by other overt forms of protection such as tariff rate quotas, as well as by the
adverse impact of anti-dumping actions and product standards. The growing number of non-tariff
barriers, especially against unsophisticated manufactures, has reinforced the prevailing patterns of
market access, which favour high-tech products over low- and middle-range products that tend to gain
importance in the early stages of industrialization.

Perhaps a more decisive influence on product dynamism has been the strategy of TNCs. The
three product groups with the fastest growth rates over the past two decades, namely components and
parts for electrical and electronic goods, labour-intensive products such as clothing, and goods with a
high R&D content, have been most affected by the globalization of production processes through
international production-sharing arrangements. The increased mobility of capital, together with con-
tinued restrictions over labour movements, has extended the reach of international production net-
works, thereby accel erating the growth of trade in anumber of sectors where production chains can be
split up and located in different countries. Favourable tariff provisions, often through regional ar-
rangements, and fiscal and other incentives have encouraged this process, promoting a new pattern of
trade whereby goods are processed in several |ocations before reaching final consumers, and the total
value of trade recorded in such products exceeds their value added by a considerable margin. Trade
based on specialization within such networks is estimated to account for up to 30 per cent of world
exports.

Trade and industry: new linkages, old challenges

While developing countries as a whole appear to have become more active and dynamic partici-
pants in world trade over the past two decades, closer examination shows a great deal of diversity in
the modalities of their participation in the international division of labour:

e First, many countries have not been able to move away from primary commodities, the markets
for which arerelatively stagnant or declining. However, growth in trade in several primary com-
modities has been as rapid as in some manufactures, and countries which have successfully en-
tered such sectors have experienced a significant expansion in their exports and incomes;

e Second, most developing countries that have been able to shift from primary commodities to
manufactures have done so by focusing on resource-based, |abour-intensive products, which gen-
erally lack dynamism in world markets;

e Third, anumber of developing countries have seen their exportsrise rapidly in skill- and technol ogy-
intensive products which have enjoyed a rapid expansion in world trade in the past two decades.
However, with some notabl e exceptions, the involvement of developing countriesin such products
is confined to labour-intensive, assembly-type processes with little value added. Consequently,
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the share of some of these countries in world manufacturing income actually fell. For others,
increasesin manufacturing value added lagged considerably behind their recorded sharesin world
manufacturing trade;

e  Finally, afew countries have seen sharp increases in their shares in world manufacturing value
added which matched or exceeded increases in their shares in world manufacturing trade. This
group includes some East Asian NIEs which had already achieved considerable progressin in-
dustrialization before the recent shift to export drive in the developing world. None of the coun-
tries which have rapidly liberalized trade and investment in the past two decadesisin this group.

Thus, most developing countries are still exporting resource- and labour-intensive products, ef-
fectively relying on their supplies of cheap, low-skilled, labour to compete. With the exception of the
last group, they do not appear to have been able to establish a dynamic nexus between exports and
income growth that would allow them to rapidly close the income gap with industrial countries. Al-
though they as a whole appear to have become major playersin world markets for dynamic products,
they still account for only 10 per cent of world exports of products which score high in R&D content,
technological complexity and/or economies of scale.

Making sense of a system in which many developing countries are vigorously expanding their
foreign trade but are not rewarded by a comparable rise in income requires some hard thinking. A first
step is to break with a casual style of empiricism, which takes the classification of manufactured
traded goods at face value. Generally, developing countries participating in high-technology sectors
are not involved in the skill- and technology-intensive parts of the overall production process. Conse-
guently, their contribution to value added is determined by the cost of the least scarce and weakest
factor, namely unskilled labour, whereas the rewards to scarce but internationally mobile factors such
as capital, management and know-how are reaped by their foreign owners. It is thus the labour itself,
rather than the product of labour, that is exported. Indeed, even in countries such as Chinaand Malay-
sia, which have been highly successful in raising their shares in world manufacturing exports and
value added through participation in international production chains, an important part of domestic
value added is captured by profits earned on FDI.

Clearly, participation in the labour-intensive segments of international production networks can
yield considerable benefits for countriesin the early stages of industrialization and with agreat deal of
surplus labour. It can enable them to increase employment and per capita income even when value
added generated is low. Furthermore, increased employment of low-skilled labour in activities linked
to international production networks —whether organized by large TNCs producing a standardized set
of goods in several locations, or through groups of smaller enterprises located in different countries
and linked through international subcontracting — has certainly widened the possible range of sectors
where industrialization can begin and the basic techniques and organizational skills, which are pre-
requisites for a more broad-based growth, can be acquired. However, that does not constitute a leap
into a new pattern of rapid and sustained industrial growth.

These networks allow TNCs a good deal more flexibility in, and control over, their choice of
investment locations. Moreover, their productive assets, such as know-how, design and technology,
can be locked more tightly inside the firm thanks to barriers of entry that result from the high costs of
managing and coordinating such complex units. The packaged nature of FDI can, in these circum-
stances, be the cause of a highly skewed distribution of the gains from trade and investment unless
local bargaining power can bring a more balanced outcome, as it did for the first-tier East Asian
economies. However, replicating the success of those countries is all the more difficult where such
investment is highly mobile: locational advantages are easily won and lost through small cost changes
or the emergence of alternative sites, giving rise to the danger of enclave economies where thereis a
persistently high dependence on imported inputs such as capital and intermediate goods. These prob-
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lems can be particularly serious for middle-income countries which have been successful in early
stages of industrialization but which now need rapid upgrading and productivity growth in order to
advance further along the development path.

Competition and the fallacy of composition

What a country can earn from its participation in the trading system, including through value
chains, depends, inter alia, on the global supply of the goods produced and exported relative to de-
mand. Unfavourable trends on both counts, resulting in declining terms of trade for commodities,
have been a longstanding source of anxiety for policy makers in developing countries. Relying on
manufactured exports to galvanize growth was regarded as a solution to this problem.

Asaresult of increased participation of several highly populated, low-income countriesin world
trade in recent years, as much as 70 per cent of the labour force employed in sectors participating in
world trade is low-skilled. However, there is still a considerable amount of surplus labour in such
countries, and many large countries are not yet fully integrated into the international trading system.
Thus, a simultaneous export drive by developing countries in labour-intensive manufactures, or in-
creased competition among them to attract FDI as locations for labour-intensive processes of other-
wise high-tech activities organized in international production networks, could rekindle the fallacy of
composition problem, upsetting the development aspirations of outward-oriented economies and cre-
ating serious systemic tensions in the trading system. The dangers of overproducing standardized
mass products with a high import dependence are typified by the electronics sector, where devel oping
country export prices appear to be more volatile and to have fallen more steeply after 1995 than the
same products traded among devel oped countries.

There are also more general signs that the prices of manufactured exports from devel oping coun-
tries have been weakening vis-a-vis those of the industrial countries in recent years. It is true that
those developing countries that have achieved an impressive export programme on the basis of a
dynamic manufacturing sector, such as the Republic of Korea, have also enjoyed favourable terms of
trade with other developing countries, especially those exporting simple manufactures. Coupled with
the fact that prices for a number of important developing country manufactures also appear to be
increasingly volatile, there are grounds for concern. The design of export-oriented policies accord-
ingly needs to take into account the probability of oversupply in the markets for labour-intensive
manufactured exports from developing countries.

Because of the significant barriers to entry in high-skill and technology product lines associated
with their high R&D contents and the high costs involved in organizing production chains, these
markets are dominated by oligopolistic northern producers usually competing on the basis of quality,
design, marketing, branding and product differentiation, rather than price. Final products that are less
technology-intensive, such as machinery or transport equipment, which require the financing of very
large and specific investments, are also among those with the highest concentration ratios of export
market shares.

By contrast, the markets for labour-intensive goods have tended to be a good deal more competi-
tive, especially in the past decade. These markets continue to provide opportunities for the new gen-
eration of industrializing economies. But weak growth and high unemployment in the advanced in-
dustrial economies have slowed the closure of their sunset industries. Moreover, most middle-income
developing countries also persist in labour-intensive manufactures because their producers are finding
it difficult to upgrade and diversify. Competitive pressures are further compounded by the way |abour



markets in devel oping countries accommodate the additional supply of labour-intensive goods through
flexible wages, allowing firms to compete on the basis of price without undermining profitability.
Competition among firms, including international firms, in developing countries becomes competi-
tion among labour located in different countries.

With agrowing number of developing countries, including some with very large unskilled labour
pools, turning to export-oriented strategies, it is the middle-income countries in Latin America and
South-East Asia that appear most vulnerable to these dynamics. In particular, greater price competi-
tion in products of the electronics sector appears to have increasingly exposed traditional developing
country exporters to the emergence of more competitive suppliersin countries with lower costs. In the
absence of arapid upgrading to high-skill manufactures needed to enable them to compete with more
advanced industrial countries, these exporters may face a squeeze between the top and bottom ends of
the markets for manufactures.

Implications of China’s accession to the WTO

The accession of Chinato the WTO has raised the issue of the possible impact of the adoption of
multilateral trade disciplines on the trade performance of Chinaitself aswell as of itstrading partners.
For China, it implies, above all, opening up its marketsto greater foreign competition and commercial
presence. The experience of liberalization episodes in Latin America and transition economies sug-
gests that this can pose a challenge to economic policy makers. However, China's big advantage is
that it is joining the multilateral system from a position of strength: spectacular success in export
expansion; a sound and sustai ned bal ance-of -payments position; and abundant international reserves.
Moreover, it iswell placed to resist excessive import pressures linked to repressed consumer demand,
which have derailed other liberalization episodes.

The most difficult challenges will be faced by enterprises and workers in the State-owned sector.
These enterprises operate in agriculture, but are particularly prominent in heavy industry, including
power, steel, chemicals and armaments, as well as the service sector. At the end of the 1990s they
employed over 80 million people, and accounted for 38 per cent of GDP and about half of the coun-
try’stotal exports. Although reforms have been ongoing in this sector for well over a decade, many of
the enterprises are in a weak financial position, operating at a sub-optimal level with outdated tech-
nologies and relying on high levels of protection. The terms of accession — notably removal of subsi-
dies, reduction of tariffs and non-tariff measures, and elimination of preferential treatment —will exert
considerable pressure on many of these enterprises, particularly as the competition will come mainly
from firms in advanced countries. Considerable losses of jobs would seem unavoidable for both un-
skilled and skilled workers.

The consequences of restructuring and increasing unemployment in vulnerable sectors can be
offset through industrial expansion elsewhere. Sectors such as clothing, electrical equipment, leather
products and other light industries are expected to enjoy improved export opportunities following
accession. The recent increase in inward FDI suggests that low labour and infrastructure costs remain
a powerful attraction. However, it is unlikely that FDI will generate a large number of jobs; while
exports from foreign-owned firms now account for more than 10 per cent of GDP, these firms employ
less than 1 per cent of the total labour force. Even if employment in export industries dominated by
these firms were to double, they cannot be expected to absorb more than a fraction of labour released
elsewhere in the economy. Moreover, these firms are heavily dependent on imports, on top of which
there is an outflow of profits, resulting in a net outflow of foreign exchange. Although an important
part of total profits is reinvested, this contribution of foreign-funded enterprises to the balance of



payments bears a certain resemblance to some countries in East Asia, such as Malaysia, before the
outbreak of the financial crisis. If FDI simply serves to relocate labour-intensive processes to China,
such an approach may create trade-offs and stiffer competition among countries with surplus labour
and a high degree of reliance on FDI. Such an outcome can be avoided to the extent that FDI is used
for technological upgrading and greater attention is paid to the role of domestic markets in absorbing
surplus labour.

The growing presence of Chinese exporters is a matter of concern to many developing countries
with asimilar trading structure. Nevertheless, and despite low wages, China does not have an across-
the-board cost advantage in manufacturing over other devel oping countries because of low productiv-
ity, particularly in the State-owned sectors. In labour-intensive manufacturing, including assembly
operationsin electronics, it is middle-income producers, such as the members of ASEAN and Mexico,
that face the greatest exposure, particularly on third markets. These highly competitive markets are
precisely the ones most vulnerable to the risk of fallacy of composition.

Concerns are heightened because the trading opportunities from further opening of the Chinese
market are unlikely to favour to its potential export competitors. China’'s imports are biased towards
high-skill products and natural resources. Advanced industrial countries and the first-tier East Asia
NIEs arelikely to gain most, either because of an increased demand for imported parts and machinery
linked to production networks or because of sizeable cost advantages over Chinese producers. How-
ever, liberalization of China's agricultural imports can be expected to present new export opportuni-
ties not only for some Asian countries, which already have high shares in China's imports of such
products, but also for some Latin American and African countries.

China's challenge to integrate further into the world economy will require afull range of policies
to smooth the adjustment process and maintain solid growth. It isimportant that it retain its autonomy
and the option to use the exchange rate, if needed, to prevent serious disruptions to certain sectors of
its economy. Because thereisalimit to relying on labour-intensive exports, arapid and well-sequenced
technological upgrading in manufacturing that allows exports to shift to higher value-added and skill-
intensive products will require a new strategy, designed to replace imported parts and components
with domestic production while placing greater reliance on domestic marketsfor increasing productive
employment. Properly managed, such a process could enable China to leapfrog the industrialization
processinstead of seeking to absorb the surplus labour in relatively low value-added, |abour-intensive
manufactures.

Policy issues

The basic policy issue facing developing countries in the trading system is not, fundamentally,
one of more or less trade liberalization, but how best to extract from their participation in that system
the elements that will promote economic development. For some this is still a matter of switching
from primary commodities, but for many othersit isaquestion of increasing the value-added component
of manufacturing exports. The challenges facing Chinastand as areminder that even the largest devel-
oping economies still require sufficient policy space to managetheir integration into the global economy.

Since Seattle, concern has been expressed about the extent to which the multilateral trading rules
may foreclose policy options that were part of the successful development strategies in the Asian
NIEs as well asin many developed countries. Those concerns might have been eased if the increased
market access expected from the Uruguay Round had been realized. Instead, a combination of contin-
ued barriers to market access, reduced policy space for nourishing competitive enterprises and pro-
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moting technological upgrading, along with excessive competition among developing countries in
world markets for labour-intensive products and for FDI (in the labour-intensive segments of interna-
tional production networks), has raised once again the risk of fallacy of composition.

At the fourth session of the WTO Ministerial Conference, held in Doha, the concerns of develop-
ing countriesfirst raised in Seattle were acknowledged. The challenge now is to make the multilateral
trading system more development-friendly. The outcome will be judged by the extent to which devel-
oping countries achieve greater market access without their policy options being restricted. The dy-
namics of the trading system underscore the urgency of making real progress in this respect.

It would be wrong to suggest that making good on the bargain struck in the Uruguay Round by
providing improved access to markets in areas of interest to developing countries carries no, or only
small, adjustment costs in industrial countries. Prolonged periods of high unemployment and slow
growth in those countries have led many low-skilled communities to resist further concessions on
trade. But renewed protectionism is not the way forward. Anxieties arising from increased competi-
tion can best be addressed by making sure that the full range of macroeconomic and structural policies
is employed to accelerate growth and reduce unemployment. That is how developed countries ab-
sorbed the entry of low-cost producersin the 1950s and 1960s, and there is no reason to think that the
design of a“win-win” packageisbeyond the technical competence of policy makersin the current era.

Developing countries also need to strike the right policy balance. Continuing efforts to ensure a
pro-investment policy regime through an appropriate mix of macroeconomic and market pressures
and incentives will be required to meet target growth rates of 6 per cent and above. But much more
will be needed to stimulate dynamic export-investment linkages. Developing countries must be ableto
graduate across the full spectrum of manufacturing industries to ensure that more of the productive
activities generating trade stay at home and to help avert the problems associated with fallacy of
composition. This will call for a faster expansion of domestic markets and a rapid technological up-
grading through targeted trade and industrial policies and a well-devised approach to FDI. The poli-
cies adopted by the East Asian NIEs for this purpose are well known. Success in upgrading, particu-
larly by middle-income countries, will crucially depend on the extent to which obstacles to access to
technology and industrial upgrading will be removed in the WTO review process.

Finally, many larger devel oping countries will need to find ways of utilizing domestic sources of
growth more fully. This suggests that the outward orientation of their economies may decline as they
grow richer and their home market expands. For smaller countries regional arrangements could pro-
vide the right context for galvanizing the forces of trade and industry. These played an important role
in East Asiain facilitating the kind of staggered industrialization that is now required on awider scale.
Conventional economic thinking tends to dismiss these as second-best solutions for meeting develop-
ment goals, and as a potential stumbling block on the road to a fully open and integrated multilateral
system. However, these arguments are much less convincing when domestic firms still have weak
technological and productive capacities and the global economic context is characterized by systemic
biases and asymmetries.

Rubens Ricupero
Secretary-General of UNCTAD
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Chapter |

THE WORLD ECONOMY:
PERFORMANCE AND PROSPECTS

A. Introduction

For the first time since the oil price hike at
the end of the 1970s virtually all regions of the
world are experiencing a simultaneous economic
slowdown, and a new sustained global upswingis
not yet in sight. The sharp downturn in the United
States economy over the last quarter of 2000 and
into 2001, aggravated by the events of 11 Septem-
ber, appears to have bottomed out, but a strong
rebound has not yet materialized. In the Euro area
growth has stalled and unemployment is rising.
Japan, after a year of negative growth, faces the
possibility of prolonged recession in 2002, and it
may have to rely on a depreciation of the yen to
avoid an even more serious economic situation.
In the developing world some indicators have re-
cently improved, but most countries are not in a
position to fight the global slowdown with domes-
tic measures and must await recovery in the
developed world.

The growth rate of industrial production in
major developed and emerging-market economies,
the best available global indicator of cyclical
movements, has been negative since the middle

of 2001 (chart 1.1). The negative spillover into
emerging markets has been much stronger thanin
previous downturns in the 1990s. Asia led the
downswing and Latin Americafollowed suit. Only
China and India, two large and relatively closed
economies, have escaped the downward pressure
from world markets, their overall growth rates
being barely affected despite amuch reduced rate
of export expansion. In the devel oped world, eco-
nomic activity slowed down in Japan and the
United States simultaneously, and in the Euro area
soon after. World economic growth fell to 1.3 per
cent in 2001 from 3.8 per cent in 2000 (table 1.1).

World financial markets, which had wit-
nessed large pricefallsin 2001, are still unsettled.
The quick and forceful reaction of the world’s
most important central banks after the events of
11 September achieved its objective of ensuring
the continued functioning of major financial mar-
kets. However, bad news about the industries and
businesses directly affected, declining profits of
United States firms, defaults of some large com-
panies, greater realism about the “new economy”,
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Chart 1.1

INDUSTRIAL PRODUCTION IN THE MAJOR INDUSTRIALIZED COUNTRIES
AND EMERGING-MARKET ECONOMIES, 1991-2001

(12-month moving average of percentage changes
over the same period in the previous year)

A. G-3 and emerging-market economies

Per cent

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

B. G-3: Euro area, Japan and United States

Per cent

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

C. Emerging-market economies: Europe, Latin America and Asia

Per cent

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

Source: UNCTAD secretariat calculations, based on Thomson Financial Datastream.
Note: G-3includes Euro area, Japan and the United States. Emerging-market economies include: Czech Republic, Hungary
(from 1994), Poland (from 1995), Russian Federation (from 1995) and Turkey in Europe; Malaysia, Republic of Korea,
Singapore, Taiwan Province of China, and Thailand in Asia; and Argentina, Brazil, Chile, Mexico and Peru in Latin America.
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Table 1.1
WORLD OUTPUT GROWTH, 1997-2002
(Percentage change over previous year)
2002 forecast
1990- Economist
2000 Consensus Intelligence
Region/economy 1997 1998 1999 2000 2001 average  Economics Unit IMF?2
World 3.4 1.8 2.6 3.8 1.3 2.2 1.2 1.4 2.4
Developed economies 3.0 2.1 2.4 3.4 1.0 2.0 1.1 0.8
of which:
United States 4.4 4.4 3.6 4.1 1.1 2.8 1.6 2.2 0.7
Japan 1.6 -2.5 0.2 2.2 -0.3 11 -1.1 -1.3 -1.0
European Union 2.5 2.7 2.4 3.4 1.6 1.7 1.5 1.3 1.3
of which:
Euro area 2.3 2.7 2.4 3.5 1.4 1.7 1.2 1.2 1.2
Germany 1.4 2.2 1.5 3.2 0.6 1.6 0.7 0.8 0.7
France 1.9 3.1 2.9 3.5 1.9 1.4 1.4 1.2 1.3
Italy 1.8 15 1.4 2.9 1.8 1.2 1.2 15 1.2
United Kingdom 3.5 2.6 2.1 2.9 2.4 1.9 2.0 1.6 1.8
Transition economies 1.9 -0.9 2.7 6.0 4.3 -3.0 3.0° 3.6
Developing economies 5.3 1.1 3.4 5.4 2.1 4.3 4.4
Developing economies,
excluding China 4.7 -0.0 2.7 4.9 1.1 3.6

Source: World Bank, World Development Indicators (various issues); IMF, World Economic Outlook (December 2001); EIU,
Country forecasts (various issues); Consensus Economics, Consensus Forecast (11 February 2002).

a Based on country weights in terms of PPP.

b Including Azerbaijan, Belarus, Bulgaria, Croatia, Czech Republic, Estonia, Hungary, Kazakhstan, Latvia, Lithuania,
Moldova, Poland, Romania, Russian Federation, Slovakia, Slovenia, Turkey, Ukraine and Uzbekistan.

and the restructuring of banks' balance sheets
have blocked a quick return to more bullish con-
ditions.

Recent events have revealed the limitations
of monetary policy as an instrument for stabiliz-
ing the real economy in spite of its useful rolein
alleviating the burden of private debt in industrial
countries. The bursting of the stock market bub-
ble highlighted the vulnerability of the financial
position of households and companies in the
United States. Private savings have been extremely
low and excess capacity is a damper on profit-
ability. Moreover, debt levels are likely to hold
down both consumption and investment.

The global slowdown has pointed to the dif-
ficulty of achieving a coordinated macroeconomic
policy response in such circumstances. In the Euro
areathe response has been constrained by the fis-
cal guidelines of the Stability and Growth Pact
and by the reluctance of the European Central
Bank (ECB) to stimulate demand. Only in the
United States have the monetary authorities acted
quickly and forcefully to limit the impact of the
slowdown on employment and real income.
Moreover, the Government has boosted public
expenditure in the aftermath of 11 September and
accepted a huge swing from surplus to deficit in
the fiscal position. However, these measures seem
unlikely to provide a sufficient demand stimulus
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for faster world growth, even though they have
hel ped the United States economy to bounce back
sharply.

An imminent vigorous and sustained recov-
ery thus does not seem on the drawing board.
Much of the bottoming-out so far is due to the
ending of inventory adjustment in the United
States. Moreover, certain features of the recent
unbalanced pattern of growth may prove trouble-
some for the future. While the United States
experienced along period of expansion, there was
slower growth in Europe and stagnation in Japan.
This pattern led to difficulties in absorption and
generated external imbalances. The dollar has

been excessively strong, adding to global imbal-
ances resulting from disparitiesin demand creation
among the mgjor industrial countries. If anincreas-
ing number of countries were to depreciate their
currencies against the dollar as part of their at-
tempts to emerge from recession, the eventual
correction needed in the dollar could become very
large, creating a risk of sharp swings in the ex-
change rates of major currencies, with attendant
consequencesfor financial stability and economic
growth in devel oping countries. Avoiding such an
outcome requires a better balance in the con-
tribution of major industrial countries to global
demand, with much of the responsibility resting
with Europe.

B. Developed economies

1. Recession and recovery in the
United States

The United States economy, which entered
into recession in the spring of 2001, has been send-
ing out mixed signals. On the one hand, consumer
confidence has recovered faster, unemployment
islower and wage rates are higher than expected.
Private consumption, after a sharp declinein Sep-
tember, bounced back strongly in the fourth quar-
ter of 2001, with spending fuelled by extraordinary
zero-interest-rate financing for car purchases and
prepaid tax rebates, leading to unexpectedly rapid
decline in inventories. On the other hand, invest-
ment is still subdued and, despite many efforts to
reduce costs, the corporate earnings seem too low
to justify current price earnings ratios. Govern-
ment expenditure has been increasing at home and
abroad since 11 September, and the Government
is prepared to accept afiscal deficit of 1 per cent

of gross domestic product (GDP) in 2002 follow-
ing four years of surpluses. United States exports
are set to fall in volume for the second consecu-
tive year in 2002, depressed by sluggish world
demand and the strength of the dollar.

Asisusual in acyclical downturn, the bulk
of the adjustment burden has been born by profits
and theinventory cycle. Company earnings, which
rose to unprecedented level s during the prolonged
boom in the late 1990s, dropped sharply after the
cyclical peak was passed in the autumn of 2000.
Debt of the non-financial corporate sector has been
high by historical standards, in relation to turn-
over and cash flow. Industrial production declined
by more than 4 per cent, and capacity utilization
in manufacturing reached a low point of 73 per
cent in the second half of 2001. Asaresult, invest-
ment in plant and machinery has been cut sharply
and total employment has shrunk since the first
quarter of 2001. The unemployment rate, histori-
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cally low at the end of the boom, moved in line
with industrial production as gains in the service
sector and a general reduction of hours worked
failed to compensate for the shedding of labour in
industry.

By the beginning of 2002 many of the purely
cyclical adjustments had been completed. The
running down of inventories, which had been
stronger than in any recession since the 1960s, has
come to an end. Company earnings seem to have
bottomed out. Claims for unemployment benefits
stopped rising in December 2001, and there have
been fewer reports of corporate layoffs, while the
trend in payrolls has improved. The relief from
falling short-term interest ratesisworking itsway
through the economy, and their historically low
levels may induce arevival of spending on capi-
tal in sectors where the investment cycleis short,
such as electronic parts or computers.

Clearer indications of stabilization and recov-
ery hinge largely on spending by households to
underpin the long-term investment decisions of
corporations. Real disposable personal income
held up well in the recession, with a growth rate
of 3.8 per cent in 2001. Compensation per hour
worked in the business sector had been on a
steeply rising trend in the second half of the 1990s,
resulting in a growth rate of more than 8 per cent
at the end of 2000. In 2001 the rate declined, but
still reached 4 per cent, despite the sudden drop
in economic activity and the reduction of company
bonuses. The slow reaction of wagesto rising un-
employment contributed much to the stabilization
of domestic demand up to the fourth quarter of
2001. Paradoxically, although profits per unit of
sales may have suffered from the temporary sticki-
ness of wages, overall profit levels benefited as
consumers continued to spend their income, which
kept the savings rate close to zero. But this trend
changed dramatically at the turn of the year: the
growth rate of hourly compensation slowed to
about 2 per cent and firms cut back working hours
in an attempt to stem the downturn in profit mar-
gins.

More fundamentally, a return to sustained
growth might be hampered by some deep-rooted
disequilibria in the United States economy. Pri-
vate savings are still extremely low and financial
default looms for many households, even if the

recession proves to be short-lived. The growth of
real private consumption, at an annualized rate of
5 per cent in the last quarter of 2001, was similar
to what was achieved during the boom, but the
pace seems unsustainable in the face of existing
macroeconomic trends and levels of household
debt. A sustained recovery has to be compatible
with a return of private households to normal
spending habits. With real wages growing barely
more than 2 per cent in 2002 and employment
growth still subdued, the implied rise in the sav-
ings rate may deliver a growth of real private
consumption of as little as 1 per cent per annum,
and an acceleration to the rates achieved in the
second half of the 1990sis not on the cards in the
near future.

Moreover, investment expenditure is likely
to be held down, for some time to come, by the
effects of overinvestment in certain sectors and
by imbalances in firms' balance sheets due to fi-
nancial decisions taken and distortions in the
values of assets and liabilities during the specula-
tive boom of the 1990s. Lastly, the United States
economy is suffering from an overvaluation of the
dollar on most measures and a concomitant defi-
citinitscurrent account. The economic slowdown
relative to some of itstrading partners has not led
to the expected correction of imbalance. Imports,
which were falling in 2001, are likely to recover
in 2002, and the competitive position of United
States producers can be expected to weaken
further. The deviation of the dollar from its pur-
chasing power parity rate is now comparable to
that in the 1980s, when it led to the Plaza Accord.
If the dollar remains strong at a time of continu-
ing slow growth in Europe and stagnation in Japan,
the current-account deficit of the United Statesis
likely to widen. The consequent risk of a large
eventual devaluation of the dollar might usher in
a period of currency instability, which would
present serious problemsfor macroeconomic man-
agement and could become a source of financial
instability throughout the world economy.

United States monetary policy has played a
major role in sustaining economic activity. Criti-
cized for thetiming of itslast interest rate increase
in autumn 2000, the Federal Reserve demon-
strated, during the first half of 2001, its ability
and willingness to act aggressively to avoid an
extended phase of weak growth and rising unem-
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Chart 1.2
REAL SHORT- AND LONG-TERM INTEREST RATES IN THE EURO AREA
AND THE UNITED STATES,? 1996-2002
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Source: UNCTAD secretariat calculations, based on Thomson Financial Datastream.
a Deflated by the core consumer price index.

b United States: Federal Funds middle rate. Euro area: one month euro offered rate (Datastream synthetic).
¢ United States: 10-year Treasury bond yields. Euro area: 10-year benchmark government bond yields.
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ployment. With the headlineinflation rate at 3 per
cent but underlying inflationary dangers low, the
policy rate was cut five times during the first half
of 2001, and further cuts were made after 11 Sep-
tember. With money market rates lower than
headlineinflation, thereal short-terminterest rate
isnegative. However, long-term bond yields have
not always followed the path of short-term inter-
est rates, and in early 2002 they were much the
same as a year before. This steepened the yield
curve over the year, as markets appeared to dis-
count an early recovery and the possible impact
of the swing in the government budget on infla-
tion. Nonetheless, throughout most of 2001 the
nominal yield on the 10-year Treasury bond was
less than the comparable European rate, although
medium-term inflation forecasts for the rate and
for growth rates were higher for the United States.
Deflated by the core consumer price index, the
real long-term interest rate in the United States
stood at about 2.5 per cent in mid-2001, down from
4.5 per cent in early 2000 (chart 1.2).

However, the power of monetary policy to
push the economy back onto a path of sustained
growth may prove limited. Once the inventory
drag has come to an end and firms start building
up stocksin expectation of acyclical recovery, the
turning point will materialize, but the improve-
ment in activity may not last. Indeed, those who
hold a more pessimistic view of the implications
of the recent United States performancefor global
recovery base it on the uneven recovery from the
1990-1991 recession that was characterized by a
“double-dip” or even “triple-dip”. However, at that
time the economy was emerging from a debt defla-
tion processled by corporate investment, designed
to restore productivity levels by downsizing, and
resulting in what was called a “jobless” recovery
(TDR 1992, Part Two, chap. Il). The increase in
investment was not supported by increased con-
sumer demand, as households, faced with weak
prospects for employment and income growth,
continued to rebuild their balance sheets instead
of spending, so that recovery faltered a number
of times before sustained recovery took hold.

The present context is just the opposite: the
consumer istaking the lead, even in conditions of
falling employment, and it is the business sector
that isfailing to support this process with increased
investment, because of low profitability, excess

capacity, the need to rebuild balance sheets, and
funding difficulties. Despite record low interest
rates, some small and medium-sized firms have
indicated that they are subject to credit rationing,
and banks’ commercial and industrial loan books
have been shrinking, as accounting scandals have
placed a premium on credit quality. Thus, if con-
sumer demand slows down before business spend-
ing picks up, the recovery may falter. However, it
isalso possiblethat the swing in the Government’s
fiscal position will provide a massive stimulusin
the course of the year, which could turn the
economy around and allow for a sustained, albeit
modest, recovery.

2. Slow and erratic growth in the
European Union

The economic downturn started in the Euro
areashortly after that in the United States (chart 1.1),
and the pattern of this slowdown has been simi-
lar: investment and exports declined, followed by
a fall in consumption. However, investment did
not shrink as much as it had in the United States,
where there had been an unprecedented boom in
fixed capital formation during the 1990s. With
faltering export demand and rising interest rates,
economic growth in continental European Union
(EU) countries has proved to be less robust than
Governments had expected only two years ago.
Growth in the Euro area stagnated in the course
of 2001 and was set to remain at about 1.4 per
cent for the year as a whole. Thus the rate of
growth in 2001 did not differ much from that in
the United States, and fell significantly from the
3.5 per cent reached in 2000. Within the EU, the
United Kingdom, despite an overvalued currency
and manufacturing recession, has been the only
large economy to decouple from the region’strend,
as domestic demand has remained strong.

With economic slowdown, unemployment in
Europe levelled off at some 8.5 per cent in 2001,
after dropping from apeak of 11.5 per cent reached
in 1997. The prospects are once again unfavour-
able, particularly in the bigger economies. Despite
the emphasis on structural rigiditiesin discussions
on unemployment in Europe, the cyclical nature
of the European labour market has in fact been
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quite similar to that of the United States, growth
differentials explaining much of the divergences
between the performance of the two areas.

The strongly negative impact of the fall in
global demand on European development con-
trasts considerably with expectations. At the
beginning of 2001, Europe seemed to be well
placed to decouple from the United States. As
pointed out in TDR 2001, investment should have
been less influenced by rising yields in capital
markets, consumers should have been less con-
strained by declining equity pricesin view of the
lower share of equity in wealth, and tax cuts in
the most important countries should have stimu-
lated private domestic demand. However, these
positive factors had a weaker impact than ex-
pected, and other factors worked in the opposite
direction.

One such factor wasthe oil price hike, which
hit consumer spending just when the tax cuts had
been expected to raise disposableincome. Thefall
in demand resulting from this shock, however, was
much smaller than theloss of real income, because
many countries benefited from additional demand
on the part of the oil-exporting countries. German
exports to members of the Organization of the
Petroleum Exporting Countries (OPEC), for ex-
ample, surged by 50 per cent between the first
quarter of 1999 and the second quarter of 2001.

Moreimportantly, fiscal policy was designed
to prevent any impact of tax cuts on budget defi-
cits, so that public expenditure was reduced
proportionately, thus offsetting the positive effects
of the cuts on aggregate demand. The Stability
and Growth Pact has forced governments to pur-
sue deficit targets with insufficient regard to their
cyclical positions. Discretionary fiscal action to
stabilize the economy, such as advancing the
introduction of tax cuts, was ruled out by the Eu-
ropean Commission and the European Council
with respect to Germany, owing to its weak fiscal
position. Even the question of whether automatic
stabilizers should be allowed to work seemsto be
unresolved within the Euro area. Europe’sinabil-
ity to bolster global demand in face of the United
States slowdown and its undue reliance on exports
thus appear to be, in part, the result of frictionsin
the coordination process of policy-making in the
Euro area

There are several other reasons why Europe
has been much more affected by the slowdown in
the United States than was generally expected.
First, therelatively low share of trade in Europe’s
GDP (17 per cent) does not fully reflect its expo-
sure to the world economy. As pointed out in
TDR 2001, for European transnational corpora-
tions (TNCs) the share of sales by their affiliates
in the United States grew significantly in the
1990s, so that lower salesin the United States now
have a direct impact on their profitability. Sec-
ond, private consumption in the larger European
economies has remained flat as employment
growth has stalled and wage agreements in the
second half of the 1990s have resulted in extremely
moderate increases in the largest countries. In the
five years up to 2000, total domestic demand
grew by nearly 5 per cent per annum in the United
States but by only half that rate in the Euro area.
The growth rate of nominal compensation per em-
ployeein the Euro area was below 2 per cent be-
tween 1996 and 2001, and real compensation
barely grew. Thus, the income expectations of
households in many EU countries have been
understandably subdued, thereby restricting con-
sumer demand and growth (box 1.1).

With coreinflation and unit labour costs low,
and second-round effects on wages from the oil
price increase absent, European monetary policy
could have acted vigorously to counter the nega-
tive demand spillovers from global markets. This
was a classical case of a non-idiosyncratic, com-
mon external shock for the members of the Euro
area, requiring a common monetary policy re-
sponse to stabilize the economy without violating
theinflation target. However, the ECB was reluc-
tant to cut policy rates as aggressively as the
Federal Reserve had done in the United States. It
had followed the Federal Reservein thetwo years
up to the beginning of 2001, raising the interest
rate in seven steps from 2.5 per cent to 4.5 per
cent. Its monetary policy stance was considered
to be neutral since high interest rates were associ-
ated with aweakening of the euro. However, while
the weak euro helped maintain the pace of activ-
ity in the Euro area by attracting foreign demand,
from a global perspective the European monetary
policy was restrictive, as it prevented the region
from adding to global demand. Furthermore, while
the policy of the Federal Reserve was directed
towards slowing down an overheated domestic
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economy with full employment, the recovery in
Europe had just begun from conditions of low
employment and relatively slow growth. Again,
the Federal Reserve reacted promptly with cuts
inits short-term interest rates in several big steps
to attain a historically very low level, with falls
that more or less mirrored the decline in indus-
trial production. The ECB, by contrast, responded
late and in a way not so clearly linked to condi-
tionsin the real economy (chart 1.3).

To a significant extent as a result of these
policy divergences, the European objective to
eventually outstrip the United States in terms
of growth and employment has not been met.
Moreover, the absence of dynamic growth and in-
vestment at the beginning of the recovery entails
the risk of further increases in long-term unem-
ployment. With low demand for labour, agrowing
number of people without jobswill find it increas-
ingly difficult to reintegrate the job market.

The outlook for the Euro area as a whole is
still uncertain. Investment in machinery and equip-
ment is unlikely to grow rapidly. Loans to the
private sector continue to be on adownward trend
despite the monetary relaxation, which is indica-
tive of alack of confidence on the part of investors
and consumers. Private consumption remains flat
owing to slow growth in wages and stagnant em-
ployment. In the absence of an economic revival
based on internal sources, the Euro area appears
to be awaiting a positive demand impulse from
the United States. However, even if the United
States economy recovers vigorously, the short-
term spilloversfor Europe arelikely to be limited.

Recent economic performance and policy in
the United Kingdom resemble more closely those
of the United States than those of the Euro area.
After aboom that lasted for almost aslong as that
in the United States, with substantial improve-
mentsin employment, the economic slowdown has
been limited. Unemployment is still falling and
inflation is low after discounting the one-off
effects of the rise in oil prices and soaring house
prices. Nevertheless, the monetary authorities cut
official interest ratesin four steps, from 6 per cent
at the end of 2000 to 4.5 per cent in October 2001.
The strong pound adversely affected the manu-
facturing sector, and led to a “twin-speed econo-
my” where falling exports were accompanied by

strong domestic consumer demand. The | atter was
driven by rising real wages, alow savingsratein
the last phase of the boom, and lending supported
by the boom in housing property. So long as the
consumer boom continues, there is little danger
that the manufacturing recession will tip the
economy into an overall recession in 2002. In the
medium term, however, the dynamism of con-
sumer expenditure is vulnerable for reasons simi-
lar to those applying to the United States, in par-
ticular because of its dependence on buoyant house
prices.

3. Recession in Japan

Japan is the only large economy to have ex-
perienced three fully-fledged recessions since the
beginning of the 1990s (chart 1.1). Restrictive
monetary policy at the end of the period of the
“bubble economy” in 1991 resulted in thefirst big
setback; a huge real appreciation of the yen and
the Asian financial crisiswere associated with the
second deep and long recession in 1997/1998. The
recovery in 1999 and in the first half of 2000 was
short-lived: since the second quarter of 2001, Ja-
pan has been back in deep recession and the
short-term outl ook is bleak. Employment has been
falling and unemployment has edged up to 5.5 per
cent, arate far beyond the politically acceptable
level of a few years ago. Persistent deflationary
tendencies were highlighted by another fall in
wholesale and consumer prices in 2001, follow-
ing their temporary stability in 2000.

The Japanese central bank returned to its
zero-interest-rate policy in March 2001 and in-
jected more liquidity into the financial marketsin
face of the accelerating downswing of the real
economy and worsening balance sheets of com-
panies and banks. The number of bankruptcies
increased in 2001, and companies were reporting
record losses. The banking system faced further
deterioration in the quality of its assets, stemming
from problems arising at major firms owing to
recession and deflation. However, it is increas-
ingly recognized that the weakness of the financial
sector is as much a symptom as a cause of the
weakness of the real economy.
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Box 1.1

WAGES, CONSUMPTION AND GROWTH

Examination of the path of nominal and real wages, real consumption, and real growth in
major industrialized countries since 1995 points to a close relationship between wage and
GDP growth (charts a—). The countries with the smallest increases in nominal wages per
head also recorded the smallest increases in real wages. In Japan, real wages rose at an
annual average rate of only 0.7 per cent, and in Germany — the country with the weakest
growth performance in Europe — real wages did not rise at all. In the United States and the
United Kingdom, on the other hand, nominal and real compensation per employee have
been rising more strongly, with an annual average for real wages of more than 2 per cent
since 1995 in the United States and 2.5 per cent in the United Kingdom. France has taken a
middle position, with real wages growing at an average rate of 1 per cent.

The countries with the most vigorous growth in real wages have also experienced sharp falls
in household savings ratios (chart d). In the United States this ratio began to fall at the end
of the recession in the early 1990s, and the decline accelerated after the Asian crisis. In the
United Kingdom, the savings ratio fell from nearly 10 per cent in the early 1990s to around
8 per cent in 1998 and only around 4 per cent in 2001. In Germany the savings ratio declined
from 14 per cent to 10 per cent between 1990 and 1997 and remained at that level thereafter.
Only in Japan, did the ratio of savings to disposable income follow an upward trend in the
1990s, rising from 12 per cent to 15 per cent after the Asian financial crisis.

Declining savings ratios have significantly contributed to GDP growth in the United States
and the United Kingdom. However, in the future these countries cannot rely on a further
reduction in the households savings ratio for domestic demand growth. The decline must
eventually reach afloor, and household borrowing is limited by the quantity and quality of
collateral available to households, such as financial assets and residential property. Such
limits highlight the case for macroeconomic policies and real wage increases in line with
productivity growth in the industrial world directed at achieving a more balanced pattern of
GDP growth among its major economic areas than that experienced since the mid-1990s.

Japan was adversely affected by the slow-
down in the United States just when it expected
to escape the deflation in which it had been trapped
for so long. With a relatively strong yen at the
end of 2000, collapsing world markets for tech-
nology products and falling exports, Japanese
companies faced a difficult environment once
again. Therebound of non-residential investment,
the main source of hope in 1999 and 2000, has
faltered. Orders for machinery and equipment
dropped sharply in 2001. Overall growth fell, with
all components of aggregate demand shrinking.
Exports and private investment have been declin-

ing at double-digit rates. Since both the corporate
and the public sector had been under severe fi-
nancing constraints, it had been hoped that rising
private consumption would lead to recovery, but
that was not so.

Theleading indicators point to difficultiesfor
a quick turnaround. In the absence of short-term
policy instruments the Japanese economy depends,
to a very large extent, on world economic devel-
opments and a depreciation of the yen/dollar
exchange rate. Indeed, the Government and the
central bank seem to have been leaning towards
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Box 1.1 (concluded)
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the policy of aweak yen. If there should be aquick
recovery of domestic demand in the United States
and Europe, a lower dollar/yen rate might help
Japan to avoid a sharp recession, but the effects
on its competitorsin East Asia could be destabi-
lizing. And thereisthe possibility of other countries
of the region responding by depreciating their own
currencies.

The stabilization of the Japanese economy
and its return to a non-deflationary growth path
depend crucially on arecovery of household spend-
ing. Until sustained recovery isachieved, this may

require some alteration of the Japanese system of
employee compensation, which is based on links
tolevelsof enterprise profits. In normal economic
conditions this system has the advantage of pro-
viding firmswith flexibility regarding their costs,
but during a severe recession it tends to add to
downward pressures on demand. Japan isthe only
OECD country where, according to data from the
Bank of Japan, even the nominal earnings of em-
ployees have been shrinking for anumber of years,
dueto the system of profit-related earnings (such as
bonuses). Such earnings fell sharply in 1998 and
1999, recovered dlightly in 2000, and have dropped
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Chart 1.3

MONETARY RESPONSE TO ECONOMIC SLOWDOWN: GROWTH OF INDUSTRIAL PRODUCTION
AND SHORT-TERM INTEREST RATES INTHE UNITED STATES, THE EURO AREA AND JAPAN,
JANUARY 1999 TO MARCH 2002
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again since the beginning of 2001. Asthe number
of employees has also been falling, total employee
compensation has been shrinking since 1997.

Asaresult, private consumption expenditure
has been largely flat since 1995 (box 1.1). Al-
though falling prices are capable of increasing
real earnings despite the drop in nominal wages,
expectations of further falls, combined with eco-
nomic insecurity, can lead to a wait-and-see
attitude among consumers. This can have adamp-
ening effect on profits and bonuses, thereby

provoking a vicious circle of falling prices, fall-
ing profits, falling wages and still further falling
prices. At the same time, the government budget
in Japan is not sensitiveto overall macroeconomic
performance, owing to a relatively low tax ratio
and the ineffectiveness of automatic stabilizerson
the spending side, such as unemployment benefits.
Consequently, the task of stabilization is left
largely to monetary policy. But in the present de-
flationary situation, there is little scope left for
action on this front, thus leaving recovery in Ja-
pan dependent on external demand.

C. International trade, financial flows
and developing countries

The slowdown in the United States economy
has affected the growth performance of many de-
veloping countries through a sharp reduction in
their export earnings. Overall, GDP growth in the
developing countries (excluding China) fell from
closeto 5 per cent in 2000 to little more than 1 per
cent in 2001 (table 1.2), mainly due to a sharp
deceleration in most of Latin America and Asia.
Chinawasless affected, maintaining agrowth rate
above 7 per cent. Elsewherein Asia, only the In-
dian economy maintained the rate of the preceding
year; in Latin America the exception was Ecua-
dor. Growth performance in Africa remained
unchanged in 2001, but was again insufficient to
achieve per capita income growth for the region
asawhole.

Ininternational capital marketsthere hasbeen
anincreasein risk premiums and less willingness
by investors to lend to developing countries at a
time when their external financing needs to meet
rising current-account deficits have been grow-
ing. Even before the introduction, following the
September events, of more stringent and transpar-

ent reporting on financial transactions to fight il-
licit financial flows, capital flows to emerging
markets in 2001 were forecast to fall to levels not
seen since the early 1990s. This decline has been
accompanied by considerably higher borrowing
costs for several countries and the exclusion of
others from international capital markets.

Despite the apparent stabilization of the glo-
bal economy by the end of 2001, risks due to
contagion and negative spillovers persist. During
the global liquidity crisis, following the Russian
default in 1998, falling commodity prices and the
flight of capital to safe havens helped to stabilize
expenditure in the United States and elsewherein
theindustrialized world. However, the major nega-
tive macroeconomic shock in 2001 came from the
industrialized world itself, particularly from slower
growth in the United States, and there have been
few favourable feedback effects.

Thus developing countries did not benefit
from inflows of capital seeking alternative desti-
nations or higher returns as the prospects for
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Table 1.2

OUTPUT GROWTH IN SELECTED DEVELOPING AND TRANSITION ECONOMIES, 1997-2002

(Percentage change over previous year)

2002 forecast

1990- Economist
2000 Intelligence

Region/economy 1997 1998 1999 2000 2001 average Unit IMF
Developing economies 5.3 1.1 3.4 5.4 2.1 4.3 4.4
Developing economies, excluding China 4.7 -0.0 2.7 4.9 1.1 3.6 .
Latin America 5.2 1.8 -0.2 3.9 0.4 2.9 1.7
of which:
Argentina 8.1 3.9 -3.2 -0.5 -3.8 4.7 -8.4 -1.1
Brazil 3.2 -0.1 0.8 4.5 1.7 2.2 2.5 2.0
Chile 7.4 3.4 -1.1 5.4 3.1 6.0 2.2 3.0
Colombia 3.4 0.5 -4.3 2.8 1.5 2.4 2.0 2.4
Ecuador 3.4 0.4 -7.3 2.3 5.2 1.5 4.1 3.8
Mexico 6.8 4.9 3.5 6.9 -0.3 2.8 1.4 1.2
Peru 6.7 -0.4 1.4 3.6 0.1 3.7 3.0 3.7
Uruguay 4.9 4.6 -3.2 -1.1 -2.3 3.1 -2.5 .
Venezuela 6.4 -0.1 -7.2 3.2 2.7 15 -1.5 1.8
Africa 3.0 3.2 2.6 2.7 2.7 2.2 3.5
of which:
Algeria 11 5.1 3.3 2.4 3.0 1.4 2.8 3.4
Cameroon 5.1 5.0 4.4 4.2 55 1.0 4.8
Cote d’lvoire 6.6 4.5 2.8 -2.6 -0.9 2.9 3.0 .
Egypt 5.5 5.6 6.0 3.2 25 3.9 0.8 3.3
Ghana 4.2 4.7 4.4 3.7 3.9 3.9 4.3 4.0
Kenya 2.1 1.6 1.3 -0.3 1.3 1.7 1.4 1.4
Morocco -2.2 6.8 -0.7 -1.2 5.0 2.0 3.0 4.4
Nigeria 2.7 1.8 1.0 3.8 3.0 2.2 3.1 1.8
South Africa 2.5 0.6 1.2 3.4 2.1 1.3 2.3 2.3
Tunisia 5.4 4.8 6.2 4.7 4.0 4.3 4.0 5.3
Zimbabwe 2.8 3.7 0.1 -4.2 -7.5 2.3 -5.0
Asia, excluding China 4.7 -1.7 4.6 5.8 1.2 4.4 .
Asia 5.6 0.6 5.3 6.4 2.8 5.4 5.6
of which:
China 8.8 7.8 7.1 8.0 7.3 9.3 7.3 6.8
Hong Kong (China) 5.0 -5.1 29 10.5 0.2 3.3 1.7 1.0
India 4.6 6.8 6.5 5.2 5.4 5.0 5.5 5.2
Indonesia 4.7 -13.0 0.3 4.8 3.0 3.7 3.7 3.5
Iran, Islamic Republic of 3.4 2.2 2.5 6.1 4.1 3.6 3.6 4.8
Israel 3.2 2.6 2.2 6.4 -0.5 4.6 1.1 1.7
Malaysia 7.3 -7.4 5.8 8.3 0.1 6.2 2.7 2.5
Pakistan 1.0 2.5 4.0 4.4 3.3 3.5 3.3 4.4
Philippines 5.2 -0.8 3.2 4.0 3.4 2.4 2.5 3.2
Republic of Korea 5.0 -6.7 10.7 4.8 2.7 5.2 3.5 3.2
Saudi Arabia 2.7 1.6 0.4 4.5 1.7 1.9 0.3 1.6
Singapore 8.2 0.4 5.3 9.9 -2.2 6.7 1.3 1.2
Taiwan Province of China 6.8 4.7 5.7 5.9 -2.2 5.5 1.7 0.7
Thailand -1.7 -10.2 4.2 4.4 15 3.9 2.0 2.0
Turkey 7.5 3.1 -5.1 7.2 -8.2 2.8 2.1 4.1
Transition economies 1.9 -0.9 2.7 6.0 4.3 -3.0 3.6
of which:
Belarus 10.4 8.3 3.4 5.8 3.5 -1.9 2.0 1.5
Bulgaria -7.0 3.5 2.4 5.8 4.5 -2.5 3.4 3.8
Croatia 6.8 2.5 -0.4 2.9 3.5 -1.8 3.0 .
Czech Republic -1.0 -2.2 -0.2 2.9 3.5 -0.4 3.7 3.1
Hungary 4.6 4.9 4.5 5.2 34 0.3 3.6 35
Kazakhstan 1.7 -1.9 1.7 9.8 13.0 -5.0 6.3 7.0
Poland 6.8 4.8 4.1 4.0 1.3 3.3 1.6 2.2
Romania -6.6 -4.9 -3.2 1.6 4.5 -2.2 3.5 4.6
Russian Federation 0.9 -4.9 3.2 8.3 5.5 -5.1 3.5 3.6
Slovakia 6.2 4.1 1.9 2.2 3.0 0.3 3.4 3.1
Slovenia 4.6 3.8 5.2 4.6 3.3 1.4 3.2 3.0
Ukraine -3.0 -1.9 -0.4 5.8 7.3 -8.6 4.5 5.0
Uzbekistan 2.5 4.4 4.4 4.0 4.5 -0.8 2.5

Source: World Bank, World Development Indicators (various issues); EIU, Country forecasts (various issues); IMF, World
Economic Outlook (December 2001); and national sources.
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profitsin financial marketsin industrial countries
deteriorated. Furthermore, the lower incomes due
to the slowdown in exports and falling petroleum
prices reduced fiscal receipts for many devel op-
ing countries, and by cutting expendituresto keep
their budgets in balance they further aggravated
the downturn in economic activity. Finally, sub-
stantial declinesininflation rates and, indeed, the
absolute levels of consumer prices, in a large
number of developed and devel oping economies,
such as Argentina, China, Hong Kong (China),
Japan, Republic of Korea, Singapore and Taiwan
Province of China, in conditions of excess pro-
duction capacity and excess supplies, have tended
to limit corporate profitability and have reduced
thelikelihood of areturn to highinvestment rates.
Although declining inflation paved the way for
more aggressive anti-cyclical policy, most devel-
oping countries had little scope for autonomous
action because of balance-of-payments con-
straints. However, some Asian countries |oosened
their fiscal stance and continued to pursue inter-
est rate reductions designed to support domestic
spending. Consequently, their cyclical growth per-
formance was markedly better at the end of 2001
than that of the rest of the world.

1. Trade flows and balances

The slowdown of global growth during 2001
was accompanied by an even more marked decel -
eration of growth of international trade (table 1.3).
According to preliminary estimates, after expand-
ing by about 14 per cent in 2000, export volumes
from developing countries rose by less than 1 per
cent in 2001. This slowdown affected almost all
major regions. The economic impact of these de-
clines was reinforced by downward pressure on
export prices, leading to a pronounced deteriora-
tion, by an estimated 3 per cent, in the terms of
trade of developing countries in 2001. In Latin
America, thiswas due to falling prices of primary
commodities, which bulk large in the exports of
many countries in the region. In Asia, the worst
affected was theinformation technology (IT) sec-
tor, involving products such as semiconductors
and consumer electronics. Despite the increasing
optimism that the downturn in the developed
economies outside Japan would be reversed in

early 2002, growth in the volume of world trade
is expected to recover to only about 2 per cent in
2002 from the 1 per cent for 2001 (IMF, Decem-
ber 2001, table 1.1).

Devel oping countries are particularly vulner-
ableto this sharp slowdown in the growth of world
trade. With the value of exports falling more rap-
idly than that of imports, the current-account
surplus attained in 2000 by developing countries
as a whole almost disappeared in 2001. Latin
American earnings on exports of goods and serv-
ices are estimated to have fallen by 3.4 per cent,
while imports fell by 1.5 per cent. The projected
continued weakness in import and export values
for 2002 suggests that there is little prospect to
increasetheir earnings from trade. Although many
Asian economies continued to show surpluses,
supported by improvements in their export mar-
kets at the end of the year, for all Asian developing
countries taken together the current-account sur-
plus was sharply down in 2001, and is forecast to
fall further in 2002.

The changing patterns of trade in the 1990s
and the growing role of the United States as a
market for developing countries has meant that
the shrinking economic activity in that country had
a more rapid and direct impact on developing
countries. A significant share of the exports of
several Latin American countries went to the
United Statesin 1998: for Mexico, it represented
over 85 per cent, for the Andean Community over
40 per cent, for Central America over 36 per
cent and for the Southern Common Market
(MERCOSUR) over 15 per cent. Exports to the
United States were equivalent to over 25 per cent
of GDP in the Dominican Republic and Mexico,
and more than 10 per cent in Costa Rica, Ecuador
and Venezuela. Rates of growth of Mexican ex-
ports to the United States, which had been above
25 per cent per annum until the end of 2000, turned
negative by February 2001, and the rates declined
even further for Central America and South
America over the same period (ECLAC, 2001,
tables 4.1and 6).

Intraregional trade also contributed to the
worsening of the export performance of develop-
ing countries. For example, trade within the west-
ern hemisphere declined by about twice as much
as trade with countries outside the area, on ac-
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Table 1.3

EXPORT AND IMPORT VOLUMES, BY REGION AND ECONOMIC GROUPING, 2000 AND 2001

(Percentage change over previous year)

Export volume

Import volume

Region/economy 2000 2001 2000 2001
World 11.5 0.8 11.3 0.9
Developed economies 10.3 0.4 9.1 0.3
of which:
Japan 9.4 -5.0 10.9 0.3
United States 9.5 -3.0 13.4 -1.8
European Union? 11.6 2.8 10.6 2.7
Transition economies 16.1 8.4 15.0 11.3
Developing economies 13.7 0.5 16.8 0.8
of which:
Africa 7.3 2.5 7.5 4.6
Latin America 11.0 2.5 14.0 3.0
West Asia -19.9 -4.0 20.2 0.3
East and South Asia 21.5 0.3 18.3 -0.4
China 31.0 5.0 31.0 11.3

Source: UNCTAD secretariat calculations, based on UN/DESA, World Economic Situation and Prospects 2002; EIU, Country
forecasts (various issues); JP Morgan, World Financial Markets, Fourth Quarterly Report (2001a).

a Including intra-EU trade.

count of the continuing recession in Argentina
within MERCOSUR and the impact of the United
States recession on trade within the North Ameri-
can Free Trade Area (NAFTA). While intra-
regional trade in NAFTA fell by 5 per cent, its
trade with the rest of the world fell by only 2 per
cent in the first three quarters of 2001. However,
trade in the Andean Community and in Central
Americadid not follow thistrend, and this, in part,
explainstheir above- average growth performance
(IADB, 2001).

In Asia, whererecovery after the 1997 finan-
cial crisis was driven by exports, owing to the
rapid expansion of investment inthe I T sector, the
fall in United States demand led to stagnation in
export growth, a rapid deterioration of current-
account positions and declining growth rates in
early 2001 in all countries except Indiaand China.

Just as in the run-up to the Asian crisis, the pre-
cipitousfall in the prices of semiconductors had a
sharply negative impact on the terms of trade,
while export volumes to the major developed
country markets continued to fall. Annual rates
of increase of electronics and semiconductor ex-
ports, based on monthly figures, fell by about
30 per cent and 60 per cent, respectively, during
the last quarter of 2001. Obviously, some of this
was due to the disruptions in air transportation
after 11 September. Indeed, by the end of the year
prices had stabilized, and there were reports of
sharply improved export orders, resulting from the
demand to replenish inventories which had been
kept at low levelsin developed markets through-
out 2001.

