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Preface

There has been a broad and dramatic trend towards liberalisation of trade and investment policies
in non-OECD economies in recent decades. However, financial crises that have erupted in East Asia,
Russia and Brazil over the last two years have shaken the global economy. Concerns have been expressed
that countries suffering from financial crises might turn away from open trade and investment -- even
though they have been the motor of economic growth and poverty reduction. And widening current
account imbalances in the OECD area have raised the risks of protectionist pressures.
This report reviews some of the evidence on the benefits and challenges of trade and investment
for development, drawing on some experiences of a number of economies in various parts of the world.
These experiences show that trade and investment have been beneficial for development, especially when
accompanied by a coherent set of growth-oriented macroeconomic and structural policies, capacitybuilding, adequate social policy and good governance. Further, in response to financial crises in recent
years, both Korea and Mexico have continued with liberalisation and structural reforms. These policies are
helping Korea, like Mexico before it, to recover and establish a sounder base for future economic
development.
Today’s globalising world economy generates a coincidence of interests for all countries in
building strong policies and institutions for a well-functioning market economy, and moving ahead with
more open trade and investment. Strong trade and investment partners are necessary to achieve increased
prosperity, greater political security and improved environmental management in the 21st century.
In this context, all countries share strong interests in a new WTO round of multilateral trade
negotiations. Such a round must be responsive to the needs of developing and transition economies, to
ensure that they can reap the full benefits for development of integration into the world economy.
This publication is published under the authority of the Secretary-General, and makes available to
a wider audience results of OECD work in order to help inform public debate in this important area. It
follows up the 1998 OECD report “Open Markets Matter”, which discusses the benefits of trade and
investment for people in OECD countries and the world more generally. Under the direction of Deputy
Secretary-General Kumiharu Shigehara, the principal author was John West of the Secretary-General's
Private Office. Significant contributions were made by Randall Jones and Benedicte Larre (Economics
Department), Tom Jones (Environment Directorate), Richard Carey (Development Co-operation
Directorate), Crawford Falconer, Blanka Kalinova and Raed Safadi (Trade Directorate), Steve Thomsen
(Directorate for Financial, Fiscal and Enterprise Affairs) and Ulrich Hiemenz (Development Centre).
A companion publication to this volume, entitled “Policy Coherence Matters”, addresses the
foundations of market-oriented development, in terms of policies, capacities and good governance, and the
responsibilities which OECD countries have to systematically consider concerning the effects of their own
policies on the developing economies.
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Executive Summary
Financial crises
have brought
risks of
protectionism …

Liberalisation of trade and investment by non-OECD economies has been a dominant
trend in the global economy in recent decades. However, concerns have been
expressed that countries suffering from financial crises might turn away from open
trade and investment. And widening current account imbalances in the OECD area
have raised the risk of protectionist pressures.
This report reviews evidence of the benefits and challenges of trade and investment
liberalisation for development. Although this is a longstanding issue on the
international agenda, it has come into sharper focus, looking ahead to the Third WTO
Ministerial Meeting in Seattle and to the launching of a broad-based Round of trade
negotiations.
The conclusion of this report is that open trade and investment have been beneficial
for development when accompanied by a coherent set of growth-oriented
macroeconomic and structural policies, capacity-building, adequate social policy and
good governance. Further, countries that have responded to economic crisis with
liberalisation and structural reform have experienced positive results. In this regard,
all countries have an interest in pushing ahead with more open trade and investment,
and in building strong policies and institutions for a well-functioning market economy.
Trends in liberalisation
Liberalisation of trade and investment has been a driving force in the rapid economic
development of OECD countries in the post-war period. Following in their footsteps,
many developing and then transition economies started abandoning state-led, inwardoriented strategies adopted in the post-War period, and are now active participants in
world trade and investment.

… but
liberalisation
continues in
response to
financial crisis

Over the last two years with financial crises in East Asia, Russia and then Brazil, there
has not been a general rise in protectionism. On the contrary. Most crisis-affected
countries are continuing to liberalise trade and investment, which they see as the
solution to the crisis, not the cause.
Liberalisation of trade and investment has been implemented autonomously, in
regional integration arrangements and in multilateral negotiations. Multilateral
liberalisation offers many additional benefits:
•

Domestic public support can be enhanced when liberalisation is part of a global
effort in which all countries make substantial contributions;

•

Benefits can be greater when a country’s liberalisation is accompanied by
liberalisation by others; and

•

Transparent and binding rules-based liberalisation provides insurance against
protectionist pressures, and can add credibility to individual countries’
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liberalisation efforts.
OECD countries
need to show
leadership in
advancing
multilateral
liberalisation

While developing countries generally support trade and investment liberalisation,
some still have reservations about a new Round trade negotiations, which they fear
will be dominated by concerns of developed countries. OECD countries need to show
leadership in ensuring that the interests of all countries – developed, developing and
transition economies – are taken into account. In this regard, OECD countries have a
responsibility to consider the effect of their policies on developing and transition
economies, especially regarding market access. It is also important to support
capacity-building in developing countries, and to accord particular priority to
supporting growth in least developed countries.
Benefits and challenges of open trade and investment for development

Open trade and
investment is
beneficial for
economic
development…

Economies with open trade and investment can: (i) specialise in what they are best at;
(ii) create competitive industries, (iii) stimulate domestic and foreign investment, (iv)
exploit economies of scale and (v) benefit from transfers of knowledge, technology
and organisational capacities, through access to new products and processes.
Empirical evidence confirms that the record of growth and poverty reduction achieved
by developing countries which have liberalised trade and investment stands as one of
the more remarkable episodes in the history of economic development. In particular:
•
•
•
•
•

… when it is part
of a coherent set
of policies and
reforms…

Open economies have grown significantly faster than closed economies over
sustained periods of time.
With open trade and investment generating higher growth, the evidence is that this
growth is also associated with reductions in poverty.
Income levels of “open” developing economies have been converging towards
those of developed countries, whereas income levels of closed economies have
fallen even further behind.
There has also been a positive association between successfully sustained trade
and investment liberalisation and improvements in core labour standards.
Open economies have been able take much greater advantage of skilled
workforces than closed economies -- many high growth economies have had the
combination of outward-oriented policies and high literacy rates.

While the general conclusions are clear, the experiences of developing countries with
open trade and investment are quite diverse. No country has perfectly open trade and
investment regimes. Specific interventions have often been used: some with apparent
success, and some with dramatic failure. And relative openness has generally been
achieved progressively. The evidence suggests that to reap the full benefits of open
trade and investment, it must be part of a coherent set of policies and reforms.
It goes without saying that developing countries are at various stages of development.
And one-size policies won’t fit all. Nevertheless, a minimum degree of policy success
is necessary in the following areas in order to benefit from open trade and investment
– macroeconomic stability; strong financial systems; sound public and corporate
governance; human resource development; environmental management; and structural
adjustment.
Mexico, Korea, some transition economies and also many others, provide examples of
6
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… as illustrated
by experiences of
Mexico, Korea
and transition
economies

the importance of combining trade and investment liberalisation, with a coherent set of
reforms and policies. They also provide examples of countries which have adjusted
successfully to economic crisis thanks to liberalisation and structural reform.
•

The Mexican government reaffirmed its commitment to reform at the time of the
1994 financial crisis. Thanks to increased flexibility and strength, the Mexican
economy rebounded quickly and strongly from the crisis of 1994/95, with GDP
growth averaging 5 ½ per cent from 1996-98.

•

Korea has been taking dramatic reform measures in response to its financial crisis,
including by radically opening its capital account, racing well ahead of its
accession-obligations under the OECD codes. It is already seeing signs of
recovery, and GDP, which fell by 6 per cent in 1998, could grow by 4 ½ per cent
in 1999.

•

The resistance of individual transition economies to the effects of the financial
crises in East Asia, Russia and Brazil has been directly linked to the success of the
liberalisation efforts in diversifying their export markets and attracting durable
investment flows.

International co-operation
Today’s
globalising world
economy
provides a coincidence of
interests for all
countries …

…in a new
Round of
multilateral
negotiations.

Today’s globalising world economy generates a coincidence of interests for all
countries -- in pushing ahead with more open trade and investment, and in building
strong policies and institutions for a well-functioning market economy. Strong trade
and investment partners are necessary to achieve increased prosperity, greater political
security and improved environmental management in the 21st century.
All countries -- developed, developing and transition – are working together through
the whole range of international institutions, including the OECD, to secure
sustainable development and integrate successfully into the global economy. The
OECD has a wide range of activities for policy dialogue between Members and nonmembers, particularly to facilitate their successful integration into the international
economic system.
A priority issue is the preparation for a broad-based new Round of multilateral trade
negotiations. All countries have a vital stake in a new Round to prepare for the global
economy of the 21st century. Recent financial crises and trade tensions have only
served to underline that the international system more than ever needs transparent and
binding rules-based liberalisation as a pillar of development and a bulwark against
protectionist pressures.
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REAPING THE FULL BENEFITS OF TRADE AND INVESTMENT FOR DEVELOPMENT
I.

Introduction

1.
Liberalisation of trade and investment by non-OECD economies has been a dominant trend in the
global economy in recent decades. Both developing and transition economies have been striving to
accelerate their development by benefiting from the dynamism and the new opportunities in the global
market place. However, concerns have been expressed that countries suffering from financial crises might
turn away from open trade and investment. And widening current account imbalances in the OECD area
have raised the risk of protectionist pressures. Against this background, this report discusses the benefits
and some of the challenges of trade and investment for development.
2.
These issues have been on the international agenda for some time, with the OECD contributing in
many ways, including through the OECD Development Partnerships Strategy.1 This is an integrated
strategy based on helping developing countries build their own capacities for development, integration into
the global economy, external assistance and improved “developmental coherence” in OECD Member
countries’ policies.
3.
In a similar vein, President James Wolfensohn of the World Bank has launched a proposal to coordinate development co-operation around a Comprehensive Development Framework.2 Country-level
frameworks would be owned and managed by the developing countries themselves, rather than by donors
or international agencies. Policies to further open to trade and investment would be closely co-ordinated
with efforts in the areas of physical infrastructure, social investment and the improvement of the quality of
governance and institutions.
4.
The international trade and investment agenda has come to the forefront again in the wake of the
global financial crisis and looking ahead to the Third WTO Ministerial Meeting in Seattle and to the
launching of a broad-based Round of trade negotiations. The importance of leadership by OECD countries
is highlighted by the hesitations of many developing countries about a possible new Round.
5.

In this context, this report addresses the following specific issues:
•

Trends in trade and investment liberalisation (Section II).

•

Benefits of trade and investment for development (Section III).

•

Some experiences of Korea, Mexico, transition economies, ASEAN4 (Indonesia, Malaysia,
the Philippines and Thailand), Chile and the least developed countries (LDCs)3 (Section IV).

1.

DAC, OECD (1996).

2.

World Bank (1999).

3.

The term “Least Developed Countries”, refers to the list of 48 countries classified by the UN as least
developed and comprises Afganistan, Angola, Bangladesh, Benin, Bhutan, Burkina Faso, Burundi,
Cambodia, Cape Verde, Central African Republic, Chad, Comoros, Congo Democratic Republic, Djibouti,
Equatorial Guinea, Eritrea, Ethiopia, Gambia, Guinea, Guinea Bissau, Haiti, Kiribata, Laos, Lesotho,
Liberia, Madagascar, Malawi, Maldives, Mali, Mauritania, Mozambique, Myanmar, Nepal, Niger,
Rwanda, Sao Tome and Principe, Sierra Leone, Solomon Islands, Somalia, Sudan, Tanzania, Togo,
Tuvalu, Uganda, Vanuatu, Western Somoa, Yemen and Zambia. 29 of the 48 LDCs are members of the
WTO, while another 9 have observer status.
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•

Policy challenges for benefiting from open trade and investment (Section V).

•

Trade, investment, development, and the environment (Section VI).

•

How international co-operation, including through the OECD, can strengthen the
foundations for rapid and sustainable economic development (Section VII).

6.
The conclusion of this report is that open trade and investment have indeed been a powerful tool
for stimulating rapid and sustainable economic development. At the same time, it seems clear that open
trade and investment are not alone sufficient, and give rise to many other policy challenges. Openness
must be accompanied by a coherent set of growth-oriented macroeconomic and structural policies,
capacity-building, adequate social policy and good governance in order to capture its full benefits for rapid
and sustainable economic development. Further, countries like Korea and Mexico have demonstrated the
positive developments that can result from liberalisation and structural reform as a response to economic
crisis.
7.
All countries have a coincidence of interests in pushing ahead with more open trade and
investment. They also have a coincidence of interests in building strong policies and institutions for a
well-functioning market economy. Each country’s economic strength depends on the strength of its
trading partners. Recent financial crises have highlighted the close and growing interdependence amongst
the world’s economies. All countries are working together through the whole range of international
organisations, including the OECD, to secure sustainable development and integrate successfully into the
global economy.
II.

Trends in liberalisation

(i)

OECD countries

8.
Liberalisation of trade and investment has been a driving force in the rapid economic
development of OECD countries in the post-war period. Eight rounds of multilateral trade negotiations
have succeeded in lowering the average (trade-weighted) most-favoured-nation (MFN) tariff rates on
industrial goods from a high of 40 per cent at the end of World War II to around 5 per cent at the end of the
Uruguay Round. However, tariff reductions have not been even for all products and across main sectors.
9.
While much progress has been achieved in lowering protection on industrial goods, considerable
barriers to trade in agriculture remain in most OECD countries. Measures on the frequency of use of nontariff barriers have declined, although many remain, including some regulatory measures that can act as
barriers to trade.4
10.
Policies in such areas as investment and competition can effectively buttress and thereby secure
real access to markets. In nearly all OECD countries, restrictions on outward and inward foreign direct
investment (FDI) in manufacturing have been substantially reduced over the past decade (the main
investment focus of this report is FDI, which can be defined as ownership of assets in one country by
residents of another for purposes of controlling the use of those assets). This has favoured increased FDI
flows and contributed to the globalisation of production systems. However, a number of barriers remain in
the service sector in most countries.

4.

OECD(1999a).
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(ii)

Non-OECD economies

11.
Liberalisation of trade and investment by non-OECD economies has been a dominant trend in the
global economy in recent decades.5 From the 1960s and 1970s, as four dynamic Asian economies (Hong
Kong, China; Korea; Singapore; and Chinese Taipei) expanded their manufactured exports rapidly, the
world trade and investment scene began changing markedly. Following in their footsteps, many other
developing and then transition economies started abandoning state-led, inward-oriented strategies adopted
in the post-War period, and are now active participants in world trade and investment.
12.
Developing countries’ share of world trade has now risen to 30 per cent, compared with less than
20 per cent fifteen years ago. And, particularly in the 1990s, they have seen a steady increase in FDI and
large amounts of other more liquid private capital flows, like portfolio investment and bank credit. At the
same time, the pace of integration of developing economies into the global economy has been very uneven.
For example, Africa’s share of world trade has continuously declined since the late 1960s, and the
continent has been largely bypassed by the surge in private capital flows and is still overwhelmingly
dependent on ODA.
13.
International co-operation between all countries has been strengthening, in particular through
multilateral trade liberalisation and the strengthening of the multilateral system, culminating with the
Uruguay Round and the creation of WTO. Today, the WTO has 134 members, of which 80 per cent are
developing or transition economies. And over 20 developing or transition economies are now negotiating
to join.6
14.
But, to what extent are non-OECD markets open? Even Hong Kong, China, the quintessential
model of a free market, retains some restrictions on trade and investment. Overall, while most developing
countries are now liberalising their trade and investment policies, many restrictions also remain.
15.
On average, trade and investment restrictions in developing and transition countries (even the
fast-growing ones) are higher than for developed countries. For example, after the Uruguay Round
reductions, tariffs on imports from OECD countries average close to 11 per cent in developing countries
and 8 per cent in transition economies, while OECD tariffs on imports from these two groups are around 5
and 4 per cent respectively.7 The scale of restrictions on FDI and other capital flows is also much higher in
non-OECD countries. Many developing and transition countries screen incoming investment, and retain
extensive controls on foreign participation in particular sectors.
(iii)