The adverse impact on the region of the
slowdown in the United States has been exacer-
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bated by the return of recession in Japan. The
Asian Development Bank has estimated that for
its membersthe value of exportsfell by 5 per cent
in 2001, compared to an increase of over 20 per
cent in 2000. Similarly, the value of merchandise
imports, which grew by almost 25 per cent in 2000,
isestimated to have declined by 3 per cent in 2001.
Overall, the aggregate current account balance
for the region, in surplus since 1997, is expected
to remain positive but to fall as a share of GDP
from 3.4 per cent in 2000 to 2.3 per cent in 2001,
and to further erode in 2002 as recovery fuels
import demand (ADB, 2001).

The decline in merchandise exports was es-
timated to be more than 15 per cent for Taiwan
Province of China, 10 per cent for the Republic
of Korea, and about 5 per cent each for Hong Kong
(China), Malaysia, Singapore and Thailand. These
economies, all with high sharesof IT exportsto the
United States, experienced periods of negative
guarter-on-quarter growth even before 11 Sep-
tember, and their largest declines in industrial
production occurred in the first half of 2001. In-
donesia managed to preserve its current-account
surplus owing to only a marginal decline in ex-
ports and a sharp contraction in imports.

The September events and the increased se-
curity arrangements introduced in international
transportation also had a very strong negative
impact on the already declining trend in earnings
from tourism for many developing countries. In
the last four months of 2001 worldwide arrivals
dropped by 11 per cent, with substantial decreases
in every region. Particularly hard hit among de-
veloping regions were South Asia (24 per cent),
the Middle East (30 per cent), East Asia and the
Pacific (10 per cent), and, in the Caribbean region,
the Bahamas and Jamaica (4 per cent). In Latin
America, international arrivals dropped nearly
10 per cent in Argentinaand Brazil, and 5 per cent
in the Dominican Republic, Mexico and Uruguay.
In the Middle East, arrivals in Egypt, which ac-
count for a quarter of the total for the region,
decreased by about 16 per cent for 2001 as a
whole. Despite declines in the last quarter, inter-
national arrivalsto Africaincreased by 3 per cent
in 2001, with Morocco and Tunisiaaccounting for
most of that gain (WTOR, 2002).

2. Commodity prices

The commodity prices of greatest importance
to developing countries were especially hard hit
by the events of 11 September; most of the major
commodity price indices were showing substan-
tial declinesin 2001 and remained below the levels
of 1997 (table 1.4). While prices are expected to
recover during 2002, there seems to be some in-
consistency between the reaction to the events of
11 September of financial markets, which have
recovered their losses, and commodity markets,
which appear to be expecting a more sustained
period of depressed demand.

Prices for some food commodities had risen
in 2000 from low levels in 1999, but this recov-
ery slowed down in 2001. The prices of tropical
beverages fell by more than 20 per cent during
theyear, with large declinesin coffee and tea. The
marked improvement in cocoa prices was largely
dueto temporary supply factors. The performance
of various oil seeds was mixed: soybean and sun-
flower oils maintained their earlier increases,
while the prices of copra and coconut oil were
down substantially and palm oil by somewhat |ess
by the end of the year. Prices of grainsimproved,
but those of rice continued to decline in 2001.
After declines early in the year, sugar prices re-
covered as weather-related production shortfalls
in Australia and Cuba more than offset the unex-
pectedly rapid recovery of production in Brazil.
Agricultural raw materials and minerals, ores and
metals were all hard hit by declinesin global in-
dustrial production, although the metal s group was
showing signs of recovery by the end of 2001.
Copper prices, of particular importance to a num-
ber of developing countries, fell by over 10 per
cent. Cotton prices also fell by over 20 per cent in
2001, and natural rubber (especially important to
India, Indonesia, Malaysiaand Thailand) declined
by arange of 5 per cent to more than 10 per cent,
depending on the producer.

The price of oil over the past two years has
displayed a stability and resilience not seen since
the first half of the 1980s. It remained between
$24 and $30 a barrel from the first quarter 2000
to the third quarter 2001. This stability and resil-
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Table 1.4
WORLD PRIMARY COMMODITY PRICES, 1997-2001
(Percentage change over previous year)

Commodity group 1997 1998 1999 2000 2001
All commodities? 0.0 -13.0 -14.2 1.9 -2.9
Food and tropical beverages 2.8 -14.3 -18.3 1.0 0.0
Tropical beverages 33.3 -17.3 -20.9 -13.2 -22.0
Coffee 54.7 -28.5 -23.2 -18.1 -27.2
Cocoa 11.2 3.7 -32.1 -22.2 22.7
Tea 35.1 4.3 -7.0 6.8 -20.2
Food -3.5 -13.8 -18.1 5.9 4.0
Sugar -4.9 -21.2 -30.0 30.5 5.6
Beef 4.0 -7.0 6.1 5.7 10.0
Maize -25.3 -13.4 -5.5 -1.0 4.2
Wheat -22.6 -19.9 -10.9 3.5 9.2
Rice -10.7 1.3 -18.6 -18.1 -15.2
Bananas 4.3 -3.1 -9.9 -2.3 38.8
Vegetable oilseeds and oils -0.9 7.1 -23.3 -22.8 -8.5
Agricultural raw materials -10.3 -10.8 -10.3 0.0 -2.9
Hides and skins -19.8 -22.7 -27.6 73.8 41.1
Cotton -8.9 -8.3 -22.9 3.5 -20.9
Tobacco 15.6 -55 -7.0 -3.3 0.1
Rubber -28.3 -29.8 -12.6 7.9 -14.1
Tropical logs -5.5 -1.2 -7.2 -3.1 4.6
Minerals, ores and metals 0.0 -16.0 -1.8 12.0 -9.9
Aluminium 6.2 -15.1 0.3 13.8 -6.8
Phosphate rock 7.9 24 4.6 -0.4 -4.5
Iron ore 1.1 2.8 -9.2 2.6 4.5
Tin -8.4 -1.9 -2.5 0.6 -17.5
Copper -0.8 -27.3 -4.9 15.3 -13.0
Nickel -7.6 -33.2 29.8 43.7 -31.2
Tungsten ore -9.3 -6.4 -9.3 12.1 45.5
Lead -19.4 -15.3 -5.0 -9.7 4.9
Zinc 28.4 -22.2 5.1 4.8 -21.5
Crude petroleum -6.0 -31.8 38.7 55.6 -13.3

Source: UNCTAD, Monthly Commodity Price Bulletin (various issues).

a Excluding crude petroleum.

ience have been made possible by two key devel-
opments on the supply side of the market: first,
unusual discipline and adherence to individual
production quotas by OPEC members,? and, sec-
ond, coordination of global oil production cuts
between OPEC and other key oil exporters. OPEC

producers continued to adjust their supply with
the aim of meeting a price target of $22-$28 a
barrel for the OPEC basket. In the aftermath of
the events of 11 September, oil prices softened,
dropping to about $18 a barrel in November and
December, from around $24 in August. Prices sub-
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sequently rose slightly in January and February
2002 as the new supply cuts by OPEC and others
took effect.

Global oil supply® in 2001 is estimated to
have been 77.0 million barrels per day (bpd) or
0.1 million bpd above the 2000 level. OPEC sup-
ply fell by 0.7 million bpd, but was replaced by a
slightly bigger increase in non-OPEC production.
There was a slowing in the growth in world oil
demand: following an increase of 0.7 million bpd
in 2000, it rose by only 0.1 million bpd — the small-
est year-on-year increase in over a decade. This
total was accompanied by marked regional varia-
tions, with declines in North and Latin America,
Japan and Australia, but increasesin almost every
other region. The slowdown in the growth of world
oil consumption led to ariseininventories, OECD
commercial oil stocks rising significantly above
thelevelsof 2000. Thisincreasein stocksislikely
to exert downward pressure on prices, particularly
in the second quarter of 2002, when seasonal de-
mand for oil is likely to be low. However, the
eventual recovery in the world economy and con-
tinuing political tensions in the Middle East are
expected to support firmer oil prices.

The effects of the declines in the prices of
primary commodities were strongly felt in Latin
America, where fiscal revenues and export re-
ceipts are sensitive to such price movements. In
this region most major export commodities expe-
rienced substantial price declines, including pe-
troleum (a major item for Colombia, Ecuador,
Mexico and Venezuela), copper (a major export
for Chile), and coffee (amajor export for Brazil),
but there was some recovery for orange juice and
sugar prices. The unfavourable effects of these
price falls were evident in Mexico, where they
reinforced the slowdown in GDP growth due to
declining exports. The decline in petroleum re-
ceipts produced a shortfall in projected govern-
ment revenue and, despite the introduction of a
programme of subsidies for coffee producers de-
signed to offset declines of market prices below
costs, cutsin government expenditures have been
announced to meet projected fiscal targets. In
Colombia export growth was negative, and in
Ecuador economic recovery was reversed in the
last quarter of 2001 as a result, in large part, of
weaknesses in the markets for coffee and petro-
leum.

But international commodity markets did not
affect commodity-exporting countries uniformly
in 2001. In Africa, where export earnings are still
mainly determined by the behaviour of primary
commodity prices, the magjor benefit has been in
the recovery of cocoa prices — which may, how-
ever, be short-lived as new supplies come onto
the market — and the increase in sorghum prices,
driven by its use as asubstitute for offal in animal
feeds. The Russian Federation avoided stagnation
of its exports and economic growth during much
of 2001, as a sharp recovery in the country’s real
effective exchange rate, supported by buoyant
export prices, was accompanied by alarge current-
account surplus. Thishelped maintain the country’s
growth rate at about 4 per cent until the last quar-
ter of the year, when growth turned negative.

3. Financial markets and capital flows

Capital flowsto devel oping countriesin 2001
remained at low levels, prolonging the downward
trend that has persisted since the 1997 Asian fi-
nancial crisis (table 1.5). The preliminary esti-
mates of net private capital inflows to developing
countries, made by the international Monetary
Fund (IMF) at varioustimes during the year, have
been highly volatile, ranging from negative in the
autumn to low but positive later in the year (IMF,
October 2001, table 1.2). Estimates for the more
restricted group of 29 emerging-market economies
covered by the Institute of International Finance
(I1F) broadly confirm the most recent IMF esti-
mates.* In 2001, Latin America was the largest
recipient of inflows, despite a substantial decline
in flows to Argentina. Other regions, with the ex-
ception of the Middle Eastern countries and Tur-
key, also received positive inflows.

The rapid deceleration in the United States
economy countered by the swift relaxation of
monetary policy had been expected to encourage
capital flows to emerging markets for reasons
similar to those applying in the early 1990s. The
decline in interest rates in the United States dur-
ing 2001 was indeed much more rapid than it had
been during the recession of 1990-1991, and the
absolute reduction was slightly larger (450 basis
points over three years in 1991-1993, compared
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Table 1.5
ESTIMATES OF NET CAPITAL FLOWS TO DEVELOPING AND
TRANSITION ECONOMIES, 1998-2002
(Billions of dollars)
Type of flow/region 1998 1999 2000 2001 2002

Estimates of the Institute of International Finance (lIF)

Net private capital inflows

Total 141.5 143.2 169.0 115.1 144.2
by category:
Private creditors
Commercial banks -53.6 -48.9 -5.9 -21.8 -3.9
Non-bank private creditors 60.9 28.6 27.6 -10.2 17.5
Equity investment
Direct equity 120.7 147.7 132.5 148.8 117.1
Portfolio equity 13.4 15.8 14.8 -1.7 13.5
by region:
Africa/Middle East 6.8 10.3 5.0 7.1 9.3
Asia/Pacific 0.2 20.8 66.9 44.4 53.1
Europe 36.6 34.6 38.9 15.8 30.7
Latin America 97.9 68.4 58.3 47.8 51.1
Memo item:
Resident lending/other, net?
Total -143.2 -121.7 -146.1 -87.7 -105.0
Africa/Middle East 0.6 -5.7 -8.3 -4.0 -3.8
Asia/Pacific -76.4 -59.6 -90.9 -27.0 -50.4
Europe -25.7 -23.7 -38.4 -33.0 -31.7
Latin America -41.8 -32.7 -8.5 -23.6 -19.2

Estimates of the International Monetary Fund

Net private capital flows

Total 69.6 59.6 8.9 20.1 59.8
Net direct investment 155.4 153.4 146.2 162.4 142.6
Net portfolio investment -4.2 31.0 -4.3 -13.0 13.7
Other net flows? -81.6 -124.8 -133.0 -129.4 -96.6

Africa 10.0 11.9 7.0 9.5 10.0
Net direct investment 6.9 9.0 7.2 21.4 11.0
Net portfolio investment 3.7 8.7 -1.8 -6.3 4.2
Other net flows® -0.7 -5.8 1.6 -5.8 -5.2

Asia® -53.4 -7.6 -12.2 1.4 -3.1
Net direct investment 59.9 51.9 46.8 43.7 41.7
Net portfolio investment -15.3 13.8 3.7 -4.7 3.8
Other net flows? -89.4 -74.4 -66.4 -46.0 -50.1

Middle East and Europe 11.8 -1.1 -22.4 -29.2 -0.7
Net direct investment 6.3 5.4 7.2 6.5 8.4
Net portfolio investment -13.2 -4.2 -15.1 -9.6 -5.2
Other net flows? 18.6 -2.3 -14.6 -26.1 -3.8

Western Hemisphere 71.7 43.6 37.9 38.8 39.5
Net direct investment 60.7 63.8 62.5 64.1 50.0
Net portfolio investment 16.5 9.8 4.6 4.0 7.6
Other net flows? -5.5 -30.0 -29.2 -29.3 -18.0

Transition economies 21.0 13.8 2.2 7.6 15.0
Net direct investment 21.6 23.4 22.5 26.7 31.5
Net portfolio investment 4.0 2.8 4.3 3.6 3.5
Other net flows? -4.6 -12.4 -24.7 -22.7 -20.0

Source: |IF, Capital Flows to Emerging Market Economies (2002); IMF, World Economic Outlook (December 2001).
a For explanation of this term, see note 4 to the text.
b Comprises other long-term net investment flows, including official and private borrowing.
¢ Includes crisis countries, other Asian emerging markets and Hong Kong (China).
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with 475 basis points in 2001 alone). However,
the interest rate reduction in the early 1990s fol-
lowed a decade of historically high rates in the
United States, and it induced many investors to
shift their investmentsto emerging foreign markets
in order to maintain high returns. The attraction
of these investments was supported by the rapid
rates of economic expansion in Asia and the ap-
parent success of adjustment policiesin Argentina
and Mexico in the early 1990s, and in Brazil in
1994. Liberalization of financial marketsin these
countries also increased their attractiveness as
investment alternatives. By contrast, the current
United States slowdown is occurring after a series
of global financial and liquidity crises, including
aparticularly severe market disruption in 1998 and
massive losses in global equity markets in 2000.
Theincreasing uncertainties during 2001 concern-
ing the potential default on Argentina’s debt and
the threat of contagion to other emerging markets
havereinforced investors' aversionto external in-
vestments.

Furthermore, as a result of increased global
economic integration and the greater role of ex-
ternal trade in the economies of developing
countries, the downturn in the United States has
had a more rapid negative impact on their growth
and export performance than in the past. Thus, in
contrast to the situation in the early 1990s, growth
in developing countries today is more directly
linked to that of the United States and provides
little scope for diversification to investors seek-
ing higher risk-adjusted rates of return. As shown
in chart 1.4, international investors have been es-
pecially wary of Argentina, Turkey and Venezuela:
spreadsin Argentinarose from levelsin therange
of 600-800 basis points at the beginning of 2001
to more than 4,000 basis points in early Decem-
ber, and those of Turkey fluctuated throughout this
period between about 700 basis points and more
than 1,100. Higher risk premiums have also been
demanded for countries, such as Brazil, that are
considered subject to contagion. On the other
hand, Mexico was viewed as protected from
spillovers from Argentina, and benefited from in-
creased capital inflows due to its upgrading to
investment grade status. By contrast, the spread
on Russian bonds decreased sharply from levels
of over 1,000 basis points at the beginning of the
year; and spreads on bonds for Asian borrowers,
many of which suffered from the 1997 financial

crisis, also remained mostly below 250 basis
pointsthroughout 2001 as their improved current-
account surpluses enabled them to repay bank
debt. This suggests that international investors'
behaviour increasingly reflects discrimination be-
tween the conditions facing different borrowers.®

In many Asian countriesrecovering from the
1997 crisis, large external surpluses have been a
source of increased deposits with international
banks. Since 1998 repayments to banks by bor-
rowersin all developing countries have exceeded
new loansto them, and the total exposure of BIS-
reporting banks to such economies is now more
than $200 billion lower than in 1997 (table 1.6).
The only region for which the exposure of banks
reporting to the Bank for International Settlements
(BIS) increased during the first two quarters of
2001 (after allowance for the effects of movements
in exchange rates) was Latin America.® A large
proportion of the sharp fall in the exposure of these
banks to West Asia was due to a contraction of
$7.4 billion (or 60 per cent of the total) vis-a-vis
Turkey. Net repayments to BIS-reporting banks
by borrowers in East and South Asia and in oil-
exporting countries in West Asia have been ac-
companied by alarge build-up of deposits by the
two regions, which reflects substantial current-
account surpluses; they have thus been a substan-
tial net source of funds to the international bank-
ing system.

Financing for developing countries in the
form of export credits also declined in the first
two quarters of 2001. Most of the decrease of
$6.1 billion was due to borrowers in Africa and
Eastern Europe.” Newly announced international
syndicated credit facilities for developing coun-
tries, other than those from offshore centres,
amounted to about $45 billion in the first three
quarters of 2001, indicating that the figure for the
full year will be substantially below the $94 bil-
lion granted in 2000 (BIS, 2001b, table 10). As
noted in TDR 2001, after the financial crises of
the second half of the 1990s the maturity profile of
outstanding bank loans was substantially length-
ened. This adjustment now appears to have run
its course, but there remain variations among de-
veloping countries in the average proportion of
total exposure with a maturity of up to and in-
cluding one year: for example, from about 43 per
cent for countries in Europe to about 54 per cent
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Chart 1.4

YIELD SPREADS? OF SELECTED INTERNATIONALLY ISSUED EMERGING-MARKETS BONDS,
JANUARY 1997 TO JANUARY 2002
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Source:

UNCTAD secretariat calculations, based on Thomson Financial Datastream.

a Differential between the yield on a representative bond issued by the borrowing country and one of the same maturity
issued by the government of the country in whose currency the borrower’s bonds are denominated.

b One basis point equals 0.01 per cent.
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Table 1.6
EXTERNAL ASSETS OF BANKS IN THE BIS REPORTING 2 AREA VIS-A-VIS
DEVELOPING AND EASTERN EUROPEAN COUNTRIES, 1997-2001
Stocks
2001 end-June
1997 1998 1999 2000 (1“ half) 1997 1998 1999 2000 2001
Percentage rates of increase® $ billion
Total ¢ 8.9 -12.9 -7.7 -1.4 -0.8 1083 943 871 858 852
of which in:
Latin America 11.6 -3.3 -5.6 5.1 3.8 298 288 272 286 297
Africa? 19.6 14.1 -2.7 -8.9 -3.3 70 79 77 70 68
West Asia 25.2 19.1 6.3 10.6 -9.8 89 105 112 124 112
East and South Asia® 0.9 -30.2 -17.1 -9.6 -0.8 520 363 300 272 269
Central Asia 34.0 15.7 26.0 -4.5 -4.5 3 3 4 4 3
Eastern Europe’ 26.9 -0.9 -1.0 -4.4 -0.6 97 96 95 91 91
Other Europe9 375 12.7 13.9 23.1 -1.4 8 8 10 12 12
All borrowers " 17.5 2.0 3.2 13.1 6.0 8 642 8 816 9101 10291 10912

Source:

BIS, International Banking and Financial Market Developments (various issues).

a Including certain offshore branches of United States banks.

b Based on data for end-December after adjustment for movements of exchange rates.

¢ Excluding offshore banking centres, i.e. in Latin America: Aruba, Bahamas, Barbados, Bermuda, Cayman Islands,
Netherlands Antilles, Panama and West Indies UK; in Africa: Liberia; in West Asia: Bahrain and Lebanon; and in East
and South Asia: Hong Kong (China), Singapore and Vanuatu.

SQ "D Q

Including multilateral institutions.

for those in Africa and West Asia (BIS, 2001a,
tables 3-6).

The pace of issuance of debt instruments by
developing countries fell between 2000 and the
first three quarters of 2001, issuers from Latin
America accounting for more than 50 per cent of
total figures (table 1.7). Net issuance in the first
three quarters of 2001 reflected a sharp turndown
in the third quarter, with very little new issuance
after 11 September, following two quarters of in-
creases from the negative level of the last quarter
of 2000. Grossissuance of debt securitieswas also
at alower rate in 2001, but the proportionate de-
cline was smaller than for net issues.® Activity in
thismarket also involved afirst international bond
issue by Egypt, and a major external and internal

Including residual amount specified in source for Africa and West Asia.

Including residual amount specified in source for East and South Asia and Central Asia.

Including residual amount specified in source for Eastern Europe and Developing Europe.

Malta, Bosnia and Herzegovina, Croatia, Slovenia, The Former Yugoslav Republic of Macedonia, and Yugoslavia.

debt swap by Argentinafor obligationswith longer
maturities, as well as lesser ones by Brazil and
Mexico.

Estimates provided by the IMF and I1F for
net foreign direct investment (FDI) flowsin 2001
suggest that they broadly withstood unfavourable
pressures exerted by increased uncertainties and
lower global economic growth (table 1.5). Net FDI
flows to China and Mexico increased in 2001 (in
the latter case reflecting the purchase of Banacci
for $12.5 billion by Citigroup), but these rises
were offset by declines for Argentina and Brazil.
Announced international equity issues by devel-
oping countries (mainly in East and South Asia)
amounted to about $9 billionin the first three quar-
ters of 2001, arate of issuance sharply lower than
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Table 1.7

INTERNATIONAL ISSUANCE OF DEBT SECURITIES? BY DEVELOPING
AND TRANSITION ECONOMIES,” 1997-2001

(Billions of dollars )

Gross issues® Net issues
1997 1998 1999 2000 20017 1997 1998 1999 2000 20017
Developing countries 117.3 76.2 79.3 78.3 55.4 82.1 37.3 34.8 38.5 11.2
Africa 0.8 1.3 2.2 2.4 4.2 4.3 0.4 1.4 0.9 3.1
Latin America 64.0 43.0 48.0 43.1 32.2 41.1 22.5 27.1 27.9 7.6
Asia 44.3 14.8 23.9 27.1 10.9 27.7 -1.3 4.2 8.6 -4.3
Europe 8.2 17.1 5.2 5.7 8.1 9.0 15.7 2.1 1.1 4.8
World 1508.6 1657.2 23050 2661.6 2330.8 560.4 681.1 1241.2 1246.0 771.4

Source: UNCTAD secretariat calculations, based on BIS, International Banking and Financial Markets Developments (various issues).
a International money market instruments and international bonds and notes, classified by residence of issuers.

b Other than offshore financial centres.

¢ Gross issues include gross issuance of money market instruments and announced issues of international bonds and

notes.
d First three quarters.

in 2000, when the figure for the year as a whole
was over $40 billion (BIS, 2001b, table 18). Pro-
visional estimates of |1F in table 1.4 show atotal
negativefigure for foreign portfolio equity invest-
ment in emerging-market economies, significantly
below that for international equity issues. This
points to the likelihood of substantial net foreign
disinvestment in local equity marketsin 2001.

Perhaps because the widely expected depre-
ciation of the dollar failed to materialize, gener-
alized volatility in the exchange rates of develop-
ing countries was largely absent in 2001, with the
exception of those of Argentina, South Africa,
Turkey and Venezuela in early 2002. After the
abrogation of Argentina's Convertibility Law a
floating exchange-rate regime has become by far
the most common feature in emerging-market
economies. Argentina introduced a free float af-
ter a short experiment with the two-tier exchange
rate system, and the currency depreciated to
slightly above 2 pesos to the dollar from the par-
ity. After continued depletion of its foreign ex-
change reserves Venezuelaended its band in Feb-

ruary 2002 and replaced it with a floating rate, a
step followed by a sharp depreciation of nearly
20 per cent on the first day of the float. In Asia,
Malaysia continued to maintain afixed dollar ex-
change rate, while easing rules concerning prop-
erty ownership by foreigners and removing the
10 per cent levy on profits from portfolio invest-
ments repatriated within a year. China continued
to pursue a policy of a quasi-fixed exchange rate,
managing its currency within a narrow band of
plus or minus 0.3 per cent of the previous day’s
average, while tightening controls over domestic
institutions’ external borrowings. Amongst the
emerging-market economies of Eastern Europe
only Hungary now maintains an exchange-rate
band, but one that was made increasingly flexible
in two stages during the year, accompanied by a
wide-ranging liberalization of capital-account
transactions. By contrast, South Africaresponded
to thelarge depreciation of the rand through amore
rigorous enforcement of existing exchange con-
trols. In general, movements in exchange rates
during 2001 produced no large shifts in the com-
petitive positions of different emerging regions.
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Asfor yield spreads on international bonds,
the contagion effects of the financial crisesin Ar-
gentinaand Turkey were limited in the equity and
currency markets of emerging-market economies.
In the early summer of 2001 the currencies of both
Hungary and Poland were subject to downward
pressures associated with instability linked to
sentiment towards the situation in the two crisis-
ridden countries, but this was not sustained. Even
within Latin Americaitself contagion effects have,
so far, been limited: Mexico’s currency, for ex-

ample, remained exceptionally strong throughout
2001, and exchangeratesin Brazil and Chile have
tended to recover from their lowsin late summer.
The eventual impact will depend on how Argenti-
na's difficulties unfold and on its Government’s
policy response, on the way in which this process
istransmitted to other Latin American economies
through trade and financial links, and its effects
on the sentiment of international investors and
lenders towards the region.

D. Economic prospects

Developing countries faced an increasingly
difficult global environment throughout 2001. The
decline in their average annual rate of growth,
from over 5 per cent in 2000 to about 2 per centin
2001, was accompanied by an even sharper de-
celeration during the year. Some Asian economies,
such as Malaysia, Singapore, Taiwan Province of
China and Thailand, were already experiencing
negative growth at the beginning of 2001 as the
demand for their IT exports fell sharply. In Latin
America, Argentinaand Mexico registered declin-
ing GDP throughout the year, while Brazil’'s
growth was stagnant until the last quarter, when it
also turned negative.

However, there were signs that the situation
had stabilized in most of Asia and parts of Latin
America by the end of the year. As aresult of in-
creasingly active policies to stimulate domestic
demand, most Asian economies returned to posi-
tive growth in the fourth quarter of 2001. In Latin
America, the Andean Community, except Colom-
bia, followed a different trend, with a quarterly
growth rate, calculated on an annual basis, of over
3 per cent. Some of the transition economies also

diverged from the global trend, but the Russian
Federation showed adeclinein the fourth quarter.

The United States economy also performed
better than expected. As nhoted above, there was a
rebound in growth at the end of 2001 owing to a
rise in consumer spending driven by exception-
ally favourable financing conditions, discounted
prices, prepaid tax rebates and interest rate reduc-
tions on mortgages which could be refinanced at
historically low rates. Another factor supporting
recovery in the United States was the increase in
ordersfor intermediate goods and el ectronic items
within NAFTA and of electronic and IT products
from Asia, driven by the desire of many firmsto pro-
tect themselves, through higher inventory levels,
against possible disruptions of delivery schedules
in the aftermath of 11 September. Fourth-quarter
growth of almost 1.5 per cent and evidence of an
end of theinventory cycle suggest that the basis for
arecovery inthefirst half of 2002 may bein place.

As aresult of the turnaround in much of the
developing world and the better-than-expected
performance of the United States economy, growth
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forecasts made for 2002 for all regions of the
world, which had been revised significantly down-
wards after the events of 11 September, are now
widely believed to require some upward correc-
tion.® Expectations that government measures in
Japan could produce recovery there proved un-
founded, but by the last quarter of 2001 statistical
evidence suggested that external demand had
stabilized. In the Euro area, there were some in-
dications by the beginning of 2002 that arecession
could be avoided. For many of the more export-
dependent economies, notably in Europe, growth
forecasts for 2002 have been revised upward.

Still, the implications of the better-than-an-
ticipated performance in the United States need
to beinterpreted with care. First, it reflectslargely
once-for-all adjustments that cannot be expected
to continue over time. Second, household expen-
ditures, though higher than expected, have again
reduced the household savings rate and increased
indebtedness. Third, there has been little evidence
that business firms have compl eted the process of
balance-sheet restructuring and adjustment to
excess capacity that has kept investment expen-
ditureslow. Indeed, the recent accounting scandals
indicate that these problems may have been more
widespread than was originally believed. There
islittle evidence that the economic imbal ances that
wereidentified before the slowdown — such asthe
high levels of consumer and business indebted-
ness, substantial overinvestment in the IT sector,
the negative impact of the fall in equity prices,
and the difficultiesin financing new business ven-
tures— have been eliminated. In addition, they are
now joined by falling employment levels and in-
creasing uncertainty over futureincomes. Thusthe
ability of these one-off factors to overcome the
impedimentsto sustained recovery will depend on
whether they are sufficiently persistent to convince
producers that they need to increase their invest-
ment in new productive capacity. Asyet, thereare
no signs of any such conviction.

A likely scenario is one in which the United
States economy does not substantially improveits
fourth quarter rate of expansion in the new year,
but subsequently stabilizes at alow, but positive,
rate of growth, as the recent rise in consumption
expenditures fails to ignite a recovery in invest-
ment, and continued declines in employment
produced by corporate downsizing and cost-

cutting eventually cause consumers to cut back
spending and restore their debt to more sustain-
able levels. Such ascenario isnot favourable to a
rebound in global growth. In Japan prospects for
recovery now seem to be based on external de-
mand: consumers, unlike those in the United
States, have not taken the lead in the recovery
process, but rather seem to be retarding it by re-
ducing their spending. For some time, Japan has
been attempting, with little success, to shift the
base of its growth to domestic demand but it has
faced substantial inertia; the behaviour of wages
noted above has certainly played an important role
in restraining consumption. From a longer-term
perspective, given the ageing of the popul ation and
the absence of immigrants, there may also be more
deeply rooted social reasons preventing domestic
expenditure rising to levels needed to achieve
faster growth.

It is also quite likely that the stimulus from
growth in the United States will not be enough to
boost the European economies, and more vigor-
ous domestic measures may be needed to ensure
areturn to the rates of expansion experienced in
2000. However, as noted above, the current inter-
pretation of the Stability and Growth Pact suggests
that Euro-area countries may not be ableto provide
the kind of fiscal stimulus needed. Furthermore,
if monetary policy continues to focus exclusively
on inflation, the prospect of a rapid recovery in
Europe becomes increasingly remote.

Thus the industrial countries seem unlikely
to return quickly to the 3 per cent growth that is
necessary to support a strong increase in employ-
ment and income in the developing world. It is
also unlikely that there will be substantial in-
creasesin demand for developing country exports,
amajor recovery in commodity prices, or astrong
increase in capital inflows to offset these tighter
external constraints. The indications are con-
sequently of a persistence of slower economic
growth in developing countries, with only a few
managing to sustain expansion at rates similar to
those of the early 1990s.

In Asia, only China and India are fully ex-
pected to weather the reversal in the global
economy. Other countriesin Asia, which are heav-
ily dependent on exports, have recently relied
more on internal demand for their expansion, but
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this may not be sufficient for sustained growth in
the absence of a recovery in world trade. Thus
the outlook for the region is a moderate improve-
ment from the low levels of 2001.

In Latin America, as noted above, Mexico
has been particularly hard hit by the slowdown in
trade: in 2001 it recorded its first recession since
the financial crisis of late 1994 and its prospects
in 2002 depend on recovery in the United States.
Mexico’s growth may also be limited by the strong
peso — supported by FDI inflowsthat are attracted
by its investment grade rating — which is rapidly
eroding the advantages for international produc-
ers of the country’s maqguiladora export industries
based on cheap labour. Already some high-tech
firms have started to shift production to Asia and
China, and closures of some automobile factories
have been announced. In Brazil, the end of the
energy crisiswill be apositive factor, but the coun-
try isfacing a sharp declinein capital flowsand it
will be affected by any further economic or po-
litical uncertainty in Argentina. Since most Latin
American countries continue to carry large debt
burdens, they are vulnerableto rising international
interest rates and declining capital inflows. As a
consequence, growth in the region as a whole is
not expected to improve much over 2001.

European transition economies, where strong
exports to Western Europe helped lift growth in
2001 and in early 2002, also look increasingly
vulnerable to slow growth in the Euro area. Rela-
tively buoyant growth in the Russian Federation
had been seen as a partly offsetting factor for the
region, but recently the expansion in that country
has slowed along with lower oil exports. Thusthe
weaker-than-anticipated performance of the EU
is likely to mean that growth in Eastern Europe
will also be lower than anticipated. Other devel-
oping countries, particularly those in Africa that
are heavily dependent on commaodity prices, are
unlikely to experience much recovery. As already
noted, the adverse effects of the events of 11 Sep-
tember on transport and insurance costs are likely
to have aparticularly damaging impact on exports.
For some producers of key commodities, such as
oil, favourable price movements could eventually
strengthen growth prospects, but much will de-
pend on theimpact of astill unpredictable political
situation. The immediate rise in the price of oil
after the events of 11 September to over $30 per

barrel has so far been followed by a sharp drop
beyond the lower limit of the OPEC price range,
and prospects for areturn to higher prices are cur-
rently not encouraging.

Given the prospects for exports and current-
account balances for most developing countries,
the unfavourable outlook for external capital flows
assumes increased importance. Least affected by
these conditions will be the emerging-market
economiesin East and South Asia, most of which
have recently been running current-account sur-
pluses and have relatively high ratios of foreign
exchange reserves to their short-term external
debt. Consequently, their demand for external fi-
nancing from banks is likely to be limited, while
their restored creditworthiness may increase their
accessto portfolioinflows. By contrast, most Latin
American countries require external financing in
order to meet deteriorating current-account defi-
cits owing to falling export volumes and declin-
ing commodity prices. Recently, most transition
economies of Eastern Europe (except the Russian
Federation) and South Africa have also experi-
enced deficits. For these countries, if inflows of
private capital continue to remain at their recent
low levels, this could present a more important
constraint on growth. For most other developing
countries, especially the least devel oped and land-
locked, which have little or no access to interna-
tional capital markets, official flows remain cru-
cially important.

Asnoted earlier, thelow private capital flows
to both emerging-market economies and other
developing countries represent a prolongation of
the trend observed since 1997. However, the threat
of aglobal liquidity crunch dueto contagion seems
muted. The spillover effects of the record sover-
eign bond default by Argentina have so far been
limited to the temporary closure of an Argentine-
owned bank in Uruguay and to the impact on
affiliates of Latin American firms operating in
Argentina, although the last major domestically-
owned Argentine bank is currently seeking inves-
torsto shore up its capital position; should it fail,
the impact on financial institutions in the region
may be more substantial .

The contraction in international banks' ex-
posure to Asian countries since the region’s fi-
nancial crisis, rather than contagion, accounts for
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the continuing low levels of private capital flows
to devel oping countries. Elsewhere, bank Iending
has been arelatively minor source of funding for
borrowers since the 1982 debt crisis. The most
important forms of capital inflow have varied
among countries but have consisted mainly of in-
ternational bond issues, portfolio equity flows and
FDI. Thus, recovery of flows to those borrowers
most in need of external finance is likely to de-
pend less on bank Iending than on sustained bond
and portfolio equity finance and the maintenance
of FDI flows. However, as the types of special
purpose entities increasingly associated with reli-
ance on security financing have been amajor fea-
ture of the recent accounting difficulties at large
United States firms, this may not augur well for a
substantial rise in this kind of cross-border bor-
rowing and investment, since the operations of re-
cipients often lack transparency. Further, global
equity markets remain depressed despite the in-
crease in global liquidity, and investors are in-
creasingly wary of the potential for bubbles. It is
therefore unlikely that either bonds or equity fi-
nancing will offset lower bank Iending, which
means that reduced levels of capital flows to de-

veloping countries are likely to persist, evenif the
level of FDI ismaintained. However, current fore-
casts of FDI flows point to substantial declines
for 2002 (table 1.5).

Thusit seems that neither the rate of growth
of world trade nor the pace of capital flows from
developed to developing countries will return to
the levels seen during the sustained global boom
of the 1990s. Factors which had been seen as the
major sources of support for growth in develop-
ing countries are unlikely to be adequate for
enabling them to achieve their growth potential
and for increasing the per capitaincomes of their
growing populations. In the context of slow glo-
bal growth, increased market access could provide
auseful boost to activity in developing countries,
and increased use of regional trade and financing
mechanisms may provide some relief for lower
capital inflows and protection against possible
financial instability. But alarge number of devel-
oping countrieswill continue to require substantial
official financing if they are to be protected from
the effects of an external economic environment
that is likely to remain difficult. m
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Notes

128 bit DRAM prices, which in 2001 had fallen to
alow of about $1 from nearly $7 at the end of 2000,
had recovered to over $4 by February 2002.
OPEC succeeded in avoiding a price collapse by
reducing its production quota by about 5 million
bpd between February 2001 and January 2002. This
reduced members’ output to very low levelsand has
increased OPEC’s shut-in spare capacity to over
7 million bpd. Such a massive volume of oil ready
to be produced at any time will hang over the ail
market during the near future, and oil pricesin the
period ahead will, to a large extent, depend on the
ability of OPEC to stick to its agreement on pro-
duction quotas, combined with continuing restraint
on the part of other key producers.

Oil supply comprises crude oil, condensates, natu-
ral gas liquids (NGLSs), oil from non-conventional
sources and other sources of supply.

Differences between these two institutions in esti-
mates of private financia flows to developing and
transition economies reflect mainly differences in
coverage and in methods of estimation. The esti-
mates of IMF cover the vast majority of its member
countries. They are on abalance-of-paymentsbasis
and, thus, net of outflows by residents. ThellF cov-
ers a sample of 29 “emerging-market economies’,
and its estimates of net private flows are before ad-
justments for net lending by residents, changes in
monetary gold, and errorsand omissionsin the bal-
ance of payments, which, typically, represent asub-
stantial proportion of itsfiguresfor net privateflows.
Increased discrimination on the part of investorsis
manifest in the prevalence of downward trends in
bilateral correlation coefficients between the yield

10

spreads on the international bonds of emerging-
market economiesin recent years. Thistrend, which
isindicated in estimates by the UNCTAD secretariat
for the bonds used for chart 1.4, is consistent with
findings in Cunningham, Dixon and Hayes (2001:
177-179).

However, thisincrease disappears on an alternative
basis of calculation involving consolidated finan-
cial reporting or reallocation of exposures through
credit mitigation and other techniques from the
country of the borrower to that of the counterparty
assuming the ultimate risk (BIS, 20013, table 6).
These estimates, which allow for movements of ex-
change rates, are based on Joint BIS IMF-OECD-
World Bank Statistics on External Debt.
Preliminary data, which include issuance in the
fourth quarter, indicate a decline for the year as a
whole in comparison with 2000 (11F, 2002: 11).
Between May and December IMF's World Eco-
nomic Outlook reduced its 2001 forecast for the
world economy from 3.2 per cent to 2.4 per cent
and for 2002 from 3.9 per cent to 2.4 per cent.
Thereasonsfor thislimited contagion appear to be
linked to the long period over which the crisis un-
folded, which furnished economic actors sufficient
time to hedge default risks. There are also indica-
tions that exposure to Argentina was not a signifi-
cant element in trading strategies and risk manage-
ment policies of the kind which, for example, via
the resulting portfolio reallocation, transmitted the
effects of the Russian crisisto the marketsfor Hun-
garian and Brazilian securities (CGFS, 1999: 15).
Thesubstantial foreign ownership of domestic banks
may also have played arole.
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Chapter Il

THE MULTILATERAL TRADING SYSTEM
AFTER DOHA

A. Introduction

As described in detail in Part Two of this
TDR, the trade performance of developing coun-
tries during the past two decades has been uneven.
A number of countries, concentrated in East and
South-East Asia, have been able to expand and
diversify their exports of manufactures and in-
crease their share of world trade. On the other
hand, many |east developed countries (LDCs) and
other commodity-dependent devel oping countries
have lost shares. In manufactures, the successful
export performance of some countries does not
always involve increasing domestic value added.
A number of developing countries continue to
depend on the export of undynamic products with
low income elasticity and low value added, from
both the primary and manufacturing sectors. Many
|abour-intensive manufactures exported by devel-
oping countries are behaving increasingly like
commodities, with arisk of market saturation that
could lead to afallacy of composition. At the same
time, many middle-income developing countries
arefinding it difficult to upgrade their productive
and technological profile, and they remain depend-
ent on imported parts and components, as well as
on design and technology skills.

Although this situation has many causes, the
modalities of countries’ participation in the multi-
lateral trading system and the policies adopted to
tie trade to domestic economic activities are obvi-
ously crucial. History suggests that markets alone
cannot be relied upon to generate the incentives
needed to bring about a more balanced pattern of
integration and create a dynamic relationship be-
tween trade and growth; developing countrieswill
still need to employ various strategic policiesto fos-
ter industrialization and technological upgrading.

It isin this context that the new World Trade
Organization (WTO) work programme launched
at the Fourth Ministerial Meeting of the WTO in
Dohawill be undertaken, and the outcome of ne-
gotiationsjudged. In aninitial assessment of those
negotiations, this chapter shows that the new work
programme offers opportunities for the devel op-
ing countries, but that these will have to be given
substance from the outset. Failure to do so runs
the danger of perpetuating existing biases and
imbalances. The next section providesabrief his-
tory of development issuesin the multilateral trad-
ing rules. Section C then looks at what was agreed
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in Doha in terms of immediate and future nego-
tiations, new areas of discussion and other mat-
ters. The concluding section makes some prelimi-

nary suggestions as to how these negotiations
could link up to a wider agenda of rebalancing
the trading system.

B. Background to Doha: developing countries
in the GATT/WTO system

Participation in the WTO - like the General
Agreement on Tariffsand Trade (GATT) beforeit
— has brought developing countries a number of
important benefits, but also poses new and diffi-
cult challenges. Their willingness to participate
has been motivated by the hope of improved and
more secure access to markets, particularly in the
industrialized countries, and the expectation that
the means to enforce acquired rights through the
dispute settlement mechanism would more than
offset alossin policy autonomy that followsfrom
their taking on an increasing number of obligations,
including market opening and the implementation
of rulesin new areas.

To some extent, a renewed emphasis on de-
velopment revives an earlier discussion on the
shape of the trading system, cut short by the
failure to establish the International Trade Organi-
zation (ITO) under the Havana Charter negotiated
in 1947-1948. This had included provisions on
economic development and reconstruction, aswell
as on restrictive business practices and intergov-
ernmental commodity agreements, both of which
addressed concerns of immediate interest to de-
veloping countries. To try to fill the gap, GATT
rules, established in parallel with the ITO nego-
tiations, were amended on anumber of occasions,
notably in the 1954-1955 Review Session (Arti-
clesXVIIl and XXVII1I bis), and in 1964 (Part 1V)

and 1979 (the “Enabling Clause”), to address de-
velopment concerns. In one way or another, these
provisions conferred “special and differential”
(S& D) treatment on developing countries under
the rules, and preferential access to developed
markets. However, anumber of these amendments
were expressed in terms of “best endeavours”, or
required acceptance by other GATT Contracting
Parties. Moreover, while the Enabling Clause
stated that industrialized countries did not expect
to receive reciprocal commitments from develop-
ing countriesthat wereinconsistent with thelatter’s
individual development, financial and trade needs,
it also stated that developing countries were ex-
pected to participate more fully in the framework
of GATT rights and obligations, as their develop-
ment and trade situation improved.

The Uruguay Round shifted the emphasis
away from S&D treatment. This change resulted
not only from the erosion of preferences as a re-
sult of agreed most favoured nation (MFN) tariff
reductions, but also from the “ single undertaking”
of the Uruguay Round, which meant endorsing its
agreements as a compl ete package,! whereas pre-
viously GATT contracting parties could opt out
from some agreements. At the sametime, concern
for the particular difficulties facing developing
countries in the trading system shifted from their
participation as producers and exporters to their
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status as signatoriesto alegally binding document,
which could giveriseto implementation problems
and associated adjustment costs.

Accordingly, most of the WTO agreements
included extended transition periods for the de-
veloping countries, and even longer transition
periodsfor the LDCs.2 There were al so additional
flexibilities for the LDCs, and special provisions
for the net food importing developing countries
and countries covered by Annex VII of the Agree-
ment on Subsidies and Countervailing Measures
(SCM) (defined as those with a per capitaincome
of less than $1,000). The General Agreement on
Trade in Services (GATS) provided flexibility to
all developing countries, not only in the timing of
liberalization measures but also in the choice of
sectorsto be opened up; it also allowed them to at-
tach market access conditions aimed at achieving
the objectives of its article IV, by acknowledging
the use of performance requirements and other
measures as legitimate tools of development
policy. In anumber of agreements, “best endeav-
ours’ provisionswere also added requiring devel-
oped countriesto take special account of the needs
of developing countries in their application.

Thus the Uruguay Round, while recognizing
the importance of development in its preamble,
marked a clear move towards a single-tier system
of rights and obligations, with transitional meas-
ures provided to bring developing countries pro-
gressively to the same level of obligations as the
developed countries. However, the mixed results
of the Uruguay Round to date, in terms of ex-
panded trading opportunities for devel oping coun-
tries, have brought the issue of development back
to the international trade debate (Stiglitz, 1998;
Helleiner, 2000). In part, and as described in
greater detail in previous UNCTAD reports, the
problem has been alack of balancein theliberali-
zation process. Agriculture is a case in point.
While tariffs on many traditional primary com-
modities and agricultural raw materials are either
zero or minimal in developed country markets, a
number of “sensitive” products such as sugar, co-
coa, rice and tobacco continue to face high barri-
ers, and tariff escalation impedes diversification
efforts. Subsidiesto farmersin the member coun-
tries of the Organisation for Economic Co-operation
and Development (OECD) further limit export
opportunities to developing country producers.

Although, overall, industrial tariffs are now
modest, with the trade-weighted average tariff on
industrial goodsin the developed countries stand-
ing at some 3.5 per cent at the end of 2000, this
does not take account of the fact that these low
averages conceal high tariff peaks and escalation
with stages of processing, discussed later in
chapter 1V of thisTDR.2 The WTO Agreement on
Textiles and Clothing (ATC) is of particular con-
cern to many developing countries. But an analysis
of tariff escalation by industrialized countriesin
the post-Uruguay Round era shows a substantial
loading against imports of many manufactures
from developing countries, which makes it more
difficult for them to develop downstream pro-
cessing. The use of non-tariff measures (NTMs),
including anti-dumping, special safeguards, tech-
nical standards and subsidies, hasfurther restricted
opportunities to expand markets for many other
labour-intensive manufactures of interest to de-
veloping country exporters.

Apart from the expected gains from market
access, some believed that taking on new com-
mitments under the Single Undertaking of the
Uruguay Round would also bring benefits to de-
veloping countries through greater predictability,
credibility and transparency of their trade regimes.
In particular, it was hoped that this would help
attract foreign direct investment (FDI), bringing
new technologies and increased productivity, as
well as enhancing their international competitive-
ness. However, as suggested earlier, thislink does
not appear to be as robust as many expected.*

In fact, the burden of implementing the new
agreements appears to have been underestimated
by all parties. According to arecent World Bank
estimate, for example, only a handful of devel-
oped countries (Australia, France, Germany,
Japan, Spain, Switzerland and the United States)
could expect to benefit from full implementation
of the Agreement on Trade-related Aspects of In-
tellectual Property Rights (TRIPS) (World Bank,
2001),° while developing countries would incur
considerable costs in administering intellectual
property rights, in addition to the significant costs
in terms of patent rights.® Finger and Schuler
(2000) have estimated that implementation costs
of the WTO Agreements on Customs Valuation,
TRIPS and the Application of Sanitary and Phyto-
sanitary Measures (SPS) would be, on average,
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$150 million —as much as some countries’ annual
development budgets. Concerns have also been
expressed about the real side adjustmentsrequired,
and about the adequacy of technical assistance
needed to help implementation. Many devel oping
countries have believed that, at aminimum, longer
transition periods would be needed.’

Another key issue in the implementation de-
bate has concerned the detrimental effect on
market access arising from the Agreement on the
Implementation of Article VI of the GATT 1994
(the Anti-dumping Agreement). Despite effortsto
tighten the rules on the application of anti-dump-
ing procedures and measures, such measures can
berelatively easily applied, and they have become
a preferred tool of protection used by many de-
veloped countries and an increasing number of
developing countries. Even if duties are finally
not imposed, such procedures often have a damp-
ening effect on trade, prompting importersto seek

alternative sources of supply. Moreover, respond-
ing to an investigation can create a huge burden
for affected countries. Concerns about the effects
of the application of WTO rules on imports have
been heightened in recent years by the increased
use of standards and related NTMs to limit the
export opportunities of developing countries.

In response to the concerns expressed by the
developing countries, the WTO General Council
established, in early 2000, a special mechanism
to deal with implementation issues. Moreover, it
was decided that WTO members would exercise
due restraint in respect of non-implementation by
developing countries of WTO commitments. The
implementation debate was conducted in parallel
with growing calls by a number of countries for
the launch of a new round of negotiations. This
was intended to go beyond the built-in agenda on
negotiations in agriculture and services, already
agreed as part of the Uruguay Round package.

C. Doha and the new WTO work programme

The agenda agreed at the Fourth Ministerial
Meeting of the WTO in Doha contains matters for
immediate negotiation, matters for future nego-
tiations that are subject to “explicit consensus”
among WTO members on modalities — to be de-
cided at the Fifth Ministerial Meeting (scheduled
for 2003) — and matters for further examination
in relevant WTO bodies. Although the term
“negotiating round” is not used, the procedural
arrangements are similar to those employed in the
Uruguay Round. However, unlike the Uruguay
Round where negotiations were beginning afresh,
those launched in Doha accommodate an array of
issues at very different stages of understanding
and negotiation.

1. Immediate negotiations

Inthefirst category areincluded negotiations
on agriculture, services, industrial goods, the en-
vironment, WTO rules regarding anti-dumping,
subsidies and countervailing measures, dispute
settlement and regional agreements. The overall
conduct of negotiations is being managed by a
Trade Negotiations Committee that first met in
January 2002. According to the Doha Ministerial
Declaration, the negotiations are to be concluded
by 1 January 2005, and they are to be covered by
a“single undertaking”, which meansthat all mem-
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bers commit to all elements of the package to be
negotiated and agreed.

(a) Agriculture

Negotiations in agriculture began in 2000
under the “built-in agenda”’ of the Uruguay Round,
with the long-term objective of establishing “afair
and market-oriented trading system through a
programme of fundamental reform encompassing
strengthened rules and specific commitments
on support and protection in order to correct and
prevent restrictions and distortions in world agri-
cultural markets”. The negotiations are aimed at:
“substantial improvements in market access; re-
ductions of, with aview to phasing out, all forms
of export subsidies; and substantial reductionsin
trade-distorting domestic support”. Thereisto be
S& D treatment for devel oping countries in nego-
tiations, and eventual concessions and commit-
ments “ as appropriate in the rules and disciplines
to be negotiated, so as to be operationally effec-
tive and to enable developing countries to effec-
tively take account of their development needs,
including food security and rural development”.
Non-trade concerns are to be taken into account
in the negotiations, as provided for in the Agree-
ment on Agriculture. However, no targets, nego-
tiating modalities or eventual timetables for im-
plementation have been agreed.

To meet the objectives of the devel oping coun-
tries, the negotiations would need to address, as a
priority, tariff peaks and escalation, tariff quotas
and their administration, and improved transpar-
ency, perhaps through the elimination of the use
of specific tariffs (although there is a danger that
these could be replaced by anti-dumping meas-
ures on low-priced imports). Developing countries
would also like to see the elimination of the use
of special safeguard measuresin developed coun-
tries or exemption from their application.

The elimination of export subsidies® would
improve export opportunities for many develop-
ing countries while safeguarding the domestic
producers in importing countries from artificially
low-priced food imports. If export subsidies are
to be “phased out” — and there is no timetable in
the Doha Declaration for elimination — then sub-

sidies on products of export and import interests
to developing countries will need to be prioritized
in the subsidy phasing out process. Moreover, the
failure to address direct income-support payments
in developed countries, many of which were ex-
empt from reductions in the Uruguay Round,
would limit any new trading opportunities for de-
veloping countries.

Many small developing economies export
only one or two agricultural commodities, the
earnings from which often account for a sizeable
share in their total merchandise export earnings,
as is the case for some small island economies
exporting sugar and bananas. They are not com-
petitive vis-a-vis larger-scale exporters and are
highly dependent upon (non-reciprocal) preferen-
tial market access provided by major developed
country markets. Their loss of such preferential
treatment, along with substantial tariff liberaliza-
tion (MFN tariff cuts and subsidy reductions in
the case of sugar) by the developed country im-
porters, would result in reduced export earnings
and investment for these small exporting econo-
mies, causing an undesirable macroeconomic
shock. It may therefore be necessary to provide
them with some form of support to enable their
adjustment to more open markets.

Some developing countries have also been
arguing for the creation of aspecial “development
box” (box 2.1) that would exempt some measures
in support of agricultural producers from reduc-
tion commitments. Such a development box might
consist of a compilation of all S&D provisions,
formulated so as to “enable devel oping countries
to effectively take account of their development
needs, including food security and rural develop-
ment” (WTO, 2001b).

(b) Services

The area of services was a new subject that,
along with rulesfor intellectual property, marked
an important break in the changeover from the
GATT tothe WTO (Das, 1998). As noted earlier,
services were part of the Uruguay Round agree-
ments and also part of the negotiations in early
2000.° No services sector isexcluded, and the“re-
guest and offer” approach in the negotiations



38

Trade and Devel opment Report, 2002

Box 2.1

A POSITIVE DEVELOPMENT AGENDA FOR NEGOTIATIONS ON AGRICULTURE

Substantial cuts in bound tariffs, specifically targeting tariff peaks and escalation through the
application of a harmonized tariff-cut formula, along with increases in tariff quotas and the
elimination of in-quota rates.

Elimination of the special safeguards measure in developed countries.

Financial support to developing countries experiencing high adjustment costs due to their loss
of preferences.

Elimination of export subsidies, including through greater reductions of subsidized quantity
than of outlay; greater reductions in the first few years (i.e. uploading the reductions) on
“prioritized” products; and differing implementation periods among product sectors (e.g. ashorter
implementation period for those subsidized products which have large negative effects upon
food security of developing countries).

Making commitments for more limited product aggregates, or even individual products, in or-
der to limit the switching of subsidies from areas where they are not needed. This would have
the effect of ratcheting down support over time. Higher reductions might apply to product groups
that are linked to export subsidies.

A “development box”, which might include variable tariff reduction rates; extension of the
Uruguay Round aggregate measure of support commitment; special safeguard measures for
food security; aggregate measures on support for food security within the de minimis level;
securing market access for “small” single-commodity exporters.

Specific and operationally strengthened S& D provisions, with the main focus on real and mean-
ingful increases for developing countriesin market access, greater flexibility in meeting reduc-
tion commitments on domestic support, levels of tariffs (including rationalizing and rebalancing
of tariff bindings, keeping in view food security and livelihoods), greater disciplines on sub-
sidy and support in the industrialized countries, and legally binding commitments on technical
and financial assistance.

remains the main method, though other approaches
may also be utilized. Because of the progress al-
ready made in the negotiations on services, this
was a relatively uncontroversial issue at Doha;
dates were set for countries’ submissions of ini-
tial requests for specific commitments by 30 June
2002 and initial offers by 31 March 2003. Gener-
ally, the negotiating proposals demonstrate the
position of WTO members; they aim at achieving
extensive liberalization commitments in all sec-
tors, except health (the only sector where thereis

no GATS negotiating proposal), by removing ex-
isting barriers to trade and expanding the scope
of the commitments.

The negotiations on services will, however,
have to deal with the conflict between proposals
aimed simply at improving market access and the
position of many developing countries that wish
to maintain or strengthen those provisions of
GATSwhich favour them. Although emphasis has
been given to the development aspect as part of
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Box 2.2

A POSITIVE DEVELOPMENT AGENDA FOR NEGOTIATIONS ON SERVICES

Strengthening the provisions of Article X1X.2, under which developing countries may attach
access conditions to their markets. Such conditions could be negotiated on a sectoral basis,
involving elements that are specific to the sector concerned (such as anti-competitive practices
by transnational corporations). This approach could be broadened to include other disciplines
related to the effective implementation of Articles IV and XI1X, such as access to technol ogy,
information networks and distribution channels.

Maintaining adequate policy space under GATS rules; for example, devel oping countrieswould
like to see a general safeguard mechanism for services, setting out the conditions under which
governments can differentiate between foreign and domestically-owned enterprises operating
in their territories; this would have implications for any future negotiations on investment.

A further liberalization of the movement of persons (mode 4) on a sectoral basis, and address-
ing issues that are impeding market access, including issuance of visas, administrative proce-
dures and lack of transparency, as well as economic needs tests. Sectoral proposals could also
identify some aspects of movement of persons, such as seeking commitments for the movement
of contractual service suppliers and identifying specific categories of persons relevant to the
supply of service in those sectors.

An independent assessment of the quality of data on trade in services and of the analytical and

policy framework for pursuing liberalization in this area.

the objectives and principles for negotiations, the
comparatively small number of proposals for ne-
gotiations in services by developing countries,
especially by African countries, reflects not only
their difficulties in identifying negotiating objec-
tives, but also the fact that capacity building, rather
than access to markets, remainsapriority for them
in this area. Submissions by devel oping countries
point to an unfinished agenda in addressing such
issues as the assessment of trade in services and
autonomous liberalization and implementation of
GATS Article IV on Increasing Participation of
Developing Countries.