The last two years:

16.
Current account imbalances in the OECD area have widened over the past two years, and raised
concerns about related increases in protectionist sentiments. And in the wake of the financial crises in
East Asia, Russia and then Brazil, concerns have also been expressed about the commitment to open trade
and investment in crisis-affected countries. But, there has not been a general rise in protectionism. On the
contrary. OECD countries are committed to resisting protectionist pressures. For their part, most crisisaffected countries are continuing to liberalise trade and investment, and strengthening domestic
institutions and policies. They see liberalisation as the solution to the crisis, not the cause of it.

5.

OECD (1997e).

6.

WTO (1998a).

7.

OECD (1997e).
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17.
According to IMF estimates8, during 1998 24 countries out of the total 173 IMF members for
which data are available, increased their overall trade openness, while only 3 countries were estimated to
have increased their overall degree of trade restrictiveness. These changes resulted in an overall increase
from 79 to 87 in the number of countries whose trade systems could be classified as “open”, while there
has been a decline from 38 to 33 in the number of countries that could be classified as “restrictive” (the
remaining countries are classified as “moderate”).
(iv)

Towards a new Round

18.
Trade and investment is being liberalised in several ways – autonomously, in regional integration
arrangements and in the context of multilateral negotiations. Since the mid-1980s, over 60 developing
countries have autonomously lowered their trade barriers. This enables them to capture immediate benefits
from liberalisation and integrate trade liberalisation into coherent economic reform strategies.
19.
Multilateral liberalisation can provide additional benefits. Domestic public support for
liberalisation measures can be easier to secure when liberalisation is part of a global effort. And the
benefits are greater when a country’s liberalisation is accompanied by liberalisation from others. Measures
taken within the framework of transparent and binding rules-based liberalisation also provide insurance
against protectionist pressures, and can add credibility to individual countries' liberalisation process.
20.
The next WTO Ministerial Conference, to be held in late 1999, will consider whether to launch a
new Round of multilateral trade negotiations. OECD countries support a new Round of trade negotiations
to further relax impediments to the movements of goods and services across countries, and as a stimulus to
global economic activity.
21.
While developing countries generally support trade and investment liberalisation, some still have
reservations about a new Round, which they fear will be dominated by the interests of developed
countries. Some are concerned that a new Round might divert attention from the scheduled
implementation of commitments agreed during the Uruguay Round. These include the expected
elimination by 2005 of quotas on imports of textiles and clothing, the implementation of guidelines in the
areas of trade-related investment measures (TRIMs), trade-related aspects of intellectual property rights
(TRIPs) and agriculture. Furthermore, under the Uruguay Round a range of selective negotiations, in the
areas of trade in agriculture, trade in services and aspects of intellectual property, was already scheduled.
22.
It is worth noting that similar reservations were also expressed prior to the launch of the Uruguay
Round. In the event, developing countries participated actively in the Round and achieved some
considerable success. For example, the participation of some major developing countries in the Cairns
Group played a critical role in getting agriculture on the agenda. Developing countries also managed to
negotiate the phasing out of the Multi-fibre Agreement, which was one of the most costly trade restrictions
against their exports. In the end, developing countries gained much more out of the Uruguay Round than
they had anticipated.9
23.
A new Round of multilateral trade negotiations has the potential to offer great benefits to all
countries. OECD countries need to show leadership in ensuring that the interests of all countries –
developed, developing and transition economies – are taken into account. In this regard, OECD countries
have a responsibility to consider the effect of their own policies on developing and transition economies,
especially regarding market access. It is also important to support capacity-building in developing
8.

IMF (1999a).

9.

Srinivasan (1988) and Safadi and Laird (1996).
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countries, and to accord particular priority to supporting growth in LDCs. The objectives for a Round
should be to achieve substantial liberalisation, to further strengthen and consolidate the institutional and
legal framework of the WTO, to keep its agenda relevant to rapid changes in the world economy, to
advance thereby sustainable development and to ensure a fair and more open multilateral system that
works for the benefit and welfare of all its Members and their peoples.
III.

Benefits of open trade and investment for economic development

24.
Economies with open trade and investment can: (i) specialise in what they are best at; (ii) create
competitive industries; (iii) stimulate domestic and foreign investment; (iv) exploit economies of scale;
and (v) benefit from transfers of knowledge, technology and organisational capacities, through access to
new products and processes.
25.
Careful interpretation should be made of the empirical evidence of the relationship between
external openness and economic development. As always, there are exceptions to the observable pattern.
However, empirical evidence confirms that the record of growth and poverty reduction achieved by
developing countries which have liberalised trade and investment stands as one of the more remarkable
episodes in the history of economic development. Open trade and investment have been beneficial for
development, when accompanied by a coherent set of growth-oriented macroeconomic and structural
policies, capacity-building, adequate social policy and good governance.
•

Open economies have grown significantly faster than closed economies over sustained
periods of time. Indeed, there are no recent examples of countries achieving sustained high
rates of economic growth on the basis of “closed” economies. Almost all studies show trade
policy to be a significant explanatory factor in growth, in association with sound
macroeconomic and structural policies. For example, a study covering 89 developing
economies found that per capita income growth of 15 “open economies” averaged some
4½ per cent over the period 1970 to 1989, compared with 0.7 per cent for economies that
were not always open over this period.10

•

Income levels of “open” developing economies have been converging towards those of
OECD countries, as the former have achieved substantially higher per capita income growth
than the OECD average (2.3 per cent from 1970-89). On the other hand, income levels of
closed economies have fallen even further behind and income gaps have widened not just
vis-à-vis “open” developing countries, but also the OECD average.

•

The benefits of open trade and investment for economic development do not depend on
initial income levels. Open economies at all levels of development have successfully
increased their participation in world trade. The failure of many developing countries to
generate convergent growth is policy-determined rather than due to low initial levels of
development.11

10 .

Sachs, Jeffrey and Andrew Warner (1995). “Openness” was broadly defined to mean a decisive shift away
from state-led industrialisation with high levels of protection which was the dominant development model
adopted after World War II. An economy was classified as “closed” if it had any one of the following
features: non-tariff barriers covering 40 per cent or more of trade; average tariff rates of 40 per cent or
more; a black market exchange rate more than 20 per cent below the official rate; a socialist economic
system; a state monopoly on major exports.

11 .

Low, Patrick, M. Olarraega and J. Suarez (1998).
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IV.