To date, few devel oping countries have made
use of the provisions of Article XIX.2 — under
which developing countries may attach conditions
to the granting of access to their markets — most
likely due to imbalances in negotiating strength.
However, those provisions could be used for ne-

gotiating such conditions on a sector-by-sector
basis, or in other areas, such as anti-competitive
practices that are subject to extremely limited
disciplines under GATS Article I X, yet can con-
siderably distort tradein many service sectors. The
logic of such an approach is that it is difficult to
devise across-the-board provisions in favour of
developing countries without arriving at the low-
est common denominator. On the other hand, in a
sectoral context more specific provisions could be
negotiated and specific S&D treatment injected
in accordance with the development aspects of
each service sector (box 2.2).

Another important area for negotiation in
services concerns GATS rules (e.g. safeguards,
subsidies and government procurement) and dis-
ciplinesfor domestic regulation. Devel oping coun-
trieswould like to see ageneral safeguard mecha-
nism for services, without which their ability or
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willingness to make concessions would be lim-
ited. The real importance of the negotiations on
saf eguards depends on their ability to set out the
conditions under which governments can differ-
entiate between foreign and domestically-owned
enterprises operating in their territories. Such con-
ditions would have implications for any future
negotiations on investment.

The constraints on cross-border flows of la-
bour are one of the biggest asymmetries in the
international economic system, and a source of
continuing frustration for many developing coun-
tries. Although developed countries remain
opposed to allowing the free movement of all
forms of labour under WTO rules, developing
countries might push for the further liberalization
of movement of persons (mode 4) on a sectoral or
subsectoral basis: they might address specific is-
sues that are impeding market access including
issuance of visas, administrative procedures and
lack of transparency, and economic needstests. A
number of sectoral proposals haveidentified some
aspects of the movement of persons, including
seeking commitments concerning the movement
of contractual service suppliers, and identifying
specific categories of persons relevant to the sup-
ply of services in those sectors. The proposals
suggest that progress may be achievedinthisarea.

(c¢) Industrial tariffs

Overall, MFN-bound industrial tariffs at the
end of the implementation of the Uruguay Round
will be about 6.5 per cent across all countries and
products, while applied rateswill be about 4.3 per
cent. Support grew for further negotiations in
market access for industrial products, essentially
tariff negotiations, in the lead-up to Seattle and
beyond. This support seems to have been based
on the expectation that inclusion of industrial
products would permit some cross-sectoral trade-
offs with the built-in market access negotiations
on agriculture and services. There was also are-
alization that developing countries have much to
gain in some areas where tariffs are particularly
high on their exports. On the other hand, some

developing countries are concerned that making
further concessions could limit their scope for in-
dustrial development programmes.

At Doha, it was agreed to start immediate
negotiations on market access for non-agricultural
goods, with the aim of reducing or eliminating
tariff peaks, high tariffs and tariff escalation as
well as non-tariff measures affecting all products
and, in particular, products of interest to develop-
ing countries. In light of the expressed intention
in the Declaration to pay particular attention to
the special needs of developing countries in this
area of negotiations, it would be particularly de-
sirable at the outset of the processto undertake an
immediate and comprehensive assessment of the
tariff and non-tariff constraints facing those coun-
triesin dynamic products of the kind identified in
thisTDR, with an eye to guiding the negotiations.

The reference to high tariffs in the Declara-
tion raises some particular concernsfor developing
countries: in general, their bound rates are higher
than those of the developed countries, and for
some countries there is a large gap between their
applied and bound rates.’® Given this gap and the
leeway provided for less than full reciprocity for
developing countries under Article XXVIII bis of
the GATT, not to mention the possibility of an
extended transition period, any generalized for-
mula to cut tariffs should allow sufficient policy
space for those countriesthat do not yet feel ready
to proceed with liberalization. Another issue of
particular concern to developing countriesis the
possible erosion of tariff preferences such asthose
granted under the Generalized System of Prefer-
ences (GSP). Any negative effects on developing
countries from further MFN liberalization may
need to be addressed with appropriate support
measures. Despite eight previous negotiating
rounds, protection is still quite high in sensitive
product areas, such as textiles and clothing and
transport equipment, wheretrade is significant and
importsarerelatively responsiveto price changes.
Thus one of the key questions to be addressed in
the new negotiationsis how to eliminate or reduce
tariff peaks and escalation, taking into account,
in particular, exports where developing countries
have greatest potential.
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(d) Environment

The post-Doha work programme includes
negotiations on certain trade and environment is-
sues as well as the continuation of the work of the
Committee on Trade and Environment (CTE),
including identification of any need to clarify rel-
evant WTO rules. Negotiations will start on the
relationship between existing WTO rules and spe-
cific trade measures set out in multilateral envi-
ronmental agreements (MEAS), and liberalization
of trade in environmental goods and services
(EGS). In both cases, defining the scope and clari-
fying existing provisionswill be crucial. Work on
the relationship between MEA trade measures and
the multilateral trading system includes the Basel
Convention and the Protocol on Biosafety of the
Convention on Biological Diversity (CBD). Inthe
case of EGS, it will be important to examine to
what extent goods and services of potential inter-
est to developing countries — including environ-
mentally preferable products— could benefit from
trade liberalization, and how negotiations will af-
fect the development of EGS sectors in develop-
ing countries, including their ability to increase
their participation in world trade.

The work programme includes two issues of
particular concern to the devel oping countries: the
effects of environmental measures on market
access, and the interface between TRIPS and the
CBD, particularly with respect to traditional
knowledge. The CTE will also address the issue
of labelling for environmental purposes. Thework
programme points to the need to ensure the effec-
tive participation of devel oping countriesin stand-
ards setting, and their access to scientific advice.

Variousfeatures of the environmental agenda
are reflected in decisions dealing with trade re-
strictions and distortions (in particular fisheries
subsidies), agriculture (non-trade concerns), and
relatively unexplored “triple-win” scenarios for
sustai nable devel opment that may extend to agri-
culture, forestry, energy and other sectors. At the
institutional level, setting the stage for sustain-
able development was supported by a call for
cooperation between the WTO and environmen-
tal and development agenciesin the lead-up to the
World Summit on Sustainable Development. In the
negotiations and discussions on trade and envi-
ronment, full account should be taken of the needs

of developing countries and the principle of com-
mon but differentiated responsibilities.

(e) Other rules

There was also agreement at Doha to launch
negotiations on the rules governing anti-dumping,
subsidies and countervailing measures, and re-
gional agreements. These negotiations will also
cover disciplines on fisheries subsidies. In re-
sponse to pressure from developing countries for
inclusion of anti-dumping and subsidies in the
negotiations, they will be able to introduce spe-
cific proposals on these subjects in the context of
the implementation exercise (see below).

2. Future negotiations

A second category covered by the Doha Dec-
laration involves matters for possible future ne-
gotiations. All these areissuesthat have been under
study in the WTO since its Second Ministerial
Meeting in Singapore. They include investment,
competition, transparency in government procure-
ment and trade facilitation, on which negotiations
could be launched if a consensus were reached on
modalities of negotiations during the Fifth WTO
Ministerial Conference, scheduled for 2003. The
Chairperson of the Ministerial Conference made
it clear that non-agreement on modalities would
block negotiations. These issues move the WTO
negotiations further into domestic policy, and it
isreasonableto believe that a successful outcome
will be conditional on establishing the develop-
ment content of these issues from the outset, and
ensuring appropriate policy space for national
development strategies.

Many devel oping countries now actively seek
to attract FDI in the expectation of capturing as-
sociated technology gains and market access, and
thus accelerating their own development and in-
tegration into the world economy. As discussed
in Part Two of this TDR, such benefits are not au-
tomatic, but rather hinge on the use of various stra-
tegic policies. Although the discussions in the
Working Group on the Relationship Between
Trade and Investment reflected widely differing
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views on the linkages between FDI and develop-
ment, Ministers at Doha agreed that in the period
until the Fifth Session in 2003 work would “fo-
cus on the clarification of: scope and definition;
transparency; non-discrimination; modalities for
pre-establishment commitments based on a GATS-
type, positive list approach; development provi-
sions; exceptions and balance-of-payments safe-
guards; consultation and the settlement of disputes
between Members’. In doing so, it was accepted
that the “ special needs... of developing and |east-
developed countries should be taken into account
asanintegral part of any framework, which should
enable Members to undertake obligations and
commitments commensurate with their individual
needs and circumstances’ (WTO, 2001b). A main
issue here will be the extent to which developing
countries will be allowed to continue to impose
conditions on inward FDI and to provide support
to domestic firmsfor investment (Morrissey, 2002).

On the interaction between trade and com-
petition palicy, the outcome at Dohawasto main-
tain the existing work programme for two years
and then to engage in substantive negotiations,
using the same formulation asfor investment. The
Ministerial Declaration at Doha states that in the
next two years work is to “focus on the clarifica-
tion of: core principles, including transparency,
non-discrimination and procedural fairness, and
provisions on hardcore cartels; modalities for vol-
untary cooperation; and support for progressive
reinforcement of competition institutions in de-
veloping countries through capacity building”
(WTO, 2001b).

For developing countries, there is an urgent
need to identify the anti-competitive practices that
inhibit the exports of goods and services of de-
veloping countries, particularly the LDCs, and
impair the industrial dynamism of domestic firms
in their own markets. Both theory and evidence
suggest that industrial dynamism is consistent
with different degrees of reliance on large and
small firms, on foreign and domestic producers,
and on State and private ownership. The ideal
mixture cannot be prescribed independently of an
economy’s initial resource endowments, its his-
tory of business relations and the pace at which
industry develops. Different market structures may
require different competition or regulatory ap-
proaches, and should also be tailored to each

country’sinstitutional capability. The difficulties
in designing acommon framework have been dem-
onstrated even for relatively highly integrated
systems (such as the European Union) whose
members are at similar levels of economic devel-
opment.

Moreover, in the context of globalization, the
size and organization of markets, the possible
impact of firm behaviour, and the desirability and
scope of regulatory practices cannot be properly
assessed from a purely national perspective. Any
eventual agreement on a multilateral framework
for competition policy could perhapstaketheform
of a code of conduct — as for certain other WTO
agreements — or agreement on a set of core prin-
ciples that would not require any complex insti-
tutional structure. S&D treatment would have to
be fully recognized in such away asto afford de-
veloping countries flexibility and gradualism in
any adaptation of their domestic legislation to the
overall framework, and to allow for exceptionsin
sectors where waivers from competition or “opt-
out” provisions are deemed necessary for devel-
opment purposes. Developing country concerns
that any new rules may affect the operation of
domestic enterprises and may impose heavy costs
need to be fully examined.

3. Other matters

The Doha Declaration also deals with other
issues, some of which are regarded by develop-
ing countries as being particularly relevant to their
development prospects. Thisisthe case with S& D
treatment, which permeates the Doha text, and
with a number of matters left for further exami-
nation in WTO, including the relationship between
trade, debt and finance, transfer of technology, and
problems faced by small and vulnerable econo-
mies, as well as with implementation issues. The
status of these issuesin the overall package varies.

(a) Special and differential treatment
The Doha Declaration halted the erosion of

S& D treatment begun in the Uruguay Round. The
language of the Work Programme contained in
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the Ministerial Declaration and in the Decision
on Implementation Issues suggests a desire to
strengthen the relevance of S&D treatment in all
topics for negotiation, and specific paragraphsin
the Declaration reinforce the concept as such.
Mandates on the LDCs and the small economies
are also included as “haorizontal” dimensions of
the post-Doha negotiations.

In some provisions of the Doha Declaration,
the negotiating mandates provide for specific goals
and deadlines on S&D treatment. For example,
on agriculture the Doha Declaration provides for
the formulation of S&D treatment provisions by
March 2003; likewise, the negotiations on market
access for non-agricultural products “shall take
fully into account the special needs and interests
of developing and least-developed country par-
ticipants, including through less than full reciproc-
ity in reduction commitments’. The mandates
regarding the “implementation issues” also reflect
a strengthening of the S&D treatment, because
almost all these issues that were raised by devel-
oping countries stem from development needs
which are impaired by the implementation of the
existing provisions.

The Work Programme of the post-Doha
negotiations provides an opportunity to opera-
tionalize the current provisions and to ensure
desirable outcomes of the negotiations regarding
S& D treatment (box 2.3). However, past history
should serve as a cautionary reminder that such
an opportunity does not automatically lead to an
effective implementation of trade measures that
compensate for the structural imbalances in the
participation of the developing countries in the
trading system. Linking S& D treatment to the ca-
pacity to overcome supply constraints will there-
fore be crucial to determining the quality of devel-
oping country participation in the trading system.

(b) Coherence

The Preamble of the Doha Ministerial Dec-
laration contains a reference to the issue of the
working relations between the WTO and the
Bretton Woods institutions in terms of continua-
tion of the joint work “for a greater coherence in
global economic policy-making”. No other man-
dates are included in the text, and no specific

reference is made to the Marrakech Ministerial
Declaration on coherence that was adopted in
1994. Since then, there have been no significant
changes to the issue of coherence, nor isit atopic
that has attracted the attention of the developing
countries at the WTO, in spite of its wide impli-
cations for their development strategies.

The establishment of aWTO Working Group
on Trade, Debt and Finance, resulting from a pro-
posal by a group of developing countries during
the preparatory process of the Doha Conference,
provides an important new forum to pursue the
various issues raised by economic policy coher-
ence in a global setting. Although its objectives
and the content of its work will need to be de-
fined by the WTO member countries, it represents
an opportunity to enlarge the vision of the WTO
on the interface between trade and financial flows,
including how the external debt position influ-
ences the participation of countriesin the trading
system. The question of “coherence” with the
Bretton Woods institutions will need to featurein
this new mechanism.

The agenda of the United Nations Conference
on Financing for Development in Monterrey in
March 2002 has included trade as one of the re-
sources for generating development. Such an ap-
proach indeed provides another opportunity to link
trade policies to the other economic policy meas-
ures required for the design of coherent devel op-
ment strategies. But it is obvious that the links
between trade and other areas of the international
economic agendado not end with debt and financ-
ing issues. For instance, the transfer of technol-
ogy (now explicitly included in the WTO agenda
along with the setting up of another new working
group) and sustainable environment policies (to
be considered at the United Nations Conference
on Sustainable Development in Johannesburg in
September 2002) cannot be excluded when envis-
aging such strategies.

The developing countries should approach
theissue of coherence by taking into account, and
actively participating in, all these new institutional
mechanisms. The most effective coherence may
be the one envisaged, that of looking in parallel at
the trade negotiations and the work on financing
for development, since issues such as the supply
capacity of the developing countries to take ad-
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Box 2.3

SPECIAL AND DIFFERENTIAL TREATMENT

As the pressures to extend the trading rules persist, it remains essential to preserve the right of
developing countries to take certain measures as part of their overall development strategy. Rather
than relying on artificial and arbitrary time frames unrelated to need or performance, special and
differential (S& D) treatment should be linked to specific economic and social criteria.

In this context, it would be important for the developing countries to achieve, in particular, the
following results in the Doha process:

Concrete measures that could result in a number of “best endeavours” provisions (for instance,
in the implementation of the provisions concerning transfer of technology in the TRIPS and
GATS Agreements).

Appropriate formulas for the negotiations on tariff and non-tariff measures for agricultural and
non-agricultural products that effectively take into account the export capacity of the devel op-
ing and least developed countries; and provisions that preserve the possibility of adopting na-
tional development strategies — particularly in the areas of TRIPS and TRIMS.

In the schedules of commitments on sectoral services, the inclusion of specific S& D treatment
considerations that reflect the peculiarities of each sector from the point of view of develop-
ment needs, in addition to “horizontal” provisions such as emergency safeguards.

Rules of origin and other new rules applying to regional trade agreements, designed so that
trade liberalization among devel oping countries can be deepened and matched with the objec-
tives of their integration schemes.

Binding the preferential regimes for market access, recently adopted by some devel oped coun-
triesin favour of the LDCs, in order to secure these regimes and channel more investmentsin
the development of the supply capacity required to fully take advantage of new export opportu-
nities.

Linking S&D treatment to the so-called “ Singapore issues’ (trade and investment; trade and
competition; government procurement; and trade facilitation), even at the present stage where
no formal negotiations are envisaged. In fact, it may be crucial to define the conceptual frame-
work and the scope of the S&D treatment that could be considered in these areas, in anticipa-
tion of the eventual launching of negotiations at the Fifth WTO Ministerial Conference.

vantage of the market access opportunities pro-
vided by trade liberalization should not be dealt
with separately at the WTO and at the Bretton
Woodsinstitutions. In this context, the main chal-
lenge for the next few years may be for the
developing countries to formulate negotiating
positions aimed at a system-wide development-
oriented agenda on policy coherence.

(c) Other Doha decisions

Aspart of the package agreed in Doha, Minis-
tersalso approved the Decision on |mplementation-
Related | ssues and Concerns.™* This Decision brings
further clarifications and makes a series of recom-
mendations with regard to provisions contained
inthe GATT 1994, the Agreement on Agriculture,
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the SPS Agreement, the ATC, the Agreement on
Technical Barriers to Trade (TBT), TRIMS, the
Agreement on Rules of Origin, the SCM Agree-
ment and TRIPS. Of particular importance for
many developing countries, it was agreed to en-
courage accelerated liberalization of the textiles
and clothing sector, and there was a commitment
to exercise restraint on the use of anti-dumping
actions in the sector for two years after the full
integration of the sector into the WTO. The man-
dates on the implementation issues contained in
the Ministerial Decision have to be considered
together with additional “outstanding” implemen-
tation issues identified by member States and in-
cluded in the Doha Work Programme.

During 2001, there was controversy over the
implementation of the TRIPS Agreement.*> The
contentious issues and the slow implementation
process are, to alarge extent, related to the distri-
bution of costs and benefits of this Uruguay Round
agreement. The potential conflict between the
preservation of intellectual property rights and the
interests of developing countries came to a head
in 2001 over the issue of accessto essential drugs
in low-income countries. The separate Ministe-
rial Declaration on the TRIPS Agreement and
Public Health acknowledges the right of devel-
oping countries to grant compulsory licences to
domestic producers of generic drugs, and thus
override patent rights, in the event of public health
crises and national emergencies.*®* However, com-
pulsory licensing, as laid down in the TRIPS
Agreement, prevents countries from importing
cheap medicinesin such situations. Sincethissitu-
ation may negatively affect many developing
countries, and LDCs in particular, the WTO Coun-
cil for TRIPS was reguested to find a solution be-
fore the end of 2002. It was al so recommended that
the transitional period for LDCs with respect to
the treatment of pharmaceutical products under the
TRIPS Agreement should be extended until 2016.

Asalready noted, liberalization in textilesand
clothing (the “integration of textiles and clothing
into the GATT 1994") has been a key concern of
the developing countries in relation to the imple-
mentation of the Uruguay Round agreements.

Annex Il of the Doha Decision on Implementa-
tion-Related Issues and Concerns contains
important provisions to encourage faster move-
ment on textile quotaliberalization, and agreement
by liberalizing countries to exercise restraint in
the application of anti-dumping for two years af -
ter thefull integration of textiles and clothing into
the GATT 1994. How these provisions will work
in practice remains to be seen.

The Decision on Implementation-Related | s-
sues and Concerns, in effect, sends many issues
(almost 20 of theitemslisted in the Decision) back
to different WTO bodies for resolution within
fixed, but differing, time frames. Apart from the
issues discussed above (in relation to implemen-
tation and negotiations), this covers anti-dumping,
countervailing duties, SPS, non-actionable subsi-
dies for developing countries, rules of origin and
customs valuation. The Decision represents a
major achievement for developing countries, in
that all the items they proposed for negotiations
before the Seattle Conference have been included
in the negotiations, many with short time frames
for resolution, normally before the end of 2002.
Yet another separate decision at Doha was to ex-
tend the transition period allowed under the WTO
SCM Agreement (i.e. for industrial products) for
developing countries to phase out export subsi-
dies from 2003 to the end of 2007.%4

The Doha Ministerial Declaration also wel-
comed the accession of anumber of new countries
to the WTO, notably China (see chapter V)** and,
recognizing that accession of LDCs remained a
priority, it agreed to work to facilitate and ac-
celerate negotiations with acceding LDCs.*®
However, the terms of completed accessions show
the following two trends: (i) the newly acceding
countries undertook a relatively higher level of
commitments and obligations under the WTO
Agreements, as well as market access commit-
ments in goods and services, than the original
WTO members at comparable levels of develop-
ment; and (ii) these countries were by and large
unable to fully benefit from the S&D treatment
provided under the respective WTO agreements
for developing country members.’
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D. Conclusions: beyond Doha

The implementation of the Programme of
Work agreed in Dohahas begun in a context char-
acterized, as far as devel oping countries are con-
cerned, by two significant features: on the one
hand the growing participation of those countries
ininternational trade, particularly in manufactured
goods, and on the other a wide recognition that
the results, so far, of the operation of the system
fall short of their expectations. The latest, and
most telling, expression of this recognition is a
recent World Bank study documenting “the un-
balanced Uruguay Round outcome”, which con-
firmsthat the North has been the big winner (Fin-
ger and Nogés, 2001).

Improving access to Northern markets re-
mains the litmus test of whether negotiations are
in the interest of developing countries. TDR 1999
estimated that at least $700 billion in export earn-
ings could be generated for developing countries
if protection for labour-intensive activities in in-
dustrialized countries was removed. The Zedillo
Report of the United Nations Secretary-General has
also made it clear that greatly improved access to
the markets of developed countries is a sine qua
non of atruly devel opment-oriented round of nego-
tiations. And, more recently, Horst Kohler, Man-
aging Director of the International Monetary Fund
(IMF), has said that “the true test of the credibility
of wealthy nations' efforts to combat poverty lies
in their willingness to open up their markets and
phase out trade-distorting subsidiesin areaswhere

developing countries have a comparative advan-
tage—asin agriculture, processed foods, textiles and
clothing, and light manufactures” (Kohler, 2002).

The fact that strong voices are now raising
these issues gives grounds for optimism. However,
in today’sinterdependent world economy, the dis-
cussion of market access should be accompanied
by consideration of other modalities which help
shape devel oping-country participation in the trad-
ing system: in particular, and as discussed in detail
in Part Two of this TDR, implementation of the
Work Programme must go hand in hand with ad-
dressing the danger of excessive competition in
traditional labour-intensive manufactures and of
FDI linked to international production chains; the
downward trend in commodity prices and the dan-
ger that afallacy of composition might extend to
other lesstraditional exports; and the growing gap
between trade flows and domestic value added,
including the difficulties of upgrading that this
implies. A basic challenge is to connect negotia-
tions to these realities. This means making a
balanced assessment of what devel oping countries
have gained and lost from the Uruguay Round
agreements, how they expect their position in the
trading system to evolve — particularly with re-
spect to market accessin areas of greatest interest
to them — and what policy options they consider
necessary to retain (or regain) to ensure that their
fuller participation in the trading system is con-
sistent with their wider development goals.
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But progress will also require some new
thinking on the nature and scope of the negotia-
tions. The point has been made that these need to
be*“rebalanced” in the sense that devel oping coun-
tries should get greater market access without their
policy space being curtailed.

The modalitiesfor such arebalancing remain
to be determined. For some, only strong opt-out
clauses can provide the room for devel oping coun-
triesto participate effectively in the trading system
(Rodrik, 2001). This, however, clearly runs the
danger of undermining multilateral rules and pro-
viding developing countrieswith too littleleverage
in negotiations. For others, including some strong
advocates of freetrade, ascaling back of thereach
of the WTO to refocus on core trade issues would
be desirable (Panagariya, 2000). As suggested in
this TDR, making special and differential treat-

ment a consistent component of the rules-based
system provides, along with stronger regional ar-
rangements, the potential to rebalance the system
in the interests of developing countries.

Trade negotiations are, of course, only one
facet of rebalancing the trading system to the ben-
efit of developing countries: faster growth in the
industrial countries will be needed in support of
greater access to their markets; improved access
to technologieswill be required in middle-income
developing countries both to improve their own
growth prospects and to free up marketsin labour-
intensive activities; and access to adequate short-
term financing will be needed to help countries
manage external shocks and disturbances without
damaging trade prospects. All these issues point
to theimportance of policy coherencein the func-
tioning of the trading system. m

Notes

1 With the exception of the Agreements on Govern-
ment Procurement and Civil Aircraft.

2 All told, there are now some 155 such provisionsin
the WTO agreements (WTO, 2001a).

3 A number of complex technical questionsto bere-
solved inrelation to tariff negotiationsare reviewed
inLaird (1999).

4  SeethisTDR, chapter 1V, and references therein.

5 For asimilar analysis, see also McCalman (2001:
161-186).

6 For an overview of recent developments and best
practiceswith regard to technology transfer, seethe
background information prepared for the UNCTAD
Expert Meeting on International Arrangements for
Transfer of Technology: Access to Technology and
Capacity-building, Geneva, 27-29 June 2001
(www.unctad.org/en/special).

7  Thisshould serve as areminder that, whatever the
outcome of the new WTO work programme, it is
important that there be a realistic assessment of the
time it will take to implement any new commit-
ments, the cost of their implementation, the train-
ing and technical support required and some deci-
sion on the funding of implementation.

8 These were already reduced by 36 per cent in the
Uruguay Round (14 per cent for developing coun-
tries).

9 Thefirst stage of negotiations on serviceswas com-
pleted at the stocktaking of the meeting in March
2001 of the Council on Trade in Services, which
resulted in adoption of the Guidelines and Proce-
duresfor the Negotiations on Trade in Services.

10 To some degree, the problem of high trade barriers
may be overstated because of the growing impor-
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tance of regional trade agreementsand preferences,
including those between developing countries as
well as between devel oped countries and economies
at different stages of development. Examples are:
ASEAN Free Trade Area (AFTA), Asia-Pacific
Economic Cooperation (APEC) grouping, Central
American Common Market (CACM), Canada-Chile
Free Trade Agreement, Caribbean Community
(CARICOM), Common Market for Eastern and
Southern Africa (COMESA), Southern Common
Market (MERCOSUR), North American Free Trade
Agreement (NAFTA) and Southern African Devel-
opment Community (SADC).

WTO, WT/MIN(01)/17, 20 November 2001.

For alist of all therecent TRIPS-related legidlative
actions undertaken in 2001, see WTO (2001c).

13
14
15
16

17

WTO, WT/MIN(01)/DEC/2, 20 November 2001.
WTO, G/SCM/39, 20 November 2001.

WTO, WT/MIN(01)/DEC/1, 20 November 2001,
para. 9.

WTO, WT/MIN(01)/DEC/1, 20 November 2001,
para. 42.

Two further decisions at Doha which were of im-
portance to the dynamics of the Ministerial meet-
ing were: (i) agreement on the waiver to alow the
European Union to extend until the end of 2007 uni-
lateral preferences under the Cotonou Agreement
for African, Caribbean and Pacific countries — the
“EU-ACP Partnership Agreement” (WTO, WT/
MIN(01)/15, 14 November 2001); and (ii) the deci-
sion on the EU transitional regime for banana im-
ports (WTO, WT/MIN(01)/16, 14 November 2001).
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Chapter IlI

EXPORT DYNAMISM AND INDUSTRIALIZATION
IN DEVELOPING COUNTRIES

A. Introduction

An important feature of world trade over the
past three decades has been the growing partici-
pation of devel oping countries. Between 1970 and
1999 their merchandise exports grew at an aver-
age annual rate of 12 per cent, compared to 10 per
cent for the world as a whole, resulting in their
share in world merchandise trade increasing from
less than one fourth to almost one third. During
this period, developing countries also became
important markets for each other’s products: the
share of trade among them reached 40 per cent of
their total exports at the end of the last decade
(chart 3.1). More importantly, these trends have
been accompanied by a rapid transformation in
the composition of their exports from primary
commodities to manufactures, particularly since
the early 1980s (chart 3.2). Manufactures ac-
counted for 70 per cent of developing country
exports at the end of the 1990s, after hovering at
around 20 per cent during much of the 1970s and
early 1980s, while the share of agricultural com-
moditiesfell from about 20 per cent to 10 per cent
during the same period. Earnings from mineral and
oil exports fluctuated considerably due to sharp
changesin prices, but their overall trend wasin a
downward direction.

The belief that closer integration into the
world trading system would create more favour-
able conditions for growth in developing countries
and allow them to close the income gap with
industrial countries has dominated commercial
policy in most devel oping countriesin recent years.
Rapid liberalization of trade and foreign direct
investment (FDI) has been the chosen policy ap-
proach, and in many cases this has indeed been
accompanied by increased participation of devel-
oping countries in world trade, including a rapid
expansion of their exports. However, as discussed
in some detail in TDR 1999, for almost all devel-
oping countries imports expanded faster than
exports, resulting in a deterioration of their trade
balance. More importantly, their trade expansion
has not necessarily been accompanied by faster
growth in their gross domestic product (GDP) and
by greater income convergence with industrial
countries. The share of developed countries in
world income (in current dollars) increased from
less than 73 per cent in 1980 to 77 per cent in
1999, whilethat of devel oping countries stagnated
at around 20 per cent. And although the share of
developed countries in world manufactured ex-
portsfell from more than 80 per cent to about 70 per
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Chart 3.1

SHARE OF TRADE AMONG DEVELOPING
COUNTRIES INTHEIR TOTAL EXPORTS,
BY MAJOR PRODUCT GROUP, 1975-1999
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Source: United Nations Monthly Bulletin of Statistics database.

Chart 3.2

COMPOSITION OF MERCHANDISE EXPORTS
FROM DEVELOPING COUNTRIES, BY MAJOR
PRODUCT GROUP, 1973-1999
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Source: See chart 3.1.

cent during this period, their sharein world manu-
facturing income (value added) rose. Among the
developing countries, it was mainly the East Asian
economies that improved their share in world
manufacturing income. Their success in combin-
ing expansion of trade with growth in income
enabled them to continue to close the gap with
richer industrial countries. Elsewhere, rapid
liberalization has failed to increase exports of
manufactures; or where growth in such exports
has occurred, it has not been accompanied by con-
comitant increases in domestic manufacturing
value added, but, rather, by rapid expansion in
manufacturing imports. The gap between growth
in manufacturing exports and income is also vis-
ible in most East Asian economies, except the
major ones in the first-tier newly industrializing
economies (NIEs).

These varying experiences suggest acomplex
relation between commercial policies and trade
performance, and, more generally, between trade
and growth, and they rule out an unequivocal
causal link from the former to the latter.® Indeed,
the relationship between trade, industrialization
and growth depends, inter alia, on the pattern of
integration and the location of countries in the
international division of labour. Successin enter-
ing lines of production with significant potential
for global demand expansion, high value added
and rapid productivity growth widens the scope
for the exploitation of increasing returns from
larger markets, and enhances the role of trade in
economic growth. By contrast, concentrating on
the export of goods with sluggish global demand
and/or persistent excess supply endangers the
growth process by leading to terms-of -trade | osses
and draining investible resources. Similarly, fo-
cusing on activities with limited potential for
productivity growth can constrain growth once
underutilized labour and natural resources are
exhausted; productivity growth then becomes the
single most important source of increase in per
capitaincome. Thus, to the extent that it is feasi-
ble for a developing country to concentrate its
production and exports on what can be called “ dy-
namic” products with respect to their global
demand potential (market-dynamic products) and
productivity potential (supply-dynamic products),
the country will be able to reduce the risk of its
export markets becoming rapidly saturated as a
result of more and more countries concentrating
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their export drives on the same sectors; it will
also be able to exploit the potential for long-term
productivity growth in the context of export ex-
pansion.

This chapter examines the evolution of world
trade over the past two decades by focusing on
various categories of products and the pattern of
participation of developing countriesin their pro-
duction. In particular, it analyses the extent to
which these countries have been successful inin-
creasing their exports in market-dynamic, high
value-added or supply-dynamic products. It is
shown that while world trade has, on average,
expanded faster than world income, due to the
increased integration of markets, there are con-
siderable differences in the rates of expansion of
trade in different products.

involvement of developing countries in world
trade in manufactured products. Policies in both
developing and industrial countries have contrib-
uted to this process. Developing countries facili-
tated the operation of transnational corporations
(TNCs) in their territories, while industrial coun-
triesfacilitated market accessfor imports of goods
containing inputs that originated in their own
economies and were produced either in the for-
eign assembly plants of these TNCs or under con-
tractual or outsourcing arrangements.

The evidence on the modalities of participa-
tion of developing countries demonstrates that
with the exception of the first-tier NIEs — which
had already become closely integrated with the
global trading system and established a signifi-

cant industrial base — the

Generally, trade in skill- and
technology-intensive manu-

exports of developing coun-
tries are still concentrated on

factures has been increasing
much faster than that in labour-
intensive and resource-based
manufactures and primary
commodities, although certain
products in the latter catego-
ries have also shown consid-
erable dynamism. These dif-
ferences cannot be explained
in terms of differencesin in-

Developing country exports
still rely mainly on natural
resources or unskilled
labour. Most countries will
need to rapidly upgrade to
more dynamic products,
and larger economies may
need to develop their
domestic markets.

the exploitation of natural re-
sources or unskilled labour;
these products generally lack
dynamism in world markets.
Statistics showing a consider-
able expansion of technol ogy-
and skill-intensive exports
from developing countries are
misleading. Much of the skills

come elasticities or shifts in

in these exports are embodied
in components produced in the

comparative advantage alone.

technologically more advanced

Policies governing market ac-

cess also appear to have played a major role, fa-
vouring skill- and technol ogy-intensive sectorsin
which industrial countries have acompetitive edge
over agricultural commodities and middle-range
manufactures, which are more important for less
advanced countries. Another factor in the vary-
ing rates of expansion of trade in different prod-
uctsis the increased mobility of capital. This, to-
gether with continued restrictions on labour mo-
bility, has extended the reach of international pro-
duction networksin anumber of productsinwhich
the production process can be partitioned into dif-
ferent segments that can be located in different
countries according to their factor endowments
and costs. Such arrangements have rapidly ex-
panded trade in anumber of products such as com-
puters and office equipment; telecommunications,
video and audio equipment and semiconductors;
aswell asclothing. They have also led to agreater

countries, while developing
countries are engaged mainly in the low-skill, low-
value-added assembly stages of global production
chains generally organized by TNCs. Thus expan-
sion of such exports has not been accompanied
by concomitant increases in value added and in-
come earned in devel oping countries. Much of the
value added contained in these products still ac-
cruesto foreign owners of capital, know-how and
management. While involvement in these activi-
ties may yield considerable benefits for countries
at earlier stages of industrialization by allowing
fuller utilization of their surplus labour, it may
lead to problems relating to fallacy of composi-
tion when too many countries simultaneously at-
tempt to enter these markets, a topic taken up in
the next chapter. For the more advanced develop-
ing countries, where further progress in industri-
alization and development depends on rapid tech-
nological upgrading and productivity and wage
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growth, participation in the low-wage, labour-in-
tensive segments of international production net-
works may not be an effective way to achievetheir
objectives.

Since markets do not automatically generate
the incentives needed to alter the pace and pat-
tern of integration into the global economy or
overcome the impediments to a more dynamic
interaction between trade and growth, there is a
considerablerolefor policy. The evidence and the
analysis presented here can thus help identify op-
tions available to policy makers in developing
countriesin their strategic approachestowardsthe
integration of their economiesinto the international
trading system, aswell astherisks associated with

misguided and excessive reliance on foreign mar-
kets and capital. Most developing countries will
need to rapidly upgrade production to more market-
and supply-dynamic products, instead of extend-
ing the existing patterns of production and trade.
In most cases, upgrading of exports should involve
replacing imported skill- and technol ogy-intensive
parts and components with domestically produced
ones thusraising the domestic value-added content
of output and exports. Larger economies, heavily
dependent on exports, may also heed to increase
their reliance on domestic marketsin order to sus-
tain growth and accel erate job creation, rather than
concentrating on labour-intensive exports in the
low-value-added segments of international pro-
duction networks.

B. Dynamic products in world trade

During the past two decades, the value of
world merchandise exports has grown at an aver-
age rate of more than 8 per cent per annum.
However, there have been considerable differences
in the growth rates of trade in individual prod-
ucts. Among the 225 products covered by this
analysis, some grew at rates twice as fast as the
average growth in world trade, whereas for oth-
ers export values declined in absolute terms, with
declines exceeding 3 per cent per annum for some
primary products (see annex 1). Mainly primary
commodities, but also some manufactures (nota-
bly machinery falling in the SITC 71 and 72
product divisions) registered sluggish or negative
growth rates. Varying growth rates for different
products have also meant considerable changesin
the composition of international trade. These
changes, however, have not occurred smoothly.
There has been considerabl e year-to-year volatil-
ity in growth rates around the trend, and sharp

structural breaksin the long-term trend. Such vari-
ations have differed significantly for different
products, with some showing greater stability and
predictability over time than others.

Both longer-term trends and short-term vari-
ations in growth rates of exports show the
combined effects of changes in prices and vol-
umes. These are not unrelated; given the factors
determining the aggregate world demand for a
product, excessive supply to world markets tends
to depress prices, resulting in stagnant or even de-
clining export revenues. This phenomenon is
known to be particularly important for primary
commodities, since for most manufactures short-
age of demand often, though not always, leads to
arelatively quick adjustment in the volumes sup-
plied rather than to a sharp drop in prices. This
issue will be addressed in the next chapter in the
context of fallacy of composition and terms of
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Table 3.1
EXPORT VALUE GROWTH AND SHARE IN TOTAL EXPORTS?
OF THE 20 MOST MARKET-DYNAMIC PRODUCTS, 1980-1998
(Per cent)
Average Share in

annual export
value growth

Share in
total world exports

total exports from
developing countries

SITC
code Product group 1980-1998 1980 1998 1980 1998
776  Transistors and semiconductors 16.3 1.0 4.0 1.9 7.7
752  Computers 15.0 0.9 3.4 0.2 5.0
759  Parts of computers and office machines 14.6 0.7 2.3 0.3 3.6
871  Optical instruments 14.1 0.1 0.3 0.0 0.3
553  Perfumery and cosmetics 13.3 0.2 0.5 0.1 0.2
261  Silk 13.2 0.0 0.0 0.0 0.0
846  Knitted undergarments 13.1 0.3 0.6 0.8 1.4
893  Plastic articles 13.1 0.6 1.2 0.6 1.1
771 Electric power machinery 12.9 0.3 0.6 0.2 0.8
898  Musical instruments and records 12.6 0.3 0.7 0.2 0.5
612  Leather manufactures 12.4 0.1 0.1 0.1 0.2
111 Non-alcoholic beverages 12.2 0.1 0.1 0.1 0.1
872  Medical instruments 12.1 0.2 0.4 0.1 0.2
773  Electricity distribution equipment 12.0 0.4 0.7 0.3 1.0
764  Telecommunications equipment, and parts 11.9 15 3.0 1.7 29
844  Textile undergarments 11.9 0.2 0.3 0.8 0.8
048  Cereal preparations 11.9 0.2 0.4 0.1 0.2
655  Knitted fabrics 11.7 0.2 0.3 0.1 0.6
541 Pharmaceutical products 11.6 1.1 2.0 0.4 0.6
778  Electrical machinery 115 1.1 1.7 0.7 15

20 most dynamic products 12.9 9.5 22.6 141 28.7

Memo item:

World exports? 8.4

Developing country exports? 11.3 154 24.3

Source: UNCTAD secretariat calculations, based on United Nations Department of Economic and Social Affairs (UN/DESA),

Commodity Trade Statistics database.

Note: SITC code numbers refer to Standard International Trade Classification, Revision 2. For export value growth rates of

other product groups, see annex 1.
a Excluding fuels.
b Total of all product groups listed in annex 1.

trade. Here the analysis of market dynamism of
productsis concerned with export earnings rather
than export volumes, since, for most products,
separate volume and price data are not available.
However, readily available evidence suggests that
the ranking of products would remain largely un-
changed if growth rates of products in world
exports could be calculated on the basis of con-
stant rather than current prices (see annex 2).

Table 3.1 shows the trend growth rates for
the period 1980-1998 of the 20 most dynamic
products in world trade.? Most of these products
fall into four categories:

J electronic and electrical goods (SITC 75, 76, 77);

e textiles and labour-intensive products, par-
ticularly clothing (SITC 61, 65, 84);
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e finished products from industriesthat require
high research and development (R& D) expen-
ditures and are characterized by high tech-
nological complexity and/or economies of
scale (SITC 5, 87); and

e primary commodities including silk, non-
alcoholic beverages and cereals (SITC 261,
111, 048).

The fastest growing category of products,
electronic and electrical goods, also accounts for
asizeable sharein world exports; in this category,
the three fastest growing product groups (transis-
tors and semiconductors; computers; and parts of
computers and office machines) alone increased
their share in world exports almost four times,
from 2.6 per cent in 1980 to 9.7 per cent in 1998.
Taken together, the share in world exports of the
seven groups of electronic and electrical products
included intable 3.1 almost tripled to reach about
16 per cent in 1998. By contrast, the shareinworld
exports of dynamic primary commoditiesissmall,
which suggests that their strong growth over the
past two decades has been due, at least partly, to
the fact that they started from alow base.

Thesefastest growing products have all shown
yearly variations around their trend growth rates.
Such variations reflect fluctuations and shifts in
the determinants of trade in different products such
as growth in global income, product innovation
and policies affecting market access and integra-
tion, including international production networks
(discussed in the next section). In general, the most
market-dynamic manufactures, with high shares
in world trade, show smaller variations around
their trend values than | ess dynamic manufactures
and primary commodities. Accordingly, for such
products, current export values are better predicted
by their past valuesthan they arefor less dynamic
products. By contrast, the vast majority of those
products for which export values areleast predict-
able onthe basis of their past behaviour also ranks
low in terms of market dynamism.

However, all products have occasionally
shown large deviations from their trend growth
rates. Certain non-fuel primary commaodities ex-
perienced their fastest rates of growth in export
values in 1987 and 1988, years of rapid and syn-
chronized expansion in the major industrialized

countries; yet many othersregistered their lowest
growth rates in 1997 and 1998, during the East
Asian crisis. In both instances, sharp swings in
commodity prices appear to have played a key
role. Most of the dynamic manufactures also ex-
perienced their fastest rates of growth during the
period 1986-1988, and their slowest growth rates
during the 1980-1982 recession in the major in-
dustrialized countries. There is also evidence to
suggest that astructural break occurred during the
period 1986-1988 in the longer-term trends of
export values of both non-fuel primary commodi-
ties and manufactures, possibly reflecting the shift
in some major developing countries towards
export-oriented strategies as well as the growing
importance of international production networks,
discussed below.?

The increased emphasis on exports by most
developing countries appears to have been asso-
ciated with a significant increase in the share of
dynamic products in their export earnings during
the past two decades (table 3.1). However, such
products continue to account for arelatively small
proportion of their total merchandise exports. The
combined share of the three fastest growing elec-
tronic and electrical products in developing
country exports in 1998 was only about 16 per
cent, despite asevenfold increase since 1980. And
the share of all electronic and electrical products
in developing country exportsincreased fourfold,
from 5.3 per cent in 1980 to 22 per cent in 1998.
Most developing countries which are considered
to have been marginalized in the context of world
trade, continue to rely on products that are sub-
ject to high volatility in the short term and show a
declining trend in world trade over the longer term.

Although developing countries as a whole
appear to have become mgjor players in markets
for many dynamic products, it is only in knitted
undergarments that the share of developing coun-
tries in world exports exceeds that of developed
countries. Developing countries account for only
10 per cent of world exports of products which
score high in R&D content, technological com-
plexity and/or economies of scale (table 3.2). In
this category, only in optical instruments do they
account for about 30 per cent of world exports.
The share of developing countriesin the total ex-
ports of parts and components for electrical and
electronic goods is about 40 per cent, while for
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Table 3.2

SHARES OF MAIN EXPORTERS AND OF DEVELOPING ECONOMIES IN
WORLD EXPORTS OF THE MOST MARKET-DYNAMIC PRODUCTS, # 1998

(Per cent)
Share of
SITC developing Main exporting countries
Rank code Product group countries (Share)
1 776  Transistors and 46 United States (17) Republic of Korea (10)
semiconductors Japan (15) Malaysia (7)
Singapore (10)
2 752 Computers 36 United States (13) Japan (10)
Singapore (13) Netherlands (9)
3 759 Parts of computers and 38 United States (17) Taiwan Province of China (7)
office machines Japan (14) Malaysia (6)
Singapore (9)
4 871 Optical instruments 30 Japan (22) Germany (10)
United States (17) China (5)
Republic of Korea (12) Hong Kong (China) (5)
5 553 Perfumery and cosmetics 10 France (28) United Kingdom (12)
United States (12) Germany (11)
6 261 Silk 87 China (70) India (3)
Germany (9)
7 846 Knitted undergarments 57 China (16) Italy (6)
United States (8) Mexico (5)
Turkey (6)
8 893 Plastic articles 23 United States (14) China (7)
Germany(13) Italy (7)
9 771 Electric power machinery 37 United States (11) China (9)
Germany (10) Japan (9)
10 898 Musical instruments 18 United States (20) Germany (8)
and records Japan (12) United Kingdom (7)
Ireland (12)
11 612 Leather manufactures 45 Italy (16) United States (7)
Taiwan Province of China (11) India (6)
China (7) Republic of Korea (6)
12 111 Non-alcoholic beverages 22 France (19) Belgium/Luxembourg (7)
Canada (7) China (7)
United States (7)
13 872 Medical instruments 12 United States (27) Japan (6)
Germany (12) Ireland (6)
United Kingdom (7)
14 773 Electricity distribution 34 Mexico (16) Japan (6)
equipment United States (14) France (4)
Germany (9)
15 764 Telecommunications 24 United States (15) Japan (9)
equipment, and parts United Kingdom (9) Sweden (7)
16 844 Textile undergarments 4 United States (30) Germany (9)
United Kingdom (23) Canada (5)
France (11)
17 048 Cereal preparations 14 Italy (11) France (10)
Germany (10) United Kingdom (8)
18 655 Knitted fabrics 54 Taiwan Province of China (20) Italy (8)
Republic of Korea (16) China (8)
Germany (8)
19 541 Pharmaceutical products 8 Germany (15) United Kingdom (10)
Switzerland (11) United States (10)
20 778 Electrical machinery 23 Japan (17) United Kingdom (7)
United States (13) Mexico (6)
Germany (13)

Source: See table 3.1.
Note: See UNCTAD, Handbook of Statistics (table 4.4) for the main exporters of these products within the group of developing countries.
a Product groups ranked by growth in export value, 1980-1998.
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telecommunications equipment and parts of elec-
tric circuit equipment it is about a quarter of the
total value. It should be noted that this refers to
sharesin gross export values, thusinvolving dou-
ble counting of imported parts and components.
As discussed in subsequent sections, the picture
is even less promising in value-added terms, par-
ticularly where devel oping countries are invol ved
in low-skill, low-value-added assembly stages of

global production networks, asin electronics. The
evidence discussed in annex 2 suggests that the
export values of the most market-dynamic prod-
ucts from the electronics industry have been
subject to ahigher degree of volatility in develop-
ing countries than in the industrialized countries.
Similarly, since the mid-1990s, the prices of these
products seem to have fallen more steeply in de-
veloping countries than in developed countries.

C. Factors contributing to trade expansion
in different products

Expansion of world trade is closely related
to growth in world output and income. However,
the link is neither linear nor uniform across all
products. While world trade in non-fuel products
grew (in current dollars) at an average rate of more
than 8 per cent per annum over the past two dec-
ades, the growth rate of global output and income
(in current dollars) was below 6 per cent. More-
over, trade in many products grew much faster
than global output and income; for some products
at the top of thelist intable 3.1 and annex 1, trend
growth rates were almost three times the growth
in world income and output. By contrast, growth
of trade in alarge number of products (71 out of
the 225 productslisted in annex 1), including both
primary commodities and manufactures, lagged
behind growth of global income; indeed, as noted
above, trade in some of these products shrunk in
absolute terms.

Against this background, a number of ques-
tions arise: Why has total world trade in non-fuel
products been growing faster than world output
and income? Why hastrade in some products been
growing much faster than in others, and at rates
several times the trend growth of world income?

What is the significance of these trends for eco-
nomic growth and development?

It has long been recognized that income is
one of the principal factors that determines de-
mand, and that there are significant differences
among products with respect to their income elas-
ticity. Differences in income elasticities can be
expected to play an important role in disparities
in the growth rates of broad product categoriesin
world trade. For example, the relatively low in-
come elasticity of demand for most agricultural
products seemsto have played amajor rolein the
steady decline in the share of agriculture in de-
veloping country merchandise exports (chart 3.2).
However, large differencesin the ranking of indi-
vidual products belonging to the same broad
product categories according to their dynamism
in export markets during the period 1980-1998
suggest that additional factors must have exerted
a major influence on their performance in world
trade. Although product-specific estimates of in-
come elasticities are not available, it is unlikely
that the ranking of products according to their
performance in world trade would coincide with
their ranking according to income elasticities. In-
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deed, policies governing market access and inter-
national production networks appear to have
played a greater role in the differential growth of
world trade in different products through their
impact on the speed with which markets in vari-
ous products are globally integrated.

1. Income growth and demand

The observation that growth of world trade
in manufactures is faster than trade in primary
products is not new. As incomes rise, a smaller
share of household budgets tends to be spent on
food, which impliesthat the share of food in world
consumption and trade will
tend to decline, unlessrelative

mand for information technology products, par-
ticularly new ones such as mobile telephones and
personal computers, exceeded the pace of income
growth by a considerable margin, resulting in an
increase in the share of these productsin income,
from an average of 3.3 per cent during the period
1974-1990to 6.3 per cent during the period 1996—
1999 (Oliner and Sichel, 2000). This, together with
the rapid development of sourcing from overseas
sites (see below), appears to have played an im-
portant role in the rapid growth of world trade in
such products.

Not only manufactures, but also primary
products, differ in their market potential and con-
tribution to export earnings. For example, there
are several categories of unprocessed and pro-
cessed foods that can be iden-
tified as high-value products

production costs rise. For ag-
ricultural and industrial raw
materials, demand grows less
rapidly than income for sev-
eral reasons: the shift in main
consuming countries towards
an economic structure based
on products and services that
requirelessraw material input,
the development of synthetic

There are significant
differences with respect to
the income elasticities of
demand for different
products, which can lead to
disparities in their growth
rates in world trade ...

and/or haveincomeelasticities
not only much higher than tra-
ditional agricultural products,
but also in excess of unity.*
The standards of quality, safety,
packaging and delivery of such
productsare, in many respects,
moretypical of modern manu-
facturing than traditional ag-
ricultural products, including

substitutes (in particular for
cotton, rubber and wool), and
the general decline in the intensity of use of such
raw materials in industrial production are some
of the main reasons.

Income elasticity of demand also reflectsthe
impact of product innovation on spending patterns.
Such innovations can result in sharp increasesin
spending on certain product categories, once new
products become accessible for mass consumers
in the household sector and business. In this sense,
the more innovative among manufacturers, often
(though not always) enjoy more rapidly expand-
ing markets for their products, thereby attaining
faster growth. Over the past few years, economic
growth in major developed countries, in particu-
lar the United States, has been closely linked to
theincreasing use of information technology prod-
ucts (including computer hardware and software,
and telecommunications equipment) combined
with rapidly improving technology for producing
computers. Indeed, in the United States, the de-

basic food commodities. In
terms of market dynamism,
this set of products has performed well compared
to other agricultural primary commodities: export
earnings of developing countries in several of
these product categories now exceed their earn-
ings from traditional primary commodities such
as cereals, cocoa, teaor natural rubber. Moreover,
the rapid expansion of such exports has contrib-
uted to growth in agricultural output and total food
production in a number of developing countries,
such as Brazil, China and Thailand, as well asto
rapid GDP growth, for example, in Chileand Israel.

Seven of these food categories have been
among the most market-dynamic agricultural
products over the past two decades (table 3.3) with
their world exports expanding even faster than
those of a number of manufactures (annex 1). Ta-
ble 3.3 also shows that the share of developing
countriesinworld exportsis much higher for most
of these products than for other market-dynamic
agricultural products.
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2. Market access

Differences in the speed of liberalization of
markets can have a significant impact on the ex-
pansion of world tradein different products. When
tariffs are the main forms of barriers to entry,
across-the-board liberalization in the form of uni-
form tariff reductions is unlikely to result in sig-
nificant differencesin relative market access con-
ditions and, hence, in the rates of expansion of
trade in different products. By contrast, such dif-
ferences can occur when: (i) trade liberalization
involves non-tariff measures

There were two types of response by devel-
oping countries. Some of them shifted their
manufacturing to products that enjoyed better
market access. For example, the more advanced
NIEs began focusing more on machinery and
transport equipment for export (i.e. products that
faced lower tariff and non-tariff barriers). Others
changed to production and exports of goods for
which they faced fewer market access barriersthan
other countries, rather than shifting to products
that enjoyed better overall market access. For ex-
ample, some countries with unfilled quotas under
the Multi-Fibre Arrangement (MFA) increased
their exports of clothing (Page, 1994).

(NTMs) applied selectively to

Asaresult of the Uruguay

different products and/or sup-
pliers; (ii) market accessislib-
eralized in different degrees
and speeds for different prod-
ucts; or (iii) selective and tar-
geted contingent measures
such as tariff-rate quotas or

) i ] ) greater role.
anti-dumping actions gain

... So far, however, policies
governing market access
and international
production networks
appear to have played a

Round agreements, changesin
the conditions of market ac-
cess have varied for different
products as well as for differ-
ent importing countries (WTO,
2001d). In general, barriersto
trade and industrial products
have been lowered more than

importance in commercial

those to trade in agricultural

policy. All these featureswere

prominent in the evolution of the world trading
system during the period 1980-1998, and hence
go along way in explaining why world trade in
different products has expanded at significantly
different rates.

Asdiscussed in TDR 1993 (Part One, chap. I1,
sect. D), an important feature in the evolution of
market access conditions was the persistent and,
in some instances, growing resort to NTMs by
industrialized countries during the period between
the completion of the Tokyo Round (1979) and
the Uruguay Round negotiations (1994). Volun-
tary export restraints (VERS), in particular, were
increasingly applied to tradein steel, automobiles
and consumer electronics. The growing number
of NTMs, especially against unsophisticated
manufactures, reinforced the prevailing patterns
of market access which favoured primary commodi-
ties and high-tech products over middle-ground
products that tend to gain importance in the early
stages of industrialization. This pattern of trade
controls remained largely unchanged throughout
the 1980s; the little change that did occur only
served to reinforce — rather than weaken — the bias
against middle-ground products.®

products, and little has been
achieved in terms of reducing trade-affecting sub-
sidies in agriculture, particularly in the European
Union (EU).

The major objective of the Uruguay Round
Agreement on Agriculture wasto establish atariffs-
only regime, so as to move away from a regime
characterized by a large number of NTMs that
were non-transparent in both their application and
effects. Tariff rate quotas (TRQs) have been in-
troduced to allow minimum access where there
were no significant imports before the tariffication
process, or to maintain current access levelswhere
the tariffication would otherwise have reduced ac-
cess.® They allow a certain quantity of importsto
enter amarket under a specific (“in-quota’) tariff
and then apply a higher (“out-of-quota”) tariff to
imports above the quota. The difference between
the two tariff rates is frequently large: in those
countries of the Organisation for Economic Co-
operation and Development (OECD) that apply
TRQs, they average 36 per cent and 120 per cent
respectively. Most TRQs are concentrated in a few
products, mainly fruits and vegetables, followed
inimportance by meat, cereals, dairy products and
0ilseeds.
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Table 3.3

SHARES OF MAIN EXPORTERS AND OF DEVELOPING ECONOMIES IN WORLD EXPORTS

OF THE MOST MARKET-DYNAMIC AGRICULTURAL COMMODITIES, #1998

(Per cent)
Rank Share of
among all  SITC developing Main exporting countries
Rank products  code Product groupb countries (Share)
1 6 261 Silk 87 China (70) India (3)
Germany (9)
2 12 111 Non-alcoholic beverages 22 France (19) Belgium/Luxembourg (7)
Canada (7) China (7)
United States (7)
3 17 048 Cereal preparations 14 Italy (11) France (10)
Germany (10) United Kingdom (8)
4 23 098 Preserved food 17 United States (16) China (5)
France (12) Netherlands (6)
Germany (8)
5 27 062 Sugar preparations 25 United Kingdom (10) United States (7)
Germany (9) Belgium/Luxembourg (6)
Spain (9)
6 31 122 Manufactured tobacco 24 United States (29) United Kingdom (10)
Netherlands (16)
7 33 073 Chocolate 7 Germany (16) United Kingdom (8)
Belgium/Luxembourg (13)  Netherlands (7)
France (11)
8 67 036 Fresh crustaceans 70 Thailand (12) India (6)
Indonesia (7) Ecuador (6)
Canada (6)
9 71 245 Fuel wood and charcoal 41 Latvia (15) France (6)
Indonesia (10) Poland (5)
China (10)
10 72 034 Fresh fish 37 Norway (13) China (5)
United States (7) Taiwan Prov. of China (5)
Denmark (5) Chile (5)
11 81 269  Waste of textile fabrics 16 United States (22) United Kingdom (8)
Germany (15) Netherlands (8)
12 84 037  Fish preparations 58 Thailand (20) Spain (4)
China (10) Germany (4)
Denmark (5)
13 97 112  Alcoholic beverages 10 France (28) Italy (10)
United Kingdom (16) Spain (6)
14 101 054 Fresh vegetables 31 Netherlands (15) Mexico (9)
Spain (12) Italy (7)
United States (9)
15 102 091 Margarine and shortening 25 Germany (16) Belgium/Luxembourg (11)
Netherlands (11) United States (7)
16 106 292 Crude vegetable materials 25 Netherlands (31) Italy (5)
United States (7) Denmark (5)
Germany (5)
17 109 431 Processed animal 48 Malaysia (25) Indonesia (10)
and vegetable fats Netherlands (12) United States (6)
Germany (10)
18 110 058 Fruit preparations 37 Brazil (11) Belgium/Luxembourg (6)
United States (9) Italy (6)
Germany (7)
19 122 014 Meat preparations 23 Denmark (10) United States (9)
Belgium/Luxembourg (10)  France (9)
20 123 024 Cheese and curd 2 France (19) Germany (15)
Netherlands (18) Denmark (9)
Source: See table 3.1.
Note: See UNCTAD, Handbook of Statistics (table 4.4) for the main exporters of these products within the group of developing countries.

a
b

Product groups ranked by growth in export value, 1980-1998.
Bold characters indicate high-value products and/or items with an income elasticity of demand greater than one.
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While the Uruguay Round agreements
achieved sizeable reductionsin the use of NTMs,
the phasing out period for existing NTMs differed
significantly for different products: NTMsin ag-
riculture, affecting mostly temperate zone food
products (particularly grains and dairy products)
exported mainly by developed countries, were to
be phased out almost immediately, but those on
textiles and clothing were given a transition pe-
riod of 10 years, and VERs four years (Low and
Yeats, 1995). These imbalances have been rein-
forced by the unequal incidence of VERS both
across exporting countries and products. For
example, as of 1992, of the 79 VERs outside ag-
riculture and textiles and clothing, 69 involved
Japan and the Republic of Koreaas exporters, and
they applied mainly to motor vehicles and con-
sumer electronics (Finger and Schuknecht, 1999).