•

With open trade and investment generating higher growth, the evidence is that this growth
has also been associated with reductions in poverty. For example, in a range of developing
countries, 77 out of 88 decade-long periods of growth were accompanied by reductions in
poverty. Indeed, on average the income of the poor tends to grow proportionately to the
average income of the entire population, although there are cases where the income of the
poor grows more slowly and more quickly than the average. In countries where incomes are
initially fairly unequal, higher openness and growth work to reduce these inequalities,
whereas in countries where incomes are initially fairly equal, higher openness and growth
tend to make income shares less equal.12

•

As open trade and investment has contributed to economic development, there has also been
a positive association over time between successfully sustained trade reforms and
improvements in core labour standards.13

Some country experiences

26.
While the general conclusions are clear, the experiences of developing and transition economies
with open trade and investment are quite diverse. No country has perfectly open trade and investment
regimes. Specific interventions have often been used: some with apparent success, and some with
dramatic failure. And relative openness has generally been achieved progressively. The evidence suggests
that to reap the full benefits of open trade and investment, it must be part of a coherent set of policies and
reforms. And positive developments can result from liberalisation and structural reform as a response to
economic crisis. This section presents some experiences of Korea, Mexico, some transition economies, the
ASEAN4 (Indonesia, Malaysia, the Philippines and Thailand), Chile and the LDCs.
(i)

Korea

27.
Korea’s rapid export-oriented economic development was accompanied by extensive government
intervention in the form of export promotion, import restrictions, subsidies and credit allocation.14 Trade
played a powerful role in Korea’s development, through specialisation of production, economies of scale,
the establishment of new industries and acquisition of new technology. Exporters relied on foreign buyers
for product-design technology and for product improvement. This was particularly important since FDI, a
common source of technology transfer, was greatly restricted in Korea.
28.
This development record gave rise to two schools of thought – commonly labelled as neoclassical and revisionist. The neo-classical interpretation stresses the importance of getting the economic
fundamentals right and attributes Korea’s outstanding performance to its high level of investment, its
sound fiscal policies, its heavy investment in education and its relative degree of openness to world
markets. The revisionist interpretation, in contrast, argues that the government was able to improve the
market outcome and accelerate economic growth by deliberately distorting prices and incentives.
29.
The pattern of Korean growth over the past 35 years suggests that government interventions to
distort prices and incentives were not a key factor in accelerating growth. Despite government policies to
12 .

Deininger, K. and L. Squire (1996).

13 .

OECD (1997), WTO (1998).

14 .

OECD, Economic Surveys of Korea, 1994, 1996, 1998.
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promote heavy and chemical industries, some of these industries had difficulty in becoming internationally
competitive, and contributed to some of the vulnerabilities that led to the recent financial crisis. Other
industries, such as electronics, have developed successfully with much less government guidance.
Moreover, it is difficult to see major changes in Korea’s economic performance over a long period with
markedly different industry policies, but fairly stable economic fundamentals. A common factor in each
phase of industrial policy, which limited the harmful effects of distorted prices and incentives, was the
emphasis placed on exports as a criteria for firms that received credit and other forms of government
assistance. Also, Korea had many other strengths, notably in the area of education and high savings and
investment.
30.
In the early 1980s, when worldwide recession and inflation struck, Korea’s macroeconomic
stabilisation programme was accompanied by liberalisation of structural policies, including substantial
import liberalisation. The government was concerned about the adverse effects of extensive interventions
on economic efficiency, particularly problems of over-investment in certain favoured sectors, which
emerged in the wake of the heavy and chemical industries drive. Contrary to initial intentions, measures to
liberalise financial markets and capital flows were much more limited. Reform efforts suffered from
resistance by domestic vested interests and lack of political will to implement reforms.
31.
Korea then returned to rapid economic development. While exports continued to play a leading
role, in conjunction with Korea’s underlying economic strengths, the government retained a dirigiste
approach. As was ultimately evident in the recent financial crisis, this led to a dichotomy between on the
one hand, strong economic growth, and on the other, weak profitability, an excessively indebted corporate
sector and a poorly –supervised, shaky financial sector. These weaknesses stemmed from the fact that
banks and corporations were linked closely with the government in a web of implicit guarantees that led to
excessive risk-taking, over-investment and insufficient attention to credit and exchange rate risks. In
addition, weak corporate governance practices led firms to emphasise size rather than creating shareholder
value. Overall, this led to excess capacities in heavy industry, many bad loans and consequent banking
sector difficulties.
32.
The government-led development strategy, which had success in the 1970s and 1980s, proved illsuited for an environment of global competition in the 1990s. The new Korean President capitalised on the
financial crisis to rally public support for economic reform. Korea has made an impressive start in laying
the groundwork for a more market-based paradigm, by exposing the economy more fully to competitive
forces and introducing more effective governance structures into financial institutions and the corporate
sector. Its dramatic reform measures include radically opening its capital account, racing well ahead of its
accession-obligations under the OECD codes.
33.
Korea is already rebounding from the crisis. The Korean won, which was essentially stable in the
second half of 1998, has been on an upward trend in the first part of 1999, foreign capital has begun to
flow back in very rapidly, including FDI, and stock prices have doubled since November 1998. GDP,
which fell by almost 6 per cent in 1998, could grow by 4 ½ per cent in 1999. As in the early 1980s, Korea
is again adjusting successfully to economic crisis thanks to liberalisation and structural reform. If
sustained and deepened, these reforms would allow Korea to return to a high growth path by fully
exploiting the benefits of open trade and investment.
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(ii)

Mexico

34.
Mexico has undergone an economic transformation in the last decade and a half that is
extraordinary by any standards.15 Before 1982, Mexico relied heavily on import-substitution policies,
emphasising industrialisation and infrastructure development. Fledgling industries were shielded from
import competition, and the costs of this protection were born by established economic activities.
35.
Trade and foreign investment were carefully managed to protect infant industries. The
overvaluation of the exchange rate allowed relatively cheap imports of essential industrial inputs, while
less essential imports were physically rationed or excluded altogether. While these policies contributed to
the establishment of an industrial base and the modernisation of the Mexican economy, their long-term
success would inevitably be compromised by the limited size of the domestic market, and by inefficiency
and a lack of competitiveness in several branches of economic activity. As most new industries
concentrated on supplying the domestic market, exports played a limited role in economic growth, and
were highly concentrated in the oil sector. By the time of the 1982 debt crisis, growth was already being
hampered by the intrinsic limitations of the previous policies.
36.
The trigger for an open trade and investment strategy, and other structural reforms was the
problems of the 1980s, as the debt crisis was followed by five years of economic stagnation. Negotiation
of an incomes policy stabilisation programme facilitated inflation reduction, which was also favoured by
decisive trade and investment liberalisation and privatisation. Most state-owned enterprises were
privatised, and new opportunities were opened for national and foreign investment in infrastructure. A
modern competition law adopted in 1993 created an over-arching framework for market-based principles.
Domestic reforms were underpinned by international commitments as Mexico joined the GATT, APEC
and the OECD, and signed NAFTA and other free trade agreements.
37.
To a great extent the liberalisation strategy worked. The economy returned to growth, with
exports of manufactures playing an important role. Inflation fell continuously, large fiscal deficits were
eliminated and the stock of government debt was reduced to one of the lowest levels in the OECD.
Renewed confidence on the part of investors led to a rapid rise in capital flows, including FDI.
38.
However, the Achilles heel remained the external accounts. Despite debt reduction efforts, the
still outstanding debt required retaining confidence of foreign and domestic investors. And Mexico’s
inflation rate, while declining, remained above that of its trading partners, resulting in an underlying trend
of real exchange rate appreciation. This trend was exacerbated by rapid growth in consumption and
investment, thanks to the expansion of credit following financial sector reforms and large capital flows.
39.
The result was a growing current account deficit -- from an average of 3 per cent of GDP in
1989-90 to 8 per cent in 1994 -- as exports began to slow and imports accelerated. The peso then came
under increasing pressure, as capital outflows began to occur in mid-1994 at a time of internal political
shocks and high US interest rates. Ultimately, the government was forced to devalue and then float the
peso in December 1994, and Mexico entered its second major financial crisis in as many decades. The
immediate consequences were devastating. The peso fell by 76 per cent against the dollar between
December 1994 and May 1995, the stock market crashed by 40 per cent. And in 1995, GDP fell by 6.2 per
cent, while real wages, consumption and investment fell even more, and almost 800,000 jobs were lost in
the formal sector.
40.
The financial crisis presented the danger of protectionist measures. But, instead of halting
reforms, the new crisis reaffirmed Mexico’s strong political willingness to continue reforming. Mexico
15 .
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signed free trade agreements with several Latin American countries, and opened several sectors previously
closed to foreign investment (such as telecommunications and railroads). Mexico’s trade and investment
policies also benefited from international commitments such as the WTO and NAFTA. Structural change
was accelerated by renovation in the political and public governance landscape, and by a government-wide
deregulation programme that has been whittling away the myriad of forms in which the government
intervened in economic activity. In the five years since Mexico signed the NAFTA in 1993, FDI averaged
$10.5 billion/year, whereas in the five years before the agreement, FDI averaged less than $5 billion/year.
41.
The Mexican government’s stabilisation programme, buttressed by a package of international
liquidity support, was a key factor in economic recovery. The Mexican economy rebounded quickly and
strongly from the crisis of 1994/95. GDP growth averaged 5.6 per cent from 1996 to 1998. Close to 2
million jobs were created from late 1995 through 1997, with exports accounting for most of the jobs
created since 1995.
42.
A number of features differentiate the recovery since 1995 from the one following the 1982 debt
crisis. In the current cycle, exports have not been the only engine of growth. Investment, particularly in
export-oriented firms, has also expanded at very rapid rates, followed more recently by private
consumption. Moreover, the longevity of the export boom has been different. While in the initial stages of
both cycles Mexican producers were able to re-orient their activities towards the export sector, in 1982-85
the export boom fizzled out as soon as domestic demand started to recover. This was due to the fact that
productive capacity had not been increased sufficiently and the manufacturing export base was narrow. In
the current upswing, on the other hand, high levels of capacity created by several years of buoyant
investment in export-oriented firms have allowed the rapid expansion of exports to continue even as
domestic demand picked up. Finally, while high import tariffs and quotas were used to face the 1982
crisis, imports were not restricted on this occasion, so as to favour access to inputs and facilitate recovery.
43.
The international financial crisis and the fall in oil prices in 1998 caused the peso to depreciate
and required successive tightenings of macroeconomic policies to preserve confidence and curb the
deterioration of the external balance. While output growth is expected to slow down in 1999, with a
progressive return of confidence in international financial markets, it is expected to strengthen again in
2000. Compared with the situation in 1994, the exchange rate is now floating and the authorities are
committed to taking action to stabilise the economy. The last year has shown that it is now possible to deal
with external shocks in a more timely and, hence, effective way than in the past. Further, Mexico’s solid
economic fundamentals have enabled international investors to differentiate it from other countries in the
context of the recent financial instability.
44.
The experience of Mexico indicates the positive developments that can result from stabilisation,
liberalisation and structural reforms as a response to economic crisis. However, to strengthen further the
resilience of the Mexican economy to shocks and improve the foundations for sustainable economic
growth, an important policy agenda remains ahead, particularly in the areas of physical infrastructure and
human capital development, where the social and economic returns are potentially high.
(iii)

Transition economies

45.
Trade and investment liberalisation was an integral part of the 'first generation' of economic
reforms implemented by transition economies after the fall of the communist system. 16 The opening of
their economies to the outside world was considered critical to overcome the legacies of central planning,
notably a distorted and administered price system, lagging productivity and technological backwardness.
16 .
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46.
Such liberalisation must however occur concurrently with wide-ranging structural transformation
in order to sustain and build on progress as it occurs. Privatisation and competition policy are key, as they
facilitate the entry of new firms and discourage market concentration that might allow protectionist
alliances among major producers to emerge. Labour market policies also support liberalisation by
encouraging the mobility of the workforce, especially from inefficient to internationally-competitive
sectors and firms. Structural improvements in the banking system (and capital markets more generally, in
light of the prospective important of portfolio flows) also facilitate liberalisation, since poorly functioning
banks reduce the efficiency of foreign-trade operations and make the financing of modernisation
requirements difficult and expensive. A solid legal foundation, with clear and predictable regulations, is
another prerequisite, as legal uncertainty and the inadequate enforcement of contracts discourage firms
from investing and modernising their production facilities.
47.
The extent of trade and investment reform has varied from country to country, reflecting
differences in initial economic conditions and the approach taken to reform. The central and eastern
European countries (CEECs) had fewer impediments than the other ex-communist territories, more rapid
and successful macroeconomic stabilisation and geographical proximity to alternative markets, all of which
facilitated rapid progress in trade and investment liberalisation.
48.
Dynamic exports and large flows of FDI have been a strong growth factor for those CEECs that
have undertaken substantial and wide-ranging structural reforms. Over the last five years, exports have
grown particularly strongly for Hungary (annual average growth rate of 21 per cent), Poland (13 per cent)
and the Czech Republic (10 per cent). And following the contractions in foreign trade that resulted from
the collapse of the Council for Mutual Economic Assistance (CMEA), exports have also been successfully
redirected to western markets, which are now the destination for two-thirds or more of exports. These
same economies have also managed to attract large amounts of FDI over the period 1990 to 1998 (Poland - $23 billion, Hungary - $17 billion and Czech Republic -- $7 billion), which has played an important role
in enhancing economic efficiency.
49.
Trade and investment liberalisation has faced more serious obstacles in the New Independent
States of the ex-Soviet Union (NIS). While most CEECs had been liberalising, to some degree, policies
for trade with the West since the 1960s, the Soviet Union remained essentially a closed economy. The
Soviet Union also possessed a structure of manufacturing that was relatively less favourable for
international competitiveness, including a high concentration in the defence industry. Its dependency on
cheap energy was also a very important factor, and partly explains why the economic contraction was so
severe following liberalisation in 1992. Further, attitudes and legislation in the area of FDI have been
more problematic in much of the NIS relative to the CEECs.
50.
The NIS, with the exception of Russia, were less familiar with applying basic trade instruments
and inexperienced with the laws and institutions of trade and investment policies. Moreover, their uneven
progress in macro-economic stabilisation, high inflation rates and volatile exchange rates have continued to
blur price signals, thus preventing domestic producers from adopting longer-term strategies. Delays in
structural reforms - privatisation and competition policy in particular - have also hampered trade and
investment liberalisation, since powerful sector-specific lobbies with privileged links to governments (in
the automobile sector, for instance) often resist liberalisation efforts.
51.
Support by OECD countries has been very important for trade reform in the NIS and CEECs. In
1990-93, these countries were granted most-favoured nation (MFN) status and general system of
preferences (GSP) benefits, and most quantitative restrictions that targeted former socialist countries were
eliminated. Preferential trade agreements have improved market access, especially after the signature of
the comprehensive and far-reaching Europe Agreements concluded between ten CEECs (including the
Baltic states) and the European Union. Nevertheless, a range of restrictive measures continues to hamper
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exporters in the CEECs and NIS. These restrictions are often concentrated in so-called ’sensitive sectors’,
such as agricultural products, steel, footwear, textiles and clothing. These are still subject to relatively high
tariff and non-tariff barriers, while some transition countries would appear to have considerable export
potential in these areas.
52.
Recent economic and trade performance of individual transition countries, in particular their
resistance to contagion effects of the financial crises in Russia, East Asia and Brazil, has benefited from
their macroeconomic stabilisation efforts, and structural reforms which have strengthened their resilience
to shocks, as well as their success in reorienting and diversifying their exports and attracting durable
investment flows. For instance, both Hungary and Poland weathered the financial market turmoil
surrounding the Russian crisis with limited permanent impact, and in 1998 achieved growth rates among
the highest in the OECD area, notwithstanding some slowdown in export growth.17
(iv)