The failure of the Uruguay Round to impose
a strong discipline over the use of anti-dumping
practices may be one reason why they have be-
come the most popular contingency protection
actions employed by both developed and devel-
oping countries over the past few years. During
the period 1995-1999, anti-dumping investiga-
tionsincreased rapidly, exceeding 1,200 cases, and
most of the investigations were initiated against
devel oping countries (WTO, 2001d). Producers of
base metals (principally steel), chemical's, machin-
ery and electrical equipment, and plastics have
frequently resorted to the use of anti-dumping
actions (Miranda, Torres and Ruiz, 1998).

Itisdifficult to make a precise assessment of
the impact of changesin market access conditions
on the expansion of trade in different products.
While most measures are the outcome of multi-
lateral trade negotiations and are, hence, applied
globally, some of the most restrictive practices,
such as VERs and anti-dumping, are applied on a
bilateral basis, sometimes with effects that work
in opposite directions. Indeed the prohibition of
VERsin the electronics sector has coincided with
increased resort to anti-dumping. In some cases,
increased resort to restrictions was a response to
rapidly expanding market penetration of imports,
while in others liberalization provided the impe-
tus for such expansion.

Nevertheless, regarding broad product cate-
gories, available evidence suggests that trade

liberalization has been limited and slow in agri-
culture, textiles and clothing; compared to other
sectors, access to markets for these products con-
tinues to be much more restricted. Agricultural
subsidies, particularly inthe EU, have been largely
responsible for restricting growth of exports of a
number of agricultural commodities from devel-
oping countries. Moreover, the structure of TRQs
has made market access particularly restrictive for
agricultural productsthat have comparatively high
income elasticities. These factors have certainly
inhibited the expansion of world trade in agricul-
tural products compared to manufactures. They
also go along way in explaining why, within the
group of agricultural products, those with com-
paratively high income elasticities have not been
able to outperform the others. In manufacturing,
except in textiles and clothing, differencesin the
evolution of market access conditionsare not large
enough to explain the differences in the pace of
expansion of trade in these products. Other fac-
tors affecting integration of markets, notably the
growing importance of international production
networks, appear to have played a greater role.

3. International production networks

(a) The development of international
production networks

Thethree product groups with the fastest and
most stable growth rates over the past two dec-
ades (namely, parts and components for electrical
and electronic goods, labour-intensive products,
such as clothing, and finished goods with high
R& D content) are also the ones most affected by
the globalization of production processes through
international production sharing.” Lower transport
and communication costs and reduced trade and
regulatory barriers have facilitated production
sharing, which isgenerally concentrated in labour-
intensive activities. These activities tend to
involve technically unsophisticated production
such as clothing or footwear industries; but they
can also involve separation and location in differ-
ent sites of |abour-intensive segments of otherwise
technologically complex production processes,
such as those in the electronics or the automotive
industry (Hummels, Rapoport and Yi, 1998). In
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such sectors, production sharing allows firms to
exploit the comparative advantages specific to the
production of particular components, including
scale economies, and differences in labour costs
across countries. In the electronicsindustry, com-
ponents such as semiconductors are marketable
commodities themselves, and can be used in a
variety of end-products, such
as computers, automobiles and

production process can be separated from capi-
tal-and skill-/technol ogy-intensive segments and
located in low-wage areas.

It has been estimated, on the basis of input-
output tables from anumber of OECD and emerg-
ing-market countries, that trade based on speciali-

zation within vertical produc-

tion networks accounts for up

household appliances. Thisal-
lows firms to determine the
location of the production of
such components according to
their own factor intensity and
costs rather than the average
factor intensity and cost of the
end product.

International production
networks involve large
TNCs which produce a
standardized set of goods
in several locations, or
groups of small and

to 30 per cent of world ex-
ports, and that it has grown by
as much as 40 per cent in the
last 25 years (Hummels, Ishii
and Yi, 2001). However, the
size of international produc-
tion sharing at the global level
is difficult to trace over time,

International production
networks involve large TNCs

medium-sized enterprises
linked through international
subcontracting.

because international trade
classifications prior to the sec-
ond revision of SITC did not

which produce a standardized

allow adistinction to be made

set of goods in several loca-
tions, or groups of small and
medium-sized enterprises located in different
countries and linked through international subcon-
tracting; some of the more important areas of in-
ternational production sharing organized along
these lines are discussed in annex 3. In the pro-
duction of standardized goods, scale economies
play akey role, and TNCs seek to increase profits
by choosing locations with appropriate combina-
tions of high labour productivity and low wage
and infrastructure costs. This type of investment
is highly mobile, as cost ad-

between trade in final goods
and trade in parts and compo-
nents (Yeats, 2001). While this distinction is still
not possible for most categories of products, it can
be made for machinery and transport equipment,
which accounts for about half of world trade in
manufactures. Trade in parts and components is
particularly important in the motor vehicleindus-
try, computers and office machines, telecommu-
nications equipment and electrical circuit equip-
ment.8 Moreover, tradein transistors and semicon-
ductors® plays an important role in production
sharing in East Asia (Ng and

vantages can be easily lost due

Yeats, 1999). The fact that

to wageincreases or the emer-
gence of more attractive new
locations. Another character-
istic of this type of interna-
tional production network is
that know-how and technol-

Know-how and technology
are usually kept within the
TNCs themselves.

trade in parts and components
has grown strongly over the
past few years, especialy in
the electronics industry, sug-
gests that the rapid develop-

ment of global production

ogy are usually kept withinthe

TNCs themselves; they often enjoy monopolistic
positions, as high costs of managing and coordi-
nating such complex units constitute important
barriersto entry into such sectors. Where interna-
tional production networks are organized on the
basis of subcontracting, the lead firm usually con-
centrates on R& D, design, finance, logistics and
marketing, but it is not always involved in pro-
duction activities. Such networks are typical of
activities where labour-intensive segments of the

sharing has been acrucial fac-
tor in the rapid expansion of trade in these prod-
ucts as well as in the rising share of developing
countries in these markets.

The dependence of manufacturing production
and exports in developing countries on imported
inputs such as capital and intermediate goods is
not a new phenomenon. International production
sharing constitutes a particular form of input-out-
put relations between imports and exports that
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tends to raise the direct import content of exports
relativeto value added. In asense, it has the same
effect as trade liberalization, which often raises
the direct as well as indirect import contents
of exports by allowing easier access of foreign
suppliers of capital and intermediate goods to do-
mestic markets. However, international production
networks promote a new pattern of trade, in that
goodstravel across several locations before reach-
ing final consumers, and the total value of trade
recorded in such products exceeds their value
added by a considerable margin. Consequently,
trade in such products can grow without a com-
mensurate increase in their final consumption as
production networks are extended across space.

The increased import content of exports has
heightened the importance of the rules applied to
determine the origin of traded goods, both as an
instrument of commercial policy (regarding, for
example, duty drawbacks and quantitative restric-
tions) and for recording trade flows on a product
basis. Rules of origin follow the general concept
that a product has its origin

(b) Production sharing and preferential
market access

The development of international production
sharing has often been associated with the provi-
sion of preferential market access. While such a
provision usually resultsin tradediversion, it tends
to create trade when it is granted in the context of
international production sharing. For instance, the
MFA quotarestrictions have had a crucial impact
on production location and expansion of trade in
textiles and clothing, particularly in Asia, where
countries that had exhausted their quotas in
industrial markets shifted production to new
locations, using them as bases for exports (see
annex 3).

Other more specific arrangements affecting
the volume of trade have involved mainly the
United States and the EU. The United States im-
plemented special tariff provisionsasearly as1964
to encourage the use of its productsin foreign as-
sembly operations. These provisions have been

continued, with some modifi-

where the last “substantial

cation after 1988, under the

transformation” took place. In
practice, three main methods
are used to determine whether
substantial transformation has
occurred. Thefirstisthevalue-
added measure, which refersto
the percentage of value added
created at the last stage of the
production process. The second
is the tariff heading criterion,
whereby originisconferred if

International production
sharing constitutes a
particular form of input-
output relations between
imports and exports that
tends to raise the direct
import content of exports
relative to value added.

production-sharing provisions
of Chapter 98 of the Harmo-
nized Tariff Schedule of the
United States. They exempt
from duty the value of com-
ponents made in the United
States that are returned to that
country as parts of products as-
sembled abroad. An additional
provision was introduced in
the context of North American

the activity in the exporting

country resultsin aproduct classified under adif-
ferent heading of the customs tariff classification
than itsintermediate inputs. This criterion iscom-
paratively simple and predictable, but trade
classification systems have not been designed with
the objective of distinguishing substantial trans-
formation. The third is the technical test, which
determines, on a case-by-case basis, specific pro-
duction activities that may confer originating
status. Given that there are no internationally
agreed standards, there is considerable room for
interpretation and discretion by customs authori-
ties in setting rules of origin. As a result, an
importing country can vary rules of origin accord-
ing to its trading partners and products.

Free Trade Agreement (NAFTA)
to allow duty-free treatment of Mexican value
added in textile and apparel products assembled
from fabric formed or cut in the United States
(USITC, 1999a).

Outward processing trade (OPT) between the
EU and itstrading partners has been concentrated
in labour-intensive sectors, particularly textiles
and clothing.'® The legislation on OPT goes back
to the second extension of the MFA in 1982, when
quotas for OPT were included for thefirst timein
MFA 111. The special treatment of textiles and
clothing imports into the EU generally involves
application of customs relief within certain im-
port limits, or under surveillance arrangements
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provided for in the bilateral textile agreements
concluded by the EU with a number of suppliers
under the MFA. In practice, this usually means a
combination of VERs and tariff suspension. It pro-
videsapreferential tariff quotaon OPT re-imports,
applied on aselective basis. The main beneficiaries
of this scheme are some Mediterranean countries
(Morocco, Tunisia and Turkey) and countries in
Eastern Europe, especially the Baltic States. The
scheme has been widely used: in Germany more
than two thirds of the total trade in textiles and
clothing with Central and Eastern European coun-
tries involves outward-processing operations.*

Preferential tariffs provided under regional
trade agreements among devel oping countries, such
asthe Southern Common Market (MERCOSUR)*

in Latin America and the ASEAN Free Trade
Agreement (AFTA) in Asia, have also had a sub-
stantial impact on the expansion of trade in
specific products among the countries involved.
For example, the creation or consolidation of re-
gional automobileindustriesin Latin Americaand
in the Association of South-East Asian Nations
(ASEAN), respectively, has given riseto substan-
tial increases in FDI and intra-industry trade in
theseregions. In MERCOSUR, reciprocal prefer-
ential market access among member countries is
aimed at devel oping an integrated regional indus-
try and markets for automobiles; temporary
protection is provided against non-members, un-
til the industry can be substantially restructured
with the help of FDI and integrated into the world
market (annex 3).

D. Export dynamism and the potential
for productivity growth

As noted above, the developmental effects
of production and export of productsdiffer accord-
ing to their potential for demand and productivity
growth. Itisgenerally agreed that this potential is
limited for primary commodities. However, there
are also considerabl e differences among manufac-
tures in terms of their skill and technology
intensity and productivity potentials.

A classification of products according to the
mix of different skill, technology and capital in-
tensity as well as scale characteristics results in
five categories: primary commodities, |abour- and
resource-intensive manufactures, manufactures
with low skill and technology intensity, manufac-
tures with medium skill and technology intensity,
and manufactures with high skill and technology
intensity (TDR 1996: 116). Although the skill and

technology intensity of a product does not neces-
sarily indicate the productivity growth potential
of the sector producing it, therelationship isclose
enough to focus the analysis on product catego-
ries based on their skill and technology intensity
(box 3.1).

Tradein all the five product categorieslisted
above has expanded considerably since the mid-
1980s. The expansion was particularly rapid for
manufactures with high skill and technology
intensity since 1993; trade in such products in-
creased about fivefold between 1980 and 1998
(chart 3.3). Tradein labour- and resource-intensive
products, as well as medium skill- and technol-
ogy-intensive manufactures, has also grown faster
than total non-fuel trade, but the difference has
been fairly small. By contrast, trade in manufac-
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Box 3.1

SKILL AND TECHNOLOGY INTENSITY OF PRODUCTS
AND THEIR POTENTIAL FOR PRODUCTIVITY GROWTH

The product grouping used above reflects common perceptions regarding skill and
technology intensities of their production processes. Since increased application of
human capital and technology tendsto raise labour productivity, such aclassification
can be expected to provide a reasonably good guide to sectoral differences in the
potential for productivity growth. However, it should also be kept in mind that: (i) high
productivity is not synonymous with high skill and technological intensity of pro-
duction; and that (ii) productivity isinfluenced by a number of factorsin addition to
the mix of inputs and technol ogy.

High value added per worker usually occursin highly capital-intensive sectors or in
traditional heavy manufacturing, while value added per worker can be lower in sec-
torsthat are highly technol ogy-intensive. For example, in 1999 value added per worker
in the United States was substantially higher in cigarette manufacturing, petroleum
refining and automobile manufacturing ($1,944, $551 and $308 thousand respec-
tively) than in aircraft manufacturing and computer and electronics (both around
$170 thousand) (United States Census Bureau, 2001).

Since labour productivity is determined by a complex array of factors, high value
added per worker does not always correspond to high technology intensity of pro-
duction. Introduction of new management and organizational techniques, for exam-
ple, can lead to substantial productivity increasesin specific industries, asin the case
of thelean production system introduced by Japanese automobile manufacturers. This
gave them a substantial advantage over their competitors who continued to rely on
the Fordist system of production. The ongoing debate on the sources of the growth of
labour productivity in the United States during the second half of the 1990s also
testifies to the complexity of thisissue. While some stress the contribution to overall
productivity growth resulting from the production of computers and semiconductors,
others emphasize the large productivity gains that accrue from the use of information
technology (see, for example, Oliner and Sichel, 2000; Gordon, 2000).

Total factor productivity (TFP) is an alternative measure to assess productivity and
the link between technology intensity and economic performance. On the basis of
this measure, sectors can be classified according to estimates of long-term rates of
growth in TFPin large developed countriesthat are likely to be technological |eaders
(Choudhri and Hakura, 2000). However, this measure cannot be fully applied in the
present context because it is based on the International Standard Industrial Classifi-
cation (1SIC), whilethe SITC is usually applied in trade analyses. Nonethel ess, allo-
cating the products identified above as market-dynamic in world exports shows that
almost all of them are in the group of high TFP-growth manufacturing sectors (tex-
tiles, wearing apparel and leather; chemicals and chemical products; and fabricated
metal products, machinery and equipment), except for three primary commodities
(silk, non-alcoholic beverages and cereals) and the group covering musical instru-
ments, records and tapes.
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Chart 3.3

GROWTH OF EXPORTS OF DIFFERENT CLASSES OF GOODS,?
BY FACTOR INTENSITY, 1980-1998

(Index numbers, 1980 = 100)

Index
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All products

Primary commodities

Labour-intensive and resource-based manufactures
Manufactures with low skill and technology intensity
Manufactures with medium skill and technology intensity
Manufactures with high skill and technology intensity

Source: See table 3.1.
a Excluding fuels.



68 Trade and Development Report, 2002

Table 3.4

STRUCTURE OF EXPORTS?BY PRODUCT CATEGORIES ACCORDING TO
FACTOR INTENSITY, 1980 AND 1998

(Percentage share)

Share in
world exports

Share in exports from
developing countries

Product category 1980 1998 1980 1998
Primary commodities 50.8 19.0 25.7 14.8
Labour-intensive and resource-based manufactures 21.8 23.2 14.7 15.0
Manufactures with low skill and technology intensity 5.8 7.3 10.1 7.6
Manufactures with medium skill and technology intensity 8.2 16.8 26.4 29.6
Manufactures with high skill and technology intensity 11.6 31.0 20.2 30.2

Source: See table 3.1.
Note: For the product classification see text.
a Excluding fuels.

tures with low skill and technology intensity, and
non-fuel primary commodities, has grown at a
much slower rate than the average, particularly in
recent years. Thus there has been a sharp fall in
the share of non-fuel primary commodities in
world trade, and a strong and sustained increase
in the share of manufactures with high skill and
technology intensity. Indeed, by the end of the
1990s, the share of the latter product category
came to exceed the share of medium skill- and
technol ogy-intensive manufactures (table 3.4).

Except for non-fuel primary commodities,
developing country exports of all product catego-
ries have grown more rapidly than world exports
in the same product categories, and the difference
has been higher the greater the skill and technol-
ogy intensity of the products (chart 3.3). As a
result, there has been a steep fall in the share of
non-fuel primary commodities in total non-fuel
exports of developing countries, from over 50 per
cent in 1980 to under 20 per cent in 1998. The
shares of labour- and resource-intensive products
as well as low skill- and technology-intensive
manufactures in total non-fuel exports of devel-
oping countries have remained largely unchanged,

while those of medium and, in particular, high
skill- and technol ogy-intensive manufactures have
increased strongly; in fact since the mid-1990s,
the latter have accounted for the largest share in
developing country exports.

Chart 3.4, based on SITC classification at
2- and 3-digit levels, shows that several goodsin
all product categories have experienced rapid
growth in world exports in the past two decades,
and, in this sense, dynamism is broad-based. How-
ever, all goods that combine rapid growth with a
high share in world exports belong to the high-
and medium-skill and technol ogy-intensive prod-
uct categories. In developing countries, the prod-
ucts with a high share in total exports have also
experienced the highest growth rates over the past
two decades (chart 3.5). Thus the main exports of
developing countries are concentrated in comput-
ers and office equipment; telecommunications,
audio and video equipment and semiconductors;
and clothing. All these products involve labour-
intensive processes, which suggests that the in-
creased importance of global production sharing
has been a crucial determinant of the growth of
their exports.
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Chart 3.4

MARKET DYNAMISM OF INTERNATIONALLY TRADED GOODS,? BY FACTOR INTENSITY
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Source: See table 3.1.

Note: Both product groups and subgroups are ranked in decreasing order by their average rate of growth during the period 1980-1998.
For some of the product groups listed in this chart, the definition differs from that used elsewhere in this TDR. These are:
“Computers”, comprising here computers and office equipment, and parts of computers and office machines (SITC 75); “telecom
equipment”, comprising here telecommunications, audio and video equipment (SITC 76), and transistors and semiconductors
(SITC 776); and “electrical machinery”, comprising here electrical power machinery, electrical apparatus and appliances, and
parts thereof (SITC 771-775), but excluding transistors and semiconductors (SITC 776).

a Excluding fuels.
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Chart 3.5

MARKET DYNAMISM OF DEVELOPING COUNTRY EXPORTS,? BY FACTOR INTENSITY
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Thus, the analysis of growth in exports of
different product categories suggests that there are
market-dynamic productsin all categories, includ-
ing some primary commodities. However, exports
of products from the high skill- and technology-
intensive group have grown most rapidly over the
past two decades. Perhaps the most striking find-
ing is that the higher the skill and technology
contents of exports, the faster is the growth rate
of exports of developing countries compared to
growth in world trade. However, this does not
necessarily imply that there has been a rapid and

sustained technological upgrading in exports of
developing countries. First, their rapid growth in
exports of skill- and technology-intensive goods
started from a relatively small base in the early
1980s. Secondly — and more importantly — since
theinvolvement of developing countriesin exports
of such products is usually limited to the labour-
intensive processes in these sectors in the context
of international production sharing, simple meas-
ures of growth in gross export values are poor
guides for an assessment of the nature of partici-
pation of developing countries in world trade.

E. Variations among developing countries

The main exporters of the most dynamic
products in world markets are the industrialized
countries. Among devel oping countries only some
of the East Asian economies have managed to sup-
ply the world markets with a significant quantity
of these dynamic products. Most of the other de-
veloping regions do not appear to have been able
to participate in this process.*®

The most market-dynamic products in the
exports from developed countries, developing
countries as a group, and for regional subgroups
aregivenintable3.A2inannex 1. Thetable shows
that the 15 fastest growing exports of industrial
countries are among the 20 most market-dynamic
products in world markets. By contrast, only 8 of
the 20 most rapidly growing exports of develop-
ing countries are among the 20 most dynamic
products in world markets. While these include
the four fastest growing products in world trade,
this is largely due to the increased participation
of developing countries in the labour-intensive
segments of production of high-tech electronic
goods in the context of international production

sharing. Similarly, the growing importance of pro-
duction outsourcing to developing countries
appears to be the main reason why products from
the clothing sector are among the fastest growing
exports of industrial countries rather than devel-
oping countries.

It is perhaps surprising that only 3 of the
20 most dynamic products in world markets (ta-
ble 3.1) are among the 20 fastest growing exports
of the first-tier NIEs; these are computers, parts
of computers and office machines, and optical in-
struments. However, thisisonly an indication that
these economies do not provide attractive locations
for labour-intensive processes in the production
of many dynamic products with high skill and
technology context. By contrast, 5 items from the
chemical industry are among the 20 most rapidly
expanding exports of the first-tier NIEs, and
finished products of the motor vehicle industry
also rank comparatively high. Textiles rank much
higher than clothing in their exports, suggesting
that the first-tier NIEs have, over the years,
succeeded in upgrading from comparatively la-
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bour-intensive clothing to more sophisticated tex-
tiles.

Computers, parts of computers and office
machines, optical instruments, and telecommuni-
cations, audio and video equipment are the most
important subgroupsin the dynamic exports of the
ASEAN-4 (Indonesia, Malaysia, the Philippines
and Thailand). But it is noteworthy that passen-
ger motor vehicles are also among the 20 fastest
growing exports from these countries. The most
dynamic products in exports from South Asia be-
long to awide variety of product groups, but there
are significantly fewer electronics products than
in East Asia. The absence of any product from
the clothing sector is also notable.

As a group, countries in South America ap-
pear to have been largely excluded from dynamic
exports in world markets. Only 2 of the group’s
fastest growing exports are among the 20 most
dynamic products in world trade: non-alcoholic
beverages and knitted fabrics. Products that are
subject to global production sharing are not among
the most dynamic exports from South America.
The region does not participate significantly in
global production sharing because of such factors
as greater geographical distance from the devel-
oped countries that have been the most active in
such activities, high wages compared to produc-
tivity, and inadequate infra-
structure. Countries in the re-

important role in China, Costa Rica and
Mexico.

o Textiles and labour-intensive manufactures,
in particular clothing, areimportant in China,
Costa Rica, India, Mexico, Morocco, the
Philippines, the Republic of Korea, Taiwan
Province of China, Thailand, Tunisia and
Turkey.

e Transport equipment, in particular passen-
ger motor cars and other motor vehicles, is
the only group of finished goods from tech-
nologically complex industries that features
among the leading exports of several devel-
oping countries, in particular Argentina,
Brazil, Mexico and the Republic of Korea.
However, only in the Republic of Korea do
these exports reflect nationally grown pro-
duction activities.

e Primary commoditiesand, in particular, sup-
ply-dynamic primary commodities are of
someimportancein India, Indonesia, Malay-
sia, the Philippines, Thailand, Tunisia and
Turkey, and are very important for a number
of countriesin South Americaand for Morocco.

No doubt, many country-specific factors, in-
cluding size and resource endowments, have in-
fluenced the export composi-
tion and dynamics of these

gion haverelied on their abun-
dance of natural resources to
strongly expand their primary
exports: their 6 most dynamic
products are primary com-
modities, and among the 20 fast-
est growing exports of South
Americathereisatotal of 9 pri-

As a group, countries in
South America appear to
have been largely excluded
from dynamic exports in
world markets.

countries. However, thereisa
distinctive regional patternin
the different experiences of
countries, which suggests that
geography has played an im-
portant role. Productsinvolved
in global production sharing
are important only in the ex-

mary commodities.**

Turning to the experiences of individual
countries, a comparison of the shares of the four
fastest growing product groupsin the exports of the
major devel oping countries reveal sthefollowing:*®

e Electronic and electrical goods arethe leading
exportsof al four first-tier NIEs (though they
are less important in the Republic of Korea
than in the others), aswell asof Malaysia, the
Philippines and Thailand. They also play an

ports of countries which are
geographically closeto one of
the main developed country markets, namely the
United States, the EU and Japan. By contrast, they
are not significant exports of countries geographi-
cally distant from these markets.

However, this does not mean that interna-
tional production networks are contained within
regions. In thisrespect too, East Asian economies
appear to be different from countriesin other re-
gions in that their integration in international
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production networks is much broader than that of
countries geographically closeto the United States
or the EU. Enterprises in East Asia operate re-
gional production networks but they also export
to the United States and Europe. By contrast, coun-

triesin Eastern Europe tend to concentrate on pro-
duction sharing with the EU, and enterprises in
countries close to the United States, notably
Mexico, tend to be included in production net-
works only with the United States.

F. Exports, industrialization and growth

1. International production networks,
trade and industrialization

How are these varying performances of coun-
tries in world trade reflected in their overall
economic performance, particularly inindustriali-
zation and growth? In general, closer integration
of countriesinto the global trading system through
greater liberalization and opennessis expected to
increase the share of international tradein domes-
tic economic activity. It does so by expanding the
size of the traded goods sectors relative to the rest
of the economy and by shifting resources from
protected import-substituting industries — thereby
lowering production in such industries — to ex-
port-oriented industries. As a result, imports and
exports tend to increase at any given level of re-
source utilization. The participation in global
production networks reinforces this process. In-
deed, most developing countries which have
rapidly opened up their economiesin recent years
have experienced a significant increase in the ra-
tio of trade to income. On some accounts, such a
reshuffling of resources according to comparative
advantagesyields significant efficiency gainsand
welfare benefits. However, the benefits are ex-
tremely difficult to quantify and substantiate,
giving rise to considerable debate over the poten-
tial benefits of the Uruguay Round agreements.
In any case, these benefitstend to be one-off. What

matters, from a development point of view, is
whether closer integration and faster expansion
of imports and exports result in a faster rate of
growth and convergence of incomes with indus-
trial countries.

The mechanisms linking exportsto economic
growth and industrialization in devel oping coun-
tries have been described in considerable detail
in previous TDRs in relation to the evolution of
the East Asian NIEs and to the problems encoun-
tered in commodity-dependent African countries
in accelerating accumulation and growth.'® These
linkages vary according to the stage of develop-
ment. In the earliest stage, accessto world markets
providesa“vent for surplus’ for devel oping coun-
tries, allowing them to take advantage of formerly
underutilized land and labour to produce larger
volumes of primary commodities, the surplus of
which can be exported. This considerably helps
raise income and activity, even when value added
per worker is relatively low, and it provides the
foreign exchange needed for imports and invest-
ment. The next step isto begin diversification and
processing of the commodities for export. How-
ever, the possibilities for accel erating devel opment
through deepening and diversification in the pri-
mary sector are limited. For the vast majority of
developing countries, sustained economic growth
requires a shift in the structure of economic ac-
tivity towards manufactured goods. In most coun-
tries, manufacturing industries are established ini-
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tially for traditional labour-intensive products,
which arethe obvious candidates for thefirst gen-
eration of manufactured exports. Asincomes rise
and the surplus labour is absorbed, rising labour
costs and the entry of lower-cost producers pro-
gressively erode the competitiveness of many la-
bour-intensive manufactures. This leads to a new
challenge, that of upgrading industrial activity so
as to produce more sophisticated manufactures.
Thismove away from resource-

semiconductors and communications equi pment
offers new opportunities to developing countries
with considerable surpluslabour to utilizeit more
fully, and hence to raise their per capita income.
Participation in such production networks can also
create some impetus to development by broaden-
ing the range of sectorsin which developing coun-
tries can base their industrialization efforts. It can
indeed be argued that since product-specific char-

acteristics of production proc-

dependent and labour-intensive
activities towards more tech-
nology- and skill-intensive ac-
tivities underliesthe success of
post-war industrialization in
East Asia, mainly in Japan, the
Republic of Koreaand Taiwan
Province of China. As dis-
cussed in considerable detail in
earlier TDRs, this success was
based on amix of tradeand in-
dustrial policies and an ap-
proach to FDI that were sub-
stantially different from the ones

Evidence suggesting a
rapid expansion of
technology- and skill-
intensive exports from
developing countries is
misleading, since these
countries are mostly
involved in the low-skill
assembly stages of the
production chain.

esses allow them to be parti-
tioned into various “slices”, it
isno longer necessary for pro-
ducers to master entire pro-
duction chains and to organ-
ize them within single firms,
which would be beyond the
means of most developing
countries. They can thusfocus
on mastering just one facet of
production and a limited sub-
set of all the activitiesinvolved
inmaking afinal product. This
islikely to entail large savings

adopted by a large number of

developing countries either in the previous era of
import-substitution, or during the more recent shift
to big-bang liberalization.”

Indeed, the evidence examined above sug-
gests that, with the exception of afew East Asian
NIEs, which have reached income levels as high
as or even higher than many industrialized coun-
tries, the exports of developing countries are still
largely based on the exploitation of natural re-
sources or unskilled labour. Evidence suggesting
arapid expansion of technology- and skill-intensive
exports from developing countries is misleading,
since these countries are mostly involved in the
low-skill assembly stages of the production chain.
The shift from primary products to afirst genera-
tion of manufactures does not, for the most part,
represent a shift towards more sophisticated ac-
tivities. On the contrary, the production of certain
primary products may be more skill-/capital-in-
tensive and have more linkages to the rest of the
economy than some unskilled or semi-skilled as-
sembly activities.

This is not to deny that the growing impor-
tance of international production sharing in prod-
ucts such as computers and office equipment,

in learning costs and can al-
low small and medium-sized domestic companies
to coexist with large TNCs. Given relative factor
endowments, developing countries may begin by
creating competency in the more labour-intensive
components of complex products and gradually
progressing to more skill- and technology-inten-
sive activities.

However, the participation of developing
countries in such production chains is not with-
out problems and risks. First, increasing value
added through technological upgrading and pro-
ductivity growth in the context of international
production sharing may prove to be more diffi-
cult than in self-contained, independent industries.
Second, growing competition among developing
countriesto attract FDI in order to enter such mar-
kets may lead to problems relating to fallacy of
composition and provoke a race to the bottom.

Asillustrated by the cases examined in annex 3,
participation in the labour-intensive segments of
international production chains does not automati-
cally bring the technological spillovers needed to
move up in the production chain. There are cer-
tainly successful examples of import substitution
in the context of international production sharing,
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involving amove from assembly of imported com-
ponents to their domestic production. One such
example is the development of domestic capacity
in textiles and clothing in the Republic of Korea,
described in annex 3. Another isthe computer in-
dustry in Taiwan Province of China, which isthe
most broadly-based industry in that sector in Asia
outside Japan. That economy has diversified be-
yond core PC-related products into a variety of
high-growth market segments and improved its do-
mestic production capabilitiesfor anumber of high
value-added components, moving even beyond
manufacturing into a range of higher-end, know-
ledge-intensive support services (Ernst, 2000).
Similarly, Singapore has been rather successful in
targeting specific industries for promotion, and in
using TNC-controlled assets in efforts to up-
grade.8

However, such success stories appear to be
exceptions. Generally, developing countries par-
ticipating in international production chains are
not involved in the skill- and technology-inten-
sive parts of the overall production process. Where
thelocal suppliers’ baseisdeveloped, itismainly
the foreign-owned suppliers, rather than national
firms, that manufacture the most sophisticated key
components.'® This can hinder development of
domestic supply capability and carries the risk of
the host country getting locked into its current
structure of comparative advantage, with its stress
on unskilled or semi-skilled labour-intensive
activities, thereby delaying the exploitation of po-
tential comparative advantage in higher-tech
stages of production. It can be a major problem
for most devel oping economiesinvolved in inter-
national production networks. Since they are not
at rudimentary stages of development with large
amounts of underutilized labour, but rather middle-
income economies, which have been successful
in early stages of industrialization based on la-
bour and natural resources, they now need to
undertake rapid upgrading in order to advance
further in industrialization and development. In-
deed, this pattern of participation in international
production networks for manufacturing exports
has been causing concern in recent years, even in
some of the East Asian countrieswhich have been
more successful in exploiting various advantages
associated with TNCs. It has been noted that these
concerns relate to:

... the costs to local businesses of the bias
towards export-led manufacturing and
foreign investment. ... With the partial ex-
ceptions of Taiwan [Province of China] and
Singapore (which are heavily engaged in
‘original equipment manufacturing’ produc-
tionfor foreign firms), East Asia'seconomic
bias towards manufactured exports has de-
livered neither the quantity nor the depth of
backward linkages that planners and local
capital desired. Except for Taiwan [Province
of China], manufacturing exports are still
dominated by foreign firms' branch plants
with unsatisfying linkages either to the
local market or to local firms. (Oxford
Analytica, 2002a: 1-2)

It is also notable that most of these countries
remain attractive locations for low-wage, labour-
intensive segments of international production
networks for manufacturing exports by accepting
a large number of foreign workers who, accord-
ing to some estimates, constitute up to 25 per cent
of the labour forcein countries like Malaysia and
Singapore (Oxford Analytica, 2002a). A similar
picture was drawn by the Economic Commission
for Latin America and the Caribbean (ECLAC)
concerning recent effortsin Latin America, where

.. many countries that improved their in-
ternational competitiveness through FDI in
manufactures not based on natural resources,
generated very weak linkages between the
local economy and the export platforms. In
general, thelack of linkage promotion strat-
egy was highlighted, especially in the cases
of Mexico, CostaRicaand Honduras, where
the success in exports has not been followed
by asimilar development of the local indus-
trial base. (UNCTAD/ECLAC, 2002)

According to the UNCTAD/ECLAC study, efforts
aimed simply at attracting FDI through macroeco-
nomic stability and passive investment policiesrun
therisk of locking static advantages inside export
platforms with minimal linkages to the domestic
industry.

This risk of getting locked in is particularly
high where trade flows are based on preferential
market access that requires production inputs to
be sourced from a developed country partner.
Moreover, the increased production complement-
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arities between developed and developing coun-
tries imply that a greater share of developing
country production and exports comes to depend
on the decisions and performance of foreign firms
and countries. This reduces policy autonomy in
developing countries regarding the formulation of
development strategies that emphasize national
capabilities and goals. Thus the geographic dis-
persion of production activities may lead to less,
rather than more, technology transfer. The spill-
overs from engaging in subcontracting or hosting
affiliates of TNCs are reduced because the pack-
age of technology and skills required at any one
site becomes narrower and because cross-border
backward and forward linkages are strengthened
at the expense of domestic ones. Furthermore,
when only a small part of the production chainis
involved, out-contractors and TNCs have awider
choice of potential sites — since these activities
take on a more footloose character — which
strengthens their bargaining position vis-a-visthe
host country. This can engender excessive and
unhealthy competition among developing coun-
tries asthey begin to offer TNCsincreasing fiscal
and trade-related concessionsin order to compen-
sate for the shifting competitiveness from one
group of developing countries to another; it can
thereby aggravate the inequalities in the dis-
tribution of gains from international trade and
investment between TNCs and developing coun-
tries.

Indeed, technol ogical upgrading can be more
difficult for economiesthat are used by TNCs pri-
marily as bases for exports to third markets than
for economies where FDI is of the market-seek-
ing, tariff-jumping kind. Since the latter form of
FDI is more dependent on the domestic economy,
it gives the host country government greater bar-
gaining power for using FDI selectively to ensure
that it will create spillovers and linkages with
domestic industry in the context of a broader
industrialization strategy. Most examples of success-
ful use of FDI inindustrialization and technological
progress, including some of the cases mentioned
above, are from countries that have exploited this
advantage effectively.

These features of TNC-driven international
production networks were noted by Paul Streeten
in the 1970s, when the trend first became appar-
ent:

In one sense, the doctrine of comparative
advantage seems to be vindicated, though
in a manner quite different from that nor-
mally envisaged. Itisforeign, not domestic,
capital, know-how and management that are
highly mobile internationally and that are
combined with plentiful, immobile domestic
semi-skilled labour. Specialisation between
countries is not by commodities according
to relative factor endowments, but by factors
of production: the poor countries special-
ising in low-skilled labour, leaving the
rewardsfor capital, management and know-
how to the foreign owners of these scarce
but internationally mobilefactors. The situ-
ation is equivalent to one in which labour
itself rather than the product of labour isex-
ported. For the surplus of the product of
labour over the wage ... accrues abroad. ...
Since the firms operate in oligopolistic and
oligopsonistic markets, cost advantages are
not necessarily passed on to consumers in
lower prices or to workersin higher wages,
and the profits then accrue to the parent
firms. The continued operation of thistype
of international specialisation depends upon
the continuation of substantial wage differ-
entials ...

The packaged nature of the contribution of
the MNESs, usually claimed asits character-
istic blessing, isin this context the cause of
the unequal international distribution of the
gainsfrom trade and investment. If the pack-
age broke or leaked, some of the rents and
monopoly rewards would spill over into the
host country. But if it is secured tightly, only
the least scarce and weakest factor in the
host country derives an income from the op-
erations of the MNESs, unless bargaining
power is used to extract a share of these
other incomes. (Streeten, 1993: 356—-357)

A strategy of development based on partici-
pation in labour-intensive processes in global
production networksis substantially different from
the successful post-war experiences of industri-
alization in East Asia, where the location of
countries in the international division of labour
resulted from well-targeted trade and industrial
policies. Such policies were particularly impor-
tant in the first-tier NIEs, notably the Republic of
Korea and Taiwan Province of China, as they
moved out of labour-intensive manufactures and
into more technologically sophisticated and capi-
tal-intensive activities. As part of a strategic
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approach to FDI inflows, their policy makers
sought to maximize the benefits in foreign ex-
change and technology that they could extract
from TNCs, and to ensure that these comple-
mented — rather than substituted — efforts to
strengthen domestic capacity.?

2. Trade in manufactures, value added,
and growth

The discussion above suggests that the re-
cent success of many developing countries in
expanding their manufactured exports and improv-
ing their shareinworld trade, particularly in what
appear to be high-tech products, cannot be taken
at face value. In fact, the increased import con-
tent of domestic production and consumption
brought about by rapid trade liberalization, to-
gether with the greater participation of developing
countries in import-dependent, labour-intensive,
low value-added processes in international pro-
duction networks, implies that such increases in
the manufacturing exports of developing countries
may have taken place without commensurate in-
creases in income and value added. Chart 3.6
compares the evolution of manufacturing trade and
value added in the G-7 countries with a group of
seven of the more advanced devel oping countries
(D-7) for which data are available. This compari-
sonisrevealing, sincethe G-7 accountsfor almost
half of world trade and two thirds of global in-
come, and the D-7 for about 60 per cent of
developing country trade and 40 per cent of de-
veloping country GDP.% It yields a humber of
results:

* A significant difference between the two
groups is that manufacturing value added
consistently exceeds manufacturing trade in
developed countries, but the opposite is true
for developing countries.

* In both groups, manufacturing value added
tended to fall relative to manufacturing trade
over the past two decades, but the decline was
much more pronounced in developing coun-
tries; in the G-7 countries the ratio of manu-
facturing value added to manufactured ex-
portsfell from some 225 per cent inthe early

1980sto 180 per cent in the late 1990s, com-
pared to developing countries where it de-
clined from 75 per cent to 55 per cent over
the same period.

* In developing countries, manufacturing ex-
ports and imports were broadly at the same
levels until the end of the 1980s, when im-
ports started to grow much faster than ex-
ports, whilein industrial countries manufac-
tured exports constantly exceeded imports.

*  Whiletheratios of manufactured value added
and exports to GDP remained broadly un-
changed intheindustrialized countries, in the
developing countries the ratios of manufac-
tured exports to GDP rose steeply, but there
was no significant upward trend in the ratio
of manufacturing value added to GDP.

There are, however, significant differences
among developing countries regarding the rela-
tion between manufactured trade and val ue added,
reflecting, in large part, differences in their pat-
tern of industrialization and integration into the
global trading system (chart 3.7).2? Of these coun-
tries, the Republic of Korea stands alone, with a
production-trade configuration similar to that of
themajor industrial countries. Inall first-tier NIEs,
except Hong Kong (China), manufacturing value
added rose as fast as, or faster than, both manu-
factured imports and exports over the past two
decades. Indeed, Hong Kong (China) stands at the
other extreme; it appears as an entrepbt, with much
of itsearnings coming from intermediary services.
Its manufacturing value added is only a fraction
of its manufactured exports, and the gap between
the two has been widening. In contrast to the three
other economiesin thefirst-tier NIEs, Hong Kong
(China) has pursued a laissez-faire approach to
FDI. It is the least successful of the East Asian
NIEs in upgrading, but its special circumstances
have allowed it to grow and prosper.z

In both Malaysia and Mexico, manufactured
imports and exports exceed valued added by a
large margin. As noted above, in both countries
exports have high direct import contents due to
their close involvement in international produc-
tion networks. For example, one recent study
estimated that in Mexico imports for further
processing constitute as much as one half to two
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Chart 3.6

TRADE IN MANUFACTURES AND VALUE ADDED IN MANUFACTURING
FOR SELECTED GROUPS OF ECONOMIES, 1981-1996
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Source: UNCTAD secretariat calculations, based on Nicita and Olarreaga (2001).

Note: Manufactured goods as defined by SITC. Value added data for the period after 1993 was not available for all countries.
The estimates for G-7 value added during the period 1994-1996 are based on data for four countries (Canada, Japan,
the United Kingdom and the United States) and on the assumption that value added for the G-7 as a whole grew at the
same rate during that period as it did for these countries.

a Hong Kong (China), Malaysia, Mexico, Republic of Korea, Singapore, Taiwan Province of China, and Turkey.

thirds of thetotal salesof affiliates of United States
TNCs in industries such as computers and office
equipment, electronic equipment, and transport
equipment.> In Mexico, growth in manufactur-
ing value added has been negligible compared to
the surge in its manufactured imports and exports.
Malaysia, however, has had a very strong growth
in manufacturing value added in the past two dec-

ades, in part due to the establishment of local sup-
pliers’ networks based on foreign ownership.

By contrast, in both Turkey and China, on
average, manufacturing value added has exceeded
manufactured exports. Turkey does not participate
significantly in international production networks,
and its manufacturing exports have a low direct
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Chart 3.7

TRADE IN MANUFACTURES AND VALUE ADDED IN MANUFACTURING
OF SELECTED DEVELOPING ECONOMIES
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import content. However, its manufacturing im-
ports exceed exports by awide margin, partly due
toits high degree of dependence onimported capi-
tal goods and intermediate inputs and a growing
share of consumer goodsimportsin total spending.
As noted above, China participates in labour-
intensive segments of international production
networks, and the direct import content of its ex-
ports of electrical and electronic goods is high.
But it also has large traditional labour-intensive
export industrieswith relatively high value added
and little direct import content. Furthermore, China
has so far avoided rapid import liberalization (ex-
cept for exports), and itsimports of manufactured
consumer goods remain low.

Economic size is an important determinant
of the degree of trade orientation, and smaller
countries tend to have a high

manufacturing exports fell between 1980 and
1997, their share in world manufacturing income
rose significantly. In other words, in relative terms,
industrial countries appear to be trading less but
earning more in manufacturing activity.

Developing economies’ shares both in world
manufacturing exports and value added show a
sharp increase during the same period, but growth
in exports is much stronger than in value added.
All Asian economiesin table 3.5, as well as Tur-
key, increased their shares in world manufactur-
ing exports, while in Latin Americathis was true
only for Mexico. It is notable that the other major
economies in Latin America, notably Argentina
and Brazil, which do not participate significantly
in international production networks, have been
unable to increase their shares in world manufac-

turing exports. Similarly, with

trade-income ratio. However,
successin industrialization and
the pattern of integration into
the global trading system also
matter, as can be seen by com-
paring the relative evolution of
trade and value added for the
Republic of Koreaand Mexico
(chart 3.7), two economies that
are identical in size (with a

and income.

A country’s growing share
in world manufacturing
trade does not necessarily
imply a corresponding
increase in its share in
world manufacturing output

the exception of Hong Kong
(China) and the Philippines,
all East Asian countries in-
creased their shares in world
manufacturing value added,
but nonein Latin Americawas
able to do so. Briefly, of the
economies examined here,
none of those which pursued
rapid liberalization of trade

3 per cent income weighting in

and investment over the past

OECD). Comparing Turkey

with Mexico, eventhoughitissmaller in economic
size (lessthan 2 per cent in OECD income weight-
ing), the Turkish manufacturing value added ex-
ceeds its manufactured exports by almost 50 per
cent, whereas for Mexico manufacturing value
added is around one third of its exports (and im-
ports).

These results also suggest that a country’s
growing share in world manufacturing trade does
not necessarily imply acorresponding increasein
its share in world manufacturing output and in-
come. However, comprehensive and consistent
data on manufacturing value added are not avail-
able to allow worldwide comparisons in these
respects. Table 3.5 shows data, assembled from
various sources, on the shares of developed and
developing economies in world manufacturing
trade and production over the past two decades.®
An important observation from the table is that,
while the share of developed countries in world

two decades achieved a sig-
nificant increase in its share in world manufac-
turing income, although some of them experienced
arapid growth in manufacturing exports.

There is thus little correlation between the
growth of exports and growth of value added for
any of the developing economieslisted intable 2.5.
Hong Kong (China), Mexico, the Philippines and
Turkey are among the countries that recorded the
largest increases in their shares in world manu-
factured exports, but the shares of Hong Kong
(China) and Mexico in world manufacturing value
added actually fell, that of the Philippines stag-
nated, while that of Turkey registered only a
moderate increase. It is particularly notable that
between 1980 and 1997 Mexico’s share in world
manufactured exportsrose tenfold, whileits share
in world manufacturing valued added fell by more
than one third, and its share in world income (at
current dollars) by about 13 per cent. By contrast,
the Republic of Korea, Singapore and Taiwan
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Table 3.5

SHARE OF SELECTED REGIONAL GROUPS AND DEVELOPING ECONOMIES INWORLD
EXPORTS OF MANUFACTURES AND MANUFACTURING VALUE ADDED, 1980 AND 1997

(Percentage share)

exports of manufactures

Share in world
manufacturing value added

Share in world

Region/economy 1980 1997 1980 1997
Developed countries 82.3 70.9 64.5 73.3
Developing countries 10.6 26.5 16.6 23.8
Latin America 1.5 3.5 7.1 6.7
Argentina 0.2 0.2 0.9 0.9
Brazil 0.7 0.7 2.9 2.7
Chile 0.0 0.1 0.2 0.2
Mexico 0.2 2.2 1.9 1.2
South and East Asia 6.02 16.9 7.3 14.0
NIEs 5.1 8.9 1.7 4.5
Hong Kong (China) 0.2 0.6 0.3 0.2
Republic of Korea 1.4 2.9 0.7 2.3
Singapore 0.9 2.6 0.1 0.4
Taiwan Province of China 1.6 2.8 0.6 1.6
ASEAN-4 0.6 3.6 1.2 2.6
Indonesia 0.1 0.6 0.4 1.0
Malaysia 0.2 1.5 0.2 0.5
Philippines 0.1 0.5 0.3 0.3
Thailand 0.2 1.0 0.3 0.8
China 1.1b 3.8 3.3 5.8
India 0.4 0.6 1.1 1.1
Turkey 0.1 0.5 0.4 0.5
Source: UNCTAD secretariat calculations, based on UNIDO, Handbook of Industrial Statistics (various issues); UNIDO,

International Yearbook of Industrial Statistics, various issues; World Bank, World Development Indicators 2000 (table 4.3);
UN/DESA, Commodity Trade Statistics database; and UN/DESA, Monthly Bulletin of Statistics (various issues).

Note:

Calculations in current dollars. Value-added data are based on the definition of manufactures used in industrial statis-

tics, while export data are based on the definition of manufactures used in trade statistics. However, calculating the
share in world manufactured exports based on the definition of manufactures used in industrial statistics yields very
similar results for countries for which comprehensive data are available.

a Excluding China.
b 1984.

Province of China recorded the highest gains in
terms of their share in world manufacturing in-
come, without concomitant increases in their
shares in world manufactured exports. While
China had an outstanding performance both in
trade and growth, theincreaseinits sharein world
manufacturing value added islessimpressive than
its share in manufactured trade. Thisis also true
for the second-tier NIEs, that have succeeded in

improving their sharesin both world manufactur-
ing trade and value added in the past two decades.

Moreover, in countriesthat participate exten-
sively in international production networks
through FDI, an important part of the value added
in TNCsaccruesto foreign firms as profits. In East
Asia this is true for both Malaysia (TDR 1999:
120-123 and table 5.6) and China (see chapter V).
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G. Conclusions

For more than adecade, world trade has been
growing, on average, faster than world income as
aresult of rapid integration. However, integration
has progressed at differential rates in different
markets. While world trade in a number of prod-
ucts has expanded at double digit rates, in some
others it has stagnated or declined in absolute
terms. To a certain extent, this is due to differ-
encesinincome elasticities and the pace of product
innovation in different sectors.

celerated trade in a number of sectors where pro-
duction chains can be split up and located in dif-
ferent countries. Commercial policiesinindustrial
countries have helped this process by granting
preferential market access to goods produced by
the foreign assembly operations of their TNCs as
well as to goods containing inputs originating in
their countries. Policies in developing countries
have also contributed by offering various incen-

tives to FDI and encouraging

But it also reflects, in part, struc-

TNCs to operate in their terri-

tural shifts in the pattern of
competitiveness, particularly
the emergence of new players
among developing countriesin
a number of sectors.

It is also possible that
policies governing market ac-
cess for both goods and FDI

exports.

Further progress in
industrialization calls for
a strategy designed to
increase the domestic
value-added content of

tories with minimum restric-
tions.

The evidence examined
above shows that the benefits
of integration and expansion
of international trade depend
on the modalities of countries’
participationin thetrading sys-

may have had a more decisive

influence over the evolution of trade in different
products. While continued barriers in industrial
countries have impeded growth of trade in many
areas of export interest to developing countries,
rapid liberalization in these countries has hel ped
expand trade in skill- and technology-intensive
manufactures in which more advanced countries
have a competitive edge. The increased mobility
of capital, together with continued restrictions on
the mobility of labour, has extended the reach of
international production networks. This has ac-

tem and on how tradeislinked
to domestic economic activity. An important con-
clusion that emerges is that the evolution of a
country’s share in world trade is not always mir-
rored by changesin its sharein world income. In-
deed, while the share of industrial countries in
world manufacturing trade fell over the past two
decades, their share in manufacturing income rose.
By contrast, the share of developing countriesin
both manufacturing trade and value added in-
creased. However, this aggregate picture conceals
considerable diversity in the developing world:
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First, countries that have not been able to
move away from primary commodities, the
markets for which are relatively stagnant or
declining, have been marginalized in world
trade. However, growth in trade in several
primary commodities has been asrapid asin
some manufactures, and countries that have
successfully entered such sectors have experi-
enced a significant expansion in their exports
and incomes.

Second, most devel oping countries that have
been able to shift from primary commodities
to manufactures have done so by focusing
on resource-based, labour-intensive products
which generally lack dynamism in world
markets.

Third, anumber of developing countries have
seen their exports rise rapidly in skill- and
technology-intensive products, which have
enjoyed arapid expansion in world trade over
the past two decades. However, with some
notable exceptions, the involvement of de-
veloping countriesin the manufacture of such
products has been confined to labour-inten-
sive, assembly-type processeswith little value
added. Consequently, the share of some of
these countries in world manufacturing in-
come actually fell. For others, increases in
manufacturing value added lagged consider-
ably behind their recorded shares in world
manufacturing trade.

Finally, a few economies have seen sharp
increasesin their shares in world manufac-
turing value added, which have matched or
exceeded increases in their shares in world
manufacturing trade. This group includes
some East Asian NIEs that had already
achieved considerable progress in industri-
alization before other developing economies
began to shift their emphasisto export-oriented

production. However, none of these other
economies which have rapidly liberalized
trade and investment in the past two decades
isin this group.

With the exception of this last group, there-
fore, exports of developing countries continue
to be concentrated on resource-based, labour-
intensive products. Market growth isslow for many
of these products, which continue to be protected
in industrial countries. While expansion in such
sectors can allow countries at the lower end of
devel opment to improve employment and income,
for more advanced devel oping countries they of-
fer little, since their productivity potential islim-
ited compared to that of skill- and technology-
intensive products. Asdiscussed in the next chap-
ter, a simultaneous drive by a large number of
devel oping countries— especially those with large
economies—to expand such exports, and increased
competition among them to attract FDI for labour-
intensive segments of vertically integrated produc-
tion networks could be self-defeating. For many
countries, rapid upgrading into market- and supply-
dynamic products, combined with greater reliance
on domestic markets, appears to be amore viable
strategy for the expansion of industrial activity
than extending the existing pattern of production
and trade. In this process, technological upgrad-
ing can play acrucial role not only by enhancing
the gains from trade, but also by expanding the
domestic market through increases in productiv-
ity and wages. In countries located in the low-
wage, labour-intensive segments of international
production networks, further progressin capacity-
building and industrialization calls for a strategy
designed to replace imported skill- and technol ogy-
intensive parts and components with domestically
produced onesin order to raise the domestic value-
added content of exports. In most countries, this
would require a different approach to FDI and
TNCs than has hitherto been pursued. m
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Notes

Indeed, neither economic theory nor longer histori-
cal experience can confirm such an unequivocal
causal link from trade to growth. While the main-
stream literature has often focused on efficiency
gains and welfare effects of improved resource al-
location resulting from free trade, it has not been
ableto establish astrong causal link between trade
and the two main sources of growth, namely capital
accumulation and productivity growth. For contro-
versies over the relationship between trade and de-
velopment, see Srinivasan and Bhagwati (1999); and
Rodrik (1999).

In this chapter no formal distinction has been made
between dynamic and non-dynamic products. The
analysis uses an ordering of products according to
their recorded growth ratesin world trade since 1980
(see table 3.A1 in annex 1). A formal distinction
would require a threshold; the average growth rate
of world income over the same period could pro-
vide an appropriate measure for this purpose.

The evidence is based on an analysis of one-step
forecast errors and of a Chow test.

According to Jaffee and Gordon (1993) and World
Bank (1994), these are: meat and meat products;
dairy products; fish and fishery products; vegeta-
bles; fruits and nuts; spices; and vegetable oils.
However, there were major increases in both fre-
guency and coverageratiosof NTMsover the 1966—
1986 period: food products recorded the highest
overall increase in the frequency index; among
manufactures, textiles and clothing, ferrous metals
and transport equipment were the most affected
products (Laird and Yeats, 1990).

Astherulesof tariffication also allowed for signifi-
cant increasesin tariffs, they remain high even after
implementation of the agreed tariff reductions.
Moreover, only limited progress has been made in

10

11

12

reducing domestic support to agriculture and trade-
distorting export subsidies. The account here draws
on WTO (2001d).

The phenomenon has alternatively been referred to
asoutsourcing, delocalization, fragmentation, intra-
product specialization, intra-mediate trade, vertical
specialization, and slicing the value chain, but it
generally means the geographic separation of ac-
tivities involved in producing a good (or service)
across two or more countries. For a discussion
of various issues associated with international
production sharing, see, for example, Arndt and
Kierzkowski (2001).

These product groups correspond to the SITC clas-
sification asfollows: SITC 784 (parts and accesso-
ries for road motor vehicles), SITC 759 (parts and
accessories for office machines and automatic data
processing equipment), SITC 764 (telecommunica-
tions equipment, and parts and accessories for tel-
ecommunications and sound recording and repro-
ducing equipment), and SITC 772 (electrical appa-
ratus for electrical circuits).

Thisproduct group correspondsto SITC 776 (valves
and tubes; photocells; diodes, transistors and simi-
lar semi-conductor devices; el ectronic microcircuits;
and parts thereof).

The account here draws on ECE (1995), WTO
(1998), and Graziani (2001).

For a detailed discussion of the OPT between the
EU and Central European countries, see Baldone,
Sdogati and Tajoli (2001).

MERCOSUR comprises Argentina, Brazil, Paraguay
and Uruguay (with agreementsfor afreetrade area
signed with Boliviaand Chile). ASEAN comprises
Brunei Darussalam, Cambodia, Indonesia, Lao Peo-
ple’'s Democratic Republic, Malaysia, Myanmar, the
Philippines, Singapore, Thailand and Viet Nam.
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13

14

15

16

17

18

19

For the composition of the country groupsused here,
see UNCTAD (2000). For amore detailed descrip-
tion of export structure of individual or various
groups of developing countries, see Mayer,
Butkevicius and Kadri (2002).

For countries in Africa and Centra America and
the Caribbean, the wide range of product groups of
their 20 most dynamic export products makesit dif-
ficult to detect adistinct pattern, due, in part, to the
heterogeneity of countriesin the regions.

In this comparison, only the 20 countries with the
fastest export growth during the period 1980-1998
and with total export earnings in excess of $5 bil-
lionin 1998 are included. Without the latter condi-
tion, the group of 20 countries with the fastest rates
of export growth would feature a number of very
small countries such as Benin, Bhutan, Cambodia,
Djibouti, Equatorial Guinea, Lao People's Demo-
cratic Republic, Lesotho, Maldivesand Seychelles.
Seg, in particular, TDR 1996 (Part Two, chap. I1);
TDR 1997 (Part Two, chap. I1); and TDR 1998 (Part
Two, chap. IV).

For adiscussion of policiesin East Asia, see TDR 1994
(Part Two, chap. 1) and TDR 1996 (Part Two). For a
critical assessment of big-bang liberalization, see
TDR 1997 (Part Two, chaps. Il and V) and TDR 1999
(chap. VI); and for import-substitution policies in
Africa, see TDR 1998 (Part Two, chaps. IV and V).
SeeLall (1995, 1998). For acomparison of policies
related to FDI and TNCs among the East Asian
NIEs, see TDR 1996 (Part Two, chap. I1).
Thisappearsto bethe case evenin Malaysia, which
has amore developed local suppliers’ basein elec-
trical equipment and electronicsindustry than many
other countries participating in international produc-
tion networks in these products, including Mexico
and Thailand (Mortimore, Romijn and Lall, 2000:
71). Foreign ownership of domestic suppliersisalso
important in the automotive industry (UNCTAD,
2001a, box 1V.2: 132).