ASEAN4

53.
FDI has played an important role in the economic development of Indonesia, Malaysia, the
Philippines and Thailand (ASEAN4), particularly in export sectors like electronics and automobiles, and
has been an important stable source of capital during the recent financial crisis.18 It has helped transform
these economies from exporters of agricultural products and raw materials, into major producers and
exporters of manufactured goods. The ASEAN4 have collectively become among the most important
destinations for FDI outside of the OECD area.
54.
FDI, like other capital flows, facilitates investment beyond what could be achieved by domestic
savings alone. In addition, FDI can enhance the level of competition in an economy and bring in ideas,
innovations, expertise and other forms of technology. Multinational enterprises, with their global network
of affiliates, can also channel exports from the host country to affiliates elsewhere in the form of intra-firm
trade. Nevertheless, experience with FDI shows that these benefits are not necessarily automatic.
55.
The ASEAN4 have, to varying degrees, welcomed inward investment for its contribution to
exports. Indeed, aggressive attempts have been made to promote export-oriented investments, particularly
those locating in export processing zones, which are given numerous incentives in all four countries,
including automatic approvals, land ownership, the possibility of full control of the affiliate, tax holidays
and duty free imports of components.
56.
But, this has led to a dualist policy towards inward investment. In spite of openness to exportoriented projects, these countries still maintain numerous restrictions on inward investment for domestic
market-oriented projects. All four countries routinely screen inward investment; some sectors are
proscribed for foreign investors; equity limits often apply in other sectors and for acquisitions of local
companies; and land ownership is sometimes restricted.
57.
These restrictions have served to protect inefficient local producers, to limit the local content of
exports and to impede potential technology transfers. The ASEAN4 have not always managed to translate
economic growth through FDI into something more durable which builds on existing indigenous
capabilities. An important mechanism for technology transfer is through the linkages between firms, as
local firms co-operate with foreign investors either as joint venture partners or as suppliers. Government
efforts to enhance these linkages have not often been successful. Another reason for the poor performance
in technology transfer is that the capacity of local workers and management to employ foreign technologies
17 .
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is weak. In sum, selective openness and policy deficiencies in other areas mean that the benefits of open
trade and investment can not be fully captured.
58.
A number of reform measures have been undertaken as a result of the crisis. Nevertheless, it is
perhaps surprising (given the urgent need to bring in capital and to recapitalise local firms) how difficult it
has been to pass legislation through parliaments -- local business interests sometimes represent a powerful
lobby against any changes. Further, there is a risk that policymakers’ preoccupation with crisis
management will divert attention away from developing human resource and infrastructure capacities.
(v)

Chile

59.
Perhaps no other country better reflects the rapid and difficult political and economic
transformations that have occurred in Latin America over the last two decades or so.19 Until the early
1970s, Chile had pursued an import substitution strategy for four decades, which resulted in increasingly
poor economic performance and growing macroeconomic imbalances. It then went through two periods of
deep structural reforms (including trade and investment) and macroeconomic stabilisation efforts (1975-80
and 1986 to date) separated by a period of financial crisis (1980-82) during which some reforms were
reversed and priority was given to stabilisation policies.
60.
In 1974/75, the Chilean government launched a very impressive trade and investment
liberalisation programme. It also undertook a large number of other reform measures, including
privatisation, deregulation, abolishing the multiple exchange rate regime and fiscal tightening. In 1979, the
government began pegging the nominal exchange rate to the US dollar, as an anchor against inflation.
However, since domestic inflation remained higher than international inflation, the exchange rate gradually
appreciated in real terms. The gradual overvaluation of the currency stifled the export sector, and slowed
down adjustment in the import competing sector, and the current account reached record high levels.
61.
Pegging the exchange rate to an international currency can help restore confidence in the
currency and encourage capital repatriation. But it must be backed by appropriate macroeconomic and
structural policies. Otherwise, the real exchange rate can appreciate and undermine the objectives of trade
and investment liberalisation, and other structural reforms. The large current account deficit was financed
by foreign borrowing, and Chile like many other Latin American countries found itself in a debt crisis in
1982.
62.
Management of the crisis involved strong stabilisation policies, and in the initial stages some
trade policy reversals in an effort to reduce the large balance of payments deficit. The uniform tariff rate
increased from 10 per cent to 20 per cent in 1983, and then to 35 per cent in 1984 as a means of generating
higher government revenues and sharply reducing imports.
63.
In 1985, Chile resumed an adjustment programme focused on export-oriented growth. Import
barriers were then progressively reduced, many regulatory reforms undertaken, FDI laws liberalised,
capital markets liberalised, bank supervision strengthened, and privatisation renewed. To complement the
structural adjustment and trade reform measures, the macroeconomic policy mix aimed at achieving a
competitive real exchange rate, and stable fiscal and monetary policies.
64.
Chile’s economic performance over the last decade has been remarkably strong, thanks to a
combination of prudent fiscal and monetary policies, stringent financial sector supervision, important
structural reforms, trade and investment liberalisation, and efforts to improve social conditions. However,
19 .
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reform policies during the 1990s have given priority to macroeconomic stability; structural reform
initiatives have been less intense than in the 1980s. The gradual approach to the opening of the capital
account and the introduction of restrictions to short-term capital inflows in 1991 (the URR or encaje, now
in suspension) provide an illustration. Governments of the 1990s have also focused on human resource
development as a means of supporting long term, sustainable growth.
65.
Between 1989 and 1997, GDP doubled in real terms (although Chile has been in recession over
the last six months), with strong exports (both copper and non-copper) and FDI playing important roles. In
1998, FDI inflows were $6 billion (about 9 per cent of GDP). Chile has now experienced five consecutive
years of single-digit and continuously declining inflation. And the incidence of poverty has declined
significantly, from nearly 40 per cent of the population in 1990 to 23 per cent in 1996.
66.
Trade and investment liberalisation were ultimately successful, and have been a major factor in
Chile’s strong development over the last decade and a half. But this was made possible by improved
coherence between trade and investment and other structural policies, and fiscal and exchange rate
policies.
(vi)

Can the least developed countries benefit from open trade and investment ?

67.
The LDCs have not, as a group, been able to exploit the potential benefits of open trade and
investment. Trade accounts for a very small percentage of GDP -- LDC exports represent around 9 percent
of GDP versus 24 percent for all developing countries, while LDC imports are around 16 percent of GDP
versus 26 percent for all developing countries. Moreover, LDCs’ share in global exports fell from 0.8 in
1980 to 0.4 percent in 1997.20 A similar story can be told for capital flows. The LDCs have grown more
dependent on official development assistance to finance a growing share of their investment. And average
per capita incomes in the LDCs have stagnated over the last two decades.
68.
Over the last decade, the LDCs have been liberalising their trade and investment policies -although, according to the IMF estimates, their trade policies remain more restrictive than the rest of the
world.21 And real GDP growth improved markedly during 1995-98, compared with the first half of the
decade. However, developments over the last two years have adversely affected growth prospects for the
LDCs, as demand and prices of their exports have fallen, and external financing conditions tightened.
69.
Several factors have been suggested to explain the disappointing longer term performance of the
LDCs: (a) high concentration of exports in commodities with a declining share in world trade and weak
prices; (b) the structure of trade barriers facing LDC exports; and (c) weak domestic supply capacities. In
fact, while LDC exports are highly concentrated on commodities -- just 20 products account for almost 70
percent of total exports -- LDCs have also suffered significant losses of market shares for their exports.
Significant trade barriers exist in areas where the LDCs have a potential comparative advantage, notably
agriculture and textiles. At the same time, trade preferences can give LDC exporters an edge over a large
number of competitors.
70.
The benefits from trade and investment liberalisation, and access to foreign markets do not come
automatically, and require strong domestic policy frameworks. Most of the LDCs, face very difficult
conditions, such as low human capital, poor resource bases, and political instability - including civil wars
and regional conflicts. And high growth rates of population have undermined efforts to increase the
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average levels of education and health. These factors have inhibited growth prospects, as have their high
levels of debt, macroeconomic instability, poor governance and commodity price shocks.
71.
Thus, in addition to liberalising their trade and investment policies, the LDCs need to reform
many areas of public policy, especially to achieve universal access to basic social services, notably quality
basic education and health care, reproductive health, sanitation and safe drinking water. Infrastructure is a
particularly crucial issue for participation in the global economy, especially commercial and transport
infrastructure capable of linking with global markets. But export competitiveness is often severely
undermined by high transport costs in highly regulated shipping and airline industries. State of the art
computer links are now indispensable even for very poor countries. Fortunately there are many new ways
of approaching infrastructure provision and financing which developing countries can and are adopting to
meet the large demanding requirements of the future.
72.

What is the role of external assistance in facilitating the development of the LDCs?
•

The emergence of an entrepreneurial economy transforms financing patterns from aid
dependence to reliance on growing domestic savings, supplemented by international
financial markets and foreign direct investment. But this takes time. In the meantime,
official development assistance provides key support for social investment and the
strengthening of participatory development and good governance. This highlights the
importance of substantial levels of official development assistance, in particular for the
poorest countries, as a means of helping developing countries maximise their prospects for
growth.

•

Development co-operation is also focusing on capacity-building, from infrastructure and
institutions, to health care, education and social policy.
To strengthen capacity
development, the October 1997 WTO High Level Meeting established an Integrated
Framework for Least Developed Countries Trade Development. This provides for the first
time a systematic approach to helping LDCs to assess their needs and to co-ordinate
technical assistance in three areas: the management of trade policy; export supply
capabilities; and trade support services.

•

The international community has been implementing debt relief through the Initiative for
Heavily Indebted Poor Countries (HIPC). This will only be effective if it complements and
reinforces the reform efforts of debtor countries and lead to an increase in resource flows. It
is necessary, however, to re-establish the creditworthiness of highly indebted countries, in
order to underpin private sector-led development, as well as to create the fiscal space for
higher social investment. This underscores the importance of the recent G8 initiative to
further strengthen the HIPC Initiative.

•

Some LDCs claim that they gained little out of the Uruguay Round, have difficulties
implementing Uruguay Round commitments and have hesitations about a possible new
Round of trade negotiations. However, a new Round would also represent a unique
opportunity for addressing the concerns of LDCs and facilitating their integration into the
multilateral system.
---------------------------
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73.
The above cases show that the impact of individual policies will always remain a subject of
discussion, and that fundamentally the overall mix of policies is important. Further, within a basket of
policies, some may be inefficient, and the key to sustained progress is that governments adapt and adjust
these all along the way. Korea and Mexico provide examples of the positive developments that can result
from liberalisation and structural reform as a response to economic crisis. For their part, both Hungary and
Poland have weathered the financial turmoil surrounding the Russian crisis thanks to previous
macroeconomic stabilisation efforts and success in reorienting and diversifying their exports and attracting
durable investment flows.
74.
Overall, open trade and investment must be part of a coherent and mutually reinforcing set of
policies and reforms in order to capture its full benefits for rapid and sustainable economic development.
However, the ASEAN4 have not been fully capturing the benefits of trade and investment due to selective
openness and other policy deficiencies. Over the last decade and a half, Chile has reaped large benefits
from trade and investment, thanks to improved coherence between trade and investment, and macro and
structural policies. In the case of the LDCs, it will be necessary to strengthen greatly domestic policy
frameworks to reap the full benefits of trade and investment. But external assistance also has an important
role to play, notably through additional debt relief under appropriate conditions for deeply indebted
developing countries.
V.

What other policy challenges must be tackled for benefiting from open trade and
investment?

75.
It goes without saying that developing countries are at various stages of development. One-size
policies won’t fit all. The domestic policy challenges for realising the benefits of open trade and
investment can differ greatly between developing countries.
76.
Experience has shown that policy success is not necessary in all areas in order to benefit from
open trade and investment, although a minimum threshold of good policies is required. Nevertheless, as
evidenced by recent financial crises, policy deficiencies in certain areas can create serious fragilities and
vulnerabilities.
77.
This section reviews some of the key policy challenges for reaping fully the benefits of open
trade and investment.
(i)

Macroeconomic stability

78.
Stable and sustainable macroeconomic policy is a precondition for taking full advantage of the
opportunities offered by globalisation, as well as for successful structural reform. Recent financial crises
have highlighted the importance of avoiding large external imbalances and overvalued exchange rates.
Low inflation rates and sustainable fiscal positions reduce the riskiness and improve the allocation of
savings and investment, thereby stimulating economic development.
79.
In East Asia, many governments have had great success in achieving low inflation and budget
surpluses. This has been in sharp contrast to Latin America, where many countries were plagued by
hyperinflation in the 1980s. Most Latin American countries have since made dramatic progress in
stabilising, liberalising and restructuring their economies. But the process of stabilising fiscal and
monetary imbalances has not always been easy, as the problems in Brazil testify. In many of the LDCs,
macroeconomic stability remains elusive, with many countries suffering from high debt burdens.
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(ii)

Governance

80.
The key to the emergence of a vibrant market economy in a developing country (and historically
in OECD countries) is the quality of governance and the level of trust among networks of economic actors.
How successfully and how generally the market economy is able to spread in a country depends on the
degree of peace and security, the existence of predictable, clean and accountable government, and the rule
of law backed up by an effective legal system.
81.

The main elements of better systems of governance are:
•

an institutional and legal framework which supports the emergence of an enterprise-based
economy and an efficient public sector;

•

rising levels of participation in economic and political life as a basis for broadly-based
growth, social cohesion and effective democratic institutions;

•

the development of a competitive environment which enhances the efficient functioning of
markets;

•

a good corporate governance framework providing for transparency of corporate structures
and operations and the accountability of management; and

•

vigorous action to fight corruption and organised crime.

82.
There has been a general recognition within most countries that real economic benefits flow from
improving the institutional and policy environment. But the speed and nature of the transition to better
institutions is uneven. In East Asia, democracy has gained ground and governance issues generally are
being addressed more openly. At the same time, there is still an important agenda of governance issues
ahead for some countries in the region. The 1980s were a watershed for many Latin American countries.
Democratically elected governments began to replace military dictatorships. In many of the developing
countries at risk of being marginalised in the global economy, the requirements for good governance are
seriously compromised or even effectively absent.
(iii)

Financial and corporate sector strengthening

83.
The recent financial crisis has highlighted the importance of a number of policy requirements for
strengthening financial and corporate sectors in developing countries (as well as the need for more sound
behaviour by OECD private investors and creditors), namely:
•

modernising and strengthening financial systems and upgrading regulatory and supervisory
frameworks to encourage rigorous risk assessment and market discipline through increased
disclosure and transparency; and ensuring that regulators and supervisors have the resources
and support to do their job effectively; and

•

reforming systems of corporate governance, competition policy and taxation, and countering
bribery.