20
21

22

23

24

25

See TDR 1996 (Part Two, chap. I).

The original dataprovided by Nicitaand Olarreaga
(2001) were based on the definition of manufac-
tures used in the International Standard Industrial
Classification (ISIC). Data in chart 3.6 are based
on the definition of manufactures used in the Stand-
ard International Trade Classification (SITC); the
conversion of the former to the latter required an
adjustment, involving the exclusion of processed
foods, fuelsand minerals. Datafor Chinaare avail-
able only from 1986 onwards. Without China it is
possible to construct time series for manufacturing
trade and value added for the period 1981-1996.
The overall picture, however, is broadly the same.

The figures in the Industrial Statistics database of
the United NationsIndustrial Devel opment Organi-
zation (UNIDO) as well as those given in Nicita
and Olarreaga (2001) show a strong spike for Chi-
nese manufacturing value added for 1993. Thisap-
pears to reflect, in large part, the effect of the de-
valuation of the currency, since value added in
chart 3.7 is measured in current dollars.

For a detailed analysis, see TDR 1996 (Part Two,
chap. I1).

The fact that this share is much higher — particu-
larly in electronic equipment — than that of affili-
ates in other locations with similar labour produc-
tivity and average incomes is probably due mainly
to Mexico'sfavourabletax policiesfor TNCs, pref-
erential market accessprovisionsunder NAFTA, and
geographic proximity to the United States (Hanson,
Mataloni and Slaughter, 2002).

In table 3.5 the data on value added are based on
the definition of manufactures used in 1SIC, while
the data on exports are based on the definition of
manufactures used in SITC. However, calculating
the share in world manufactured exports based on
the definition of manufacturesused inindustrial sta-
tistics yields very similar results for countries for
which comprehensive data are available.
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Annex 1 to chapter Il

GROWTH AND CLASSIFICATION OF
WORLD MERCHANDISE EXPORTS

This annex provides basic information that
underliesthe analysis of export dynamisminworld
merchandise trade. Table 3.A1 lists 225 product
categories classified in the Standard International
Trade Classification (SITC), Rev. 2, at the 3-digit
level. The product groups are ordered according
to the average annual growth rate of their export
value during the period 1980-1998, whichisused
asan indication of “market dynamism”. Thetable
also classifies each product group into different
categories according to the mix of different skill,
technology and capital intensities and scale char-
acteristics, as follows:

Primary commodities..........c.cccevnnene. A

Labour-intensive and
resource-based manufactures............. B

Manufactures with low skill
and technology intensity .........cc.c....... C

Manufactures with medium skill
and technology intensity ................... D

Manufactures with high skill
and technology intensity ................... E

Unclassified products...........c.ccceeuneee. F

A few SITC items are not considered in the
analysis because data for these categories are in-
complete. These items are: SITC 286 (ores and
concentrates of uranium and thorium), SITC 333
(crude petroleum), SITC 351 (electric current),
SITC 675 (iron and steel hoops and strips), SITC
688 (uranium and thorium), SITC 911 (postal
packages), SITC 931 (special transactions and
unclassified commodities), SITC 961 (coin other
than gold coin), and SITC 971 (gold).

Some other items of SITC section 3, namely
SITC 322 (coal), SITC 323 (coke and briquettes),
SITC 334 and 335 (petroleum products), and SITC
341 (gas) are also not considered because the
analysis only covers non-fuel merchandise trade.

Table 3.A2 specifiesthe most market-dynamic
products in the exports of developed countries,
developing countries as a group, and the four re-
gional subgroups that are discussed in section E
of this chapter. The product groups highlighted in
the table are among the 20 most market-dynamic
ones on aworld scale, aslisted in table 3.A1 and
also in table 3.1 in the main text.
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Table 3.A1

SITC PRODUCT GROUPS: AVERAGE ANNUAL GROWTH OF EXPORT VALUE, 1980-1998,
AND CLASSIFICATION ACCORDING TO FACTOR INTENSITY

(Ranked by export value growth)

Average
annual export
SITC Product group Product value growth
Rank code (SITC nomenclature) category (Per cent)
1 776 Thermionic, cold and photo-cathode valves, tubes, and parts. ... 16.3
2 752  Automatic data processing machines and units thereof ........... .. 15.0
3 759 Parts of and accessories suitable for 751, 752 ... 14.6
4 871 Optical iNStruments and APPATATUS .......ccoivieiiieeiieeei e 14.1
5 553  Perfumery, cosmetics and toilet preparations... .. 13.3
B 261 SilK iRt 13.2
7 846  Undergarments, knitted Or CroCheted ...........coceiiiiiiiiiii i 13.1
8 893  Articles of materials described in division 58 ... ... 13.1
9 771 Electric power machinery, and parts thereof .... ..12.9
10 898  Musical instruments, parts and aCCESSOMES ......ccvueiiiiieiiieiiieeriee e 12.6
11 612  Manufactures of leather or of composition leather, n.e.s. ......cccccoiiiiiiiiiiiiee, B 12.4
12 111 Non-alcoholic beverages, N.e.S. ....ccccoceeeiieeiiicenieenne AL . 122
13 872  Medical instruments and appliances .... . E .. e 121
14 773  Equipment for distributing electricity ....... .D.. .. 12.0
15 764  Telecommunications equipment, @and PArtS ......ccccccoiiieeiieeniiieeniee e E 11.9
16 844 Undergarments of textile fabriCs ... B 11.9
17 048  Cereal preparations and preparations of flour or starch of fruits or vegetables LA L .. 119
18 655  Knitted or crocheted fabriCs .........ccoociiiiiiiiiii B 11.7
19 541 Medicinal and pharmaceutical ProdUCES ..........ccceeiiiiiiiir e E 11.6
20 778  Electrical machinery and apparatus, N.€.S. ....cccciciiiieriiieiiee e siee e e e D 11.5
21 873 Meters and COUNTEIS, N.B.S. ..ot s E 11.3
22 514 Nitrogen-funCtion COMPOUNTS ........cooiiiiiiiiaiee e E 11.2
23 098  Edible products and preparations, N.€.S. ......cccuiciiierieeeiiee e seee e seeessreeesnee e A 11.2
24 772  Electrical apparatus such as switches, relays, fuses and plugs . ..D .. 111
25 783  Road mMotor VENICIES, N.E.S. ..o D 111
26 821 Furniture and parts thereof ... B 11.0
27 062  Sugar confectionery and other sugar preparations ................ AL ... 10.9
28 592  Starches, inulin and wheat gluten, albuminoidal substances... . E .. ... 10.9
29 761 TeleViSioN rECEIVEIS .......occiiiiiiiii e .. E . .. 10.7
30 812  Sanitary, plumbing, heating and lighting fiXtUres ..........cccocoiiriiiiii e C 10.7
31 122 Tobacco, ManUfaCtUred ...t 10.7
32 679 Iron and steel castings, forgings and Stampings .........ccceeiieiiiieniee e 10.7
33 073 Chocolate and other food preparations containing COCOA ..........ccceeviueeerieeineeeiiieeenne 10.7
34 628  Articles of rubber, n.e.s. ..o ... 10.6
35 843  Outergarments, women'’s, of textile fabrics ............. ... 10.5
36 533 Pigments, paints, varnishes and related materials .. 10.3
37 635 W00d ManUfaCtUres, N.E.S. ....ccciciiiiiii i 10.3
38 847  Clothing accessories of textile fabriCS ... 10.3
39 657  Special textile fabrics and related products ... 10.3
40 664  GlASS .o .. 10.2
41 583  Polymerization and copolymerization Products ..........cccceeeieeenieeniieeesiee e E s 10.1
42 895  Office and stationery sUPPliEsS, N.E.S. ..cooiiiiiii i F o, 10.0
43 642  Paper and paperboard, cut to size or shape .. 10.0
44 621 Materials of rubber (pastes, plates, sheets)
45 845  Outergarments and other articles, Knitted ...........cocoeiiiiiiiiice e
46 899  Other miscellaneous manufactured articles ..
47 743  Pumps, compressors, fans and blowers ..............
48 672  Ingots and other primary forms, of iron or steel
49 774 Electric and radiological apparatus, for medical purposes
50 842  Outergarments, men’s, of textile fabriCs ...
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Table 3.A1 (continued)

SITC PRODUCT GROUPS: AVERAGE ANNUAL GROWTH OF EXPORT VALUE, 1980-1998,
AND CLASSIFICATION ACCORDING TO FACTOR INTENSITY

(Ranked by export value growth)

Average
annual export
SITC Product group Product value growth
Rank code (SITC nomenclature) category (Per cent)

51 633 Cork manufactures.........cccceeuee.
52 714 Engines and motors, non-electric ...........ccceeuueene
53 726 Printing and bookbinding machinery, and parts .
54 551 Essential oils, perfume and flavour materials .
55 554  Soap, cleansing and polishing preparations ...
56 611 Leather ..o

57 749  Non-electric accessories of machinery ........

58 941 Animals, live, n.e.s., including zoo-animals ...........cccccccoeennnne.

59 728 Machinery and equipment specialized for particular industries .. .
60 781 Passenger motor cars, for transport of passengers and goods ..........ccccceeeieeinenne.

OO0OTMOwmmOOw®

61 515  Organo-inorganic and heterocyclic COmMpoUNdS .........cccooveiiiiiiiicnicnecseee e
62 582  Condensation, polycondensation and polyaddition products ..
63 699  Manufactures of base metal, Nn.e.s. ....cccoocviiiiniiiiiiciee
64 598  Miscellaneous chemical products, n.e.s. ......c..cceceeuen.
65 694  Nails, screws, nuts and bolts of iron, steel or copper .....

66 658 Made-up articles, wholly or chiefly of textile materials ..........cccccccververiennns
67 036  Crustaceans and molluscs, fresh, chilled, frozen, salted, in brine or dried ..
68 894  Baby carriages and toys ............
69 716  Rotating electric plant and parts ........ccocccoceenienienicneeneee. .
70 775 Household type, electrical and non-electrical equipment ..........cccccevviieenicnecieenene.

OOowm>»wOMOMM

71 245 Fuel wood (excluding wood waste) and wood charcoal..........cccecveviieeniieiiineiieeens
72 034 Fish, fresh (live or dead), chilled or frozen ...........c.cccevene.
73 831 Travel goods, handbags, briefcases, purses and sheaths....
74 713 Internal combustion piston engines, and parts...................

75 741 Heating and cooling equipment, and parts .....
76 656  Tulle, lace, embroidery, and small wares ..........ccccccovenieniciicneennn.
77 531 Synthetic organic dyestuffs, etc., natural indigo and colour lakes.
78 744 Mechanical handling equipment, and parts .........cccccvcerveeiiiniennenns
79 792  Aircraft and associated equipment, and parts ....
80 784 Parts and accessories of 722, 781, 782, 783 .......cccceiiiieiieiie e

OmOmMwOOw>» >

81 269  Old clothing and other old textile articles; rags ..
82 874 Measuring, checking, analysing instruments......
83 684 ATUMINIUM et sneeennes

84 037  Fish, crustaceans and molluscs, prepared or preserved, n.e.s. .
85 742 Pumps for liquids, liquid elevators, and parts .........cccocevveennene

86 663  Mineral manufactures, N.€.S. .....cccccerieniiniiiecnieeeeeee
87 848  Articles of apparel and clothing accessories, non-textile ........
88 897  Jewellery, goldsmiths and other articles of precious materials
89 641 Paper and paperboard ............ccceiviiiiiiiiii .
90 725 Machinery for paper and pulp mills and paper manufactures ..........ccccoecvevieerienennns

OwWwmMmwwo>»>m>

91 892 [ 1) (=To [ 0T L =Y SR PPRUPRRR

92 653 Fabrics, woven, of man-made fibres ......cccccccceevveennnn.

93 634  Veneers, plywood, improved or reconstituted wood.........................

94 513  Carboxylic acids, and their anhydrides, halides, and derivatives ..

95 516  Other organic chemicals...

96 273  Stone, sand and gravel .....

97 112  Alcoholic beverages ........cccccoivviiiiiiiniiiicee e

98 785  Motorcycles, motor scooters and invalid carriages ............

99 512  Alcohols, phenols, phenol-alcohols, and their derivatives .
100 665 GIASSWAIE ..eeieiieitiie ettt e et ettt s et et e e st e et e e s sb e e e sbeeessbee e tbeeenteeesteesnteeenseeesnseeenneeesnseanans

WmMO>>MMEET
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Table 3.A1 (continued)

SITC PRODUCT GROUPS: AVERAGE ANNUAL GROWTH OF EXPORT VALUE, 1980-1998,
AND CLASSIFICATION ACCORDING TO FACTOR INTENSITY

(Ranked by export value growth)

Average
annual export
SITC Product group Product value growth

Rank code (SITC nomenclature) category (Per cent)
101 054  Vegetables, fresh, chilled, frozen or simply preserved; roots, tubers ... AL
102 091 Margarine and ShOrtenNiNgG ........cccocviviriiinieiice e AL
103 625 Rubber tyres, tyre cases, for wheels of all kinds ..D ..
104 786  Trailers and other vehicles, not motorized ... .. C..
105 884  Optical goods, N.€.S. ..cccveerririiiieiienec e .. E ..
106 292  Crude vegetable materials, n.e.s. ................. AL
107 692 Metal containers for storage and transport .. ..C ..
108 737  Metalworking machinery, and parts .........cc.c....... ..D ...
109 431 Animal and vegetable oils and fats, processed . e AL
110 058 Fruit preserves and fruit preparations ..........ccccooeeiieriiiienieseceeeee e A
111 851 [0 T0 11T SO PPPPPPPN B
112 654  Textile fabrics, woven, other than cotton man-made fibres ..... .. B ..
113 682 (O] o] o =T ST U PO U R PPRPPPN AL
114 667  Pearls, precious and semi-precious stones, unworked or worked. .. B ...
115 532 Dyeing and tanning extracts; synthetic tanning materials .... .. E ..
116 652 Cotton fabrics, WOVEN .........oeeeeiiiiee et ..B ..
117 695 Tools for use in hand or in Machines .........ccccovvveviie e ..C ..
118 689  Miscellaneous non-ferrous base metals employed in metallurgy .. AL
119 881 Photographic apparatus and equipment, N.€.S. .......cocvvveriiinieenienns o E
120 282  Waste and scrap metal of iron Or StEel........ccciviiiiiiiiiiiiic e A
121 727  Food processing machines, and PArts ........ccccoceeiveiiinieiienienee s D
122 014 Meat and edible meat offals, prepared or preserved, n.e.s.; fish extracts . AL
123 024 Cheese and curd ............... AL
124 762  Radio-broadcast receivers ..... .. E ..
125 291 Crude animal materials, N.€.S. .....ccovvvieiiiiiiieeeeseee e AL
126 745  Other non-electrical machinery, tools, apparatus, and parts ......... ..D ...
127 662  Clay construction materials and refractory construction materials .. B ..
128 022 MilK QN CrEAM ...uiiiiiee ettt e e e s naeeesnnee e AL
129 696 CULIEIY et .. C ol
130 882  Photographic and cinematographic SUPPIIES ......ccceeviiiiiiiiiiiiiciceeee e E
131 057  Fruit and nuts (excluding oil nuts), fresh or dried ........ AL
132 011 Meat and edible meat offals, fresh, chilled or frozen ............... AL
133 736  Machine tools for working metal or metal carbides, and parts ..D ...
134 248 Wood, simply worked, and railway sleepers of wood.. AL
135 423  Fixed vegetable oils, soft, crude, refined or purified ... AL
136 674 Universals, plates and sheets, of iron or steel ............ ..C ..
137 661 Lime, cement, and fabricated construction materials . .. B
138 686 4 | oSSR OPSRRI AL
139 697 Household equipment of base metal, n.e.s. ... C ...
140 683 INHCKEI ettt ettt e et e e s hb e e be e e e s beeeataeeanteeenbeeanseeennteesnnenennes A
141 288  Non-ferrous base metal waste and SCrap, N.€.S. ....ccccvveriiriiiienienie e A
142 791 Railway vehicles and associated equipment .. .. C.
143 885  Watches and clocks .......ccccoveeiiieeiiie e .. E ..
144 724  Textile and leather machinery and parts ..D ..
145 651 Textile yarn .... ..B ...
146 666 POtery ...coovceeeieieiieeees ..B..
147 523 Other inorganic chemicals .. E ...
148 659 FloOr COVErNGS ...ooovviiiieiieiic e .. B ..
149 677 Iron or steel wire, whether or not coated .................. .. C .
150 591 Disinfectants, insecticides, fungicides, weedkKillers ............ccccoevviiiiiiniicniince, E




Growth and Classification of World Merchandise Exports

91

Table 3.A1 (continued)

SITC PRODUCT GROUPS: AVERAGE ANNUAL GROWTH OF EXPORT VALUE, 1980-1998,

AND CLASSIFICATION ACCORDING TO FACTOR INTENSITY
(Ranked by export value growth)

Average
annual export
SITC Product group Product value growth
Rank code (SITC nomenclature) category (Per cent)
151 763  Gramophones, dictating and sound recorders ......... . E .. . 6.0
152 671 Pig iron, spiegeleisen, sponge iron, iron or steel ..... .. C .. 6.0
153 896  Works of art, collectors’ pieces and antiques ..................... e Fo 6.0
154 522 Inorganic chemical elements, oxides and halogen salts ................... . E .. 5.7
155 424  Other fixed vegetable oils, fluid or solid, crude, refined or purified .. AL 5.7
156 244  Cork, natural, raw and waste (including in blocks or sheets) ............ AL 5.7
157 782  Motor vehicles for transport of goods materials .... .. D .. . 5.7
158 751 Office Machinges ......cccccocveviii i .. E .. 5.6
159 693  Wire products and fencing grills .......c.cccoceiiiniiiienicnicieenen, ... C .. 5.5
160 056  Vegetables, roots and tubers, prepared or preserved, N.€.S. .....ccccooeerienieneenieennens A 5.5
161 081 Feeding stuff for animals (not including unmilled cereals) ..........ccccooinviicniinncnnne. A 5.5
162 267  Other man-made fibres suitable for spinning and waste ... AL 5.4
163 721 Agricultural machinery and parts .........ccccecvneiieniincennene ..D .. 5.4
164 718 Other power generating machinery and parts ..D .. 5.3
165 572 Explosives and pyrotechnic products . .. E .. . 5.2
166 562 Fertilizers, manufactured ..................... .. E ... 5.0
167 793  Ships, boats and floating structures ............. ..C .. 5.0
168 035 Fish, dried, salted or in brine; smoked fish .............c........ AL . 4.9
169 673 Iron and steel bars, rods, angles, shapes and sections . .. C .. 4.9
170 251 PUIP @Nd WASEE PAPET ..ottt A 4.9
L1701 075 SPICES ettt h ettt b et h e bttt h bt bbbttt et b et r e A
172 001 Live animals, chiefly for food ........ccccocoveriinnnnn AL
173 676 Rails and railway track construction material . .. C ..
174 246 Pulpwood (including chips and wood Waste) ..........ccccciriiiiiiiiniiiicee e A ...
175 233  Synthetic rubber latex; synthetic rubber and reclaimed rubber; waste and scrap ....... A ..
176 263 COtEON 1. AL
177 266  Synthetic fibres suitable for spinning..... AL
178 211 Hides and skins (except fur skins), raw AL
179 042 RICE ettt AL
180 511 Hydrocarbons, n.e.s., and their halogenated or derivatives ............cccccocvecieeienincnnnn. E
181 712  Steam and other vapour power units, steam engines........ ..D ..
182 277  Natural abrasives, n.e.s. (including industrial diamonds) .. AL
183 247  Other wood in the rough or roughly squared ...................... AL
184 711 Steam and other vapour generating boilers, and parts... ..D ...
185 278 Other crude MiINerals .......ccccveviieeiie s AL
186 287  Ores and concentrates of base metals, n.e.s. .....c.ccccceveennennn. o AL
187 691 Structures and parts of structures; iron, steel and aluminium ...........cccoeecvvvivennnenne C..
188 223  OQil-seeds and oleaginous fruit, whole or broken (non-defatted flours and meals) ...... A ..
189 047  Other cereal meals and flOUrS .......cocuieiiiiiiiie i A ...
190 025 Eggs and yolks, fresh, dried or otherwise preserved, sweetened or not A
191 046 Meal and flour of wheat and flour of Meslin ........ccocoeeiiiiiii e
192 723  Civil engineering and contractors plant and parts....
193 121 Tobacco, unmanufactured; tobacco refuse ..o
194 012 Meat and edible meat offals (except poultry liver), salted, in brine, dried or smoked ..
195 678  Tubes, pipes and fittings, of iron or steel
196 722  Tractors fitted or not with power take-offs
197 222  OQil-seeds and oleaginous fruit, whole or broken (excluding flours and meals) .......
198 883  Cinematograph film, exposed and developed, negative or positive ..
199 074 TEA AN MALE ..ottt et e e nre e sneeennee
200 o061 SUGAT AN NONEY ...ttt
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Table 3.A1 (concluded)

SITC PRODUCT GROUPS: AVERAGE ANNUAL GROWTH OF EXPORT VALUE, 1980-1998,
AND CLASSIFICATION ACCORDING TO FACTOR INTENSITY

(Ranked by export value growth)

Average
annual export
SITC Product group Product value growth
Rank code (SITC nomenclature) category (Per cent)

201 685 Lead ...
202 072 (67eTo]o T NPT

203 281 Iron 0re and CONCENTIALES .....ccuvvivieeriee e
204 584  Regenerated cellulose; cellulose nitrate and other cellulose esters.
205 951 Armoured fighting vehicles, arms of war and ammunition.................
206 681 Silver, platinum and other metals of the platinum group........
207 265  Vegetable textile fibres and waste of such fibres ....................
208 232 Natural rubber latex; natural rubber and similar natural gums
209 524 Radioactive and associated materialS.........ccccocoveviiveiiieiiinnnns
210 023 [ TU 1= SO PP PPN

>M>»>>>Tm>>>

211 071 Coffee and coffee SUDSHITULES .....cc.ooiiiiiiiici
212 411 Animal oils and fats .........ccccevviriiieeniie e
213 041 Wheat (including spelt) and meslin, unmilled .
214 044 Maize (corn), unmilled ..........cccocvvriiiiinicniciee
215 268  Wool and other animal hair (excluding wool tops) ....................
216 613 Fur skins, tanned or dressed, pieces or cuttings of fur skin ...
217 043 Barley, Unmilled ........oooiiiiiieiie e
218 289  Ores and concentrates of precious metals; waste and scrap ....
219 045 Cereals, unmilled (other than wheat, rice, barley and maize).
220 271 FEITIIZEIS, CIUAR .ovviiiieiieee ettt e e e et e e e e st re e e e e s baeeeeeeans

>r>>>0>>>>>

221 212 Fur skins, raw (including astrakhan, caracul and similar skins) ..........cccccccceeiieienne.
222 585  Other artificial resins and plastic materials ..........c.ccccceviiiiiineenne
223 264  Jute and other textile bast fibres, n.e.s., raw or processed
224 687 TN it e e
225 274 Sulphur and unroasted iIroN PYIItES .....cecoiiiiiiiiii e

Source: UNCTAD secretariat calculations, based on UN/DESA, Commodity Trade Statistics database.
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Table 3.A2

LEADING MARKET-DYNAMIC PRODUCTS BY EXPORTING REGION,
RANKED BY AVERAGE ANNUAL EXPORT VALUE GROWTH, 1980-1998

SITC SITC
Rank code Product group Rank code Product group
Developed countries Developing countries
1 776  Transistors and semiconductors 1 752  Computers
2 844  Textile undergarments 2 871 Optical instruments
3 553  Perfumery and cosmetics 3 759  Parts of computers and office machines
4 871 Optical instruments 4 582  Condensation products
5 752  Computers 5 741 Heating and cooling equipment, and parts
6 893 Plastic articles 6 655 Knitted fabrics
7 759 Parts of computers and office machines 7 531 Synthetic organic dyestuffs
8 898 Musical instruments and records 8 773 Electricity distribution equipment
9 541 Pharmaceutical products 9 712  Steam engines and turbines
10 846  Knitted undergarments 10 781 Passenger motor vehicles
11 872 Medical instruments 11 872 Medical instruments
12 048  Cereal preparations 12 763  Sound recorders
13 111 Non-alcoholic beverages 13 583 Polymerization products
14 764  Telecom equipment, and parts 14 776  Transistors and semiconductors
15 771 Electric power machinery 15 771 Electric power machinery
16 783 Buses and tractors 16 679 Iron and steel castings
17 098 Preserved food 17 774 Medical apparatus
18 514  Nitrogen-function compounds 18 592  Starch, inulin, gluten, albuminoidal substances
19 873 Meters and counters 19 516  Other organic chemicals
20 073 Chocolate 20 761  Television sets
First-tier NIEs ASEAN-4
1 752  Computers 1 752  Computers
2 277  Natural abrasives 2 759 Parts of computers and office machines
3 783 Buses and tractors 3 871 Optical instruments
4 951 War firearms and ammunition 4 763 Sound recorders
5 871 Optical instruments 5 672  lron or steel ingots and forms
6 592  Starch, inulin, gluten, albuminoidal substances 6 751 Office machines
7 781 Passenger motor vehicles 7 716 Rotating electric plant and parts
8 611 Leather 8 511 Hydrocarbons
9 212 Raw furskins 9 277 Natural abrasives
10 582  Condensation products 10 761 Television sets
11 882 Photographic and cinematographic supplies 11 785  Cycles and motor cycles
12 682  Copper 12 773 Electricity distribution equipment
13 759 Parts of computers and office machines 13 267  Other man-made fibres
14 686 Zinc 14 786 Non-motor vehicles
15 513  Carboxylic acids 15 775 Household equipment
16 524 Radioactive materials 16 641 Paper and paperboard
17 122 Manufactured tobacco 17 592  Starch, inulin, gluten, albuminoidal substances
18 712 Steam engines and turbines 18 677 Iron or steel wire
19 774 Medical apparatus 19 781 Passenger motor vehicles
20 515  Organo-inorganic compounds 20 268  Wool and animal hair
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Table 3.A2 (concluded)

LEADING MARKET-DYNAMIC PRODUCTS BY EXPORTING REGION,
RANKED BY AVERAGE ANNUAL EXPORT VALUE GROWTH, 1980-1998

SITC SITC
Rank code Product group Rank code Product group
South Asia South America

1 761 Television sets 1 245 Fuel wood and charcoal

2 752 Computers 2 682 Copper

3 582  Condensation products 3 292  Crude vegetable materials

4 674 Iron or steel universals, plates and sheets 4 098 Preserved food

5 515  Organo-inorganic compounds 5 014 Meat preparations

6 655 Knitted fabrics 6 121 Unmanufactured tobacco

7 266  Synthetic fibres for spinning 7 524 Radioactive materials

8 672 Iron or steel ingots and forms 8 716 Rotating electric plant and parts

9 871 Optical instruments 9 678 Iron or steel tubes, pipes and fittings
10 759  Parts of computers and office machines 10 812  Plumbing, heating, and lighting equipment
11 673 Iron and steel bars and rods 11 523  Other inorganic chemicals
12 513  Carboxylic acids 12 111 Non-alcoholic beverages
13 661 Lime, cement and building products 13 845 Knitted outergarments
14 583 Polymerization products 14 951 War firearms and ammunition
15 514 Nitrogen-function compounds 15 713 Internal combustion piston engines and parts
16 277 Natural abrasives 16 045 Unmilled cereals
17 511 Hydrocarbons 17 671 Pig iron
18 683 Nickel 18 046  Wheat meal or flour
19 898  Musical instruments and records 19 551 Essential oils, perfume and flavour materials
20 781 Passenger motor vehicles 20 655 Knitted fabrics

Source: See table 3.A1.
Note: The product groups highlighted are among the 20 most market-dynamic ones on a world scale, as listed in table 3.A1
of this annex and table 3.1 in the main text.
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Annex 2 to chapter Il

UNITED STATES TRADE PRICES
AND DYNAMIC PRODUCTS

This annex uses the data available on United
States export and import prices to assess the ex-
tent to which the results reported in section B on
dynamic products change when exports are meas-
ured at constant prices. The United States Bureau
of Labor Statistics (BLS) began developing and
publishing annual indices for import and export
pricesfor United States merchandise and services
trade in 1989 (monthly indices have been pub-
lished since January 1993). In preparing these, the
BLS has tried to ensure that the prices used refer
to products of unchanged quality in terms of tech-
nical specification. Where there are significant
changes in specification, an adjustment is made
to ensure that “the index reflects only actual or
‘pure’ price changes and is nhot moved by quality
changes’ (BLS, 1997: 156).

Chart 3.A1 shows the evolution of United
States export and import price indices for four of
the most dynamic products in world markets (see
section B and annex 1).t Of these, import prices
of both computers, and parts of computers and
office machines have been morevolatile than their
export prices, and they showed a steep decline
during the period 1995-1998. Similarly, for tele-
communications equipment, the import price in-
dex declined between 1981 and 1985, recovered
sharply in subsequent years, and again fell at a
steeper rate than export prices after 1995. For such
items as transistors and semiconductors, import
and export price indices moved more or less to-
gether on adownward trend until 1995, but there-

after theimport priceindex fell considerably more
sharply than the export price index.

An examination of United States trade sta-
tistics suggests that the export price index can be
taken as a proxy for pricesin trade among devel-
oped countries, and the import price index as a
proxy for developing countries’ export prices. In
1998, in value terms, developing countries ac-
counted for about two thirds of total United States
imports of computers, parts of computers and of -
fice machines, and transistors and semiconductors,
and for about 60 per cent of United Statesimports
of telecommunications equipment. Two thirds of
total United States computer exports and exports
of parts of computers and office machines went
to developed countries, which were also the des-
tination for about half of all United States exports
of telecommunications equipment, and one fourth
of its exports of transistors and semiconductors;
of the latter products, over 70 per cent went to
developing countries. Using the United States
import prices as a proxy, the evidence presented
in chart 3.A1 suggeststhat devel oping country ex-
port prices for the four dynamic products have
been subject to a higher degree of volatility over
the past two decades, and that they also experi-
enced steeper falls after 1995 than the export and
import prices of the same products traded among
developed countries.

The BLS data do not allow for acomprehen-
sive estimation of export growth in constant prices.



96 Trade and Development Report, 2002

Chart 3.A1
UNITED STATES IMPORT AND EXPORT PRICE INDICES
FOR SELECTED ELECTRONICS PRODUCTS, 1980-2000
(Index numbers, 1995 = 100)
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Source: UNCTAD secretariat calculations, based on data from the United States Department of Labor (www.bls.gov/

datahome.htm).
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The available data show that there have been sharp
declinesin both export and import prices of com-
puters and office equipment (SITC 75). The
steepest decline in this product division was in
the import priceindex of computers, which stead-
ily fell from 163 in 1985 to 50 in 2000. Prices of
telecommunications, audio and video equipment
(SITC 76), and electrical machinery and appli-
ances (SITC 77) also declined. However, the decline
was only in their import price index and it was
relatively moderate (from 106 in 1980 to 84 in
2000 for the former, and from 85in 1981 to 83 in
2000 for the latter).2 Within the latter division, it
declined the most for transistors and semiconduc-

tors (from 116 in 1983 to 66 in 2000). The strong-
est fall in the import price index after 1995 was
recorded for computers, followed by transistors
and semiconductors.

These observations suggest that the rate of
export growth in computers, parts of computers
and office machines, and transistors and semicon-
ductors would dwarf export growth in other
productsif exports could be expressed in terms of
constant prices. On the other hand, they al so show
that the ranking of products reported in section B
would not change significantly. m

Notes

1 Theindices are annual data obtained by averaging
BLS'smonthly or quarterly data, depending on data
availability.

2  Tropical beveragesistheonly other product item at
the 2-digit SITC level inthe BLSimport price data-
base for which the index value in 1980 was higher
than in 2000 (98 in 1980 compared to 58 in 2000).
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Annex 3 to chapter Il

INTERNATIONAL PRODUCTION NETWORKS
AND INDUSTRIALIZATION IN
DEVELOPING COUNTRIES

This annex examines how international pro-
duction sharing has influenced the process of
industrialization and growth in developing coun-
tries. It concentrates on three sectors that have
been important in international production net-
works involving developing countries in recent

years. These sectors, however, differ in the way
they operate: the clothing sector is based on sub-
contracting, the electronics sector is governed by
TNCs, and the automobile sector is strongly in-
fluenced by preferential trade agreements.

1. Outsourcing: the clothing sector

While FDI has played some role, the major
form of production relocation in the clothing sec-
tor has been outsourcing.! Compared to traditional
arm’s-length transactions, outsourcing entails
greater stability in business relationships and bet-
ter provision of information in the form of detailed
instructions and specifications. The leading actors
in such inter-firm networks, based on a contrac-
tual relationship, are large retailers of standardized
products and brand-name merchandisers of pri-
vate label products. While the former tend to rely

on global production networks based on agree-
ments to purchase the final product from a local
producer (full package subcontracting), the latter
tend to create regional production networks, where
the leading firm delivers semi-finished products
to asubcontractor and buys back the finished prod-
uct (assembly subcontracting).

Industrialization in many developing coun-
tries has focused on textiles and clothing. As a
labour-intensive sector, clothing provides signifi-
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cant job opportunities in labour-abundant econo-
mies which have a comparative advantage due to
lower wages. Moreover, for over 20 years the
quotaregulations of the Multi-Fibre Arrangement
(MFA) have enabled latecomersto access markets
for clothing and textiles once competing countries
have filled their MFA quotas. More recently, im-
provements in production and communication
technologies and falling trans-

port costs have enabled geo-

ducted simple assembly activities for a short pe-
riod of time before moving rapidly to a system of
brand-name subcontracting, whereby they pro-
duced according to designs specified by the buyer.
Many firms proceeded further to original brand-
name manufacturing. This was facilitated by a
number of factors, including the specialization of
East Asian exporters in a wide array of fabrics

favoured by women’s wear

branded marketers, and the

graphical separation of thela-
bour-intensive segments from
the skill- and capital-intensive
segments of the manufacturing
process in textiles and cloth-
ing. For example, while grow-
ing automation has increased
the capital-intensity of the pre-
assembling stages of the pro-
duction process, the assem-
bling stages have remained
relatively labour-intensive. As
a result, it has become both
technically feasible and eco-

The benefits of
international production
sharing in clothing for
technology transfer and
industrialization vary
according to whether
outsourcing involves full-
package agreements or
simple assembly
subcontracting.

geographical distance from
the United States which made
the use of United States tex-
tiles impractical. As trade
regulationsin destination mar-
kets became increasingly re-
strictive, and rising costs and
appreciating exchange rates
began to constrain the com-
petitiveness of local produc-
ers, many firmsin thefirst-tier
NIEs started to concentrate on
skill-intensive activitiesand to
outsource the labour-intensive

nomically profitable for high-

wage country manufacturers to relocate their as-
sembling stages of production to low-wage coun-
tries and to re-import the end products for domes-
tic sale or for export to third markets.

The benefits of international production shar-
ing in clothing for technology transfer and
industrialization in developing countries have
been uneven. They vary, in particular, according
to whether outsourcing involves full-package
agreements or simple assembly subcontracting.
For example, the East Asian economies have gone
through a sequence, from assembly to full-pack-
age operations and, in some cases, to original
brand manufacturing; in Mexico there has been
an ongoing transition from assembly to a more
full-package type of production, favoured by regu-
lations under NAFTA; and the Caribbean countries
have continued to perform labour-intensive assem-
bly operations that generate few benefits for their
local economies, except low-wage employment
(ECLAC, 1999).

Thefirst-tier NIEsin East Asiawerethefirst
to establish production facilities under outsourcing
agreements with large United States retailers and
brand-name merchandisers. Local producers con-

operations of clothing produc-
tion to their lesser developed neighbours where
wages were lower. Social and cultural factors
(such as acommon language) appear to have been
important in their choice of countries for reloca-
tion.

Outsourcing, together with the quota advan-
tages of the new assembly sites, has given rise to
atriangular manufacturing system, whereby firms
of thefirst-tier NIEs export directly to the United
States from their lower-wage sites in neighbour-
ing countries. Thus the first-tier NIEs have
sustained their involvement in world trade in tex-
tiles and clothing through industrial upgrading:
from cheap standardized goods to expensive dif-
ferentiated goods, from simple assembly of imported
inputs to integrated forms of production with
greater forward and backward linkages, and from
bilateral interregional trade flows to a more fully
developed intraregional division of labour incor-
porating all phases of production and marketing.
However, since triangular manufacturing involves
considerable coordination costs, without further
industrial upgrading the first-tier NIEs may face
increased competition from those less advanced
Asian countries that have the potential to upgrade
from assembling to full-package manufacturing.
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The East Asian experience in outsourcing
contrasts sharply with that of Mexico and the Car-
ibbean countries. The participation of the latter
countriesin international production sharing was
stimulated by the stiff competition that United
States brand-name manufacturers faced from
Asian producers. They provided attractive loca-
tions because of low wages, which continues to
be a key factor in their participation in produc-
tion sharing in clothing. Furthermore, they ben-
efit from preferential market
access provided under Chap-

Organization (WTOQ), they arelikely to face strong
competition from exporters in South Asia and
China, which may lead to arace to the bottom in
wage cuts and other incentives needed to attract
outsourcing contracts.

The outsourcing agreements have had a
strong impact on the direction of trade in cloth-
ing. The evidence presented in table 3.A3 indicates
a sizeable increase in two-way trade between
the core countries of the EU
(EU-8) and their neighbouring

ter 98 of the Harmonized Tariff

regions at different levels of

Schedul e of the United States.
However, Mexico hasagreater
advantage owing to the rules
of origin of NAFTA, whereby
itsinputsinto goods for export

Without further industrial
upgrading the first-tier NIEs
may face increased
competition from those less
advanced Asian countries

per capita income (European
periphery, Eastern Europe and
North Africa), on the one hand,
and that between the United
States and Mexico and the

count as North American in-
puts and, therefore, are not
taxed at the United States bor-
der. Caribbean countries, on
the other hand, operate under

that have the potential to
upgrade from assembling to
full-package manufacturing.

Caribbean countries, on the
other. In all these cases, except
for the bilateral trade between
the United States and the Carib-
bean countries, theincreasein

the United States production
sharing mechanism, which,
while offering privileged access to the United
States market, taxes non-United Statesinputs. The
incorporation of competitive Mexican inputsinto
final products destined for export markets (USITC,
1999b: 30) provides an opportunity to deepen in-
tegration, but thiswill depend on the evolution of
competitiveness of the Mexican textiles industry.
By contrast, producersin the Caribbean countries
have not progressed beyond simpl e assembly-type
processes. After the phasing out of the Agreement
on Textilesand Clothing (ATC) of the World Trade

exports from poorer to richer
countries exceeds that of the
reverse trade flows. There was a sharp decline in
apparel imports by the United States and the EU-
8 (and later also by Japan) from thefirst-tier NIEs,
accompanied by a sharp increase in their imports
from the ASEAN-4 and, in particular, China.
Thereisalso asizeableincrease in two-way trade
between thefirst-tier NIEsand China. These find-
ings document both the tendency towards
regionalization in the clothing trade and the emer-
gence of triangular manufacturing centred on the
first-tier NIEs.
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Table 3.A3

BILATERAL TRADE IN APPAREL AND CLOTHING ACCESSORIES
BETWEEN SELECTED TRADING PARTNERS, 1980-1998

(Percentage shares in total world exports)

1980 1985 1990 1995 1998
Exports of EU-8 to:
EU-8 26.2 17.0 17.5 13.1 12.4
European periphery 1.5 1.1 2.3 2.3 2.4
Eastern Europe 0.3 0.2 0.3 1.0 1.1
First-tier NIEs 0.3 0.3 0.7 1.1 0.6
ASEAN-4 0.0 0.0 0.0 0.0 0.0
China 0.0 0.0 0.0 0.0 0.0
North Africa 0.3 0.2 0.3 0.4 0.5
Imports of EU-8 from:
European periphery 3.3 5.4 6.8 6.2 5.6
Eastern Europe 0.8 0.5 0.7 4.2 4.6
First-tier NIEs 9.3 5.2 4.8 2.6 2.0
ASEAN-4 1.0 0.7 1.9 1.7 1.3
China 0.0 0.6 0.9 1.5 15
North Africa 1.3 1.0 1.8 2.0 1.9
Exports of United States to:
First-tier NIEs 0.1 0.0 0.0 0.1 0.0
ASEAN-4 0.0 0.0 0.0 0.0 0.0
China 0.0 0.0 0.0 0.0 0.0
Mexico 0.5 0.4 0.4 0.9 1.5
Caribbean 0.7 0.6 0.8 1.7 2.2
Imports of United States from:
First-tier NIEs 11.8 17.9 10.9 6.2 5.6
ASEAN-4 0.5 1.8 2.1 2.8 3.6
China 0.0 1.2 1.1 2.1 2.2
Mexico 0.0 0.5 0.1 1.8 3.8
Caribbean 0.0 0.8 0.2 0.7 0.6
Exports of Japan to:
First-tier NIEs 0.1 0.2 0.1 0.1 0.1
ASEAN-4 0.0 0.0 0.0 0.0 0.0
China 0.0 0.0 0.0 0.1 0.0
Imports of Japan from:
First-tier NIEs 2.2 2.4 3.4 1.7 0.7
ASEAN-4 0.1 0.0 0.4 0.7 0.4
China 0.0 0.8 1.3 5.0 4.4
Exports of first-tier NIEs to:
China 0.0 0.1 0.3 0.6 1.2
Imports of first-tier NIEs from:
China 0.0 0.6 4.7 4.9 6.1

Source: UNCTAD secretariat calculations, based on UN/DESA, Commodity Trade Statistics database.
Note: Data in this table relates to SITC 84. The composition of the regional/subregional groups is as follows:

EU-8: Belgium, Denmark, France, Germany, Italy, Luxembourg, the Netherlands, United Kingdom.
European periphery: Greece, Ireland, Portugal, Spain, Turkey.
Eastern Europe: Bulgaria, Czech Republic (1995 and 1998), Czechoslovakia (1980-1990), Estonia (1995 and 1998),
Hungary, Latvia (1995 and 1998), Lithuania (1995 and 1998), Poland, Romania, Slovakia (1995 and 1998), Slovenia.
Caribbean: Antigua and Barbuda, Aruba, Bahamas, Barbados, Belize, British Virgin Islands, Costa Rica, Dominica,
Dominican Republic, El Salvador, Grenada, Guatemala, Guyana, Haiti, Honduras, Jamaica, Montserrat, Netherlands
Antilles, Nicaragua, Panama, St Kitts and Nevis, Saint Lucia, Saint Vincent and the Grenadines, Trinidad and Tobago.
First-tier NIEs: Hong Kong (China), Republic of Korea, Singapore, Taiwan Province of China.
ASEAN-4: Indonesia, Malaysia, the Philippines, Thailand.
North Africa: Egypt, Morocco, Tunisia.
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2. Production networks driven by TNCs:
the electronics industry

The electronicsindustry isarguably the most
globalized of all industries. Trade in electronics
products is underpinned by an increasing geo-
graphic dispersion of TNC-driven production
networks. Devel oping economies, notably in East
Asia, have been playing a growing role in such
networks, and electronics products now account
for asignificant proportion of their exports. They
therefore provide an interesting case to assess the
scope for industrial upgrading in the context of
international production networks.

production bases offshorein the mid-1980s asthey
came under heavy pressure from arising yen and
increased protectionist tendencies in other major
industrialized countries. The East Asian countries
offered attractive locations because of their rela-
tively low labour costs, high levels of education
and skills, and good physical infrastructure, and
because exports from these countries did not face
the same increase in protectionist barriers as ex-
ports from Japan.

Even though there is lit-

The electronics industry

tle detailed comparative em-

is the single most important
sector for investment by both
Japanese and United States
TNCsin East Asia; during the
early 1990s it accounted for
about 45 per cent of the total
manufacturing FDI of Japan
and 25 per cent of that of the
United States (Ernst and Raven-

There appear to be
significant differences in
the way Japanese and
United States TNCs
organize their production
networks in East Asia.

pirical evidence, there appear
to besignificant differencesin
the way Japanese and United
States TNCs organize their
production networks in East
Asia, particularly with regard
to the location of management,
the sourcing of components
and capital goods, the replica-

hill, 1999: 36). United States

producers of semiconductors and computer equip-
ment started to invest in export-oriented, labour-
intensive assembly production in East Asiain the
late 1960s, taking advantage of the low cost of
labour there. Subsequently, United States pro-
ducers and mass merchandisers of household ap-
pliances started to outsource an increasing vari-
ety of such products to independent suppliersin
East Asia. As discussed in detail in TDR 1996,
export-oriented Japanese TNCs began to shift their

tion of production networks,
and the motive for investing abroad (Belderbos,
Capannelli and Fukao, 2001; Ernst and Ravenhill,
1999).

The traditional Japanese corporate manage-
ment system relies much more on intra-firm co-
operative arrangements within vertically inte-
grated conglomerates (keiretsu) than the United
States management system, which relies on market-
based relationships with relatively more independ-
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ent affiliates. Consequently, Japanese affiliates are
less likely to employ local managers or local per-
sonnel in senior technical tasks than their United
States counterparts. For the same reason, Japanese
companies are also more reluctant to transfer re-
search and development

tion from United States companies in electronic
data processing equipment, Japanese producers
increased their purchases of end-productsin East
Asia and shifted part of their production to that
region (Ernst and Guerrieri, 1998: 201).

Differences in the mo-

(R&D) activities to overseas

subsidiaries. High coordina-

tives for investment abroad

tion costs and slow interaction
between producers and cus-
tomers are major drawbacks of
the Japanese system. How-
ever, initially these did not
present serious problems,
since Japanese investment in

Until recently, affiliates of
Japanese TNCs were less
inclined to establish
backward linkages with
domestic firms in the host
countries than affiliates of
United States TNCs.

have also resulted in different
practices. While United States
TNCshavetraditionally sought
lower-cost production sites,
the motive of Japanese inves-
tors has often been to jump
trade barriers against Japanese

East Asia concentrated on
lower-end consumer el ectron-

exports, such as voluntary ex-
port restraints (VERS) or anti-

ics (such astelevision sets and
household appliances) and re-
|ated standardized components that do not require
closeinteraction with customersyet allow signifi-
cant benefits from scale economies. Investments
of United States TNCs, by contrast, have concen-
trated on integrated circuits and products related
to personal computers (PCs) that are highly dif-
ferentiated and thus require closeinteraction with
customers. However, following the liberalization
of the Japanese computer market and the shift by
many Japanese companies from mainframeto PC-
based systemsin the early 1990s, Japanese affili-
atesin East Asiahaveincreasingly moved towards
producing PC-related products as well.

Until recently, affiliates of Japanese TNCs
were less inclined to establish backward linkages
with domestic firms in the host countries than
affiliates of United States TNCs, tending to rely
more on imports of components and materials
from Japan. Thiswas partly because of their more
hierarchical and centralized management structure.
Japanese FDI in the export-oriented electronics
sector also started much later than FDI from the
United States. Since it takes time to establish re-
lationships with local suppliers who can meet
international standardsin price, quality, design and
delivery, Japanese affiliates tended to procure
components from secure and reliable suppliersin
Japan. The Japanese suppliers were also able to
provide components conforming to specialized in-
house designs that were preferred over the local
suppliers’ standard designs. However, since the
early 1990s, as aresult of growing price competi-

dumping practices. One con-
sequence of this has been the
development of atriangular trade pattern, whereby
Japanese affiliates source components from Japan
and export the final products directly from their
offshore sites to third markets.

The traditional intra-firm pattern continues
to govern the activities of Japanese TNCsin con-
sumer electronics and appliances, but there are
indications that Japanese affiliates involved in
computer-related products are increasingly mov-
ing towards more local sourcing of components
and materials, and are becoming more embedded
in the host economies. One reason is the devel op-
ment of local production capabilities in host
countries. Another is the increasing need to use
cheaper mass-produced components as aresult of
tougher competition, and the growing importance
of speed-to-market (i.e. getting the right product
to the most buoyant markets on time), for which
the traditional Japanese management system was

ill-equipped.

These developments have resulted in the
emergence of a pattern of regional specialization
in East Asia that encompasses both parent-affili-
ate and inter-firm supplier networks. Of these, the
latter is becoming more important, as firms in-
creasingly focus on core competencies and
purchase intermediate goods and services from
other firms. Although details differ for different
product groups, both United States and Japanese
firms have concentrated on the same types of
activities in the same economies: Hong Kong
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(China) and Singapore compete for regional head-
guarters; the Republic of Korea and Taiwan
Province of Chinacompetefor original equipment
manufacturer contracts and as suppliers of preci-
sion instruments; Malaysia, the Philippines and
Thailand compete as locations for mid-level and
some higher-tech products that involve scale
economies; and Chinaand Indonesia (and, to some
extent, Viet Nam) compete for low-end and sim-
ple component manufacturing.?

The evolution of the electronics industry in
East Asiadiffersacross countries. The experience
of the Republic of Koreais of particular interest
because of its successin becoming the second larg-
est supplier, behind Japan, for a broad range of
consumer el ectronics (audio equipment, television
sets, video recorders and microwave ovens), and
an increasingly significant supplier of high-
precision components and in-
dustrial electronics. Despite

production networks has shaped the structure of
their electronics sector. Specialization in stand-
ardized mass products with important scal e econo-
mies tends to lead to a shallow involvement in a
particular sector of the electronics industry and
increases the import dependence of production.
Moreover, it provides little impulse for broaden-
ing the knowledge base of the labour force. How-
ever, the Korean experience differs significantly
from the more recent involvement of the ASEAN
countries and China in international production
sharing in electronics. With Japanese firms shift-
ing from consumer electronics and appliances to
PC-related products alongside the United States
TNCs, anew pattern of regional production shar-
ing has emerged, giving rise to overlapping and
competing international production networks. This
development has broadened the options available
to the East Asian economies, allowing them to

supply buyersin different pro-

duction networks in an effort

this, the evolution of the elec-
tronics industry in the Repub-
lic of Koreahas been described
as “truncated industrial up-
grading” in the sense that its
firms have failed to upgrade
certain features necessary for
long-term growth and sus-
tained industrial upgrading
(Ernst, 1998). Its electronics
sector consists of a few large
firms that pursue a strategy of
massive investment in inte-

production.

Specialization in
standardized mass
products with important
scale economies tends to
lead to a shallow
involvement in a particular
sector of the electronics
industry and increases the
import dependence of

to amortize their substantial
investment outlays and gain
economies of scale as quickly
as possible. However, it also
implies that buyers have a
wider choice of suppliers and
will seek the best offer, in par-
ticular with respect to low-end
and large-volume products.
Thefact that production costs
of such products often depend
on the length of production
runs, creates arisk of overpro-

grated production systems;

duction and intense price com-

they rely on a high degree of

vertical and horizontal integration, and focus on
guantitative targets in capacity expansion and in-
ternational market share for relatively homoge-
neous products such as consumer electronics and
computer memories. This strategy has resulted in
the devel opment of operational capabilitiesin pro-
duction and investment; but thereis ahigh degree
of dependence on imports of equipment and ma-
terials, and there has been little progressin knowl-
edge upgrading in product design, market devel-
opment and the provision of high-end knowledge-
intensive support services.

The experience of the Republic of Korea
shares certain featureswith the ASEAN countries
and Chinain the way integration into international

petition. Thisrisk has become
particularly acute with the recent declinein world
demand for products such as semiconductors.

Widening production networks in electron-
icshave also made asignificant impact on bilateral
trade flows in these products. Figures on trade in
parts of computers and office machines show a
rapidly growing one-way trade from the first-tier
NIEs and ASEAN-4 to the United States and the
EU-8 (table 3.A4). This has been accompanied by
adeclinein Japanese exportsto these destinations,
and a sizeable increase in two-way bilateral trade
between Japan and the first-tier NIEs and the
ASEAN-4, as well as between the first-tier NIES
and the ASEAN-4. More recently, China has also
become part of this pattern. These results suggest
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Table 3.A4

BILATERAL TRADE IN PARTS OF COMPUTERS AND OFFICE MACHINES
BETWEEN SELECTED TRADING PARTNERS, 1980-1998

(Percentage shares in total world exports)

1980 1985 1990 1995 1998

Exports of first-tier NIEs to:

ASEAN-4 0.1 0.4 1.4 2.1 2.0

China 0.1 0.6 0.3 0.6 0.8

Japan 0.4 0.5 0.6 1.3 1.3

EU-8 0.4 1.0 2.6 3.8 4.5

United States 4.2 4.2 4.8 7.7 5.6
Imports of first-tier NIEs from:

ASEAN-4 0.0 0.1 2.0 3.2 3.9

China 0.0 0.0 0.2 0.9 1.2

Japan 0.8 1.0 1.7 2.9 2.0

EU-8 0.4 0.3 0.4 0.5 0.5

United States 34 3.8 2.2 2.1 1.8
Exports of ASEAN-4 to:

China 0.0 0.0 0.0 0.0 0.6

Japan 0.0 0.0 0.3 0.8 1.2

EU-8 0.0 0.0 0.3 1.0 2.1

United States 0.0 0.2 0.9 2.1 3.4
Imports of ASEAN-4 from:

China 0.0 0.0 0.0 0.0 0.2

Japan 0.1 0.1 0.5 1.0 1.2

EU-8 0.1 0.1 0.1 0.1 0.1

United States 0.1 0.3 0.3 0.7 0.6
Exports of China to:

Japan 0.0 0.0 0.0 0.2 0.4

EU-8 0.0 0.0 0.0 0.3 0.4

United States 0.0 0.0 0.0 0.4 0.7
Imports of China from:

Japan 0.0 0.1 0.0 0.6 0.6

EU-8 0.1 0.0 0.0 0.0 0.0

United States 0.1 0.2 0.0 0.1 0.3
Exports of EU-8 to:

Japan 0.7 0.2 0.3 0.6 0.2

Eastern Europe 0.5 0.1 0.2 0.5 1.0

EU-8 25.7 22.9 20.5 11.7 10.0
Imports of EU-8 from:

Japan 1.5 2.4 4.8 4.5 3.2

Eastern Europe 0.0 0.0 0.0 0.1 0.8
Exports of United States to:

Japan 2.9 3.0 3.0 1.9 1.6

Mexico 1.7 1.6 0.9 0.8 1.3
Imports of United States from:

Japan 25 5.5 9.8 8.0 5.4

Mexico 0.0 1.1 0.2 0.7 1.7

Source: See table 3.A3.
Note: Data in this table relates to SITC 759. The composition of the regional/subregional groups is as in table 3.A3.



International Production Networks and Industrialization in Developing Countries

107

that the relocation of production from Japan to the
East Asian developing countries and the creation of
international production sharing among the latter
have been important factors in the rapid expansion

of trade in electronics products. A similar pattern of
two-way bilateral trade has also evolved since the
mid-1990s between the EU-8 and Eastern Europe,
as well as between the United States and Mexico.

3. The effects of preferential trading arrangements:
the automotive sector

Automobile production is one of the most
important industrial activities in the world, and
one of the fastest growing sectors in world trade.
It has also played acritical rolein the industriali-
zation of many countries, including some of the
larger developing countries, where its expansion
has often been closely associated with an import
substitution strategy. However, many developing
countries have failed to establish competitive na-
tional automobile firms, in large part because the
size of their domestic markets has not allowed
exploitation of important scale economies that
characterize this sector.

One way of overcoming this problem has
been to create aregionally integrated automobile
industry, supported by a preferential trade arrange-
ment to protect it against competition from mature
industriesin devel oped economies. Indeed, one of
the first consequences of regional integration in
the Southern Common Market (MERCOSUR)
and in the ASEAN Free Trade Area (AFTA) was
the creation of regional production networks in
the automobile industry and the dispersion of its
manufacturing processes across national frontiers.®
By contrast, the creation of the North American Free
Trade Areain 1993, asaformal regional economic
arrangement between developed and developing
countries, marked the culmination of existing and
increasingly close trade and investment ties in
specific industries, notably the automotive sector

in the United States and Mexico. The following
section examines the impact of MERCOSUR and
AFTA on the regional pattern of trade in greater
detail. Thisis followed by a study of the impact
of NAFTA on the development of the automobile
industry in Mexico.

a. Production and trade patterns of
MERCOSUR and AFTA

The evolution of the automotive sector in
MERCOSUR and AFTA has been influenced not
only by regional preferential trade agreements
(PTAS), but also by increased activities of TNCs
from the United States, Japan and the EU in these
regions following their liberalization of FDI. In
both regions, the removal of intraregional trade
barriersincreased the size of the market for firms
established in the member countries, thereby al-
lowing important scale economies. This factor,
together with higher tariffs applied to importsfrom
non-members, played an important rolein attract-
ing FDI, particularly in AFTA, where national
automotive industries in Indonesia and Malaysia
enjoyed a significant degree of protection against
non-members. However, the pattern of integration
has been somewhat different between the two re-
gions. In AFTA, large differences in per capita
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Table 3.A5
INTRAREGIONAL IMPORTS OF THE AUTOMOBILE INDUSTRY:
MERCOSUR AND AFTA, 1980-1999
Memo item:
Growth rate in
Share in total imports Growth rate extraregional imports
$ million (Per cent)
1980- 1990- 1980- 1990-

Region 1999 1990 1995 1999 1989 1999 1989 1999
MERCOSUR

Motor vehicles 2 027 41.0 19.5 52.7 15.5 40.2 -17.5 33.0

Parts of motor vehicles 694 22.6 41.8 25.1 8.9 20.8 104 19.0
AFTA

Motor vehicles 175 1.1 1.0 5.4 9.4 18.6 1.5 -0.7

Parts of motor vehicles 195 1.1 2.9 9.5 17.3 20.8 14.2 -5.6
Memo item:
WORLD

Motor vehicles 365 672 10.7 6.6

Parts of motor vehicles 138 406 10.2 6.4

Source: See table 3.A3.

Note: Data in this table relates to SITC 781, 782, and 783 (motor vehicles), and to SITC 784 (parts of motor vehicles).

incomes and labour costs of the member countries
have encouraged the creation of cross-border pro-
duction networks within the automotive industry.
By contrast, in MERCOSUR, where such differ-
ences are much smaller, investment has been
driven by considerations of market size.

Intraregional trade in both automobiles and
their parts and components has grown consider-
ably in both regions, substantially exceeding their
growthinworld trade (table 3.A5). InMERCOSUR,
imports from non-members grew substantially
during the period 1990-1999, although somewhat
less than imports from member countries. In
AFTA, on the other hand, imports from non-
members were lower in 1999 than they had been
at the start of the decade, mainly as aresult of the
Asian financial crisisin 1997. Prior to the crisis,
imports from non-members had grown fairly rap-
idly between 1990 and 1996 (at an average annual
rate of 9.4 per cent for road vehiclesand at 7.2 per
cent for their parts and components, compared to

growth rates in world imports of 4.5 per cent and
5.1 per cent respectively). However, on thewhole,
imports from non-members have been much lower
in AFTA than in MERCOSUR, which reflects ef-
forts to develop national industries in the Asian
region.

Argentina and Brazil began developing au-
tomobile industries for their highly protected
domestic markets in the 1950s. Since the early
1990s, the industry has undergone substantial re-
structuring as a result of special provisions in
MERCOSUR designed to facilitate the expansion
of activities of existing TNCs aswell asto attract
new ones. In addition, a bilateral agreement be-
tween Argentina and Brazil allows vehicles and
parts to be imported duty-free, provided that the
importer balances foreign purchases with exports
(Romijn, Van Assouw and Mortimore, 2000: 130).
These initiatives have led to the rationalization of
investment and production, resulting in increased
specialization and production complementarity
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which involved the location of the small-scale
production of larger vehiclesin Argentinaand the
large-scal e production of smaller vehicles for the
mass market in Brazil. The initiatives have also
boosted bilateral trade. In particular, they have
provided an important stimulus to Argentina’s
automobile industry by significantly widening its
market.* Unlike Argentina, scale economies are
more important to the automobile industry in
Brazil. For the latter country, however, regional
integration has not generated much opportunity
for the expansion of capacity needed to exploit
scale economies. Consequently, Brazilian produc-
tion hasremained constrained, and low productivity
associated with suboptimal production haslimited
exports to third markets.

National suppliers have lost importance in
Brazil since 1990, when the market was opened
to imports and assemblers moved increasingly
towards global sourcing. Some of the transnational
vehicle makers al so established their own engine
and component production sites; this led to the
emergence of a more vertical supply structure
whereby the surviving national suppliers were
relegated from first- to second- or third-tier status.
Argentina’'s auto parts industry has undergone a
similar development: increased integration into
international production networks has led most
TNCsto concentrate design, engineering and R& D
functions at headquarters, while their affiliates
concentrate on manufacturing.

they persuaded their suppliers to establish plants
in ASEAN countries (mainly Thailand). ASEAN
governments adopted preferential agreements such
as the ASEAN Industrial Cooperation Scheme
(started in 1996), which granted some privileges
— notably preferential tariffs to companies oper-
ating in an ASEAN member country and having a
minimum of 30 per cent national equity —in order
to help establish a more efficient regional divi-
sion of labour and strengthen the competitiveness
of the automobile industry (Romijn, Van Assouw
and Mortimore, 2000: 139).

b. NAFTA and the Mexican automotive
industry

The take-off of the Mexican automobile in-
dustry preceded NAFTA, although the latter has
given it a new momentum. The sector had been
established in the 1960s in the context of import
substituting industrialization, in which large for-
eign vehicle assemblers coexisted uneasily with
smaller domestic component producers under tight
government regulation and supervision. Despite
high tariff barriers, the sector, which was heavily
dependent on imported parts but had minimal ex-
port capacity, was a constant drain on foreign
exchange. It thus became unviable after the
debt crisis of the early 1980s.
Some tentative steps towards

Indonesia, Malaysia, the
Philippinesand Thailand all be-
gan assembling automobiles in
the late 1950s and early 1960s
under relatively protective im-
port-substitution regimes. While
the industry in South America
faced serious difficultiesin the
1980s because of the debt crisis,
in South-East Asiait entered a

sourcing.

National suppliers have lost
importance in Brazil since
1990, when the market was
opened to imports and
assemblers moved
increasingly towards global

greater export orientation were
takenin the early 1980s. How-
ever, it was the combination of
the debt crisisin Mexico and
a concerted effort by United
States auto manufacturers to
defend profitsand regain mar-
ket share, in response to the
successful penetration of North
American markets by Japanese

new phase of take-off after the
mid-1980s as a result of rapid
economic growth, the appreciation of the yen and
the conclusion of regional trade agreements.® The
impact of the appreciation of the yen on this in-
dustry in members of ASEAN was broadly the
same asitsimpact on the electronicsindustry dis-
cussed above. Since Japanese TNCswanted to use
Japanese suppliers for their production networks,

producers, that transformed
the Mexican industry. Pres-
sureto cut costs so asto compete with the Japanese
producers made Mexico an attractive location for
sourcing parts, and for vehicle assembly of cer-
tain models. A policy shift in Mexico towards
more liberal trade and investment regimes led to
a lowering of national content requirements for
exported products (permitting 70 per cent of im-
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ported components for exports compared to 40 per
cent for salesin the domestic market). Along with
specific incentives offered by both the United
States and Mexican authorities to attract foreign
producers into the automotive sector, this shift
generated a burst of FDI in the Mexican automo-
bile industry, beginning in the mid-1980s and
accelerating in thefirst half of the 1990s (Romijn,
Van Assouw and Mortimore, 2000).

Renewed TNC activity in Mexico led to the
establishment of high productivity assembly plants
exporting to the United States market — especially
those producing automobile engines — in the
first half of the 1980s. These plants, along with
other auto-parts assemblers producing under the
magquiladora programme, ben-
efited from tariff exemptions

of origin to producers of hon-American originin-
cluding component producers. In addition, the de-
valuation of the peso in connection with the fi-
nancial crisisin 1994-1995 gave a sharp boost to
exports when domestic sales collapsed. The pro-
longed United States boom in the second half of
the 1990s firmly consolidated the position of
Mexican producers as part of the regional indus-
trial bloc. By the end of the decade, over two thirds
of production was exported to the United States
and trade surpluses had become the norm for the
sector. Cross-border trade flows rose twelvefold
between 1986 and 1999, compared with an aver-
age ninefold increase in total trade between the
United States and Mexico, and afivefold increase
in Mexico'stotal trade. The surge in exportsfrom
the United States to Mexico
during the second half of the

granted by the United States
under its Harmonized Tariff

1990s was a strong indication
of the rationalization of pro-

System 9802. Between 1979
and 1986, foreign firms estab-
lished about 40 affiliates in
northern Mexican border towns
for assembling parts for re-
export (Romijn, Van Assouw
and Mortimore, 2000: 144). In
the second half of the 1980s
and early 1990s, both domes-
tic salesand exports of passen-

Because the overall pattern
has been driven by the
needs of United States
TNCs, weak linkages with
domestic producers, low
value added and a heavy
reliance on a single market
have given rise to concerns
with regard to Mexico’s own
industrial development.

duction by United States au-
tomobile manufacturerswithin
an integrated North American
production system.

NAFTA thus appears to
have consolidated a process of
regional restructuring by lead-
ing United States producers
who sought to defend their do-

ger cars increased consider-

mestic market share. Both cost

ably. By 1994, exports ac-

advantages and policy incen-

counted for well over half of

all passenger cars produced. Moreover, there was
a significant rise in the share of vehiclesin total
exports, from 10 per cent in 1985 to about 65 per
cent by the early 1990s, when other foreign pro-
ducers began to see Mexico as a potential plat-
form from which to enter the United States market.

The early surge in FDI was accompanied by
asteep riseinimports. The high level of imported
parts from the United States meant that the sector
experienced only small trade surpluses, and even
deficits, until 1994. Nevertheless, the Mexican
industry had undergone afairly dramatic restruc-
turing, both in terms of productivity levels and
export orientation, by the time NAFTA cameinto
effect. NAFTA further deepened this restructur-
ing process, as it not only provided preferences
that benefited United States TNCs in the automo-
bile industry, but it also extended regional rules

tivesled them to intensify pro-
duction sharing with offshore assembly sites. A
series of conjunctural macroeconomic factors also
contributed to Mexico's export growth. However,
because the overall pattern has been driven by the
needs of United States TNCs, weak linkages with
domestic producers, low value added and a heavy
reliance on a single market have given rise to
concerns with regard to Mexico’'s own industrial
development. In particular, the Mexican compo-
nentsindustry remains heavily concentrated in the
labour-intensive processes of engine castings and
wiring harnesses, although some upgrading is ex-
pected in the production of more complex parts
such astransmissions (USITC, 1999a). Local con-
tent is particularly low among the maquiladora
auto-parts assemblers, but even outside the bor-
der areas over two thirds of components are
sourced outside Mexico (Romijn, Van Assouw and
Mortimore, 2000).°
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The surge in automobile exports after 1995
was helped by an undervalued currency and stag-
nant real wages that have kept real relative manu-
facturing labour costs low. Real wages in manu-
facturing in Mexico, which had been falling during
the initial switch to a more export-oriented auto-

motive sector in the second half of the 1980s, rose
modestly prior to the currency crisis of 1994, but
fell back tothelevel of the early 1980sfor the remain-
der of the decade. Thus macroeconomic pressures,
through exchange rate movements or wage trends,
remain potential sources of vulnerability. m

Notes

1 Ontherole of FDI in this context, see Mortimore,
Lall and Romijn (2000); on outsourcing, see
Graziani ( 2001) and Gereffi (1999).

2 SeeErnst (1997). Anecdotal evidence on geographi-
cal relocation of specific operational unitsof TNCs
suggests that China has recently succeeded in up-
grading itsinvolvement in international production
sharing, performing activities that are technologi-
cally and managerially more demanding (see chap-
ter V).

3 This contrasts with the traditional path of regional
integration, which often involves the liberalization
of trade in goods in the early stages, followed by
liberalization of tradein services and of movements
of labour and capital, and by increasing coordina-
tion of regulatory and other policies. A change in
industry structure generally is not envisaged early

in the process. For a general discussion of AFTA
and MERCOSUR, see Athukorala and Menon
(1997), and Preusse (2001); for astudy of the auto-
mobile sector in the two regions, see Romijn, Van
Assouw and Mortimore (2000).

4 This has also been helped by an agreement among
industry, the Government and trade unions, called
the“ Argentine Automobile Regime”, which carries
an obligation to export aval ue approximately equal
to the value of the imported components and fin-
ished vehicles (Miozzo, 2000).

5 InMaaysiathistake-off wasadditionally supported
by the launch of a“national car” project in 1983.

6 A new generation of maquiladora parts producers
has emerged recently with the casting-off by Ford
and General Motors of their in-house parts produc-
ers.
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Chapter IV

COMPETITION AND THE FALLACY
OF COMPOSITION

A. The issues at stake

The standard advice to devel oping countries
experiencing difficulties in promoting primary
sector exports is to move to labour-intensive
manufacturing. Such a strategy is advocated on a
number of grounds. First, since labour isin more
plentiful supply in most developing countriesthan
natural resources, there is more scope for expand-
ing production based on labour than on natural
resources. This proposition, which draws on the
traditional theory of comparative advantage,
is probably valid for most developing countries
outside Africa; in that region comparative advan-
tage lies more in natural resources (TDR 1998,
Part Two, chap. IV). Second, itiseasier to upgrade
to technology- and capital-intensive activities
and to supply-dynamic products from low-skill,
labour-intensive manufacturing than from primary
production. Again, thisisgenerally correct. How-
ever, the evidence surveyed in chapter 111 shows
that many of the devel oping countriesinvolved in
the labour-intensive segments of international pro-
duction networks have not been able to make much
progress in graduating to more sophisticated
manufactures. The third reason posited in favour
of labour-intensive manufacturing activitiesisthat

demand for these productsis more stable than the
demand for primary products. Again, the evidence
reviewed in the previous chapter, on the volatility
of export values of products around their longer-
term trends and on the behaviour of export and
import prices of the United States, confirms the
validity of this proposition. However, it is aso
true that in recent years a number of manufac-
tures, notably in computers and electronics, have
shown extreme volatility, causing serious dis-
ruptions in the export earnings and external pay-
ments of a number of developing economies in
East Asia.

Perhaps one of the most important reasons
for moving into labour-intensive manufacturesis
that these products are more market-dynamic than
primary commodities: they offer better prospects
for expansion of volume of exports without in-
curring aseriousrisk of sharply falling pricesand/
or earnings because of low price elasticities of
demand. Again, the evidence examined in the pre-
vious chapter generally confirmsthis proposition,
but it is also true that world trade in a number of
primary commodities has been growing faster than
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that in many manufactures, mainly of the labour-
intensive kind. Theissue remains, however, of the
threshold beyond which an expansion of exports
will lead to asharp dropin prices. Thisisthe well-
known problem of fallacy of composition, or the
adding-up problem: that is, on its own a small
developing country can substantially expand its
exports without flooding the market and seriously
reducing the prices of the products concerned, but
this may not be true for developing countries as a
whole, or even for largeindividual countries such
as Chinaand India. A rapid increasein exports of
|abour-intensive productsinvolves apotential risk
that the terms of trade will decline to such an ex-
tent that the benefits of any increased volume of
exports may be more than offset by losses due
to lower export prices, giving
riseto “immiserizing growth”

tries have been concentrated in resource-based and
labour-intensive products. This is true not only
for many traditional manufactures, but also for
what appear to be skill- and technology-intensive
exports. Furthermore, it has also been noted that
alarge number of countries have not yet made sig-
nificant inroads into markets for labour-intensive
manufactures or participated to any great extent
in the labour-intensive segments of international
production networks. Even countriesthat have been
highly active and successful on both fronts, such
as China, still have large amounts of unemployed
or underemployed low-skilled labour, which can
potentially be used for increasing activity in tra-
ditional manufacturing sectors or international
production networks. Thusfallacy of composition
in labour-intensive manufac-
tures may become a problem

(Bhagwati, 1958).

A further complicationis

Falling export prices and

if there is a simultaneous ex-
port drive by devel oping coun-
tries in these manufactures,

that the exporting countries
may not be better off, even
when rising export volumes
offset falling net barter terms
of trade (NBTT) and their ex-

net barter terms of trade
can entail resource losses
even if increasing volumes
more than compensate for
the fall in prices.

which would result in falling
export prices and/or earnings.
It can also become a problem,
reflected in falling wages,
when there is increased com-

port earnings or the purchas-
ing power of their exports(i.e.

petition among these countries
as locations for foreign direct

income terms of trade) grow.
Indeed, it is doubtful whether
the concept of income terms of trade can mean-
ingfully describe the benefits of such trade unless
it isassumed that an additional volume of exports
can be produced without additional resource costs.
This might be the case when there is no alterna-
tive use for the labour employed in manufactur-
ing for export and when there is no additional re-
source cost necessitating payment in foreign ex-
change. However, as seen in the previous chap-
ter, the direct and indirect import contents of
manufactured exports of developing countries are
generally high; moreover, they have been rising
in recent years, particularly in countries that have
been pursuing rapid trade liberalization and partici-
pating in the labour-intensive segments of interna-
tional production networks. Under these condi-
tions, falling export prices and NBTT can entail
resource losses, even though increasing volumes
more than compensate for the fall in prices.

The evidence above shows that, with some
notable exceptions, exports of developing coun-

investment (FDI) in simple
processes of otherwise high-
tech activities organized in international produc-
tion networks. Government policies can exacer-
bate the problem by offering transnational corpo-
rations (TNCs) tax concessions and other incen-
tives. The question of the probability of markets
for labour-intensive manufactured exports from
developing countries becoming oversupplied, and
especially the policy responsesthiswould call for,
are thus important elements in the design of ex-
port-oriented development strategies. This chap-
ter addresses these issues.

The next section reviews the empirical evi-
dence concerning the behaviour of manufacturing
terms of trade of developing countries vis-a-vis
industrial countries over the past two decades. The
evidence does not show an unambiguous, strongly
downward trend threatening to reach the point of
immiserizing growth. However, there are signs
that prices of manufactured exports of develop-
ing countries have been weakening vis-a-visthose
of industrial countries, especially for the less
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skill-intensive manufactured exports. Section C
provides a comparative analysis of the degree of
competition and concentration in marketsfor prod-
ucts exported by industrialized and developing
countries and an examination
of the profile of the global |a-

Faster growth in industrialized countries can
help not only by expanding markets for the ex-
ports of developing countries, but also by creat-
ing job opportunities for their own labour. This
would, of course, call for the
adoption by the major indus-

bour force participating in in-
ternational trade, with a view
to determining the extent of po-
tential competition in labour-
intensive products. It shows
that competition is greater in
markets for manufactures ex-
ported by developing countries,
and that this could increase
significantly; such atrend could
lead to problems associated

exports.

Prices of manufactured
exports of developing
countries have been
weakening vis-a-vis those
of industrial countries,
especially for the less skill-
intensive manufactured

trialized countries of expan-
sionary macroeconomic poli-
ciesaimed at attaining the kind
of rapid and sustained growth
that could help alleviate their
labour market problems.
Rapid growth in these coun-
tries would need to be accom-
panied by structural policies
designed to train labour to en-
able it to shift to more skilled

with fallacy of composition if

activities.

the recent growth in the share
of low-skilled workers involved in international
trade continues unabated.

Whether these trends actually do lead to
fallacy of composition depends, however, on a
number of other factors, as was indicated by the
results of simulations undertaken in the context
of a North-South trade model in TDR 1996 (Part
Two, chap. I11). Such factors include, inter alia,
market access conditions for these products, the
pace at which the more advanced devel oping coun-
tries diversify their own production structures
away from low-skilled exports, and how quickly
developed country producers
move out of low-skill products

A gradual, progressive move by developing
countries at different levels of development across
the spectrum of manufacturing industries — in
the way described in the East Asian context as*“the
flying geese” process — can also help avert the
problems associated with fallacy of composition
and protectionist reactions by expanding South-
South trade in manufactures and allowing new-
comers some space in the markets of industrial
countries (TDR 1996, Part Two, chap. I). In fact,
the exit of some of the successful newly industri-
alizing economies (NIEs) in Asiafrom low-skill,
|abour-intensive manufactures has already hel ped
to create room for the new gen-
eration of NIEs in the region,

(see also Havrylyshyn, 1990,
and Martin, 1993). The analy-
sis in section D shows that
trade barriers in industrial
countries discriminate against
developing country manufac-
tures, and that their removal
could greatly increase the de-
mand for these products. How-

Competition is greater in
markets for manufactures
exported by developing
countries; this could lead to
problems associated with
fallacy of composition.

as well as China. However, it
is much more difficult to co-
ordinate such aprogressive di-
vision of labour at the global
level than at theregional level;
it requiresarapid upgrading by
asignificant number of middle-
level countriesinto more sophis-
ticated manufactures. Thus ap-

ever, the problems faced in in-
dustrialized countries’ labour
markets, including high levels of unemployment
among low-skilled workers and/or widening wage
differentials and income inequality, tend to lead
to pressures for increased protectionism against
labour-intensive exports of developing countries
which, if heeded, would increase the risk of fal-
lacy of composition.*

propriate action is needed not
only at the national level, but
alsointhe multilateral forumsto allow greater poli-
cy space for technol ogical upgrading and progress.

Again, an appropriate balance in developing
countries between reliance on domestic markets
and exports can help. The difficulty here is that,
asdiscussed at greater length in TDR 1999, many



116

Trade and Development Report, 2002

developing countries which have long neglected
exports have felt the need for arapid shift towards
outward orientation to correct for past policy mis-
takes; this need is given greater urgency due to
rapid import liberalization, widened current ac-
count imbalances, unstable private capital flows
and diminished official aid. Furthermore, thereis
also the concern that greater emphasis on domes-
tic markets could be seen as opening the door to
protectionism and as implying opposition to glo-
bal integration.

Rhetoric aside, history teaches that the eco-
nomic development of the United States, Japan
and almost all of the Western European countries
was based on their home markets. Apart from
some small economies (such as Ireland), none of
the advanced countries has a manufacturing sec-
tor that isashighly export-oriented asitisinfairly
large developing countries both in Asiaand Latin

America. Moreover, as seen in the previous chapter,
in anumber of advanced economies (e.g. France,
Germany, Japan and the United States) the ratio
of manufactured exports to manufacturing value
added has, for some years, been fairly stable at a
relatively low level. This suggests that the out-
ward orientation of certain developing countries
may decline as they grow richer and their home
markets expand, and it implies that their domes-
tic sales will grow even faster than their exports
of manufactures. Thisseemsinevitablein the case
of alarge country like China, but it may also be
true for countries like Mexico and Malaysia. If
so, the large share of exports in total output of
many devel oping economies represents a stage of
development that economies would go through
before their home markets mature. Managing that
stage to avoid a fallacy of composition is a chal-
lenge to development policy and development
cooperation.



Competition and the Fallacy of Composition

117

B. The terms of trade of developing country exports:
a review of the evidence

Following the work of Prebisch and Singer,
it hasfrequently been argued that the terms of trade
between non-fuel primary commodities and manu-
factures are on adownward trend. Several studies
on thefallacy of composition thesisfor exports of
primary commodities have found support for this
argument with respect to a number of agricultural
commodities, in particular bananas, cocoa, coffee,
cotton, tea and tobacco, but

Americahave experienced rapid growth in manu-
factured exports; at the aggregate level, the value
of these exports to developed countries has ex-
ceeded that of their primary commodity exports
since the early 1990s. As a consequence, the de-
bate on terms of trade has increasingly turned
towards the relative movements in the prices (or
unit values) of manufactures exported by de-

veloping countries vis-a-vis

also some other commodities
such as copper and petroleum
(Bleaney, 1993; Akiyama and
Larson, 1994; World Bank,
1996: 55; and TDR 1993: 98—
102). Export earnings from
these commodities are of vital
importance to awide range of
devel oping countries, and over-
supply has involved substan-
tial revenuelossesfor themin
recent decades. Accordingly,
they have been advised to di-

development.

those exported by devel oped
countries.

The downward trend in the
terms of trade for primary
commodities remains a
crucial concern for a large
number of developing
countries, as it affects their
capacity to import
essential goods for their

This shift in the debate
from terms of trade between pri-
mary commodities and manu-
facturesto those between manu-
factures and other manufactures
has been accompanied by a shift
in the analysis of the under-
lying factors. The Prebisch-
Singer hypothesis focuses on
the characteristics of the prod-

versify away from primary

productsinto manufactures, for which income and
price elasticities of demand are considered to be
comparatively high.

The downward trend in the terms of trade for
commodities certainly remains a crucial concern
for alarge number of developing countries, as it
affectstheir capacity toimport essential goodsfor
their development. However, as noted above,
many developing countries in Asia and Latin

ucts traded (primary products
versus manufactures); it emphasizes that income
elasticity of demand for primary commodities is
lower than for manufactures, and that there is an
upward supply bias for commodities due to the
existence of a large pool of unemployed or un-
deremployed labour in developing countries. By
contrast, the more recent debate relates primarily
to the characteristics of the trading parties (de-
veloped versus developing countries), emphasiz-
ing their differencesin terms of technological ca-
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pacity, labour market institutions and the absence
or presence of surplus labour. From this perspec-
tive, the types of manufactures exported by de-
veloping countries, compared to those exported
by developed countries, are said to share some of
the disadvantages which were originally associ-
ated in the Prebisch-Singer hypothesis concern-
ing primary products in comparison with manu-
factures. Thischangein focus hasimportant policy
implications because, to the extent that develop-
ing countries face adownward trend in their terms
of trade in manufactures, an outward-oriented in-
dustrialization strategy based on a shift from pri-
mary to manufactured exports may fail to solve
their terms-of-trade problem.

An early study on terms of trade in manufac-
tures found that, over the period 1970-1987, the
price of manufactured exports from developing
countries had fallen by an
average of 1 per cent a year

metals are classified as primary commodities or
manufactures (Rowthorn, 1997). Thisresult is sup-
ported by a study comparing a price index of
manufactured exports from developing countries
with a price index for the combined exports of
services and complex manufactures from devel-
oped countries (where non-ferrous metals are not
included among manufactures). The study shows
alarge, though unsteady and irregular, deteriora-
tion in the manufacturing terms of trade of devel-
oping countries’ since 1960, occurring mainly in
the 1960s, but falling again between 1985 and
1990 (Minford, Riley and Nowell, 1997).

Further support for the hypothesis of a dete-
rioration of developing countries’ terms of trade
in manufacturesis provided by an analysisfor the
period 1979-1994 using the unit values of manu-
factured imports and exports between the EU and

developing countries (Maizels,

Palaskas, and Crowe, 1998).2

relative to the price of manu-
factured exports from devel-
oped countries (Sarkar and
Singer, 1991). Thisfinding has
been challenged on the grounds
that, through rapid expansion
of their manufactured exports,
developing countries have
achieved significant gains in

To the extent that
developing countries face a
downward trend in their
terms of trade also in
manufactures, an outward-
oriented industrialization
strategy based on a shift

Thisstudy also providesafirst
empirical test of the proposi-
tion that scientific and techno-
logical capacities have a ma-
jor impact on the devel opment
of termsof trade (Singer, 1975).
It does so by analysing the
terms of trade in manufactures
of the EU with different groups

their purchasing power of ex-
ports; moreover, the apparent
deterioration in their terms of
trade in manufacturesvirtually

from primary to
manufactured exports may
fail to solve their terms-of-
trade problem.

of countries at different stages
of scientific and technol ogical
development, including selected
developing country groups,

disappears when non-ferrous

Japan and the United States.

metals are excluded from the
definition of manufactures
(Athukorala, 1993). According to this view, non-
ferrous metals should be treated as primary com-
modities because their manufacturing value-added
component issmall and because variationsin their
price mainly reflect variationsin the price of met-
alliferous ores. However, further studies have
shown that relative prices of non-ferrous metals
have behaved in amore or less similar way as other
manufactured exports of developing countriesfor
much of the period, following an unusually large
fall in the early 1970s, when these metals ac-
counted for a large share of developing country
exports. There is evidence of a decline in devel-
oping countries terms of trade in manufactures
since 1975, regardless of whether non-ferrous

The examination of the NBTT,
measured in terms of theratio
between unit value indices of imports and exports
of manufactures, suggests that both the United
States and Japan — the world leaders in a wide
range of technology-intensive manufactures —
experienced a slightly favourable trend in their
manufactures' terms of trade with the EU. A mod-
erately negative trend was observed for East and
South-East Asia (with their NBTT deteriorating
at less than 1 per cent a year), but there was a
strong negative trend for the least devel oped coun-
tries (LDCs) and the African, Caribbean and Pa-
cific (ACP) group of countries, with a decline of
5 per cent ayear. Latin American and Mediterra-
nean countries were in-between, in accordance
with the level of their scientific and technologi-
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cal development and skill-content of their manu-
factured exports.® The analysis of the previous
chapter suggests that these different trends do not
reflect differential productivity growth rates, since
the supply dynamism of manufactures exported
by lesser developed countriesislow compared to
that of the more skill- and technology-intensive
products.

Similar conclusions were reached by a study
on the evolution of the Republic of Korea'sterms
of trade in manufactures with less and more ad-
vanced countries for the pe-

tures of both developed and developing countries
with the United States have been driven by the
rapid growth in their volume. The volumeincrease
in devel oping country exports has more than off-
set the declinesin their NBTT.

An UNCTAD study shows that China's net
barter terms of trade in manufactures deteriorated
by more than 10 per cent over the period 1993—
2000 (Zheng, 2002) and that this deterioration was
greater vis-a-vis developed countries than devel-
oping countries. Overall, it appears to have been

less pronounced for traditional,

| abour-intensive manufactures

riod 1976-1995 (Berge and
Crowe, 1997). The resultsin-
dicate no significant trend in
the NBTT of the Republic of
Korea regarding its trade in
manufactures with advanced
industrial countries, but a sig-
nificant increase vis-a-vis other
developing countries, and an
even greater increasein thein-
cometerms of trade. Thissug-
gests that the exports of the

Republic of Koreahaveincreas- manufactures.

It is the countries with the
lowest proportion of
technology-intensive
manufactures and the
highest proportion of
labour-intensive products in
their manufactured exports
that have faced declining
terms of trade in

than for products with medium
and high technology intensity,
such as computers and office
equipment, aswell astelecom-
munications equipment and
semiconductors. These arethe
sectors in which China's par-
ticipation in global production
networks has grown the most
rapidly over the past few
years. But since Chinapartici-
pates primarily in the labour-

ingly shifted to higher value-

intensive segments of these

added, technologically sophis-
ticated, dynamic manufactures, compared to the
basic manufactures exported by itsless devel oped
trading partners, and that technological upgrad-
ing can have a major influence on the movement
of the terms of trade not only between devel oped
and devel oping countries, but also among devel-
oping countries.

An analysis of the medium-term trends over
the period 1981-1996 in the terms of trade in
manufactures of developing and developed coun-
tries with respect to the United States constitutes
afurther piece of evidence (Maizels, 2000). This
analysiswas based on one of the most reliable data
sets on trade prices, hamely the new price series
compiled and published by the United States Bu-
reau of Labor Statistics (BLS).* The study arrives
at two main results. First, by examining the behav-
iour of the United States NBTT with developing
and other developed countries, it concludes that
thetrend in the terms of trade of developing coun-
tries vis-a-vis devel oped countries as awhole has
significantly worsened since the early 1980s.°
Second, changes in the trade balance of manufac-

networks, it is not surprising
that the terms of trade in these products moved
differently for Chinathan for devel oped countries.
Thedeclineinitsterms of trade for labour-intensive
and resource-based manufactures was greatest
with the United States and Japan, the world’s most
technologically advanced countries. It isalso note-
worthy that China's terms of trade in manufac-
tures with high technology intensity deteriorated
considerably vis-a-vis the countries of the Asso-
ciation of South-East Asian Nations (ASEAN),
while they improved slightly with the United
States. This finding reflects a triangular pattern
of production sharing in computers and office
equipment, as well as in telecommunications
equipment and semiconductors; since China im-
ports inputs from the ASEAN countries and re-
exports them, with little domestic value added,
to the United States, higher prices of inputs im-
ported from ASEAN translate into higher prices
in the processed products exported to the United
States.

The empirical evidence thus strongly sug-
gests that global competition for labour-intensive
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manufacturing activities has risen over the past
few years. This coincideswith the shift in the mid-
1980s of several highly populated, low-income
economies towards more export-oriented strate-
gies. The countries with the lowest proportion of
technol ogy-intensive manufactures and the great-
est proportion of low-skill, labour-intensive
productsin their manufactured exports have faced

declining terms of trade in manufactures. A few
others appear to have succeeded inimproving their
terms of trade vis-a-vislesser developed countries
by upgrading their exports into higher skill- and
technology-intensive products. Intensification of
clustering at the low end of manufactured exports
and increased competition for markets for them
might strengthen these divergent trends.

C. Competition in world markets for
labour-intensive manufactures

It is generally held that prices of manufac-
tures are much lessflexible than prices of primary
commoditiesin world trade, in large part because
markets for manufactures are much less competi-
tive, and because of the greater ease with which
supply of manufactures can respond to fluctua-
tions in demand. Most markets for manufactures
have high barriersto entry; many are oligopolistic,
controlled by a small number of producers who
often compete on the basis of quality, design,
marketing, branding and product differentiation
rather than prices. In such markets prices move
morein linewith supply conditions and costs than
with fluctuations in the level of demand.

Firmstend to respond to variationsin demand
by adjusting their inventories and production
rather than their prices; indeed, consumers may
even face rationing in the form of queues or de-
lays between orders and delivery. Firms often
target a certain mark-up over costs, especialy la-
bour costs. In most major industrial countries,
wages in firms are not flexible, which means that
price declines cannot be easily passed on to la-
bour in order to maintain profit margins; this is
true even in countries considered as having flex-
ible labour markets. This inflexibility is not only
due to a number of labour market regulations, in-

cluding minimum wage legislation, collective bar-
gaining and restrictions on hiring and firing; it is
often also embedded in established industrial prac-
tices and traditions designed to provide secure and
predictable incomes for workers.

The absence of such conditionsin the labour
markets of most devel oping countries, at least for
low-skilled labour, together with large amounts
of surplus labour, often implies that wages there
are much more flexible than in industrial coun-
tries. This increases the ability of firms to lower
wages when there are price declines so that profit
margins are not sacrificed; it thus allows them to
compete on the basis of prices in markets for la-
bour-intensive manufactures. In asense, therefore,
competition among firms located in developing
countries in world markets for labour-intensive
manufactures becomes competition among labour
located in different countries. The combination of
increased mobility of capital and mass unemploy-
ment and underemployment in the developing
world weakens the bargaining position of labour
even in countries that enjoy full employment.
Furthermore, the East Asian experience noted
in the previous chapter shows that mobility of
low-skilled labour is greater among developing
countries than between developing and industrial
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Table 4.1
MANUFACTURES WITH THE LOWEST MARKET
CONCENTRATION IN WORLD TRADE, 1997-1998
Rank by rate
Index of of decrease in
SITC concentration concentration
Rank code Product group 1997-1998 1990-1998
1 635 Wood manufactures 441 24
2 651 Textile yarn 458 86
3 941 Live animals 474 125
4 673 Iron and steel bars, and rods 487 118
5 693 Wire products and fencing grills 504 110
6 522 Inorganic chemicals 507 116
7 677 Iron or steel wires 518 127
8 691 Metal structures and parts 537 100
9 652 Cotton fabrics 555 113
10 771 Electric power machinery 560 3
11 846 Knitted undergarments 561 9
12 672 Iron or steel ingots and forms 569 103
13 843 Women's textile garments 571 85
14 692 Metal containers 578 88
15 671 Pig and sponge iron 582 94
16 842 Men'’s textile garments 600 35
17 845 Knitted outergarments 613 92
18 844 Textile undergarments 623 30
19 658 Made-up textile articles 631 52
20 679 Iron and steel castings 635 23
Memo item:
34 764 Telecommunications equipment and parts 672 6
64 752 Computers 793 5
75 759 Parts of computers and office machines 855 10
87 776 Transistors and semiconductors 942 1
All manufactured products (unweighted average) 957
Source: UNCTAD secretariat calculations, based on UN/DESA, Commodity Trade Statistics database.

Note:

The degree of market concentration for a particular product is expressed as the Herfindahl-Hirschman index (HHI)

calculated for each product by taking the sum of the squared values of the market shares of all countries exporting that
product, i.e. HHIJ. = Z(Si.)2 where S, is the share of country i expressed as a percentage of total world exports of
product j. This means that the HHI ranges between 43, indicating that all 234 countries in the sample have equal
shares (i.e. 0.43 per cent) in a product’s total exports, and 10 000, indicating that the product is exported by only one
country. The index numbers given are averages for 1997 and 1998.

countries. All these factors combined not only
introduce greater priceflexibility in the marketsfor
developing countries’ labour-intensive manufactures
vis-&-vis those exported by industrial countries,
but also exert adownward pressure on their prices
and terms of trade. Without rapid productivity
growth, the burden of adjustment naturally falls
on labour.® In other words, |abour-intensive manu-

factures exported by devel oping countries behave
more like primary commodities than like skill-/
technol ogy-intensive manufactures.

In order to assess the degree of competition
in world markets for different manufactures, ta-
ble 4.1 ranks products according to their degree
of concentration in export marketsin 1997-1998.7
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Chart 4.1 .
The table shows that, together with iron and steel

(SITC 67) and textiles (SITC 65), the clothing
MARKET CONCENTRATION IN MAJOR industry (SITC 84) wasthe _sector with the lowest

WORLD EXPORT ITEMS, 1980—1998 degree of market concentration: 5 of the 7 product
groupsin this sector were among the 20 products
with the most equal distribution of market shares
A. Clothing among exporting countries. It also suggests that
the concentration in markets for dynamic elec-
tronic and electrical goods was lower than the
average for all manufactured products. In other
words, on this measure, markets for clothing and
el ectronics have been more competitive than those
for most other manufactures. Moreover, the de-
cline in the concentration ratios for the dynamic
electronic and electrical goods suggests that mar-
kets for these products became more competitive
during the period 1990-1998. Indeed, the decline
in the degree of concentration in these markets
was among the highest of all manufactured prod-
ucts. As noted above, the production of these
B E EEEEERE otherwise technology-intensive productsincludes
01980 1982 1954 1986 1988 1990 1992 1994 1996 1998 labour-intensive processes, in which developing
countries have increasingly participated in recent
years. By contrast, finished products from tech-

Index numbers

Men'’s textile outergarments (SITC 842)
Women'’s textile outergarments (SITC 843)

—— Textile undergarments (SITC 844) nology-i nt_ensive_activiti%such asmachinery (e.g.
=== Knitted outergarments (SITC 845) non-electric engines and motors, and steam en-
= Khnitted undergarments (SITC 846) gines) or transport equipment (e.g. aircraft, ships

All manufactures (unweighted average) and boats, motor cycles and passenger motor cars)

were among those with the highest concentration

of export market shares. The vast majority of ex-

TS A RN porters of these products are from developed
countries.

B. Electronic products

For the group of manufactured productstaken
together, the degree of market concentration ap-
pears to have declined and competition to have
increased throughout the period 1981-1998, espe-
cialy between the mid-1980s and mid-1990s; the
timing of such changes in the clothing sector dif-
fered from that in the electronics sector (chart 4.1).
In clothing, market concentration changed little
during the first half of the 1980s, but declined
A BB EEBEEN continuously between 1987 and 1991, after which,
1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 for most of the productsin thisgroup, it started to
increase slightly. By contrast, market concentra-

Index numbers

== Computers (SITC 752) . .
Parts of computers and office machines (SITC 759)  ti0N for the selected products from the electronics

= Telecommunications equipment (SITC 764) industry declined throughout the period 1981-1998;
=== Transistors and semiconductors (SITC 776) thistendency was particularly pronounced during

the second half of the 1980s and of the 1990s. An

exception istelecommunications equipment, where

SOI\Llltglt::: (S)ietitwaebcl:iﬁ:.l}létion of the degree of market concen- the_degree of e_xport market concentration rose sig-
tration see note to table 4.1. nificantly during the first half of the 1980s and
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Chart 4.2

SHARE OF SELECTED DEVELOPING COUNTRIES AND REGIONS
INWORLD CLOTHING EXPORTS, 1980-1998
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China Other
developing

countries

Mexico Turkey

Source: See table 4.1.

Note: Clothing exports include SITC 842-846. South Asia includes Bangladesh, India, Pakistan and Sri Lanka. Data for

China for 1980 and 1985 are not available.

then fell from 1989 onwards. A common charac-
teristic of the clothing and electronics sectors is
that the variation in the degree of concentration
across markets for different products from these
sectors drastically narrowed between 1981 and
1998.8

These developments arein line with the evo-
[ution of developing countries' participationinthe
production and export of labour-intensive manu-
factures. The share of developing countries in
world exports grew considerably during the pe-
riod 1980-1998 for both clothing and selected
products from the electronics industry. However,
the increase was concentrated in a small number
of economies. The first-tier NIEs accounted for
two thirds of all clothing exports from develop-
ing economies during the first half of the 1980s,

but their share dropped thereafter to about onefifth
by the mid-1990s, as they upgraded their exports
and began to exit from the clothing markets
(chart 4.2). Their market shares were taken up by
other developing countriesin Asia, notably those
in South Asia, the ASEAN-4 (see note 3), China,
Turkey and Mexico. This has been associated with
lower concentration of market sharesin clothing,
indicating atendency towards a greater degree of
competition among devel oping countries, notably
among the newcomers.

In the marketsfor the selected products from
the electronics sector, first-tier NIEswere respon-
sible for most of the spectacular increase in the
share of developing countries in world exports
between the 1980s and the mid-1990s: during this
period, the share of these economies increased
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Chart 4.3

SHARE OF SELECTED DEVELOPING COUNTRIES AND REGIONS
IN EXPORTS OF ELECTRONIC PRODUCTS,? 1980-1998

Per cent

First-tier
NIEs

All developing
countries

ASEAN-4

Other
developing
countries

Mexico

Source: See table 4.1
Note: Data for China for 1980 and 1985 are not available.

a Computers (SITC 752), parts of computers and office machines (SITC 759), telecommunications equipment and parts
(SITC 764), transistors and semiconductors (SITC 776).

from two thirds to three fourths of all developing
country exports of these products (chart 4.3). Other
developing countries, such asthe ASEAN-4, China
and Mexico have succeeded in increasing their
market shares in the past few years. The growing
price competition in these products, especialy in
semiconductors, appears to have exposed the tra-
ditional developing country exporters to greater
competition from lower cost suppliers in other
developing countries.

Comparing the trends in the country-specific
distribution of export market shares, it is interest-
ing to note that the ASEAN-4 and Chinahave gained
market shares in the electronics sector much more
rapidly than in clothing. Even though China started
from alow base, and its absol ute sharein world ex-
ports of the selected products from the electronics
industry isstill low, a continuation of recent trends
would suggest that China’'s share in world exports
could grow much morein electronics than in clothing.
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D. Skill profile of world trade and shifts in competitiveness

An important factor that may affect fallacy
of composition in labour-intensive manufactures
isthe sharp increase in the number of low-skilled
workers participating in trade-related activities.
Given that most of the countries that have become
increasingly integrated into the world trading sys-
tem over the past few years are highly populated,
low-income countries with labour endowments
strongly skewed towards |ow-
skilled labour, itisnot surpris-

straightforward, but that between high-skilled
workers and workers with basic skills is some-
what arbitrary; it ismost likely to be found some-
where between incomplete and compl ete second-
ary education. This classification is inevitably a
simplification; in reality, there is likely to be a
continuum of skills which allows some substitu-
tion among workers with different levels of edu-
cation.’® Nonetheless, the clas-
sification is useful for identi-

ing to find that the proportion
of such labour embodied in the
products traded in world mar-
kets has increased compared
to high-skilled labour.

To analyse the impact of
changes in the rate of par-
ticipation of the world labour
forceininternational trade and
of its skill composition on the
pattern of competitiveness in

The sharp increase in the
number of low-skilled
workers participating in
trade-related activities is an
important reason why
developing countries may
face the risk of fallacy of
composition in labour-
intensive manufactures.

fying the order of magnitudes
involved and for visualizing
the general pattern of change
in the skill composition of the
labour force participating in
world trade.

Chart 4.4 shows that the
absolute numbers of unskilled,
low-skilled and high-skilled
workers participating in world
trade have steadily increased

manufacturing across coun-
tries and geographical regions,
itisconvenient to classify acountry’slabour force
according to three categories of skill: labour with
no education (unskilled), with basic education
(low-skilled), and with substantial post-elemen-
tary education and training (high-skilled).® Work-
ers without any formal education are generally
unsuitable for employment in manufacturing be-
cause they lack literacy and numeracy. The dis-
tinction between literate and illiterate workers is

over the past 25 years, reflect-
ing the rapid growth in world
trade and increased integration. However, the
share of unskilled workersin the total labour force
participating in world trade has dropped signifi-
cantly. This reflects the marginalization in the
context of world trade of countries with poor hu-
man capital. By contrast, the share of low-skilled
labour involved in world trade increased, particu-
larly between 1980 and 1990, rising from 64 per
cent to 68 per cent, due to the greater participa-
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Chart 4.4

SKILL COMPOSITION OF ADULT POPULATION
PARTICIPATING INWORLD EXPORT
PRODUCTION, 1975-2000

Adults (million)

Unskilled labour
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Source: UNCTAD secretariat calculations, based on Barro and
Lee (2000), and UNCTAD, Handbook of Statistics
(various issues).

Unskilled labour includes adults without schooling.
Low-skilled labour includes adults with schooling up
to complete secondary education. High-skilled labour
includes adults with at least some tertiary schooling.
The number of workers at a specific level of skills
that are integrated into world exports is the sum of
workers at a specific level of skills across all devel-
oping and developed countries for which comprehen-
sive data are available (97 countries) weighted by
each country’s ratio of exports to GDP.

Note:

tion of several highly popul ated |ow-income coun-
triesin world trade. On the other hand, theincrease
in the share of high-skilled labour, particularly
between 1990 and 2000 (rising from about 7 per
cent to 10 per cent), appears to reflect the growth
inintra-industry trade among developed countries,
aswell as greater production sharing between de-
veloped countries and the first-tier NIEs.

An important consequence of the increase in
the number of low-skilled workers participating
inworld tradeisthat it has altered the competitive-
ness of middle-income countries in manufactur-
ing. In these countries the ratio of high-skilled to

low-skilled labour tends to be above the average
ratio for developing countries taken together, al-
though it is below the average for devel oped coun-
tries. This gives the middle-income countries a
competitive edge in low-skill manufactures, but
they tend to lose this advantage once the highly
populated developing countries with plenty of
low-skilled workers become more active partici-
pants in world trade. Thus it is imperative that
middle-income countries upgrade rapidly from
low-skill to more market-dynamic, technology-
intensive products with a view to successfully
competing with industrialized countries and the
first-tier NIEs. If not, they risk being squeezed
between the bottom and top ends of the markets
for manufactured exports.

Chart 4.5 indicates that countries in Latin
America, and probably the second-tier NIEs, have
indeed experienced such a squeeze. It shows
movements in the skill mix of adult populations
of variousregionsrelativeto the average skill mix
of the total labour force involved in world trade.
In the chart, aregion which hasthe same skill mix
as the world average would be located at point A.
Regionslocated in the south-west quadrant of the
chart have higher proportions of unskilled labour
than the world average, while those in the north-
east quadrant have lower proportions. A horizontal
movement in an easterly direction indicates an
increase in the region’s proportion of low-skilled
labour and a decrease in the share of unskilled
labour relative to the world average. Countries
moving in that direction would be entering into
markets for low-skill-intensive manufactures or
raising their shares in these markets. Similarly, a
vertical movement in a northerly direction indi-
cates an increase in the region’s proportion of
high-skilled labour and a decrease in the share of
unskilled labour relative to the world average.
Again countries moving in that direction would
be shifting towards increasing their sharesin mar-
ketsfor high-skill manufactures from markets for
low-skill manufactures.

China and, in particular, the low-income
countries of South Asiamoved strongly eastwards,
especially in the second half of the 1980s. This
move reflects the increasing integration of these
two groups into world trade as well as the fact
that they have a high proportion of low-skilled
workers, which gives them a competitive edge
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Chart 4.5

REGIONAL SKILL COMPOSITION OF ADULT POPULATION, RELATIVE TO WORLD
AVERAGE SKILL COMPOSITION IN EXPORT PRODUCTION, 1975-2000
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over Latin Americaand the second-tier East Asian
NIEsin labour-intensive manufactures (TDR 1998,
Part Two, chap. IV). This shift underlies, in part,
the greater competition in world trade for low-
skill manufactures, such as clothing, noted in
the previous section. Chart 4.5 also suggests that
China and the second-tier NI Es have been moving
inaparallel fashionin building their competitive-
ness. Compared to the world average, for both
groups of countries the growth in the number of
high-skilled workers seems to have outpaced that
of workerswith basic skills. This seemsto indicate
that, in terms of composition of their manufac-
tured exports, both groups of countries have been
gaining competitiveness in manufactures that re-

quire medium to high skills, such as goodsin the
el ectronics sector or other light manufactures. This
is also consistent with the finding in the previous
section that competition in world marketsfor prod-
uctsin electronics hasincreased considerably over
the past few years. If this trend continues, this
sector will become even more competitive in the
yearsto come. Simulations suggest that in the next
few years China's share in world exports of elec-
tronics products and other light manufactures
could be substantial, and that this will occur
independently of China’'s entry into the World
Trade Organization (WTO) (see, for example,
lanchovichina, Martin and Fukase, 2000: 36 and
table 10).
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E. Tariff barriers to exports of labour-intensive manufactures

1. Barriers in multilateral trading
arrangements

As noted above, market access in labour-
intensive manufacturesisan important determinant
of the risk presented by fallacy of compositionin
these products. Contrary to earlier expectations,
developing countries have gained little from the
Uruguay Round agreements in terms of access to
the markets of industrial countries in these prod-
ucts. There have been some recent initiatives in
this area, including preferential market access
provided by the EU (the Everything-But-ArmsIni-
tiative) and the United States (the African Growth
and Opportunity Act). These supplement existing
non-reciprocal preferential agreements offered by
developed countries, including Canada, Japan and
the United States, aswell asthe EU. The new ini-
tiatives are certainly a step in the right direction,
but the improved access they offer isrestricted to
the poorest countries.* Given that those countries
generally are not large exporters of labour-inten-
sive manufactures, the initiatives do little to
improve market access for such exports.

The majority of developing countries with ca-
pacity to expand exports of labour-intensive
manufactures continues to face significant barri-
ers. Trade in textiles and clothing continues to be
governed by quota regulations, and developing
countries' manufactured exports encounter high

tariffsand tariff escalation aswell asincreased con-
tingent forms of protection, notably anti-dumping
action and new barriers, such as labour and envi-
ronmental standards. Tariff peaks imposed by
developed countries are often concentrated in
products that are of export interest to developing
countries;*? they cover mainly labour-intensive
manufactures: textiles, clothing, leather and rub-
ber products, footwear and travel goods are subject
to tariff peaks in Canada and the United States;
and leather, rubber, footwear and travel goodsin
Japan. In the EU, tariff peaks concern mainly ag-
ricultural products, but leather, rubber, footwear
and travel goods are the most affected categories
within manufactures (WTO, 2001d; UNCTAD/
WTO, 2000). The significance of thesetariff peaks
for developing country exportsis reflected in the
fact that, taken together, clothing and footwear rep-
resent more than 60 per cent of tariff-peak-affected
products exported from developing countries to
the major industrial countries (Hoekman, Ng and
Olarreaga, 2001: 7; also TDR 1999, Part Two,
chap. VI). Moreover, most developed countries
tariffs increase with the level of processing, par-
ticularly for labour-intensive products such as
textiles, clothing, leather and leather products
(WTO, 2001d: 36-39). Such products are often
excluded from preferential tariff schemes — such
as the Generalized System of Preferences (GSP)
— or are subject to some kind of quantitative limi-
tations, and imports from only selected countries
are eligible for preferential rates. Thus many de-
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veloping countries have little protection against
tariff peaks and tariff escalation.

The previous chapter showed that trade in
manufactures is expanding rapidly among devel-
oping countries themselves,

imports by developed and devel oping economies.*4
A comparison of the simple MFN average tariff
rate on manufactured imports as agroup with those
applied in selected sectors (table 4.2) confirms that
developed countries apply higher import tariffs

to traditional labour-intensive

and that accessto each others’
markets is becoming increas-
ingly important. According to
one view, developing coun-
triesthemselves could signifi-
cantly reduce the risk of fal-
lacy of composition by lower-
ing tariff barriers that affect
exports of other developing

The large majority of
developing countries with
capacity to expand exports
of labour-intensive
manufactures continue to
face significant barriers.

manufactures (textiles, cloth-
ing, leather and travel goods,
and footwear) than to other
products, and that within the
group of traditional labour-in-
tensive manufactures import
tariffs are highest for clothing
and footwear. The comparison
also shows that the low-in-

countries. This argument is

come countries in Africa and

based on the observation that,

despite considerable reform, applied tariffs on
manufactures are, on average, higher in devel op-
ing than in developed countries. However, such
an argument could be relevant only with respect
to high- and middle-income developing countries
to the extent that they continue to produce labour-
intensive manufactures behind tariff barriers,
rather than upgrading their production and exports
to skill-/technology-intensive products.

Thus it is important to note the great varia-
tion in protection across devel oping countries; the
level of protection through tar-

Asia have, on average, higher
tariffs than the middle- and high-income devel op-
ing countries.

Comparing the tariff levels across different
country groups, thetable reveal sthat the first-tier
NIEs apply, on average, lower tariffs than devel-
oped countries to all of the selected traditional
labour-intensive manufacturing sectors. The tar-
iffs applied by middle-income countries in East
Asia and Latin America are much higher than
those applied by the first-tier NIEs, which sug-
gests that these countries are facing difficulties

in industrial upgrading. How-

iff and non-tariff measures is
indeed lower in middle- and

ever, the tariffs applied by
leading developing country

high-income than in low-in-
come countries, and tariff lib-
eralization has been especially
impressivein a group of 15to
20 middle- and high-income
countriesin Latin America and
Asia®® This is important be-
cause, for the most part, mid-
dle- and high-income devel op-
ing countries do not have a
comparative advantagein pro-
ducing labour-intensive manu-
factures, and also because the

Evidence challenges the
contention that trade
restrictions among
developing countries
themselves play a central
role in the problems
associated with the risk of
fallacy of composition in
traditional labour-intensive
manufactures.

importers in East Asia (such
as Indonesia, Malaysia, the
Philippines) and Turkey are
well within the range of devel-
oped country tariff rates in
these sectors, and those ap-
plied, on average, in Latin
America are not much higher
than those in some of the de-
veloped countries.

Moreover, the simple av-
eragetariff ratesapplied inthe

import demand for these products tends to be
higher in countries at acomparatively higher level
of income.

Tables 4.2 and 4.3 give simple and import-
weighted most favoured nation (MFN) tariff rates
as applied to selected categories of manufactured

traditional |abour-intensive manufacturing sectors
by a group of 22 high- and middle-income devel-
oping countries (which does not include the
first-tier NIEs) is, in all cases, well within the
12 to 30 per cent range of the tariff rates applied
to a large number of products in the textiles and
clothing industries in Canada, the EU and the
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Table 4.2

SIMPLE MFN AVERAGE TARIFFS OF SELECTED ECONOMIES, BY PRODUCT GROUP

(Per cent)
Telecom,
Leather and Computers  audio and
Manufactures travel goods and office video
(SITC 5-8 Textiles Clothing (SITC 611, Footwear equipment equipment
Importing economy/region less 68) (SITC65) (SITC84) 612,831) (SITC85) (SITC75) (SITC 76)
Developed countries 4.1 7.8 145 5.0 13.7 0.3 2.6
Australia 5.4 9.9 20.7 4.7 11.1 0.3 5.4
Canada 4.9 10.7 18.4 4.2 16.3 0.2 15
European Union 4.4 7.9 11.4 3.3 12.4 0.8 4.1
Japan 2.9 6.5 11.0 10.2 19.2 0.0 0.0
New Zealand 3.1 2.4 13.7 2.7 9.5 0.3 3.0
United States 4.0 9.1 11.4 5.0 13.4 0.4 1.6
Developing economies
First-tier NIEs 3.6 4.5 6.4 2.8 4.3 2.3 4.3
Hong Kong (China) 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Republic of Korea 8.0 9.4 12.4 6.5 12.2 7.3 8.0
Singapore 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Taiwan Province of China 6.4 8.3 13.1 4.6 5.0 1.6 8.1
ASEAN-4 10.6 14.7 24.1 10.8 23.6 5.8 14.4
Indonesia 9.0 12.6 18.1 8.8 17.8 3.8 13.9
Malaysia 9.9 16.7 19.6 9.5 26.8 2.0 13.1
Philippines 7.4 10.7 19.2 7.8 15.0 1.0 10.9
Thailand 16.1 18.7 39.7 17.3 34.8 16.4 19.5
South Asia 214 24.2 29.4 22.1 33.6 14.0 22.3
Bangladesh 22.1 30.2 . 17.1 . 9.4 22.5
India 34.1 39.0 40.0 32.3 40.0 28.9 37.0
Sri Lanka 8.0 3.4 11.0 17.0 23.2 3.6 7.4
Other Asia 12.5 14.3 20.8 19.3 25.8 8.3 17.2
China 9.6 9.7 16.1 13.0 20.4 4.0 13.7
Jordan 22.1 24.7 34.6 34.9 35.0 17.5 31.8
Turkey 5.9 8.6 11.8 10.0 22.1 35 6.3
Latin America 11.9 15.8 20.8 14.1 20.8 8.3 13.6
Argentina 16.1 20.1 22.9 17.4 33.0 12.3 18.6
Bolivia 9.6 10.0 10.0 10.0 10.0 10.0 10.0
Brazil 16.8 20.0 22.9 17.1 24.6 17.7 20.5
Chile 9.0 9.0 9.0 9.0 9.0 9.0 9.0
Colombia 121 18.0 19.9 13.1 20.0 5.1 13.3
Costa Rica 4.8 8.3 13.8 8.7 13.7 0.0 5.7
Dominican Republic 14.6 20.5 30.6 22.8 23.4 10.0 14.6
El Salvador 6.9 17.0 23.9 9.5 20.0 0.0 6.2
Jamaica 5.6 3.2 19.4 7.6 18.2 0.0 14.7
Mexico 17.3 20.5 34.4 21.4 34.9 16.1 20.1
Paraguay 13.7 19.5 22.4 16.9 22.2 9.2 14.1
Peru 13.3 17.0 19.3 12.8 20.0 12.0 12.0
Uruguay 14.7 20.1 229 17.5 23.0 8.7 18.0
Venezuela 12.3 18.0 19.9 13.4 20.0 6.1 14.2
North Africa 25.9 38.4 44.1 33.8 44.5 15.6 25.4
Algeria 24.1 35.3 445 26.7 45.0 17.7 31.3
Egypt 22.3 42.0 39.7 26.6 40.0 12.1 20.0
Morocco 28.2 38.2 49.6 44.2 50.0 11.3 9.2
Tunisia 28.7 38.0 42.6 37.8 43.0 20.9 36.0
Sub-Saharan Africa 16.8 21.8 34.5 19.6 26.9 15.5 23.9
High- and middle-income
developing economies? 14.6 195 26.9 16.8 25.1 10.3 15.3
Leading developing
economy importers? 9.0 11.3 17.0 9.9 18.1 7.0 11.2

Source: UNCTAD secretariat calculations, based on UNCTAD and World Bank, World Integrated Trade Solution database.
Note: The tariff rates are for the most recent year for which data was available.
a Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, Dominican Republic, Egypt, El Salvador, Indonesia, Malaysia,
Mauritius, Mexico, Morocco, Paraguay, Peru, the Philippines, Thailand, Tunisia, Turkey, Uruguay and Venezuela.
b Brazil, China, Hong Kong (China), Malaysia, Mexico, Republic of Korea, Singapore, Taiwan Province of China, Thailand
and Turkey. Classification is based on import data for 1998-1999.
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Table 4.3

IMPORT-WEIGHTED MFN AVERAGE TARIFFS OF SELECTED ECONOMIES, BY PRODUCT GROUP

(Per cent)
Telecom,
Leather and Computers  audio and
Manufactures travel goods and office video
(SITC 5-8 Textiles Clothing  (SITC 611, Footwear equipment equipment
Importing economy/region less 68) (SITC65) (SITC84) 612,831) (SITC85) (SITC75) (SITC76)
Developed countries 3.1 8.1 12.2 6.9 13.0 0.1 1.7
Australia 4.7 10.3 219 5.1 12.6 0.1 4.5
Canada 3.2 10.0 18.3 5.1 15.1 0.0 0.8
European Union 3.5 8.2 11.7 4.1 11.2 0.1 3.7
Japan 2.2 5.9 11.7 10.3 17.4 0.0 0.0
New Zealand 3.7 3.6 14.2 3.4 10.4 0.1 2.7
United States 3.0 8.1 12.0 8.7 12.8 0.0 0.9
Developing economies
First-tier NIEs 1.8 1.7 1.2 0.7 0.4 0.9 1.2
Hong Kong (China) 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Republic of Korea 6.2 8.6 12.7 6.1 12.9 7.6 8.0
Singapore 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Taiwan Province of China 3.3 54 13.2 3.7 6.4 04 3.7
ASEAN-4 6.5 14.3 22.2 7.1 21.4 1.7 6.8
Indonesia 6.7 11.6 19.2 3.9 18.4 1.8 11.4
Malaysia 5.8 17.7 19.5 7.5 25.4 0.1 6.7
Philippines 3.3 9.7 19.4 8.4 15.0 0.0 2.7
Thailand 10.3 17.4 311 9.3 374 5.8 11.4
South Asia 26.7 20.5 22.3 24.6 34.7 15.7 21.7
Bangladesh 21.7 34.8 . 16.9 . 2.4 17.2
India 314 38.3 39.7 27.8 40.0 18.0 28.0
Sri Lanka 5.4 1.0 11.2 13.3 24.1 0.5 3.0
Other Asia 5.9 9.0 15.3 7.9 22.7 0.4 6.5
China 5.8 8.9 14.9 7.9 14.9 0.1 6.2
Jordan 19.9 26.3 34.9 35.0 35.0 11.4 32.1
Turkey 5.8 8.6 11.8 7.4 235 2.3 6.3
Latin America 14.1 19.0 28.3 19.3 22.8 8.5 14.9
Argentina 15.3 20.1 22.8 19.0 33.0 6.9 11.8
Bolivia 9.0 10.0 10.0 10.0 10.0 10.0 10.0
Brazil 15.9 18.9 22.4 14.3 26.6 14.6 16.2
Chile 9.0 9.0 9.0 9.0 9.0 9.0 9.0
Colombia 10.5 17.1 19.5 16.1 20.0 5.0 8.7
Costa Rica 3.9 7.6 13.9 9.0 13.9 0.0 4.1
Dominican Republic 17.8 21.1 27.1 22.0 23.6 10.0 14.1
El Salvador 5.5 14.7 23.9 8.6 20.0 0.0 1.7
Jamaica 10.0 4.1 19.1 17.1 18.6 0.0 5.2
Mexico 14.8 20.3 34.7 21.6 34.9 7.6 17.3
Paraguay 11.7 15.6 21.1 17.3 17.5 5.3 9.1
Peru 12.3 16.6 18.8 12.9 20.0 12.0 12.0
Uruguay 14.4 19.9 229 13.4 23.0 4.4 10.2
Venezuela 13.3 17.4 19.8 17.4 20.0 5.4 8.7
North Africa 22.6 38.7 44.7 38.8 44.0 7.1 11.0
Algeria 18.7 29.6 44.2 35.0 45.0 6.8 20.8
Egypt 17.6 31.0 38.4 30.0 40.0 9.2 13.3
Morocco 25.3 38.9 50.0 45.0 50.0 4.2 4.8
Tunisia 30.2 41.5 41.5 36.1 43.0 8.2 27.9
Sub-Saharan Africa 14.7 19.1 33.1 23.5 25.9 14.7 20.3
High- and middle-income
developing economies? 11.6 19.9 29.9 171 23.7 5.4 125
Leading developing
economy importers? 6.1 8.0 8.1 5.1 2.1 1.9 6.0

Source: See table 4.2.
Note: The tariff rates are for the most recent year for which data was available.
a Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, Dominican Republic, Egypt, El Salvador, Indonesia, Malaysia,
Mauritius, Mexico, Morocco, Paraguay, Peru, the Philippines, Thailand, Tunisia, Turkey, Uruguay and Venezuela.
b Brazil, China, Hong Kong (China), Malaysia, Mexico, Republic of Korea, Singapore, Taiwan Province of China, Thailand
and Turkey. Classification is based on import data for 1998-1999.
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United States, and substantially lower than the
tariff peaks in excess of 35 per cent applied to
10 per cent of the products in the footwear and
leather products industriesin Japan. In addition,
the simple tariff averages applied in the selected
traditional labour-intensive sectors by the 10 |ead-
ing devel oping country importers are substantially
lower than those applied by the group of high-
and middle-income developing countries, and they
are not much higher than those applied by some
of the developed countries. Finally, thereisno de-
veloping country that imposes quota regulations
on imports under the WTO Agreement on Tex-
tiles and Clothing (ATC). Taken together, the
evidence challenges the contention that trade re-
strictions among devel oping countries themselves
play acentral role in the problems associated with
the risk of fallacy of composition in traditional
|abour-intensive manufactures.