84.
The liberalisation of financial services brings in the expertise of foreign institutions to help
strengthen the capacity in developing countries to manage these flows and operate local financial markets
effectively. It is also certain that well-functioning domestic financial markets are supported by
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macroeconomic stability, and flexible product and labour markets, which can help reduce the cost of
adjustment of the real sector in the event of adverse financial shocks.
(iv)

Human resource development

85.
Human resource development can have a significant positive impact on economic growth in open
economies, but far less in closed economies.22 This is an area where many East Asian governments have
had great success. It has been estimated that high school enrolment rates in East Asia accounted for 38 per
cent of the predicted difference in economic growth between East Asia and Latin America in 1960-90.23
Many of the high growth economies in East Asia have had the combination of outward-oriented policies
and high literacy rates. This was notably the case in Korea, whose literacy rate was already 71 per cent in
1960 compared with an average of 29 per cent in other low-income countries.24 By contrast, Argentina,
which pursued inward-looking policies, was unable to achieve sustainable economic growth until the last
decade, despite its well-educated population.
86.
However, even before the present financial crisis, strains were already showing in East Asia,
especially in Thailand and Indonesia, with shortages in the supply of skilled labour. In Latin America,
most countries suffer from persistent income disparities, and have a challenging agenda for human
resource development. Among many of the poorer countries, high growth rates of population have
undermined efforts to increase the average levels of education.
(v)

Managing adjustment

87.
Successful economic development involves major structural adjustment, through a
comprehensive process of societal change, with wide-ranging economic, social and political dimensions.
Government policies stimulate these adjustment processes, when development is promoted through
liberalisation of both trade and investment policies, and other reforms. In a rapidly growing economy,
these policies can indeed facilitate the freeing of resources to other sectors and relieve resource
bottlenecks. The experience of the emerging economies of East Asia shows rapid development and
structural change can take place, while maintaining very low rates of unemployment.
88.
Nevertheless, concerns are often expressed about the pace of trade and investment liberalisation,
as much as the direction of policy change. Liberalisation is not always and everywhere painless, and can
create hardship for some workers, firms, and the communities in which they are located. The key
challenge is to spread the gains from expanded trade and investment more widely in the population and
across countries through effective structural adjustment policies, and the development of new social
frameworks and safety nets.
89.
A system of social protection is a central ingredient of public action to help provide safeguards
against adverse shocks, especially for those at risk of irreversible declines in their human, social or
physical assets. It is important that formal social protection be designed in a fashion that does not give
incentives for permanent dependency, and integrated into policies to get people into employment.
However, in most developing countries, the bulk of the population falls outside formal systems of social
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protection. They rely primarily on family and community-based mechanisms for managing risk and caring
for those excluded from economic progress.
90.
Such informal mechanisms of risk management and protection are especially under stress in the
context of local or economy-wide shocks. Hence, in addition to systems for the formal sector, it is critical
to develop policies and institutions that extend access to basic services, and strengthen risk management
for the vulnerable – and which do so in a fashion that is consistent with a country’s level of development,
designed to be sustainable, and supportive of informal mechanisms.
VI.

Trade, investment and development, and the environment

91.
Trade, investment, and rapid technological advances are changing the nature and the level of
environmental stresses in both developing and developed countries.25 In some circumstances, open trade
and investment policies will contribute to improved environmental conditions. They do this by improving
the efficiency of environmental resource use, by reducing existing distortions which may already be
damaging the environment, and by promoting the development, transfer, and adoption of more
environmentally-friendly technologies.
92.
On the other hand, liberalisation will also amplify and/or redistribute environmental pressures in
certain areas of economic activity. These “scale” and “structural” effects” are most likely to appear in
economic sectors where high-volume/low-margin products closely related to the exploitation of the natural
environment are involved (e.g. resource-using sectors).
93.
The challenge will be to reduce the potential negative environmental effects of liberalisation, and
to promote the positive ones. Developing countries may be particularly vulnerable to the environmental
pressures associated with liberalisation, for two basic reasons. First, the local governance situation in
developing countries may be relatively weak, implying that local environmental regulations will not
always be set (or enforced) at levels which provide adequate environmental protection. Second, the
relative weight of developing countries in generating global environmental pressures seems likely to grow
in the future, as these economies develop. (The non-OECD share of world GDP could rise from about 40
per cent in 1995, to over 60 per cent in 202026.) If these shifts come to pass, the developing countries may
come under increasing economic pressure from the developed countries to reduce the related
environmental stresses on the regional or global environments.
94.
The empirical evidence of the environmental effects of open trade and investment policies is
mixed. There have been cases reported of environmental harm associated with liberalised investment or
trade flows (again, most notably in the natural resource-using sectors). Against that, there is also evidence
that foreign firms or products commonly embody better environmental practices and technologies. For
example, foreign firms are often the first to respond to consumer pressures for “greener” products or
production methods. On balance, available evidence is not yet conclusive about the net environmental
effects of liberalisation.
95.
The institutional and regulatory context in which the trade and investment takes place is clearly a
critical determinant of these net environmental effects, and thus, of the sustainability of economic
development. Establishing sound national policies and institutional frameworks for environmental
management in developing countries is therefore necessary if the material gains from intensified trade and
investment flows are to strengthen environmental progress.
25 .
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96.
However, many developing countries, and particularly the LDCs, still lack the basic capacity to
establish and enforce appropriate laws and regulations. Important weaknesses include a lack of regulatory
stability and transparency, as well as a shortage of expertise in areas such as negotiating, contracting and
competitive bidding. In some economic sectors, this may make it more difficult to ensure the necessary
balance of benefits between investors and host countries, and may eventually result in increased pollution
and unsustainable production patterns. Unpredictable regulatory regimes also encourage short-term rentseeking behaviour and act as a deterrent to long-term investment. Accordingly, development co-operation
efforts are seeking to help developing countries establish the economic, legal and regulatory frameworks
necessary to provide a stable and attractive investment climate, while ensuring compliance environmental
rules and safeguards. In partial response to this problem, many developing countries formulated national
strategies for sustainable development, in the wake of the Rio Conference in 1992.
97.
There is also a strong need to improve the coherence of trade, investment, development and
environment policies at national, regional, and international levels, so that they are complementary and
mutually reinforcing. This need is reflected not only in debates about the inclusion of trade measures in
certain multilateral environmental agreements, but also in discussions about the use of certain types of
environmental measures (e.g. eco-labelling and packaging rules) that could act as non-tariff barriers to
trade, by restricting market access. This latter issue is particularly important for developing countries. The
demand for "green" products could result in more opportunities and market advantages for developing
countries in sectors where their traditional products and production methods are “environmentally
friendly”. Against that, stringent and numerous environmental requirements, which do not take account of
regional and local conditions, could serve to hinder trading opportunities in the developing world.
VII.

Role of international co-operation

98.
Today’s globalising world economy generates a coincidence of interests for all countries -- in
pushing ahead with more open trade and investment, and in building strong policies and institutions for a
well-functioning market economy. Strong trade and investment partners are necessary to achieve increased
prosperity, greater political security and environmental sustainability in the 21st century.
99.
All countries – developed, developing and transition -- are working together through the whole
range of international institutions, including the OECD, to secure sustainable development and integrate
successfully into the global economy. In particular, they are seeking to strengthen policies and institutions,
and to address systemic issues at both the national and global levels in order to build a robust global
economy, in which flows of trade, investment and knowledge deliver mutual benefits.
100.
The OECD has a wide range of activities for policy dialogue between Members and nonmembers, which enable non-members to participate in and contribute to the Organisation’s work. The
priority themes are issues of importance for the successful integration of non-member economies into the
international economic system, notably in areas like trade, investment, corporate governance, regulatory
reform, tax policy, competition, fiscal reform, anti-bribery, public sector governance, the environment and
social policy.
101.
OECD Member countries have an important leadership role to play, in light of their predominant
share in world output, trade and capital flows. In this context, the OECD is working with its Member
countries, based on its multi-disciplinary analysis and monitoring and surveillance activities to:
•

Strengthen the framework for international trade flows by resisting protectionist pressures,
maintaining open markets and sustaining the momentum of liberalisation;
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•

Strengthen also the framework for international investment and capital flows; and

•

Survey progress made in the implementation of the OECD Development Partnerships
Strategy – notably for the impact of OECD countries’ policies on the sustainable
development of developing economies.

102.
A priority issue is the preparation for a broad-based new Round of multilateral negotiations. All
countries have a vital stake in a new Round to prepare for the global economy of the 21st century. Recent
tensions have only served to underline that the international system more than ever needs transparent and
binding rules-based liberalisation as a pillar of development and a bulwark against protectionist pressures.
A new Round would also provide an opportunity to integrate more fully the objective of sustainable
development into the multilateral system, thereby ensuring more operationally effective and mutually
reinforcing approaches to trade, environment, development and growth.
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