As aready noted, over the past few years,
developing countries have considerably increased
their shareinworld exports of goodsfrom the el ec-
tronics sector by participating in the labour-
intensive segments of international production
networks. While simple average tariffs applied by
low-income countries are higher than those ap-
plied by middle- and high-income developing
countries on products from the el ectronics sector,
these tariffs are, with few exceptions, lower in
developed than in devel oping countries, as shown
in the last two columns of table 4.2. For anumber
of reasons, aggregate data on import tariffs are
unlikely to reflect fully the market access condi-
tions prevailing in electronics; for instance, trade
relationships in these sectors are often based on
specific market access regulations or on exchanges
between subsidiaries of amultinational enterprise
that may enjoy preferential conditions. However,
the enterprise-specific evidence required to ana-
lyse such trade relationshipsis unavailable. None-
theless, the aggregate tariff data suggest that, for
both devel oped and devel oping countries, market
access conditions for the electronics sector are
much more favourable than for the traditional la-
bour-intensive manufacturing sector.

The pattern of import-weighted tariffs (ta-
ble 4.3) is essentially the same as that of simple
tariffs.’® However, the trade-weighted tariffsin the
traditional manufacturing sectors applied by de-
veloped countries, particularly to textiles and

clothing, are in almost all cases higher than sim-
pletariffs, while the opposite holdstruefor alarge
number of leading developing economy import-
ers, including the first-tier NIEs, Turkey and a
number of Latin American countries such as Ar-
gentina, Brazil, Chile and Colombia. As aresult,
the import-weighted average tariffs on textiles,
clothing, leather goods and footwear that are ap-
plied by the 10 leading developing country
importers are below those applied by the major
developed countries.

2. Preferential trading arrangements
and market access

There hasbeen arapid growth in recent years
in the number of preferential trade agreements
(PTASs) which discriminate against non-member
countries in market access, including in labour-
intensive manufactures. A number of such ar-
rangements also involve developing countries.
The evidence, however, shows that PTAs among
developing countries alone tend to be less restric-
tive for non-members than those between devel-
oped and devel oping countries. In the latter cases,
as described in annex 3 to chapter 111, developing
country members often gain considerable advan-
tage over non-members in access to markets of
developed country members in labour-intensive
manufactures such as clothing. Thisaltersthe dis-
tribution of market shares among developing
countries, and the outcome is not always favour-
ableto poorer countries. In fact, by allowing more
advanced developing countries greater access to
markets for labour-intensive manufactures, these
arrangements can distort incentives and delay
technological upgrading.

Theimpact of PTAson trade flowsin labour-
intensive manufactures depends on the degree of
preferences given to members. This can be as-
sessed by the difference between MFN tariffs and
effectively applied tariffs; thelower the effectively
applied tariffs compared to the MFN tariffs, the
higher the trade barriers to non-members. Ta-
ble 4.4 givestheimport-weighted MFN tariffsand
effectively applied tariffs in the two most promi-
nent PTAs among devel oping countries (Southern
Common Market — MERCOSUR) and the ASEAN
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Table 4.4
EFFECTIVELY APPLIED AVERAGE TARIFFS OF SELECTED COUNTRIES
IN MERCOSUR AND AFTA, BY PRODUCT GROUP
(Per cent)
Leather and
Manufactures Textiles Clothing travel goods Footwear

Importing country (SITC 5-8less 68) (SITC 65) (SITC 84) (SITC611,612,831) (SITC 85)
MERCOSUR

Argentina 11.8 11.6 15.7 15.3 11.9

Brazil 15.2 18.9 22.4 15.2 26.6

Paraguay 10.8 14.1 16.4 16.6 17.2

Uruguay 8.1 11.6 12.5 4.5 12.2
AFTA

Indonesia 5.8 11.2 19.1 3.1 17.3

Malaysia 5.5 16.1 16.7 6.7 23.5

Philippines 2.9 10.8 17.6 8.0 15.0

Singapore 0.0 0.0 0.0 0.0 0.0

Thailand 10.3 17.4 31.1 9.3 37.4

Source: See table 4.2.

Note: The tariff rates are for the most recent year for which data was available.

Free Trade Agreement (AFTA). A comparison of
the applied tariffs in table 4.4 with the MFN tar-
iffsin table 4.3 shows that among the high- and
middle-income member countries of AFTA for
which dataare available, only in Malaysiaareim-
port-weighted preferential tariff rates lower than
the import-weighted MFN tariffs, while in
MERCOSUR thisis true for all countries except
Brazil. This is likely to reflect the fact that the
AFTA countriesgenerally have significantly lower
MFN tariffs than the member countries of
MERCOSUR. But it is also noteworthy that the
difference between the two tariffs is particularly
large for Argentina and Uruguay; in these coun-
tries the effectively applied tariffs on most of the
traditional |abour-intensive manufactures are only
half the MFN tariffs.

Clearly, tariff differentiation between mem-
bers and non-members is expected to favour
imports from member countries at the expense of
non-members. However, such arrangements do not
simply divert trade; they may also create trade if
they help accelerate growth. As can be seen in
table 4.5, trade within MERCOSUR and AFTA

has been growing much faster than imports from
non-members, both in aggregate and for selected
labour-intensive manufactures (table 4.5). During
the period 1990-1999, total intraregional imports
increased on average by about 16 per cent ayear
in MERCOSUR and by 11 per cent in AFTA, while
extraregional imports increased by about 12 per
cent for MERCOSUR and by about 6 per cent for
AFTA. However, in MERCOSUR growth of im-
ports from non-members substantially exceeded
the average rate of growth of world imports (6 per
cent), whilein AFTA it kept pace with the growth
in world imports. In MERCOSUR, imports of la-
bour-intensive manufactures, both from members
and non-members, grew faster than world imports
inamost all product categorieslistedintable 4.5.
In AFTA, imports from members grew faster than
world imports in all sectors except footwear and
telecommunications equipment, while the rate of
growth in imports from non-members exceeded
that in world imports only in clothing and office
machines. Therefore, on this measure, the evi-
dence suggests that, despite tariff differentiation,
these fast growing PTAs have not had negative
effects on total trade with non-members.'” This



134 Trade and Development Report, 2002
Table 4.5
INTRAREGIONAL IMPORTS OF MERCOSUR AND AFTA, 1980-1999
(Per cent)
Memo item:
Growth rate of
Share in total imports Growth rate extraregional imports
1980- 1990- 1980-  1990-
1990 1995 1999 1989 1999 1989 1999
MERCOSUR
All products 145 18.1 19.1 13.0 15.7 10.2 115
Manufactures 12.0 13.9 15.1 10.9 18.6 6.9 15.2
Textiles 29.8 25.2 30.6 10.5 18.5 -1.8 18.0
Clothing 52.1 21.8 27.8 4.8 15.7 -20.3 29.8
Footwear 12.1 23.3 51.2 -1.5 45.5 -9.3 16.1
Leather goods 63.1 49.0 46.3 74.3 1.2 24.3 9.2
Computers and office equipment 2.0 1.7 5.8 -2.5 33.5 9.5 18.1
Telecom, audio and video equipment 3.1 2.7 5.0 -1.4 24.1 2.8 17.4
AFTA
All products 15.1 17.1 21.2 8.7 10.7 7.9 5.8
Manufactures 11.8 15.8 21.3 20.0 14.6 10.2 6.0
Textiles 8.0 10.6 13.9 12.0 7.2 10.8 0.1
Clothing 53.8 48.9 51.5 24.0 6.6 13.3 7.7
Footwear 30.5 26.6 29.7 17.8 3.2 11.2 3.6
Leather goods 4.9 5.9 8.5 13.0 10.3 19.8 3.2
Computers and office equipment 24.8 37.6 37.1 75.0 19.9 27.6 12.4
Telecom, audio and video equipment 30.0 30.1 28.1 34.2 3.1 12.2 4.2
Memo item:
WORLD
All products 6.7 5.9
Manufactures 10.2 6.9
Textiles 8.2 3.5
Clothing 11.2 6.2
Footwear 8.9 5.0
Leather goods 12.4 5.7
Computers and office equipment 17.8 11.2
Telecom, audio and video equipment 13.0 9.8

Source: UNCTAD secretariat calculations, based on UN/DESA, Commodity Trade Statistics database.

result also holds true for trade in labour-intensive
manufactures, although the evidence is more var-
ied for AFTA. Consequently, it gives further
support to the argument (cited earlier) challeng-
ing the contention that trade restrictions among
developing countries themselves have been akey

reason for fallacy of composition in the traditional
|abour-intensive manufacturing sectors.

By contrast, preferential market access pro-
vided to developing countries in PTAs between
developed and developing countries appears to
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Table 4.6

CLOTHING AND FOOTWEAR IMPORTS OF THE EUROPEAN UNION AND THE UNITED STATES
AND RELATED IMPORT-WEIGHTED TARIFFS, BY REGION, 1990-1999

(Per cent)
Clothing Footwear
Tariffs Import shares Tariffs Import shares
Effectively Effectively
MFN  applied MFN  applied
2000 1990 1995 2000 2000 1990 1995 2000
Imports of the European Union from
Countries with preferential
market access?
North Africa 12.2 0.0 49 6.8 7.2 8.3 0.0 0.6 15 1.8
Eastern Europe 12.2 0.0 3.6 9.9 10.9 9.5 0.0 2.6 6.0 7.5
Turkey 12.0 0.0 5.4 6.7 7.4 10.4 0.0 0.1 0.2 0.1
Other economies
China 11.1 9.2 5.1 7.7 10.6 12.4 8.7 2.8 7.6 11.1
India 10.8 9.0 2.8 3.9 34 8.2 5.7 1.0 1.3 1.6
Mexico 9.9 6.0 0.0 0.0 0.0 8.6 4.5 0.2 0.1 0.1
NIEs 11.9 11.9 11.1 8.1 8.6 11.3 11.2 11.5 4.7 3.9
ASEAN-4 10.8 8.9 4.2 4.8 55 11.6 8.1 49 9.6 7.6
Imports of the United States from
Countries with preferential
market access
Mexico 12.9 0.8 2.6 7.0 13.1 11.2 3.9 1.2 14 1.9
Other economies
China 9.3 9.3 13.6 14.9 13.3 14.4 14.4 16.1 49.7 62.9
India 115 11.3 2.6 3.3 3.2 7.3 7.3 0.5 0.7 0.8
North Africa 11.8 11.8 0.4 0.7 0.8 7.5 7.5 0.0 0.0 0.0
Eastern Europe 13.1 13.0 0.5 0.7 0.6 7.3 7.3 0.7 0.9 0.8
NIEs 12.6 12.6 40.6 22.2 15.0 14.2 14.2 44.8 8.1 2.0
ASEAN-4 11.8 11.6 11.2 13.6 121 13.2 13.2 6.0 125 7.5
Turkey 115 11.4 1.3 1.7 1.7 135 135 0.0 0.0 0.0

Source: UNCTAD secretariat calculations, based on UNCTAD and World Bank, World Integrated Trade Solution database and

UN/DESA, Commodity Trade Statistics database.
Note:

Eastern Europe includes: Bulgaria, Czech Republic (1995 and 2000), Czechoslovakia (1990), Estonia (1995 and 2000),

Hungary, Latvia (1995 and 2000), Lithuania (1995 and 2000), Poland, Romania, Slovakia (1995 and 2000) and Slovenia

(1995 and 2000). North Africa includes: Egypt, Morocco and Tunisia. NIEs include: Hong Kong (China), Republic of

Korea, Singapore and Taiwan Province of China. ASEAN-4 includes: Indonesia, Malaysia, the Philippines and Thailand.
a For the types of preferential trade agreements, see WTO (2000).

have a much greater impact on the distribution of
market shares in traditional labour-intensive
manufactures. Table 4.6 shows that import-
weighted effectively applied tariffs by the EU and
the United States on clothing and footwear im-
ported from their respective partnersin PTAs are

lower than they are for those imported from non-
member developing countries, and that they are
significantly lower than MFN tariffs. Thisexplains
why the shares of North African and Eastern Eu-
ropean countries and Turkey in clothing imports
of the EU have grown considerably over the past
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decade compared to countries which are known
to have acompetitive edge in these products. Even
for such a strong competitor as China, growth in
exports lagged, on average, behind that of coun-
tries with preferential market access. It is also
notabl e that the performance of the Eastern Euro-
pean countries and Turkey is much lessimpressive
in the United States market, where they do not

benefit from the same preferential treatment. Simi-
larly, by virtue of its membership of NAFTA,
Mexico’s performance in the United States cloth-
ing market is much more impressive than that of
other developing country exporters and that of its
own exports in the EU market. A similar pattern
applies to footwear imports by the EU and the
United Statesfrom their respective trading partners.

F. Policy responses

Although the preceding analysis shows a
complex and nuanced picture, there is enough
evidence that there might be a risk of excessive
competition among devel oping countriesin world
markets for labour-intensive products and for FDI
through participation in the labour-intensive seg-
ments of international production networks. This
could disrupt the development process by caus-
ing significant terms-of-trade losses and create
frictions in the global trading system. To what
extent such potential problems can be avoided will
depend on three sets of factors:

o First, on faster growth of marketsfor labour-
intensive manufactures in more advanced
economies— both theindustrialized countries
and the first-tier NIEs — which in turn de-
pends on faster income growth as well as
improved market access;

e Second, on how quickly the middle-income
countries are able to move out of labour-in-
tensive manufactures and create space for
lower-income countries, both in the markets
of advanced industrial countries and in their
own markets; and

*  Finally, emphasizing expansion of developing
countries’ domestic markets for overcoming
their deep-seated problems of unemployment
and poverty.

Regarding potential markets in industrial
countries, it was estimated in TDR 1999 that by
the year 2005 devel oping countries would be able
to earn an additional $700 billion from annual
exports of a number of low-technology, |abour-
intensive products if protectionist barriers were
dismantled. This amounts to about 35 per cent of
the total export earnings or 60 per cent of earnings
from manufactured exports that the developing
countries registered at the beginning of 2000.
However, as discussed above, recent develop-
mentsin trade policiesin industrial countries show
that there are difficulties in the easing of restric-
tions in such sectors.

In particular, there are concerns over theim-
plementation of the ATC; simulations on the
sectoral impact of the removal of quotas in the
importing countries lead some to believe that the
safeguards included in that agreement to prevent
“serious damage” to domestic industry might be
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invoked by countries in North America and the
EU to delay the removal of remaining quotas
(Walmsley and Hertel, 2001). But even if tradein
textiles and clothing were to be brought fully
under WTO rules, it could still beimpeded by rela-
tively high tariffs and tariff escalation in the main
developed country importers.

The mounting pressurein industrialized coun-
triesto raise the level of protection in trade stems
from the coincidence of high unemployment lev-
els and growing wage inequality in these coun-
tries with sharp increases in labour-intensive
manufactured imports from developing countries.
While there is little doubt that rapid trade liber-
alization and surges in imports can cause disloca-
tionsin the labour market, the link between trade
and employment in the industrialized countries can-
not be considered independ-
ently of their overall macro-

sustained growth and full employment policiesin
the industrialized countriesis crucial for averting
problems associated with fallacy of composition
and potential frictionswithin the multilateral trad-
ing system.

The growth in trade among devel oping coun-
tries noted in the previous chapter also opens new
opportunities for avoiding difficulties in markets
for labour-intensive products. In particular, indus-
trial upgrading in more advanced developing
countries would allow new players to take over
labour-intensive activitiesin line with the “flying
geese paradigm” (TDR 1996, Part Two, chap. I);
this would open up space for them in their own
markets as well as in the markets of the more ad-
vanced economies. This has already happened to
acertain extent: Chinaand the other highly popu-
lated, low-income countries
that have adopted more export-

economic conditions and la-
bour market policies.’® Asdis-
cussed in greater detail in TDR
1995 (Part Two, chap. Il), la-
bour market problemsin these
countries are rooted in slow
and erratic growth and areluc-
tance to undertake the struc-

A return to rapid and
sustained growth and full
employment policies in the
industrialized countries is
crucial for averting
problems associated with

oriented strategies gained much
of the market shares given up
by the first-tier NIEs when
these economies shifted to
more capital- and technol ogy-
intensive exports. However,
because of the failure to un-
dertake timely industrial up-

tural reforms needed to adjust
to sectoral dislocations brought
about by greater integration into

fallacy of composition and
potential frictions within the
multilateral trading system.

grading, some exporters from
the middle-income countries
in Latin America and the sec-

the multilateral trading system

ond-tier NIEs appear to have

(see also UNCTAD, 2001b).

It is notable that the export performance of
the NIEs (which account for two thirds of the in-
crease in import penetration of manufactures by
the developing countries) has not been without
precedent in the past 50 years. For example, be-
tween 1958 and 1975 penetration of goods from
both Japan and Italy into the United States mar-
ket and the national markets of what were the other
five members of the then European Economic
Community (EEC) was on a scale comparable to
the rise of today’s late industrializers. Neither in
Europe nor in the United States were these devel-
opments associated with labour market problems
of the kind experienced in the past two decades,
rather, the increasing flow of manufactures from
Italy to its EEC partners was accompanied by a
large migration of labour in the same direction to
meet labour shortages. Thus areturn to rapid and

been negatively affected. Their
problems can be aggravated if
highly populated countries such as Chinaand India
rapidly expand their exports in labour-intensive
manufactures. Asalready noted, upgrading in many
of these countries, notably Mexico and the second-
tier NIEs, should include the objective of replac-
ing imported components and parts with domesti-
cally produced ones, aswell asincreased reliance
on domestic markets (TDR 2000: 68—71).

Certainly, theindustrial upgrading needed in
the middle-income countries depends, to a large
extent, on the policies they pursue in such areas
as trade, industry and technology; the kinds of
policies adopted by thefirst-tier NIEsfor this pur-
pose and the options available are well known.®
While multilateral trade agreements haverestricted
the ability to employ some national policies in-
volving support and protection for industries, there
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is still some policy space for upgrading by the
middle-income countries, particularly if this set
of issues is kept in mind in the forthcoming mul-
tilateral trade negotiationsin the WTO.

The outcome will also depend on the extent
to which large economies such as China, Indiaand
Indonesia will rely on foreign markets to create
jobsand incomesfor large segments of their popu-
lation. It istruethat growth of

A strengthening of regional economic ties
could help this process along in East and South
Asiaand South America. Conventional economic
thinking tends to dismiss regional arrangements
as a second-best solution for meeting devel opment
goals, and as a potential stumbling-block on the
road to a fully open and integrated multilateral
system. However, this conclusion is based on a
somewhat utopian view of the global economy.

Where domestic firmsstill have

manufacturing and industriali-
zationinthefirst-tier NIEsde-
pended heavily on expansion
of exports, particularly at the
early stages of their develop-
ment. However, these coun-
tries were poor in natural re-
sources, and this necessitated
a rapid move into labour-in-
tensive manufacturing to earn

Countries such as China
and India can rely less on
foreign markets for their
industrialization than did the
first-tier NIEs in their earlier
stages of industrialization.

weak technological and pro-
ductive capacities and the glo-
bal economic context is char-
acterized by systemic biases
and asymmetries, regional ar-
rangements may well provide
the most supportive environ-
ment in which to pursue na-
tional development strategies.

The fact that many of the rap-

the foreign exchange needed

for imports of capital goods and some essential
primary commodities such as oil. Moreover, their
small size—collectively their populationissmaller
than that of Guangdong province in China — and
hence small domestic market, meant that their in-
dustries needed to seek markets abroad in order
to achievethe necessary economies of scalein pro-
duction. Indeed, historical evidence demonstrates,
in general, an inverse relationship between trade
orientation and economic size; among countries
with similar levels of per capitaincome, the ratio
of trade to income tends to be lower in countries
with larger populations.

This means that countries such as Chinaand
India can rely less on foreign markets for their
industrialization than did thefirst-tier NIEsin their
earlier stages of industrialization. Indeed, as dis-
cussed in the subsequent chapter, for Chinagreater
reliance on domestic sources of growth may prove
to be amore viable strategy than maintaining the
recent momentum in labour-intensive manufac-
tured exports. Its skill mix and endowments are
sufficiently well developed to allow rapid upgrad-
ing in a number of technology-intensive sectors
to enable it to earn the foreign exchange needed
for continued growth in economic activity. This
is also true for India. Such a strategy would also
provide greater space for smaller newcomers in
|abour-intensive manufactures.

idly growing economiesarein
East Asia suggests that the regional dimension
played an important rolein their industrialization.

As described in detail in TDR 1996, the
successful use of strategic trade and industrial
policies, as well as various macroeconomic pres-
sures originating in the region’s more advanced
economies, led to apattern of regional division of
labour, described as the “flying geese” model. As
the leading economies in the region successfully
shifted from resource-based and |abour-intensive
industries to increasingly sophisticated manufac-
turing activities, they provided space for the less
developed countries to enter simpler manufactur-
ing stages. Regional trade and investment flows
played a central rolein this process by helping to
create markets and by the transfer of skills and
technology to neighbouring countries (Rowthorn,
1996). This sustainable growth process needs to
combine market forces with targeted industrial
policies. The challenge now lies in the extension
of thisregional dynamic to include newly emerg-
ing countries such as China and India, as well as
other less developed countries in South and East
Asia. Although experienceswith regional arrange-
ments among developing countries elsewhere
have proved less satisfactory, the question remains
whether they could, nonetheless, emulate the
kind of growth pattern that was established in East
Asia.
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Sinceregional economic arrangementsimply
close interdependence among a group of econo-
mies, there is the risk that problemsin one coun-
try may be transmitted to its neighbours. Argu-
ably, that danger has intensified in today’s glo-
balizing world. In fact, a number of changes in
theregional pattern of integration during the 1990s
do appear to have contributed to the instability
which hit East Asiatowards the end of the 1990s.
With volatile capital flows fuelling a boom-bust
cycle, amore fragile macroeconomic context has
developed which is vulnerable to shifting inves-
tor sentiment. Thus a return to stable and rapid
regional growth needs to be underpinned not only
by policies directed at the upgrading of produc-
tion and exports, but also, in view of the close
links between trade and finance, by accompany-
ing regional arrangements to ensure the stability
of financial markets, including lending facilities
and agreement on a sustainable pattern of ex-
change rates (TDR 2001, chap. V).

Finally, asargued in TDR 1996, avoiding po-
tential pitfalls in formulating and implementing
an export strategy requires constant monitoring
of developments in markets for various manufac-
tured products, projecting the possible evolution
of global supply and demand conditions. Thistask
can best be accomplished by an international
agency such asUNCTAD. Inthis TDR, an attempt
is made to identify the developments in world
trade in manufactures over the past two decades,
the extent of participation of devel oping countries
in dynamic, high value-added products, and the de-
gree of competition building up in labour-intensive
manufactures. To help developing countriesin the
formulation of their trade strategies and to provide
early warning signals, the analysis of dynamic prod-
ucts will need to be updated on a regular basis. It
will also need to be extended to include information
on and analysis of trends in the prices of labour-
intensive manufactures, which now constitute the
bulk of exports from developing countries. m

Notes

1 For instance, in an earlier study, Cline (1982)
showed that if all developing countries had experi-
enced the same export/GDP ratios as the first-tier
NIEs, their exportswould have captured 61 per cent
of the devel oped country market in 1976, compared
to the actual 17 per cent. It was argued that the ac-
ceptable threshold level for import penetration ra-
tiowasinthe order of 15 per cent, and consequently
any attempt to go well beyond that would have been
thwarted by protectionism.

2 These findings also show that the sharp expansion
in the volume of the EU’s imports of manufactures
from devel oping countries more than offsetsthe de-
terioration in the NBTT, which has resulted in an
improvement in the purchasing power of manufac-

tured exports of developing countries or their in-
come terms of trade.

3 The composition of the different groups is as fol-
lows: East and South-East Asia comprises the four
NIEs (Hong Kong (China), the Republic of Korea,
Singapore and Taiwan Province of China), the
ASEAN-4 (Indonesia, Malaysia, the Philippinesand
Thailand), as well as Brunei and Macao (China).
Thegroup of L DCs comprises 37 low-income coun-
tries, of which 27 are in sub-Saharan Africa. The
composition of the ACP group overlaps with the
group of LDCsto aconsiderable extent. The group
of Mediterranean countries comprises Algeria,
Cyprus, Egypt, Israel, Jordan, Lebanon, Malta, Mo-
rocco, Tunisia, Turkey and the former Yugoslavia.
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4  Thesenewtimeseriesaretheresult of considerable 9  Thisclassification follows Wood (1994). It isclear
effort to ensure that the indices reflect only price that equating the skill level of workers with their
changes and are not affected by quality changes. degree of formal education isinadequate becauseit
However, the BLS has compiled these series only ignores on-the-job learning and training. Moreover,
since 1990, and for alimited number of economies cross-country comparisons of educationa attain-
(Canada, the EU, Japan and the first-tier NIES); ments ignore differences in the quality of forma
import price series for manufactured goods from education. However, comprehensive datathat would
Latin America have been compiled since Decem- take account of these aspects are not available.
ber 1997. To provide arealistic medium-termtrend, 10 The scopefor substitution depends on the degreeto
itisnecessary to extend the series backwardsto 1981 which skills are sector-specific, i.e. theresult of the
in order to obtain acomplete data set for the period experience accumulated “on thejob”. Wherethisis
1981-1996. For details on the method used to cal- the case, moving from one sector to another implies
culate and adjust the price-index series, see Maizels that workers lose part of their skill and thus part of
(2000: 6-11 and 27-36). their earning capability.

5 The United States NBTT shows divergent trends 11  For adiscussion of theseinitiatives and their impact
vis-avisdeveloping and developed countries; it rose on market accessfor LDCs, see UNCTAD (2001c),
significantly against developing countriesin thefirst and UNCTAD/Commonwealth Secretariat (2001).
half of the 1980sbut showed no distinct trendthere- 12 Tariff peaks are tariffs that exceed a selected refer-
after, whereas against the developed countriesit was encelevel. They are often defined astariff lines ex-
trendlessin thefirst half of the 1980s, but rose sig- ceeding 15 per cent at the 6-digit level of the Har-
nificantly thereafter. Over the whole period, prices monized System, following OECD (1999).
of the United States manufactured imports from 13  Michalopoul os (1999) a so notesthe great variation
developed countries (mainly automobiles and ma- in protection across devel oping countries. Balance-
chinery) rose significantly faster than prices of im- of-payments and fiscal considerations, rather than
ports from devel oping countries (mainly clothing), the desire to protect particular industries, appear to
while prices of its manufactured exports to devel- be the main reason why |low-income countries main-
oped countries rose more slowly than prices of tain higher tariffs.
exportsto developing countries. Maizels (2000: 14 Tariff averages can be calculated using various
17-21) shows that the price dispersion on any of weighting schemes. Simple tariff averages give
the main manufactured products traded by the equal weight to each tariff line. Therelative impor-
United States is much higher for its imports than tance of various tariff linesis better taken into ac-
for its exports; as he notes, this could indicate that count by tariff averages weighted according to im-
price changesin exports are driven by domestic de- port values, but they, nonethel ess, have adownward
velopments, such asgrowth ratesin productivity and bias, becauseimports of productsthat are subject to
inflation rates, while price changes in imports are higher tariff rates will be lower than would other-
driven by international factors, such as changesin wise be the case (i.e. an absolutely prohibitive
exchange rates, productivity and production costs tariff will have a zero weight). For these reasons, it
across various national sources of supply. is preferable to look at both simple and import-

6 Thisis not to say that labour employed in export weighted averages.
sectorsin developing countriesisnecessarily worse 15 Thelatter figuresare from Michal opoul os (1999: 48).
off than that employed in their non-trading sectors, 16  Similar evidence is provided for the more aggre-
but that increased competition among developing gated Multilateral Trade Negotiations' industrial
countriesin marketsfor low-skill manufactures ex- product categoriesin Bacchetta and Bora (2001).
ertsadownward pressure on manufacturingwages 17 It is difficult to judge the counterfactual (i.e. how
and prices. For the evidence on the impact of trade much thetrade of the members of these PTAswould
liberalization and export drive on wages in devel- have grown with non-members) in the absence of
oping countries, see UNCTAD (2001b). such arrangements. Yeats (1998) believesthat there

7  Note that here concentration is measured in terms was trade diversion in MERCOSUR.
of shares of countries rather than firms, asisusu- 18  For adiscussion of such dislocations dueto there-
ally the case. location of low-skill jobs to developing countries,

8 In the clothing sector the degree of concentration see Feenstra and Hanson (2001).
ranged between 527 and 1,027 in 1981, compared 19  For arecent synthesis of these policies and the debate

to a range between 528 and 637 in 1998. The re-
spective index numbers for the selected products
from the electronics industry ranged between 899
and 1,961 in 1980, and between 658 and 924 in 1998.

over whether they are replicable under current global
conditions and constraints, see UNCTAD (2002a).
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Chapter V

CHINA’S ACCESSION TO WTO: MANAGING
INTEGRATION AND INDUSTRIALIZATION

A. Introduction

In TDR 1999 the analysis of trade and growth
in the developing world (Part Two, chap. IV) —
prepared at a time when China's bilateral nego-
tiations for accession to the World Trade Organi-
zation (WTO) were well under way — noted that,
unlike other devel oping countries, Chinahad man-
aged to improve both its trade and growth per-
formance over the past two decades. Many devel-
oping countries, particularly those which had re-
sorted to big bang liberalization of trade and the
capital account, experienced a simultaneous wors-
ening of their external trade balances and declines
in their economic growth rates. China, on the other
hand, together with some smaller economies,
bucked the general trend, expanding exportsfaster
than imports and accelerating growth without re-
lying on foreign savings. On the eve of its acces-
sion to the WTO,* China’strade in both goods and
services had been growing at double-digit rates
(more than twice the world average) for over a
decade; it now accounts for ailmost 4 per cent of
world merchandise exports and 3.5 per cent of
imports.?

This strong trade performance has been
associated with agrowth in the share of manufac-

tures, mostly labour-intensive, which amounts to
90 per cent of China's total exports. China has
also been increasingly involved in assembly of
technology-intensive products: exports of tele-
communications equipment and computers now
account for aquarter of itstotal exports. A number
of Chinese exports, including travel goods, toys,
sporting goods, footwear and non-textile clothing,
account for over 20 per cent of total world exports
of these products. Raw materials and intermedi-
ate and capital goods (including machinery and
equipment, chemicals, ores and metals) constitute
the major share of China simports, whilethe share
of consumer goods is relatively small. China's
main export markets are the leading industrialized
countries, but it has also been strengthening its
regional trade links, notably with the East Asian
newly industrializing economies (NIEs). Itstrade
surplus with the United States now exceeds that
of Japan with the United States, and it also runs
surpluses with Japan and the European Union (EU)
in merchandise trade (table 5.3 below).

The accession of China to the WTO has
raised the issue of the possibleimpact of the adop-
tion of multilateral trade disciplines on its trade



142 Trade and Development Report, 2002

performance and on that of its trading partners.
For China, accession implies, above all, liberali-
zation and the opening up of its marketsto greater
foreign competition. For itstrading partners, given
the demographic and economic size of China, its
accession to the WTO implies asignificant change
in the trading environment that will affect coun-
tries in different ways. For some, it presents an
opportunity to pursue or expand their commercial
interestsin China'svast and growing market under
the protection of multilateral rules and procedures,
while others take a more cautious approach, em-
phasizing the added competition that will arise
with China's accession. Perhaps the more impor-
tant issue for devel oping countriesisthe extent to
which China’s accession could
influence the trends discussed

be noted that China’s liberalization in the context
of its accession is part of a negotiated package
involving certain long-term benefits and conces-
sions from its trading partners. These include, in
particular, the granting of a Permanent Normal
Trade Relations status with itslargest trading part-
ner, the United States, and the eventual elimination
of discriminatory, WTO-inconsistent, measures
against China's exports within an agreed time
frame.

Second, a comparison can be made in terms
of the pace of liberalization. The bulk of China's
liberalization is due to take place in the yearsim-
mediately following its accession to the WTO —
and the market-opening com-
mitments made by China are

in the previous chapters, in-
cluding therisk of afallacy of
composition.

Much has already been
written on the possible impli-
cations of China'saccession to
the WTO, and some quanti-

For China, accession
implies, above all,
liberalization and the
opening up of its markets to
greater foreign competition.
For its trading partners, it

sweeping. They will profound-
ly affect the protected sectors
of the economy in agriculture,
industry and services. How-
ever, China's post-accession
liberalization, especially with
regard to its imports, actually
constitutes part of an ongoing

tative projections have been
made for China and its trad-
ing partners. However, it is
difficult to predict with any

implies a significant change
in the trading environment
that will affect countries in
different ways.

processthat already started over
a decade ago. Pre-accession
tariff and non-tariff measures
(NTMs) in China have not

reasonabl e degree of accuracy

been high by the standards of

the extent to which accession
will change China’s economic
performance from the path it would have followed
had it remained out of the WTO. Thisis not only
because of the difficulty in determining the coun-
terfactual but, more importantly, because the im-
pact of accession will depend on how the agree-
ments reached will be interpreted and imple-
mented, and on the policy response of China and
its trading partners to future economic devel op-
ments resulting from accession. Hence, the pur-
pose of this chapter is not to predict what may or
may not happen to China or its trading partners,
but to discuss the issues raised by China's acces-
sionintermsof the questionsanalysed inthisTDR.

In order to place these issues in the broader
context of historical experience, it is useful to
analyse how thetradeliberalization implicit in the
conditions of China’s accession tothe WTO com-
pares with the big bang liberalization pursued by
anumber of developing countries.® It should first

some other developing coun-
tries that have been pursuing
import substitution strategies over the past few
years. And the terms of accession allow phasing-
out periods in a number of areas. In addition, the
export drive that has so far dominated Chinese
commercial policieshasinvolved considerablelib-
eralization of sectors that are directly linked to
foreign markets, particularly where foreign-funded
enterprises (FFEs) are involved.*

Third, Chinais not liberalizing out of fail-
ure. Thisisamajor difference between Chinaand
other developing countries, where the decision to
liberalize was prompted by their failure to estab-
lish competitive industries behind high barriers,
and the expectation that closer integration into
the trading system, by ensuring steadily rising ex-
port earnings, would prevent recurrent balance-
of -payments crises and stop-go development. Lib-
eralization in Chinais occurring during a period
of extremely successful export expansion in manu-
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facturing, that is associated with a sound and sus-
tained balance-of-payments position and a large
stock of international reserves. Thusit is not de-
signed to overcome aforeign exchange constraint.
In this sense, it resembles more closely those
economiesthat successfully liberalized their trade
regimes, such as the Republic of Korea and Tai-
wan Province of China in the 1970s and 1980s
(Agosin and Tussie, 1993: 28-29).

However, this does not mean that Chinais
immune to the kind of difficulties experienced by
countriesthat shifted rapidly from import substitu-
tion to outward orientation. The Chinese economy
has a dualistic industrial structure. While it has
a highly competitive labour-
intensive,export-oriented manu-

struments may be deployed to defend jobs so as
to allow more gradual reform, problems of adjust-
ment can be expected to arise in the short and
medium term in sectors dominated by SOEs.

Finally, it isgenerally agreed that the impact
of trade liberalization depends on how the ex-
change rate is managed, and in this respect China
is better placed than many developing countries.
To prevent payments difficulties and serious dis-
locations, it is often recommended that import lib-
eralization be accompanied by currency devalua-
tion. However, in a number of developing coun-
triesimport liberalization was combined with lib-
eralization of the capital account, which, in many
instances, initially encouraged
short-term, liquid capital in-

facturing sector dominated by

flows. Whilethese inflowsfa-

FFEs, it also hasafairly tradi-
tional capital-intensive indus-
trial sector dominated by State-
owned enterprises (SOES), as
well as an agricultural sector
that enjoys a relatively high
degree of government support
and protection. Although the
SOEs account for about half of
China’'s exports, their sales
are, on balance, directed pri-

Liberalization in China is
occurring during a period of
successful export
expansion in manufacturing.
But this does not mean that
China is immune to the kind
of difficulties experienced
by countries that shifted
rapidly from import
substitution to outward

cilitated the financing of their
growing trade deficits, they
also exerted upward pressure
on the exchange rate, thereby
weakening competitiveness
and export performance, and
leading eventually to payments
difficulties and financial cri-
ses. China, on the other hand,
has a strong payments position
and large inflows of foreign

marily at domestic markets. orientation.

The SOE sector has been un-

direct investment (FDI), andis
therefore unlikely to experience

dergoing transformation and
restructuring for several years,
but the reform processisfar from complete. Thus
arapid dismantling of trade barriers and removal
of subsidies could expose SOEs to foreign com-
petition, which could undermine their export per-
formance, as well as lead to a surge in imports.
This may create problems not so much for the
balance of payments — as has often been the case
in countries with weak export bases — but for em-
ployment and living standards of workers em-
ployed by SOEs. Yet arapid redeployment of la-
bour to more competitive export-oriented, |abour-
intensive manufacturing is probably not feasible;
nor isit advisable since it could flood the markets
in these products and provoke contingency pro-
tection measures by China’s trading partners
through various mechanisms, such as transitional
product-specific safeguards which are included
among the conditions of accession agreed by
China. Although a number of domestic policy in-

payments difficulties, evenin
the event of a sharp surge in
imports. This, together with its existing more re-
strictive capital-account regime,® should allow
Chinato manage its exchange rate, maintaining a
tight grip on its currency, its capital flows and fi-
nances generally, in order to facilitate adjustment
during the initial post-accession period.

How China will handle these problems will
affect the outcome, not only for China itself but
also for its trading partners. The analysis in the
previous chapter suggeststhat trade liberalization
in China may result in a surge in imports of cer-
tain resource-based products and those with high
technology intensity, which will benefit countries
that have a competitive edge in the manufacture
of these products for export. On the other hand, it
may improve the trading opportunities of Chinese
enterprises by facilitating their entry into new
markets. More importantly, accession can make
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China an even more attractive location for for-
eign firms, and this could lead to greater compe-
tition among devel oping countries for FDI linked
to the labour-intensive segments of international
production networks. There are already signs that
China has been attracting large inflows of FDI —
including from economies in East Asia— seeking
low-cost locations for exports to third markets;
furthermore, many transnational corporations

(TNCs) are seeking to establish acommercial pres-
ence there. To the extent that such inflows divert
investment from other developing countries, this
can intensify competition among them to attract
FDI. The outcome for China and other develop-
ing countries will also depend on the nature of
inflows of FDI, and hence on the policy approach
adopted by China and its competitors as well as
foreign firms.

B. Accession: changes

in China’s import regime

1. Tariff and non-tariff measures (NTMs)

China had already reduced its tariffs signifi-
cantly before its accession to the WTO. Both its
simple and weighted tariff rates were more than
halved between 1993 and 1998 (lanchovichinaand
Martin, 2001, table 5). The ef-
fectivetariff rate, as measured

Table 5.1 provides data on weighted average
tariff ratesfor 2001 and the agreed Chinese bound
tariff rates reported in the Protocol of Accession,
to be implemented over a 10-year period starting
from the date of accession. The products are
ranked according to percentage changesin bound
tariff offers in relation to figures for 2001. The

decline in China's average

weighted tariff rate between

by the ratio of tariffs to total
imports, stood at 4.5 in the
first half of 1999 (JP Morgan,
1999: 6), and there were fur-
ther cuts at the beginning of
2001. Most of these cuts were
related to parts and compo-
nents for processing in the
manufacturing sector, with
hardly any change in the
weighted average tariffs on

accession.

China had already reduced
its tariffs significantly
before its accession to the
WTO, and most of the new
reductions in tariffs and
NTMs are to take place
immediately or soon after

the time of its accession and
the final year, from 13.7 per
cent to 5.7 per cent, is quite
significant, since it represents
cuts over and above those al-
ready made.® Thetablealsoin-
dicates that heavily protected
items are among those most af -
fected by tariff cuts, including
wheat, rice, plant fibres (cot-
ton), sugar and vegetable oils

primary products, particularly
agricultural commodities. Be-
fore accession, imported inputs by FFEs were
generally exempted from tariffs, but most finished
manufactured goods were subject to duties, which,
in some cases, were quite heavy.

among agricultural goods, and
beverages and tobacco, motor
vehicles and parts, clothing and textiles. Further,
China has also made commitments to eliminate
NTMs, particularly those relating to agricultural
products, which at present face high NTMs.
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Table 5.1
POST-ACCESSION REDUCTION INWEIGHTED TARIFF RATES FOR
CHINA’S MAIN IMPORTS?
Tariff rate Tariff reduction (per cent) after

2001 final® one two five final
Product group (MFN) (bound) year years years year?
Cereal grains 91.1 3.0 96.7 96.7 96.7 96.7
Oil seeds 96.9 3.9 96.0 96.0 96.0 96.0
Beverages and tobacco products 57.8 10.4 65.7 74.2 81.9 81.9
Electronic equipment 10.6 2.3 70.9 76.9 78.3 78.3
Vegetable oils and fats 39.3 10.2 50.2 58.3 74.0 74.0
Wood products 10.0 3.4 42.7 54.1 66.0 66.0
Paper products, publishing 9.3 3.3 39.3 51.7 64.2 64.2
Crops 21.7 8.4 32.5 46.8 61.2 61.2
Textiles 20.5 8.7 22.9 36.4 57.4 57.4
Plant-based fibres 84.3 37.7 39.4 47.4 55.3 55.3
Motor vehicles and parts 31.3 14.1 31.0 39.4 54.9 55.0
Dairy products 19.0 8.9 29.2 38.0 53.1 53.1
Vegetables, fruit, nuts 25.9 12.6 29.1 39.9 51.1 51.1
Machinery and equipment 13.4 6.6 37.0 45.7 50.7 50.7
Meat products 18.6 9.9 28.0 37.3 46.7 46.7
Sugar 77.9 43.8 27.3 35.5 43.8 43.8
Processed rice 114.0 65.0 43.0 43.0 43.0 43.0
Paddy rice 114.0 65.0 43.0 43.0 43.0 43.0
Wheat 114.0 65.0 37.7 40.4 43.0 43.0
Ferrous metals 9.1 5.2 37.5 40.5 42.8 42.8
Chemical, rubber, plastic products 14.1 8.1 22.2 27.6 38.0 42.8
Forestry 2.3 1.3 42.5 42.5 425 425
Food products 16.8 9.8 25.7 345 41.6 41.7
Fishing 14.2 8.5 21.0 31.0 40.2 40.2
Metals 7.0 4.2 35.7 37.9 39.5 39.5
Wearing apparel 23.8 14.9 10.8 20.4 37.3 37.3
Leather products 11.6 8.0 26.7 28.9 31.4 31.4
Meat 14.1 9.9 17.4 23.6 29.9 29.9
Transport equipment 5.0 3.6 21.2 25.0 28.4 28.4
Metal products 9.7 7.4 17.8 21.2 23.6 23.6
Mineral products 14.4 11.4 15.8 18.2 20.6 20.6
Petroleum, coal products 8.4 6.7 19.8 19.8 19.8 19.8
Manufactures 19.5 15.8 7.2 11.9 19.0 19.0
Animal products 9.4 8.0 9.3 11.9 14.5 14.5
Average of above 14.6 6.1 40.5 47.2 54.3 58.3
All goods 13.7 5.7 41.6 48.0 54.9 58.8

Source: UNCTAD, Trade Analysis and Information System (TRAINS) database, based on WTO figures.
a Weighted by China’s imports of relevant items in 2000.
b At the end of the transition period.
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It should be noted that while the period of
phased reduction extends to 2005 and beyond, the
bulk of the reductions in tariffs and NTMs is to
take place soon after accession and in some cases
even upon accession. During the first two years,
tariffs on most agricultural and manufactured
goods will be reduced, particularly on a number
of highly protected agricultural products, motor
vehicles and labour-intensive manufactures.
NTMson 162 out of 377 itemswill be eliminated
upon accession and another 75 within two years,
and all import licences will be eliminated upon
accession.

2. Subsidies

The pressure on import-competing sectors
will arise not only from the reduction in trade bar-
riers, but also, perhaps more importantly, from the
removal or reduction of subsidies. According to
article 10 of the Protocol of Accession, Chinawill
eliminate all subsidies falling within the scope of
article 3 of the Agreement on Subsidies and Counter-
vailing Measures (SCM) of the WTO, namely
“gspecific” subsidies paid upon export performance
or those provided for domestically produced in-
puts in preference to imported products. For this
purpose all subsidies provided

3. State trading and non-discrimination

Following accession, Chinais subject to WTO
ruleson State-trading enterprises (Article XV11 of
the GATT) and on equal treatment of domestic and
foreign firms and individuals (Article 11l of the
GATT 1994) within three years. The combination
of these rules implies that, with few exceptions,
al transactions by State-trading enterprises and
SOEs should take place on a commercial basis;
no favourable conditions can be accorded for the
purchase or sale of inputs and outputs and in their
pricing or procurement (including transactionson
imports and exports). However, with regard to
imports, State trading will continue to be permit-
ted for five categories of agricultural products
(grain, vegetable oils, sugar, tobacco and cotton),
crude and processed petroleum, and chemical
fertilizers. Similarly, anumber of agricultural prod-
ucts (cotton, tea, rice corn and soyabean), minerals
and labour-intensive manufactured goods (includ-
ing silk up to 2005, cotton yarn and some fabrics)
can continue to be exported by State-trading
enterprises (Protocol of Accession, Annexes 1A
and 2A2).

Chinawill also progressively extend the pro-
vision and scope of theright to trade for all firms,
including foreign firms, and will aim at offering

full “ national treatment” within

to SOEs contingent on export
performancewill beviewed as
“specific” if SOEs are the “ pre-
dominant recipients of such sub-
sidies’ or if they receive “dis-
proportionately large amounts
of such subsidies’. They would

agriculture.

Difficulties are likely to
occur mainly in sectors
dominated by SOEs and in

three years (excluding the
above-mentioned itemswhich
can continue to be traded
through State-trading enter-
prises). In other words, all for-
eign individuals and enter-
prises will be accorded the

be regarded as specific since

same treatment as domestic

similar subsidies are not paid

to private firms.” For agricultural production, do-
mestic support of up to 8.5 per cent of output value
is allowed, but all other subsidies, notably those
contingent upon export performance, are not al-
lowed. According to article 12 of the Protocol of
Accession, “Chinashall not maintain or introduce
any export subsidies on agricultural products’.
China has also agreed to comply with article 5 of
the Agreement on Trade-related Investment M eas-
ures (TRIMs), and to eliminate foreign exchange
balancing and local content requirements, as well
as export or performance requirements.

enterprises (article 5 of the
Protocol). Article 5 also obliges Chinato discon-
tinue, within three years, the practice of allowing
alimited number of firmsthe right to trade within
arestricted geographic region, referred to as“ des-
ignated trading”. A number of agricultural prod-
ucts (natural rubber, timber, plywood and wool)
and acrylic and steel products are currently traded
in thismanner (Protocol of Accession, Annex 2B).

Finally, for many services, foreign investment
will be progressively liberalized. For example,
upon accession ashare of foreign ownershipintele-
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communications of up to 25 per centisallowed in
certain cities, but thiswill be raised to 49 per cent
within three years and extended to cover more cit-

ies. Withinfiveyears, all geographical restrictions
will be abolished. There are similar commitments
for liberalization in banking and insurance.

C. Industrial structure, trade and employment

The above changes associated with China's
accession to the WTO can be expected to have
important consequences for that country’s trade
prospects and economic performance and for those
of its principal trading partners and competitors.
The crucial factor will be how vigorously China's
industries can respond to the new set of incen-
tives and restrictions, particularly on how effec-
tively itsexport sectors exploit
the new opportunities pre-

will not have an impact on the overall level of
employment in China, but there will be inter-
sectoral shiftsin employment and output (Gilbert
and Wahl, 2000). Asisthe casein any trade liber-
alization, accession will expand trade relative to
output. Nevertheless, there are contradictory re-
sults concerning the relative impact of accession
on imports, exports and output, which appear to
be due to differences in the
model s used. For example, ac-

sented. As indicated above,
given the dualistic structure of
its economy, the costs and ben-
efitsinvolved in accession will
affect different sectors differ-
ently, with difficultieslikely to
be experienced mainly in sec-
torsdominated by SOEsandin
agriculture. The analysis that
follows suggests that while the

The nature of China’s
export industry and the
market access conditions
for labour-intensive
manufactures set some
limits to the gains that it
could reap from accession.

cording to aWorld Bank study
for the year 2005, the impact
on exports would be more pro-
nounced than on imports
(lanchovichina, Martin and
Fukase, 2000). In an earlier
estimate by the International
Monetary Fund (IMF), based
on the assumption that China
would enter the WTO in late

problems of adjustment that
could be faced inimport-com-
peting sectors may be serious, they are not insur-
mountable; on the other hand, the nature of Chi-
na's export industry and market access conditions
for labour-intensive manufactures set some limits
to the gainsthat it could reap from accession.

There have been attempts to simulate and
predict the overall impact of accession on trade
and economic activity in China by using the so-
called “general equilibrium” approach, mostly
through Global Trade Analysis Project (GTAP)
models. According to these simulations, accession

2000 or early 2001, theimme-
diate impact on the current ac-
count would be positive, but it would turn increas-
ingly negative over the period 2002—-2004, before
becoming significantly positive in 2005. It was
suggested that any deterioration in the current ac-
count would be largely compensated by FDI in-
flows (IMF, 2000a: 63-65). The impact of acces-
sion on China’s gross domestic product (GDP)
would be negative, according to the World Bank
study, but IMF estimates give a slightly positive
effect for the period 2000-2005, except for the
first year. An earlier study by the United States
International Trade Commission (USITC) esti-
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mated that the Chinese offer for the bilateral agree-
ment with the United Stateswould increase Chinese
imports and exports by 14.3 per cent and 12.2 per
cent, respectively, thereby providing a significant
growth stimulus for China (USITC, 1999c).

The difficulty with such “general equilib-
rium” models is that they tend to assume away
the problems which, in reality, determine the out-
come. Particularly with regard to unemployment,
it is generally assumed that the labour market
remains in equilibrium (i.e. total employment will
not change) but that labour shifts rapidly among
sectors in response to new incentive structures.
Inreality, however, such shiftsare extremely prob-
lematic, which is one of the reasons why many
industrialized countries are unwilling to remove
entry barriers to markets for labour-intensive
manufactures and agricultural commodities
(UNCTAD, 2001b; TDR 1995, Part Two, chap. I1).
Moreover, accession to the WTO does not com-
pletely remove the danger of protectionism.
Successin export drive can trigger defensive pro-
tectionist reactions in the form of safeguards and
anti-dumping. Most of the models that are con-
structed on the principle of free markets do not
allow for such factors.

A rigorous analysis of the implications of
accession requires a good understanding not only
of the conditions attached to accession, as noted
above, but also of the structural and institutional
characteristics of the sectors which will encoun-
ter new challenges due to the dismantling of
support and protection, as well as of the potential
for sectors that are better placed to exploit new
trading opportunities that may arise from acces-
sion. Thisis the main focus of this section.

1. Trade liberalization, public
enterprises and employment

China is entering the WTO while undertak-
ing economic reforms — a process that has been
under way for over two decades—in such areas as
trade and industrial policies, labour market regu-
lations, SOEs and social security. These efforts,
particularly the reform of SOEs, which hold an
important place in the Chinese economy, have no

doubt helped to prepare the economy for acces-
sion. However, restructuring and rationalization
in this sector isincomplete, and these enterprises
are likely to face increased competitive pressures
following China's accession. Accession is often
seen as creating new opportunities and catalysing
thereform process, but, unless properly managed,
reformscaninflict social costs by leading to greater
unemployment. Although China has experienced
sustained and rapid growth over the past two dec-
ades, unemployment is relatively high.®

In spite of some shift in economic activities
from the public to the private sector, SOEs still
play an important role in the Chinese economy.
These enterprises operate in a wide range of sec-
tors including agriculture, industry and services:
they are dominant in heavy industries such as
power, steel, chemicals and armaments; and in
banking, telecommunications, whol esal e distribu-
tion and certain transport activities private firms
are practically non-existent. However, in some
light industries, such as toys, footwear and gar-
ments and retail consumer goods, private firms
have a much higher share than SOEs. At the end
of the 1990s, SOEs employed about 83 million
people—representing 12 per cent of total employ-
ment and 47 per cent of employment in the
manufacturing sector — and they accounted for
38 per cent of GDP (National Bureau of Statis-
tics, 2000, tables 5-10). They account for about
45 per cent of China's imports and about 50 per
cent of its exports, but these exports constitute a
small proportion of their overall production: about
9 per cent of GDP in terms of gross value and a
smaller proportion in value-added terms. Primary
goods account for 15 per cent of their exports, and
chemicals, textiles, light manufactures, rubber
products and machinery and transport equipment
for the remainder.

State-owned enterprises are characterized by
excessive employment, high inventory levels, low
productivity, low capacity utilization, inefficient
scales of production and outdated technology.
Despite several years of reform, many of these
problems persist,® generally leading to losses; if
they show surpluses (profits), these are negligi-
ble compared to their huge stocks of capital. Sub-
sidies paid to SOEs have decreased in recent years,
but the growing losses of industrial SOEs, as a
proportion of their value added, have increasingly
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been financed by credits from the banking sys-
tem.'® Some SOEs, such as those in the automo-
tive industry (box 5.1), also benefit from prefer-
ential treatment in obtaining loans and foreign cur-
rency contingent upon their export performance,
as well as preferential tariffs subject to meeting
targets for local content of finished goods.

Removal of subsidies, reduction of tariffsand
NTMs, and elimination of preferential treatment
will, no doubt, exert consider-

human capital. In addition, for alarge country like
China, thereisthefurther risk of flooding the mar-
ket in labour-intensive products, particularly if
restrictions on market access in industrial coun-
tries persist.

The SOEs likely to be worst affected by
accession operatein industries such as machinery,
electrical equipment, smelting and processing of
metals, textiles, chemicals and chemical fibres,

transport equipment, non-metal

able pressure on these enter-

mineral products and food

prises to improve efficiency
and competitiveness, which
may call for considerable re-
structuring and labour-shed-
ding. Big bang liberalization
can be both socially disruptive

Unless properly managed,
reforms can inflict social
costs by leading to greater
unemployment.

processing. Together these in-
dustries account for 72.5 per
cent of the workforce em-
ployed by SOEs (Bhalla and
Qiu, 2002). Thelast column of
table 5.2 gives the import/out-

—particularly in the hinterland

put ratios, in 1997, for the

where many SOEs are |ocated

— and economically counterproductive, as dem-
onstrated by the experience of the Russian Fed-
eration and Eastern Europe (ECE, 1997: 75-84;
1998: 31-41). The scale of restructuring that re-
mainsto be doneisimmense. It has been estimated
that about 35 million workers, or 17 per cent of
the urban work force, are redundant (JP Morgan,
1999: 14). According to a recent study (Powell,
2001), China's accession to the WTO could cause
unemployment to rise as high as 25 million over
the period 2001-2006.

The experience with tradeliberalization in de-
veloping countries shows that a sudden disman-
tling of support to and protec-

main agricultural and indus-
trial sectors. For some manufacturing sectorsimports
are low compared to domestic production, in large
part owing to the protection and support provided
to them. While some industries, notably machin-
ery and equipment, are not heavily protected and
there are large amounts of imports of such prod-
ucts, they may, nevertheless, face some pressure
due to liberalization during the period immedi-
ately following accession. Two sectors particularly
vulnerable to liberalization and import competi-
tion are the automobile and textiles industries
(boxes 5.1 and 5.2, respectively). In the case of
textiles, exports and imports are both important.
Even though the sector is highly protected, the

SOEs involved incur losses.

tion of domestic industry can
have serious repercussions on
employment conditions, result-

It is difficult to shift

For minerals and metals, al-
though the tariff rates are not
high, the extent of tariff reduc-

ing injob losses and widening
wage differentials (TDR 1997,
Part Two, chap. 1V; UNCTAD,

displaced labour to export
sectors. Adjustment to new
sets of incentives is a time-

tions will be significant.

Table 5.2 shows the re-

2001b). It can also lead to de-
industrialization, particularly

consuming process.

sults of simulations on the
impact of tariff reductions

in sectors confronted with com-

alone on output and employ-

petition from the mature indus-

tries of more advanced countries. Often, it is dif-
ficult to shift displaced labour to export sectors,
particularly when skill-mix requirements are dif-
ferent and the prevailing productive capacity is
inadequate. Adjustment to new sets of incentives
is not instantaneous; rather, it is a time-consum-
ing process requiring investment in physical and

ment in various sectors, in
terms of deviation from the baseline, as of 2005.
These results are partial and are not intended to
describe the overall impact of accession on vari-
ous sectors or on the economy as a whole. They
should be interpreted with considerable caution
since they do not take into account a number of
factors noted above, including theimpact of NTM
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Box 5.1

EFFECTS OF TRADE LIBERALIZATION ON THE AUTOMOTIVE INDUSTRY

The automotive industry, particularly automobiles, is an example of an inefficient, highly
protected industry dominated by SOEs, which will be considerably affected by trade liber-
alization resulting from accession. There were more than 2,000 enterprises engaged in the
industry in 1999, of which 120 were assemblers of cars and trucks (Powell, 2001: 47; Bhalla
and Qiu, 2002). The industry as a whole employs 1.8 million workers. The share of value
added in output and the share of profitsin value added are |ow, and the sector exports only
2 per cent of its output. Automobiles benefited from 80—100 per cent nominal tariff ratesin
1999, down from a range of 110-150 per cent in 1995-1999. The industry is subject to
licensing quotas, and automobile imports, in particular, are al so subject to non-tariff restric-
tions (USITC, 1999c, tables 3-2 and E-1). Thus the share of imports in total sales was less
than 7 per cent in 1999, falling from about 10 per cent in 1995 as a result of expansion of
assembly operationsin joint ventures with foreign companies.

Collective enterprises, and particularly SOEs, dominate the sector, in terms of both employ-
ment and sales, although their share has declined in recent years: the number of workers
employed by SOEs fell from 1.5 million in 1995 to about one million in 1999, while those
employed by collective enterprises fell from 196,000 to 126,000 over the same period. De-
spite a sharp increase in private sector activities, total employment in the industry fell by
7 per cent. However, the decline in sales by public enterprises has been more than offset by
increased sales by joint ventures, and particularly other private enterprises, which together
increased their shares from 30.3 per cent in 1995 to 58.7 per cent in 1999.

The industry suffers from excess capacity, which reached 46 per cent in 1998. Labour pro-
ductivity is also low and the unit labour cost is high. Only 2—4 vehicles are produced per
worker a year compared to 20—40 vehicles in more advanced countries (Yang, 1999). An
automobile made in Chinais 40-50 per cent more expensive than a similar make produced
abroad.

For the motor vehicle industry there will be significant tariff reductions in the first two
years following accession. In particular, tariffs for automobiles will fall from 80—100 per
cent to 25 per cent by July 2006, with the largest cuts taking place soon after accession.
Moreover, the ceiling for what is currently a prohibitive import quotawill be raised to $6 bil-
lion upon accession and will increase further by 15 per cent per year until it is fully elimi-
nated. All services related to automobiles will be liberalized: distribution, marketing, after-
sale services, financing, dealership, advertising and imports of parts will be opened up to
foreign firms. Other changes include the abolition of local content requirements, reduction
of tariffs on parts and elimination of subsidies.

UNCTAD simulations suggest that, as a result of tariff reductions alone, output can be ex-
pected to decline by more than 11 per cent by the year 2005, and the ratio of imports of
motor vehicle and partsto output to increase by 9 per cent (seetable 5.2). More importantly,
loss of employment of skilled and unskilled labour could reach about 12 per cent and over
8 per cent respectively, resulting in about 200,000 job losses in the sector. These figures do
not take into account the adverse effects of the abolition of the local content requirement,
preferential access to loans and elimination of subsidies.
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Table 5.2

SIMULATION RESULTS FOR THE IMPACT OF POST-ACCESSION TARIFF REDUCTION ON
OUTPUT, EMPLOYMENT AND IMPORT/OUTPUT RATIO IN CHINA, BY SECTOR, 1997-2005

Difference between accession and non-accession?

Employment Memo item:

Output Import/output  Import/output

volume Unskilled labour  Skilled labour ratio ratio in 1997

(Percentage

Sector of production (Per cent) points) (Per cent)
Oil seeds -53.5 -60.6 -61.5 92.3 40.2
Beverages and tobacco products -38.7 -35.3 -38.8 46.8 4.6
Vegetable oils and fats -6.5 -4.5 -7.3 19.4 43.0
Motor vehicles and parts -11.1 -8.1 -11.7 9.0 154
Other crops -8.8 -12.1 -12.7 8.8 7.7
Textiles 2.1 3.7 0.6 6.7 22.0
Grains, vegetables, fruits -4.8 -7.7 -8.3 4.9 1.7
Dairy products -3.8 -1.9 -4.7 4.6 21.8
Machinery and misc. manufactures -2.1 -0.2 -3.5 3.5 20.9
Wood products -1.5 0.4 -2.8 2.8 16.9
Electronic equipment 14.4 155 12.5 2.7 59.5
Clothing 22.0 22.6 19.9 25 7.2
Mineral and metal products -2.6 -0.5 -3.8 1.8 10.0
Forestry and fishing -0.0 -0.0 -0.5 1.8 3.0
Processed rice 0.2 1.8 -0.9 1.2 11
Transport equipment -1.5 0.5 -3.0 0.9 354
Fuels and minerals -0.4 -1.5 -2.0 0.8 15.2
Chemical and petroleum products 0.5 2.4 -0.7 0.7 229
Services 1.8 3.9 0.4 0.0 3.2
Leather products 13.7 14.5 11.8 -0.0 11.2
Meat and meat products 5.4 6.7 4.1 -0.3 11.7
Animals and animal products 6.6 5.3 4.7 -1.7 1.7
Food products 6.0 7.3 4.8 -2.0 9.1

Source: UNCTAD secretariat calculations, based on simulation using a model developed by Global Trade Analysis Project

(GTAP) (Hertel, 1997).

a The comparison is between the values resulting from the simulation of China’s performance after its accession to WTO
and the values for a hypothetical situation without China’s accession.

reductions, elimination of subsidies, selectivedis-
mantling of policies, difficultiesin moving labour
across sectors or problems of market access. This
might lead to underestimating losses and over-
estimating gains. Nevertheless, simulations are
useful in identifying the sectors that are vulner-

ableto liberalization and the order of magnitudes
involved.

The results indicate a huanced picture. The
impact of China's accession to the WTO on out-
put and employment could be positive for clothing,
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Box 5.2

TEXTILE AND CLOTHING INDUSTRIES IN CHINA: THE IMPACT OF LIBERALIZATION

There are indications that accession to the WTO could have a significant impact on the textiles
industry in China. Unlike clothing, this industry is characterized by obsolete machines, low pro-
ductivity, low-quality products and excess labour (USITC, 1999c, chap. 8). It employs 5.8 million
persons, compared to 2.1 million in the clothing industry, and its total output is more than double
that of the clothing industry. In 1999, the textiles industry accounted for about 6 per cent of Chi-
na's industrial output and 14 per cent of the industrial workforce. It is dominated by loss-making
SOEs and there are a large number of enterprises with low labour productivity. Thisisin contrast
to the clothing industry, where SOEs are profitable and account for a small share of total sales.
According to some estimates, in 1998 about 40 per cent of SOEs in the textiles industry were on
the verge of bankruptcy (USITC, 1999c: 8-8 and table B.3). In general, the industry produces
relatively low quality products, using traditional, labour-intensive techniques, although recently
new FFEs have established some plants with more advanced technol ogy.

Therelatively high ratio of textile imports to domestic production (22 per cent) is not indicative of
an absence of protection for domestic industry; rather, it signifies the dependence of clothing ex-
ports on imported textiles, particularly at the high end of the market: “about 55 per cent of China's
exported apparel is made from imported fabrics” (USITC, 1999c: 8-5). The expansion of clothing
exports is the main reason why the ratio of textile imports to exports has risen sharply in recent
years.

Recent reforms in the textiles industry have involved a shift of ownership, from SOEs to FFEs,
mainly from Hong Kong (China); this has been accompanied by the introduction of more recent
technologies, more capital-intensive methods of production and higher labour productivity. It is
noteworthy that because of the recent introduction of new capital-intensive techniques by FFESin

INDICATORS OF CHINA’S TEXTILES AND CLOTHING INDUSTRY,? 1999

Textiles industry Clothing industry
All All
enterprises  SOEs FFEs enterprises  SOEs FFEs

Number of enterprises 10981 3011 3032 6611 792 2 864
Sales (billions of yuan) 414.8 148.2 88.3 184.7 135 90.9
Percentage share in

total sales of the industry 100.0 35.7 21.3 100.0 7.3 49.2
Value added as a

percentage of output 24.7 26.9 24.2 24.8 28.4 24.9
Value added per worker

(yuan per year) 21900 15 300 38 500 24 500 16 800 25 800
Profits (billions of yuan) 3.90 -0.14 1.29 6.20 0.13 2.64
Profits as a percentage of sales 0.94 -0.09 1.46 3.36 0.96 2.90

Source: National Bureau of Statistics, China Statistical Yearbook 2000.
a Only enterprises with annual sales of 5 million yuan or more are considered.
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Box 5.2 (concluded)

the textiles industry, their labour productivity is now higher than that of the SOEs in this industry
and also higher than that of FFEs in the clothing industry.

The reform of the textiles industry has also involved considerable labour shedding: while output
barely changed during the period 1995-1999, employment declined by 35 per cent in the industry
as awhole and by about 52 per cent in firms with sales of more than 5 million yuans. This was not
compensated by higher employment in the clothing industry; on the contrary, while output in the
clothing industry increased by 37 per cent between 1995 and 1999, employment declined by 23 per
cent, in large part as a result of structural reforms and changes in ownership.

SOEs involved in the textiles industry have been running losses despite nominal tariff protection
of the sector of more than 20 per cent. Their performance will further deteriorate as a result of
significant reductionsin tariffs and the reduction or removal of subsidies following accession. The
liberalization of trade in clothing can also be expected to influence the competitiveness of the
Chinesetextilesindustry. So far, low quality textiles produced by China have been used largely for
the manufacture of clothing for domestic consumption, and imports of high quality clothing have
been restricted by high tariff rates. Liberalization of clothing imports could shift domestic demand
in favour of high quality clothing, which may lead to increased imports of high quality textiles.
Although over time the quality of domestic textiles and clothing can be expected to improve, the
short- to medium-term impact of accession could favour arapid growth in imports of textiles. It is
quite likely that the combination of accession and structural reforms could lead to even more la-
bour shedding in the textiles industry, particularly since China will gain little additional market

access in textiles and clothing in the short and medium term.

electrical equipment, leather products, animalsand
animal products, meat and miscellaneous food
products; most other manufactures and agricultural
products may be adversely affected. With a few
exceptions, imports could rise relative to domestic
production, and the increase could be particularly
rapid in sectors such as beverages and tobacco
products, most agricultural goods, motor vehicles,
textiles and, to some extent, machinery. In tex-
tiles, the impact of the accession on domestic
production could be negative eveniif, as suggested
by the results of simulations, exports were to ex-
pand (box 5.2). In most cases, output losses are
associated with the loss of unskilled, and particu-
larly skilled, labour. Industries likely to be the
most severely affected in terms of job losses are
those dominated by SOEs, identified above. The
shift in employment, from import-competing sec-
tors to export sectors, needed to offset job |osses
could be significant, notwithstanding the problems
of market access.

2. Foreign direct investment,
employment and trade

It is generally expected that China's acces-
sion to the WTO will generate a surge in its
exports. This has implications for other develop-
ing countries competing with China both in their
own markets and, more importantly, in the mar-
kets of the major industrialized countries. Indeed,
the simulations reported above suggest that the
changed incentives structure resulting from trade
liberalization could lead to a significant expan-
sion of exports in a number of sectors, including
electronics, apparel, leather products and other
light industries. However, it appears that it is
mainly improved market access, rather than the
productive potential and competitiveness of China,
that will determine export performance in most
of these industries. If market access conditions
for China do not improve following accession,
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changed incentives may not easily translate into
rapidly rising export revenues.

These considerations apply largely to tradi-
tional labour-intensive manufactures. By contrast,
trade could expand rapidly in sectors which are
linked to international production networks. In-
deed, one of the benefits expected from accession
isincreased inflows of FDI from both inside and
outside theregion. Liberaliza-
tion of trade and investment as

intensive manufactures, such as clothing, to take
advantage of special tariff provisionsin industri-
alized countries, notably the United States, for
products that contain inputs originating from their
home countries.

According to available data, the cumulative
stock of FDI in Chinanow amountsto over $350 bil-
lion, almost exclusively in greenfield projects.
Most of thisinvestment comes
from theleading industrialized

aresult of the accession, no-
tably relaxation of the restric-
tions on foreign participation
in joint ventures and equal
treatment of foreign and na-
tional companies, will provide
foreign firms with greater in-
vestment opportunities. In fact
there are already someindica-

If market access conditions
for China do not improve
following accession,
changed incentives may not
easily translate into rapidly
rising export revenues.

countries (Japan, the United
States and members of the EU)
aswell asfrom the East Asian
NIEs. However, a large num-
ber of FFEs are owned by in-
vestors of ethnic Chinese ori-
gin from Hong Kong (China)
(about 48 per cent), Taiwan
Province of China (8 per cent)

tionsof arapidincreasein FDI
inflows into China: after hov-
ering at around $40 billion during the period 1996—
2000, they rose to $47 billion in 2001, at a time
when they were declining in other parts of the
developing world. According to some preliminary
figures, in January 2002, FDI had increased by
33.5 per cent over the previous year, and contrac-
tual foreign investment, which tracks future
projects, by 48 per cent (International Herald
Tribune, 12 February 2002).

Some of thisinvestment is motivated by the
need for establishing a commercial presence for
collaboration with certain domestic industries so
far closed to foreign companies, notably in serv-
ices; another important motive is likely to be the
desireto take advantage of China’'slow labour and
infrastructure costs. This tendency is reinforced
by the pressure that the current global downturn
is exerting on firms to maintain sales by cutting
costs. According to a recent survey, one fifth of
Japanese TNCs plan to relocate production to
China (UNCTAD, 2002b). For reasons discussed
in the previous chapters, such asurgein FDI would
result in increased two-way, or even three-way,
trade in sectors that are involved in international
production networks. Thus, expansion of FDI is
expected to be associated with a rapid rise in
exports and imports. Similarly, China's accession
to the WTO may encourage firms to further out-
source production to China of traditional labour-

and Singapore (about 6 per
cent);* those from Japan, the
United States and the EU each own 7-9 per cent,
but their investments in China have been rising
more rapidly in recent years (JP Morgan, 2001b:
69).'> Much of the FDI originating from industri-
alized countries is oriented towards China's do-
mestic markets, and an important share of the pro-
duction and imports of the FFEs is for sale in
China. For instance, it has been noted that:

[While] US exportsto Chinaroughly tripled
between 1990 and 1998, affiliate sales
soared by more than 21 times over the same
period (1998 is last year of available affili-
ate data). That is, from a low base, to be
sure — affiliate sales in 1990 totalled just
$639 million. Nevertheless, in 1998, US
exports to China and affiliate sales were
roughly equal at $14.2 billion and $13.9 bil-
lion, respectively. (Morgan Stanley, 2001)

The strong increase in income transfers and rein-
vested earnings by United States TNCs in more
recent years, from $543 million in 1998 to $2 bil-
lionin 2000, suggeststhat thistrend is continuing
(Lowe, 2001). There are also some exports by
United States affiliatesin Chinaback to the United
States that benefit from special tariff provisions
provided to imports containing inputs originating
in their home country.*3

Foreign-funded enterprises (FFES) in China,
owned mainly by investors from East Asia, are
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generally small and medium-sized enterprises
(SMEs) that are highly export-oriented and in-
volved in the last stages of processing and assem-
bly operations. These FFEs have a higher degree
of labour intensity and export

0.8 per cent of thetotal labour force (Rosen, 1999:
87, table 3.1). This suggests that their scope for
absorbing workers released from SOEs in labour-
intensive export industries will be very limited.*

Even if employment in export

orientation than those in the

first-tier NIEs and the Asso-
ciation of South-East Asian

China’s export surplus is

industries dominated by FFEs
wereto double, they cannot be
expected to absorb more than

Nations (ASEAN). Indeed, the
share of their processed ex-
portsin total exportswasover

generated by national firms,
notably SOEs, rather than
foreign firms, reflecting the

a fraction of the labour ex-
pected to be released, accord-
ing to even the most conserva-

55 per cent in 2000 (MOFTEC,
2001, table 4). The direct im-
port content of exportsby FFEs
in Chinais high, estimated at
some 50 per cent, and intra-

high import content of
exports and low value
added in the FFE sector.

tive estimates noted above.

Table 5.3 provides data
on theorigin of total merchan-
dise imports and the destina-

firm trade accounts for as

much as 30 per cent of imports of FFEs.** For FFES
involved in processing, theimport content of their
exports is even higher, at almost 70 per cent
(MOFTEC, 1999). The ownership structure of
these enterprises and the high import content of
their manufactures have contributed significantly
to strengthening the trade links between Chinaand
the East Asian economies, notably the first-tier
NIEs and Japan.

The share of FFEs in foreign trade has been
rising rapidly in recent years: their exports in-
creased from less than 2 per cent of total Chinese
exportsin 1986 to 48 per cent in 2000, whiletheir
imports rose from less than 6 per cent to almost
52 per cent. As noted above, SOEs account for
much of the remaining exports and imports, while
domestic private firms have a negligible sharein
foreign trade. Most FFEs are located in China’'s
coastal and northern regions, where infrastructure
is highly developed, and their

tion of exports for China as a
whole and for the FFE sector. A number of con-
clusions emerge. First, FFEsin Chinarun atrade
surplus primarily with the United States and defi-
cits with the East and South-East Asian econo-
mies. Thissuggeststhat FDI from investorsin East
Asia uses China as an export platform for the
Western markets, and that their home countries
provide the inputs needed in such operations. Sec-
ond, comparing the trade data for FFEs with total
trade, it can be seen that China's export surplusis
generated by national firms, notably SOEs, rather
than foreign firms. Again, this is a reflection of
the high import content of exports and low value
added in the FFE sector.

According to the latest available figures, to-
tal profits earned by FFEs in China were in the
order of $20 billion (IMF, 2000b); this exceeded
their export surplus by a wide margin. Thus they
were in deficit in terms of foreign exchange

earnings, which means that

activities are concentrated in
the assembly of electronic
equipment and in the produc-
tion of machinery and equip-
ment (Cerraand Dayal-Gulati,

1999; USITC, 1999c, chap. ). margin.

Profits earned by FFEs
in China exceed their
export surplus by a wide

they had a negative impact on
the current account. A signifi-
cant proportion of their profits
(about $12 billion) was rein-
vested in China, adding to the
stock of FDI and, henceto the
earning capacity of foreign

Since FFEs tend to use

firms (i.e. theforeign exchange

more capital-intensive tech-

niques than local firmsin similar industries, their
contribution to job creation is modest, consider-
ing that their exports account for about 9 per cent
of GDP; according to available data, these firms
employed 5.4 million workersin 1996, or lessthan

deficit of the FFE sector was
financed by new inflows of FDI). A similar situa-
tion was observed for Malaysia, as explained in
TDR 1999 (pp. 120-123). Meeting such deficits
by simply relying on new FDI inflows would be
similar to engaging in an unsustainable process
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Table 5.3

REGIONAL COMPOSITION OF CHINA'S EXTERNAL TRADE, 2000
(Billions of dollars)

Total of which:
Foreign-funded enterprises
Trading partner Exports Imports Balance Exports Imports Balance
All economies 249.2 225.1 241 1194 117.3 2.2
NIEs 66.6 63.2 3.4 36.0 39.2 -3.2
ASEAN? 11.6 17.1 -5.5 3.9 8.6 -4.7
Japan 41.7 41.5 0.1 23.3 28.4 -5.1
European Union 38.2 30.8 7.4 17.3 16.6 0.7
Unites States 52.2 22.4 29.8 28.8 10.0 18.8
Other economies 39.0 50.1 -11.1 10.1 14.5 -4.3

Source: UN/DESA, Commodity Trade Statistics database; Customs General Administration of the People’s Republic of China,

China Customs Statistics Year Book 2001.
a Excluding Singapore.

of “Ponzi financing” (that is, servicing debt by
incurring new debt).

Thusasurgein FDI runstherisk of resulting
in a considerable expansion of both imports and
exports without, however, bringing concomitant
increases in value added and employment. This
can be avoided if the nature and composition of
the new investment were substantially different
from the existing stock of foreign capital. This, in
effect, appears to be the case with recent Japa-
neseinvestment; there are signsthat Japanese FDI
in China may not simply involve relocating la-
bour-intensive processes, but also the migration
of a variety of large-scale industries, including
capital- and skill-intensive ones, in chemicals and
consumer electronics, for example. It has been
suggested that “ China appears to be ‘leap-frog-
ging' the development process seen in ASEAN
countries, whereby Japan first invested in rela-
tively ‘low-tech’ industries and only later in more
‘high-tech’ operations ... Chinais moving much
more rapidly up the ladder” (Oxford Analytica,
2002b). This second round of “hollowing out” by
Japan, after the migration of some of its large-
scale industries to South-East Asia in the early
1990s, is beginning to cause concern in that coun-

try, leading to pressures on China to revalue its
currency in order to deter Japanese firms from
shifting production to China (TDR 1996, Part Two,

chap. 1).

Certainly, the Chinese economy has the po-
tential for developing self-contained, technology-
intensive, large-scale manufactures that combine
high quality human capital with low labour and
infrastructure costs. It also has the market to sup-
port large-scal e production. Such a process, based
on rapid upgrading, can establish mutually rein-
forcing links between FDI, trade and growth. If
such a route is not taken, and accession simply
encourages the use of the Chinese economy as an
assembly platform for low-value-added exports,
the benefits of rising FDI inflows could be ex-
tremely limited in terms of technological upgrad-
ing and industrialization. This, together with the
fact that China has not gained significant market
access in traditional labour-intensive manufac-
tures, implies that it may not realize the expected
degree of benefitsin terms of export expansion.

Again, the extent to which increased inward
FDI creates competition for the devel oping econo-
mies in the region, notably the second-tier NIEs,
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depends on the nature of the investment. If it
serves to relocate labour-intensive processes to
China, such an approach may create trade-offsand
stiff competition among countries with surplus
labour and a high degree of reliance on FDI, and
provoke a race to the bottom. In particular, com-
petition for FDI between China and the less
advanced devel oping economies of theregion that

have weak trade links with China can intensify,
while China itself strengthens its trade relations
with industrialized countries and the more ad-
vanced devel oping countries. Such problems can
be avoided to the extent that FDI is used for tech-
nological upgrading and if greater attentionis paid
to domestic markets for absorbing the surplus la-
bour.

D. Trade prospects

The new trading opportunities for Chinawill
be mainly in labour-intensive manufactures and
participation in the labour-intensive segments of
the production process of high-tech manufactures.
In these activities competition among devel oping
countrieswill tend to increase. On the other hand,
there will be an increase in China's imports of a
number of capital- and technol ogy-intensive prod-
ucts in sectors dominated by
SOEs. Sincetheindustrialized

1. Costs, competitiveness and market
penetration

L ow wages have been an important factor in
China's impressive export performance, but they
do not necessarily give the country a competitive
edgein awide range of manu-
factures because labour pro-

countries and the more ad-
vanced developing countries
have a competitive edge in
these products, they are likely
to be the main beneficiaries of
increased imports by China
due to accession; other devel-
oping countries with export
structures similar to China's,

is also low.

Low wages do not
necessarily give China a
competitive edge in a wide
range of manufactures
because labour productivity

ductivity is also low. China's
average manufacturing wages
are lower than those of the
industrialized and developing
economies listed in table 5.4,
but its average manufacturing
unit labour cost is higher than
in seven of the developing
economies. Thisisnot surpris-

on the other hand, will prob-

ing. Average labour productiv-

ably facethe greatest competi-

tive pressure. Established trade links are impor-
tant in both respects since, in the short run, it is
easier to exploit existing links than to create new
ones. The following section examines the sectors
and products where such opportunities and pres-
sures may develop, and how they affect various
countries.

ity in China's manufacturing
as awhole is low, despite the existence of highly
efficient FFEs, because the SOEs suffer from ex-
cess labour and low productivity. Thus, asseenin
that table, countries with much higher average
manufacturing wages than China's (e.g. Chile,
Mexico, the Republic of Korea and Turkey) have
lower unit labour costs.
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Table 5.4

WAGES AND UNIT LABOUR COSTS

IN MANUFACTURING: COMPARISON

BETWEEN CHINA AND SELECTED

DEVELOPED AND DEVELOPING
ECONOMIES,21998
Ratio to Chinese
level of
Unit labour

Economy Wages costs
United States 47.8 1.3
Sweden 35.6 1.8
Japan 29.9 1.2
Singapore 23.4 13
Taiwan Prov. of China (1997) 20.6 2.3
Republic of Korea 12.9 0.8
Chile 12.5 0.8
Mexico 7.8 0.7
Turkey 7.5 0.9
Malaysia 5.2 1.1
Philippines (1997) 4.1 0.7
Bolivia 3.7 0.6
Egypt 2.8 1.5
Kenya 2.6 2.0
Indonesia (1996) 2.2 0.9
Zimbabwe 2.2 1.2
India 15 1.4

Source: UNCTAD secretariat calculations, based on UNIDO,
Industrial Statistics Database; and National Bureau
of Statistics, China Statistical Yearbook 1999.

Note: Wages and unit labour costs include social changes
and fringe benefits; for calculation of unit labour costs
average wages were divided by manufacturing value
added.

a Ratios of average wages and unit labour costs in the
economies listed to Chinese levels.

For labour-intensive manufactures, the pic-
ture should be different in view of China’s export
success in these sectors. However, comparative
data on unit labour costs are not available at the
sectoral level. Table 5.5 compares China's hourly
labour costs, including non-wage labour costs, in
textiles and clothing with those of a number of
developed and developing economies. In devel-
oped countries, both textiles and clothing are more
skill-intensive thanin China, and figures on wages
and labour costs are not directly comparable, as

the quality of labour is different in the two
groups.’® By contrast, the skill mix and labour
productivity are unlikely to differ much among
developing countries, particularly in clothing
where product standards are quite similar. As
noted in box 5.2, labour productivity in Chinese
clothing is much higher than in textiles. Conse-
quently, lower Chinese labour costs are better
indicators of its competitive edgein clothing, vis-
a-vis other developing countries, than in textiles.
Thefigures suggest that while China has alabour cost
advantage in clothing compared to most middle-
income economies, its competitive edge over India
and Bangladesh, for example, is less clearcut.

Differences in absolute costs and market ac-
cess conditions, as well as non-price factors, are
the most important determinants of the extent to
which countries can penetrate international mar-
ketsin different products. One way of measuring
the combined impact of these factors is through
the indicator known as revealed comparative ad-
vantage (RCA). Thisis defined as the share of a
specific product in total exports of a country rela-
tiveto the share of the same product in world trade.
A ratio exceeding unity indicates that the country
has a competitive advantage in that product. An
increase in that indicator points to an improve-
ment in the competitiveness of the country in that
product. It should be noted that RCA is only a
proxy, with some shortcomings. For example,
since trade data are reported on gross value rather
than on a value-added basis, the RCA indicator
does not reveal where competitiveness lies for
products with high import content, particularly
those assembled in low-wage countries. This prob-
lem can partly be overcome by applying the
indicator to imports as well as exports.

Table 5.6 provides data on, and changes in,
RCA for China's leading export products (ranked
according to their RCA values). The products in
which Chinahas avery high RCA are either from
the traditional labour-intensive sectors (mostly in
the SITC 8 product groups) or the technology-
intensive sectors (mostly in the SITC 7 product
groups), where China is involved mainly in the
labour-intensive assembly operations. The labour-
intensive products with high RCA account for
more than 37 per cent of China's total exports,
compared to 18 per cent for technol ogy-intensive
products. In some of the labour-intensive prod-
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Table 5.5

HOURLY LABOUR COSTS IN THE TEXTILES AND CLOTHING INDUSTRIES: COMPARISON
BETWEEN SELECTED DEVELOPED AND DEVELOPING ECONOMIES AND CHINA,? 1998

Ratio to Chinese level
of labour costs in

Ratio to Chinese level
of labour costs in

Economy textiles industry Economy clothing industry
Italy 255 United States 231
United States 20.9 Costa Rica 12.2
Taiwan Province of China 9.4 Hong Kong, China 12.1
Hong Kong (China) 9.1 Republic of Korea 6.3
Republic of Korea 5.9 Mexico 3.5
Turkey 4.0 Guatemala 3.0
India 1.0 India 0.9
Bangladesh 0.7
Indonesia 0.4
Memo item:
Hourly labour costs in China
(United States dollars) 0.62 0.43

Source: Based on USITC (1999c), tables 8-2 and 8-4, which in turn are based on Werner International Management Consultants

(1998).

a Ratios of hourly labour costs in the economies listed to the Chinese level.

ucts, however, Chinaislosing its competitive edge
(notably outergarments, textiles and cotton fab-
rics), while the increase in RCA is particularly
strong in sectors with high technology intensity.
Thisincludes anumber of productsinwhich China
did not have avery high RCA to beginwith, such as
computers. Moreover, Chinahas gained significant
market shares in a number of other technology-
and capital-intensive goods which account for less
than 1 per cent of its exports, including ships and
boats, rotating electric plants, trailers and non-
motor vehicles, sound recorders, office machines
and cement (Shafaeddin, 2002).

When the RCA indicator is applied to imports
of components of a product, it reveals whether or
not a country is competitive in assembly opera-
tions (Ng and Yeats, 1999). When it exceeds unity
for a component, it suggests competitiveness in
such operations. When applied to afinished prod-
uct, the higher the RCA, the less competitive is
the country in its production. While an increase
in RCA for components implies that the country

has become more competitive in assembly opera-
tions, for finished products a higher RCA implies
that it is lagging behind more competitive pro-
ducers.

Table 5.7 provides RCA values for China's
leading imports. It includes both finished prod-
ucts and parts, which together account for nearly
63 per cent of China's total imports. Although
some finished products also include imported
parts, and hence there is some double counting,
the number of such products is small; intermedi-
ate products and components constitute the bulk
of theitemsin the table. As expected, most items
in the table are products with high skill and tech-
nology intensity (SITC 7). Of the first 10 items
with the highest RCA values, 7 are intermediate
products and components, accounting for 27 per
cent of China'simports. In fact, RCA values are
high for all components and parts listed in the ta-
ble, indicating that China is competitive in
assembly operations. However, for some of these
(telecommunications equipment and parts, rotat-
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Table 5.6
CHINA’'S POSITION IN WORLD TRADE IN ITS MAIN
EXPORT PRODUCTS (AVERAGE, 1997-1998)
Percentage share of
product group in
China’s

SITC Product total World
code Product group category? exports exports RCA ARCA
894 Toys and sporting goods B 4.5 245 7.0 1.1
851 Footwear B 4.4 23.0 6.6 1.0
845 Knitted outergarments B 3.7 16.7 4.8 1.1
843 Women'’s textile outergarments B 3.6 16.1 4.6 0.7
752 Computers E 3.4 3.9 1.1 5.2
842 Men'’s textile outergarments B 3.3 19.0 5.4 0.8
764 Telecom equipment, and parts E 3.2 4.3 1.2 1.4
846 Knitted undergarments B 2.7 17.3 4.9 1.1
893 Plastic articles D 2.1 7.0 2.0 1.3
831 Travel goods B 1.8 31.0 8.9 1.0
778 Electrical machinery D 1.8 4.2 1.2 1.4
848 Apparel and clothing accessories B 1.7 26.4 7.5 1.1
759 Parts of computers and office machines E 1.6 2.8 0.8 1.8
899 Miscellaneous manufactures F 1.6 16.4 4.7 0.9
775 Household equipment D 1.6 8.8 2.5 1.3
652 Woven cotton fabrics B 1.6 12.3 4.1 0.7
762 Radios E 1.5 18.9 5.4 1.2
658 Made-up textile articles B 1.5 18.6 5.3 0.7
821 Furniture and parts thereof B 1.5 5.0 1.4 1.3
653 Woven man-made fibre fabrics B 1.4 8.5 2.4 1.1
771 Electric power machinery D 1.2 8.6 25 1.5
844 Textile undergarments B 1.2 17.0 4.9 0.6
651 Textile yarn B 1.2 6.5 1.9 0.9
776 Transistors and semiconductors E 1.2 1.1 0.3 2.0
333 Crude petroleum A 1.2 1.0 0.3 0.5
772 Electrical apparatus D 1.2 2.9 0.8 1.4
699 Base metal manufactures C 1.0 4.4 1.3 1.1
885 Watches and clocks E 1.0 12.0 3.4 0.9

Total shares of above items 59.7

Source: UNCTAD database.
Note: RCA is revealed comparative advantage, which is used as an indicator for competitiveness. ARCA is the ratio of RCA
for 1997-1998 to the RCA for 1992-1993.
a The classification in this table of products into product categories follows that in chapter Il of this TDR and of TDR
1996, Part Two, chap. Il. The categories are as follows: A = primary commodities; B = labour-intensive and resource-
based manufactures; C = manufactures with low skill and technology intensity; D = manufactures with medium skill and
technology intensity; E = manufactures with high skill and technology intensity; F = unclassified manufactured product.
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Table 5.7
CHINA’'S POSITION IN WORLD TRADE IN ITS MAIN
IMPORT PRODUCTS (AVERAGE, 1997-1998)
Percentage share of
product group in
China’s
SiTC Product total World

Rank code Product group category? imports imports RCA ARCA

1 583  Polymerization products E 5.5 9.8 3.8 1.3

2 776  Transistors and semiconductors E 5.2 3.5 1.3 1.6

3 764  Telecom equipment, and parts E 4.7 4.7 1.8 0.8

4 728  Specialized machinery and equipment D 3.6 7.8 3.1 0.7

5 333  Crude petroleum A 3.1 2.0 0.8 1.8

6 653  Woven man-made fibre fabrics B 3.9 12.0 4.7 1.2

7 674  Iron or steel universals and plates C 2.6 6.8 2.6 2.3

8 759  Parts of computers and office machines E 2.6 3.1 1.2 2.3

9 792  Aircraft E 2.3 3.8 1.5 1.1
10 334  Petroleum products A 2.2 3.2 1.3 1.2
11 641 Paper and paperboard B 2.2 4.2 1.6 1.7
12 651  Textile yarn B 2.1 7.9 3.1 1.1
13 772  Electrical apparatus D 2.0 3.8 1.5 1.6
14 562  Manufactured fertilizers E 1.9 14.8 5.8 0.9
15 778  Electrical machinery D 1.9 3.2 1.2 1.3
16 611  Leather B 1.4 14.0 5.4 1.1
17 736  Machine tools for working metal D 1.3 6.0 2.4 0.8
18 724  Textile machinery D 1.3 8.0 3.1 0.5
19 874  Measuring and analysing instruments E 1.3 2.8 1.1 1.0
20 686  Copper A 1.3 5.7 2.2 0.9
21 716 Rotating electric plant and parts D 1.2 5.6 2.2 0.9
22 652  Cotton fabrics B 1.1 7.7 3.0 1.6
23 081 Feeding stuff for animals A 1.1 6.5 2.5 3.2
24 749  Non-electrical accessories of machinery D 1.1 2.4 0.9 1.0
25 281  lron ore and concentrates A 1.1 11.9 4.6 1.4
26 582  Condensation products E 1.1 4.9 1.9 1.7
27 752  Computers E 1.1 0.8 0.3 1.3
28 744  Mechanical handling equipment D 1.0 4.0 1.6 1.2
29 741  Heating and cooling equipment D 1.0 3.2 1.3 0.8
30 657  Special textile fabrics B 1.0 7.4 2.9 0.9

Total shares for above items 62.8

Source: UNCTAD database.
Note: See table 5.6.
a Seetable5.6.
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ing electric parts, non-electrical accessories of
machinery, heating and cooling equipment and
parts), RCA values show adecline between 1992-
1993 and 1997-1998. This suggests that China has
improved its capacity to produce such components.
Finally, for some finished products (miscellane-
ous el ectrical machinery, measuring and checking
instruments), their sharein imports and their RCA
indicators declined between 1992-1993 and 1997-
1998, suggesting that the country is building up
capacity in these sectors. These results are con-
sistent with the findings of an earlier study, which
concluded that China's capability in production
and exports of components was greater than that
of anumber of ASEAN countriesand NIEs, namely
Hong Kong (China), Indonesia, Malaysia and
Thailand (Ng and Yeats, 1999, tables 1 and A.1).

2. Competition with other developing
countries

These changesin the composition and direc-
tion of China's exports and imports have impor-
tant implications for other economies, although
these will vary depending on their location in the
international division of labour and on the tech-
nological scale. Competition would be greater
with countries having a similar export structure
to China's, while greater complementarity can be
expected for countries which have the capacity to
supply the productsin which the Chinese economy
does not have a competitive edge. In general, as
noted above, the East Asian NIEs, and particularly
some members of ASEAN, whose light manufac-
tured goods account for the bulk of their exports,
can expect to face greater competition from Chi-
nese manufactured goods. In Latin America,
Mexico is likely to face more competition from
Chinese exports than other economies in view of
the relatively higher share of manufacturesin its
exports. African countries are unlikely to be af-
fected by greater competition since, with the
exception of some North African countries and
Mauritius, their manufactured exports are gener-
aly negligible.

Much of the competition in manufactured
exports occurs in the markets of the major indus-
trialized countries, notably the United States: it is

the single most important market for Chinese capi-
tal goods. The EU istheleading market for China's
chemicals, and the second for most other exports,
while Japan is the largest importer of China's
power-generating machinery. The United States
isthe main destination, followed by Japan and the
EU in that order, for most Chinese light manufac-
tures, except travel goods, articles of plastic, toys
and sporting goods, for which the EU is the main
market. For Chinesetextiles and clothing exports,
including exports channelled through Hong Kong
(China), the United States is the main market.

China's penetration of markets of develop-
ing economies in manufactures varies in both
extent and composition. It has closer trade links
with the Asian economies, particularly thefirst-tier
NIEs and ASEAN, than with the Latin American
and African countries. However, less than 10 per
cent of China's exports of light manufactures
(mainly textiles and textile fibres, travel goods,
clothing and leather products) go to Asian devel-
oping economies, and much less to other regions:
about 2 per cent of light manufactures and 4 per
cent of textiles go to Africa. A somewhat similar
pattern is observed for Latin America, where
clothing and travel goods are the leading imports
from China. However, while these figures are
small for China, they constitute an important share
of the marketsin smaller African and Latin Ameri-
can economies.

3. China’s imports from developing
countries

Asnoted above, the opportunitiesfor increas-
ing exports to China as a result of its accession
are likely to be strongest for countries at higher
levels of industrialization as well asthoserichin
natural resources. Developed countries can be
expected to benefit the most. Judging fromits past
trade linkages with China, the United States can
benefit mainly from China’s liberalization of ag-
riculture and increased imports of some capital
goods (mainly electrical machinery and compo-
nents), while Japan and the EU countries can be
expected to increase their exports of manufactured
products, particularly textiles, electrical and non-
electrical machinery, and motor vehicles.
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Among the devel oping economies, the more
advanced ones, such as the Republic of Korea,
Singapore and Taiwan Province of China, aswell
as some of the ASEAN countries, are expected to
increase their exports to China of manufactures,
particularly capital goodswhich

exports to China could increase by $1.7 billion a
year (Cooper, 2000: 5).

The only significant manufactured products
exported to China by Latin America are leather
and leather products. Never-

theless, Latin America could

constitute a higher proportion
of Chinese imports. Liberali-
zation of China's agricultural
imports can be expected to
present new export opportu-
nities not only for some Asian
countries, which already have
high shares in Chinese im-
ports of such products (ta-
ble 5.8), but also for some

The industrialized countries
and the more advanced
developing countries are
likely to be the main
beneficiaries of increased
imports by China.

benefit from China'sliberali-
zation of agriculture and con-
sequent expansion of imports
of agricultural products, par-
ticularly food. Currently, the
only noticeable benefit possi-
blefor Africaisin agricultural
raw materials. Expansion of
Chinese imports of manufac-

Latin American and African
countries.

Table 5.8 shows that the bulk of Chinese
imports of manufactures, food and agricultural raw
materials comes from Asian developing econo-
mies. However, there are considerable intra-
regional variationsin terms of their sharein Chi-
na's total imports. Although light manufactures
and food are the main South Asian exports to
China, their sharein China’ simportsisabout 1 per
cent. By contrast, Taiwan Province of China, the
Republic of Korea, Hong Kong (China) and Sin-
gapore are, in order of importance, the main
sources of Chinese imports, and they are likely to
benefit considerably from import liberalization by
China. Trade conducted in the context of produc-
tion sharing and outsourcing can only partially
explain China'simports from
these first-tier NIEs. Differ-

turesisunlikely to bring much
benefit to countries in these regions in the fore-
seeable future in view of their limited supply ca-
pacity and ability to compete in such markets.

In a number of areas, expansion of China's
exports of final manufactured products can be
expected to be accompanied by a concomitant in-
crease in imports because of the high import
content of its exports. For example, as noted in
box 5.2, China has been increasingly relying on
imports of textiles for usein its clothing exports.
The main suppliers of textiles to China are Tai-
wan Province of China (accounting for about
25 per cent of Chinesetextileimports), the Repub-
lic of Korea and Japan (about 20 per cent each).
In the past, the textiles industry was labour-inten-
sive, but there has since been a shift to capital-

intensive methods — mainly

through robotization —inwhich

ences in the production and
export structures of these
economies account for much
of the trade among them.
While China has a competi-
tive edge in labour-intensive
manufactures, its capacity is
limited in technology-inten-
sive manufactures, including

Liberalization of China’s
agricultural imports can be
expected to present new
export opportunities for
some Latin American and
African countries.

the more advanced economies
of the region have a competi-
tive edge over China. In addi-
tion, the relocation to China
of clothing plants from Japan,
the Republic of Korea, Hong
Kong (China) and Taiwan
Province of China has con-
tributed to China's imports

capital goods, in which some
of thefirst-tier NIEshave made
considerable advances. The Republic of Korea, in
particular, isexpected to benefit considerably from
China's liberalization of the telecommunications
and automobile sectors, through both trade and
FDI; according to one estimate, that country’s

of high quality textiles from
these economies — a trend
likely to increase with the expansion of China's
clothing exports. Nevertheless, lesser devel oped
countries in South and South-East Asia, which
continue to use traditional labour-intensive meth-
odsin textile manufacturing and produce low qual-
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Table 5.8
SHARES OF SELECTED ECONOMIES AND REGIONS OF ORIGIN IN
CHINA’'S IMPORTS, BY MAJOR PRODUCT GROUP, 1999
(Percentage)
United European Hong Kong Latin
Items States Union Japan  (China) Asia® America Africa
All products 11.8 14.8 20.5 4.1 34.4 1.8 1.3
Food, beverages and oils 21.3 10.8 4.2 1.0 19.4 17.8 1.3
Agricultural raw materials 12.1 8.6 6.8 1.0 34.6 4.9 51
Manufactured goods 12.2 16.8 23.7 4.9 33.1 0.4 0.2
Chemicals 14.6 10.0 18.7 2.7 42.4 0.4 0.5
Machinery and transport equipment 14.1 23.8 25.7 3.9 25.3 0.2 0.1
Other manufactures® 7.6 8.4 23.3 7.8 41.3 0.8 0.4

Source: UNCTAD secretariat calculations, based on UN/DESA, Commodity Trade Statistics database, SITC Rev. 2.

a Excluding Hong Kong (China), Japan and West Asia.
b SITC 6 and 8, less 68.

ity textiles, are unlikely to benefit unlessthey rap-
idly upgrade their textiles industries.

Computers and office machines is another
product category likely to be affected by China's
accession. Asseen in chapter 111, theseitems have
been among the most dynamic products in world
trade, and Chinahas gained market sharesin them
partly through greater participation in production
sharing in the region. An expansion of China's
exportsin this sector can be expected to result in
a concomitant increase in imports of their parts
and components until Chinafully exploitsitsown
potential to produce them domestically. In the past
few years, about 60 per cent of China's imports

of components have originated from the East
Asian NIEsand 27 per cent from Japan. Less than
30 per cent of China’sfinished products have been
exported to the NIEs, 10 per cent to Japan and
more than 60 per cent to the rest of world. Chi-
nese imports of components are relatively evenly
distributed between the less and more advanced
NIEs: 18 per cent from Hong Kong (China) and
Taiwan Province of China, 22 per cent from Sin-
gapore and the Republic of Korea, and 19 per cent
from ASEAN (excluding Singapore). These strong
regional trade links imply that while China com-
petes with the NIEs in third markets for final
products, at the same time it provides a consider-
able market for them in parts and components.
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E. Conclusions: managing integration

China’'saccession tothe WTO and its greater
integration into the international trading system
raise two sets of policy issues for that country.
First, trading under a new set of rules and com-
mitments will, no doubt, entail some adjustment
problems over the short and medium term, nota-
bly loss of jobs and productive capacity in sec-
tors dominated by SOEs. The key question in this
respect concerns the kind of policy measures
needed to ensure a smooth adjustment to new con-
ditions. The second set of

distribution at the time of liberalization, the higher
the demand for such productsrelative to the level
of income. In China, however, despite rising wage
differentials and income inequality, the demand
for and growth of consumer imports can be ex-
pected to be limited. Furthermore, since Chinese
industry is much less oriented towards the pro-
duction of luxury goods, there is considerable
scope for using domestic taxation —including ex-
cise and value-added taxes — and credit mecha-

nismsto deter such imports. In

policy issues relates to trade

this respect, the experience of

and industrialization strate-
gies. Here the key questions
concern the extent to which
China will rely on foreign
markets and investment for in-

policy issues.

China’s accession to the
WTO raises two sets of

thefirst-tier NIEs, notably the
Republic of Korea, provides
useful lessons (TDR 1997:
179-182).

dustrialization and develop-

The standard advice for

ment, and the modalities of its

participation in world trade. In other words, how
doesacarefully managed strategic integration, de-
signed to accelerate industrialization and growth,
differ from increased integration that relies on
static comparative advantages driven by market
forces?

Certain characteristics of the Chinese econo-
my allow greater scope for managing rapid trade
liberalization compared to most other developing
countries. In middle-income countries a substan-
tial reduction of tariff and quantitative restrictions
on imports often rel eases pent-up demand for con-
sumer goods, notably consumer durables such as
cars and home appliances, leading to a surge in
their imports. The greater theinequality inincome

countries that undertake rapid
trade liberalization is to devalue in order to pre-
vent a deterioration in their balance of payments.
This is unlikely to happen in China in the near
future; on the contrary, as noted above, the coun-
try is already under pressure to revalue its cur-
rency to deter relocation of industries from some
of its more advanced neighbours. However, it is
important that China retain its autonomy and op-
tion to use the exchange rate, if need be, to pre-
vent serious disruptions in certain sectors of its
economy. A judicious combination of currency
adjustments and domestic taxes may help to ab-
sorb the shocks to vulnerable industries without
causing serious distortions in resource allocation
or violating the commitments that the country has
made in its accession to the WTO.
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Chinacould invoke the provisions of Article
XIX of the GATT and the Uruguay Round agree-
ment on safeguards, which enable countries to
take trade-restrictive actions to prevent serious
injury to domestic industries, or threat thereof.
Such safeguard actions should be combined with
continued reform of the sec-
tors concerned so as to ensure

Even relatively modest shifts in the labour force
to export-oriented, labour-intensive manufactures
imply large increases in world supply of these
products and in the share of Chinain world mar-
kets. For example, the simulation in table 5.2 im-
plies that if the export sector were to compensate
for the loss of employment in
the import-competing activi-

a smooth adjustment to new
conditions arising from acces-
sion. The preceding analysis
of the structure and competi-
tiveness of Chinese industries
has shown that serious injury
may be caused in sectors in

First, there is a need for
policy measures to ensure
a smooth adjustment to
new conditions.

ties due to tariff reductions
alone, the ratio of exports of
goods and services to GDP
would need to reach 41.5 per
cent in 2005 — a level highly
unrealistic even for such a
low-income country as China,

which the more — rather than
the less — advanced trading
partners of China have a competitive edge. Con-
sequently, it can be expected that afull and trans-
parent application of safeguard provisions, in com-
pliance with the MFN obligation, will not cause
serious impediments to the exports of most de-
veloping countries. Given its position in the glo-
bal trading system, Chinais, in practice, better
placed to utilize such provisions against disrup-
tive trade originating from mature industries in
its more advanced trading partnersthan from those
in other devel oping country members of the WTO.

In the longer term, all these policies and
reforms would need to be placed in the broader
context of industrialization,
growth and development in

given its size. In such a sce-
nario, China's sharesin world
exports of clothing and leather products would be
about 35 and 30 per cent, respectively. (For cloth-
ing, this implies that China would account for
70 per cent of the annual average growth of world
exports.) Other estimates put these figures even
higher. For example, the World Bank’s estimate
for the share in clothing is over 47 per cent, im-
plying an annual growth rate of more than 37 per
cent in China’s exports of clothing (Ilanchovichina,
Martin and Fukase, 2000, tables 6 and 8). Another
estimate puts China's share in world exports of
clothing at 40 per cent for 2005 and 44 per cent
for 2010 (Wang, 2000). It is unrealistic to expect
that China's accession to the WTO will lead to
such far-reaching changes in
Chinese and world trade. Such

China. The analysis above
shows that the scope for ex-
panded, export-oriented ac-
tivities to generate jobs and
incomesfor alarge proportion
of the labour force in China
is limited. Furthermore, any
large shift of the labour force
to labour-intensive manufac-
turing runs the risk of flood-

The second set of policy
issues relates to the extent
to which China will rely

on foreign markets and
investment and the
modalities of its
participation in world trade.

an expansion of Chinese ex-
portsisnot only likely to face
structural barriersin Chinait-
self; it could also lead to in-
tensified competition in la-
bour-intensive manufactures,
with attendant consequences
for their prices and terms of
trade.

ing the markets and is likely
tolead toincreased protection-
ist barriers in the industrialized countries; this
would have adverse consequences for other de-
veloping country exporters of such products as
well as for China.

Various estimates and simulations clearly
show the difficulties inherent in such a strategy.

On the other hand, any
trade and industrialization strat-
egy should recognize that Chinaneedsforeign ex-
change for financing imports associated with its
continued rapid pace of capital accumulation, that
— despite its large population — its economy may
not yet be big enough to generate the demand
needed to support some large-scale industries, and
that competition in world markets is often essen-
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tial to the success of lateindustrializers. Thusone
might propose a rapid and well sequenced tech-
nological upgrading in manufacturing as an ap-
propriate strategy which allows a shift from la-
bour-intensive to technology- and skill-intensive
manufactured exports. As noted above, a shift
to high-value-added, supply-dynamic products
would require a new strategy aimed at replacing
imported parts and components with domestically
produced ones. Such a strategy could also gener-
ate sufficient foreign exchange earnings without
pushing the trade/GDP ratios to unsustainable lev-
els. Moreover, it could help avoid the problem of
afallacy of composition and provide more space
for less developed exporters of manufactures.
Clearly, such a strategy would imply that for a
large proportion of the labour force jobs would
need to be created in domestic sectors, including
services, while an important part of the skilled
labour is transferred to export-oriented manufac-
turing. Over time, upgrading of skills would be
essential for sustaining rapid industrialization.

In a sense, such a process appears to be al-
ready under way. As noted above, Chinacontinues
to have astrong competitive edge in the assembly
of skill- and technology-intensive products and

processing for export, but it has also been improv-
ing its capacity to produce more complex parts,
components and finished products. This process
can be accelerated and combined with reforms
designed to upgrade production in large-scale,
capital-intensive manufacturing sectors dominated
by SOEs. China appears to have the potential to
do so: it has an abundant supply of educated la-
bour, and the cost of such labour isextremely low
compared to most other developing countries. The
latest data available, for the mid-1990s, indicates
that the number of university graduates in China
exceeds a million, compared with about 380,000
for Indonesia and the Republic of Korea. More-
over, engineers and scientists account for 35 per
cent of the graduates as against an average of
24 per cent for Indonesia, Pakistan, the Philippines
and Thailand, and 48 per cent for Singapore and
the Republic of Korea. Similarly, the number of
technicians per million habitantsis 200, which is
lessthan for the Republic of Korea (318) and Sin-
gapore (301), but much more than for India (108),
Malaysia(32) and Thailand (30) (UNESCO, 1999)
Thus China has the potential to leapfrog the indus-
trialization process rather than continuing to rely
on absorbing the surplus labour in relatively low
value-added, labour-intensive manufactures. H

Notes

1 Chinabecame amember of the WTO in December
2001.

2 In this chapter, the data on China do not include
those for Hong Kong Special Administrative Re-
gion (Hong Kong, China), Macao Special Admin-
istrative Region (Macao, China) and Taiwan Prov-
ince of China, unless otherwise specified.

3  For adescription and assessment of these experi-
ences, see Agosin and Tussie (1993). See also
TDR 1999 (Part Two, chap. 1V, and annex to chap.
V).

4 FFEsinclude equity joint ventures, contractual joint
ventures, wholly foreign-owned enterprises and
joint exploration companies for special extraction
industries. They range from large transnational cor-
porations to small and medium-sized enterprises
owned mainly by investors of Chinese ethnic ori-
gin from East Asia.

5  For adescription of China s capital-account regime,
see Ge (2001).

6 According to aWorld Bank estimate, the weighted
tariff rate will fall from 18.7 per cent in 1998 to
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10

7.85 per cent in 2005 (lanchovichina and Martin,
2001, tables 2 and 4).

Socia welfare charges paid to SOEs are also re-
garded as subsidies under the SCM Agreement.
For a discussion on the employment impacts of ac-
cession, see Bhallaand Qiu (2002), and Bhattasali
and Masahiro (2001, appendix table 1) on the con-
tribution of various sectorsto growth in employment.
For instance, although Angang Iron and Steel Com-
pany has cut 30,000 jobs since 1995, itslabour pro-
ductivity is one sixth that of Posco of the Republic
of Korea (Powell, 2001: 51). For modernization and
lay-offs, see Bhallaand Qiu (2002). Sometimesthe
lai d-off workersremain on the payroll and continue
toreceiveapartia saary for aspecified period. There
were about 5.6 million such workers in 1995, in-
creasingto 16 millionin 1998 (Yang and Tam, 1999).
In 1997, losses of these enterprises amounted to
3.4 per cent of their value added, and less than half

11

12

13

14

15
16

of thiswasfinanced by subsidies (Broadman, 2000).
For profitability, see Choe and Yin (2000).
According to one estimate, 15-25 per cent of FDI
inflowsinto Chinainthe 1980sand early 1990swere
round-trip investments originating in China. This
is about half the inflow from Hong Kong (China)
(Huang, 2002: 23).

For the variousfeatures of FFEsin China, seeHuang
(2002: 23-32).

Such imports rose tenfold between 1994 and 1998,
reaching $2 billionin 1998 (Morgan Stanley, 2001).
This is based on a survey undertaken be Long
Quogqing in 2001 referred to in an UNCTAD dis-
cussion paper by Zheng (2002).

For adiscussion, see Braunstein and Epstein (2002).
In developed countries, thetextilesindustry ismore
capital-intensive, and thus requires more skills.
Similarly, their clothing industry uses quality and
designs that demand better skills and knowledge.
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