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comment. In particular, the debate over trade liberalization, growth and
inequality has come under close scrutiny as demonstrations against global-
ization gather pace.
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between globalization, growth and inequality, and assesses how it affects
growth, inequality and poverty in developing and transition countries.
Looking at 11 low and middle income countries, the authors argue that
globalization can actually help reduce poverty and inequity when institu-
tions and physical infrastructures are efficient. Divided into four parts, the
book documents the lessons drawn from case studies on Africa, Latin
America and Central Asia.

Trade, Growth and Inequality in the Era of Globalization will be of interest to
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Preface

Despite growing debate about the effects of liberalization on growth and
equity, studies examining the experience of individual countries in com-
parative perspective remain sparse. While Sharma (2003) provides evid-
ence on the link between, trade, growth and equity by bring together 11
case studies from Asian developing countries, there has not been any com-
parative study for African, Latin American and Central Asian countries —
which emerged after the collapse of the former Soviet Union. Hence, the
idea for this volume emerged in 2003 to fill this gap in the literature and
contribute to the ongoing debate about the effects of trade liberalization
on growth and equity. Given the time and resource constraints, however,
the case studies presented in this volume are limited to 11 developing
countries from Africa, Latin America and Central Asia.

All papers included in this volume are commissioned by leading acade-
mics from Australia, Europe, Latin America and Africa. This volume
would not have seen the light of the day with out their commitment and
cooperation. We are indebted to them. We also take this opportunity to
thank Routledge’s reviewers for very constructive suggestions, as well as
Prema-chandra Athukorala, Chris Manning and Edward Oczkowski for
reviewing some of the papers included in the volume. Last, but not least,
we express our thanks to Hal Hill, the Convenor of the Economics Divi-
sion, Research School of Pacific and Asian Studies at the Australian
National University (ANU), for inviting one of us (Kishor) to be a visiting
scholar while working on this volume. This provided an excellent
opportunity to interact with leading trade and development economists at
the ANU and significantly improved the quality of the volume. We hope
this volume will provide some useful development lessons to students of
development economics and policy makers in Africa, Latin America and
formerly central planned countries of Asia.

Kishor Sharma, Australia
Oliver Morrissey, United Kingdom
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1 Trade, growth and inequality in
the era of globalization

Kishor Sharma and Oliver Morrissey

The second half of the twentieth century witnessed major developments in
international politics and economics. The creation of international institu-
tions (such as the United Nations (UN) system, World Bank and more
recently World Trade Organizations (WTO)), the fall of the Berlin wall
and collapse of the former Soviet Union (FSU), and widespread removal
of barriers to trade and investment by the majority of countries are diverse
examples. These developments have promoted greater integration of the
global economy, reflected in increased mobility of goods, people and
capital between countries. Together with developments in transport and
especially communications, this has significantly increased economic
interdependence among countries, leading to an unprecedented growth
in world output and international trade. For example, from 1947-97,
world output grew sixfold whilst international trade increased 16-fold. In
common parlance the term ‘globalization’ encompasses all of these devel-
opments, and the beneficial and adverse effects associated with them.
Globalization is 2 major phenomenon, open to a variety of interpretations
and the subject of considerable research and comment. This volume con-
centrates on one element of globalization, trade between nations, and
uses case studies to attempt to assess how increased trade affects growth,
inequality and poverty in developing countries (although some of the
countries included may be called transition countries, we adopt the more
general term developing).

Something of a consensus has emerged that to address deep poverty in
developing countries, achieving sustained higher economic growth is
essential (but perhaps not sufficient). A key question is then how to accel-
erate and sustain higher economic growth. The experience of many coun-
tries suggests that achieving higher economic growth through an
inward-oriented development strategy is unsuccessful, either because the
country has a small domestic market or because inward-orientation pro-
motes inefficiency, or both. It has been argued that creating an incentive
for efficient utilization of resources is a key to sustainable growth and
an outward-oriented development strategy is conducive for creating such
an environment (Easterly, 2001; Srinivasan, 2001). When there is an
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incentive for efficient utilization of resources, resources are deployed in
line with a nation’s comparative advantage, leading to efficiency gains.
This can help to sustain higher economic growth and lift millions of
people out of poverty, as suggested by comparing the experience of
growth and poverty reduction in East Asia to the stagnation and increas-
ing poverty in Africa since 1970 (Sala-i-Martin, 2002).

Trade liberalization can contribute to this process, increasing efficiency
both by reducing price distortions and by increasing incentives for
competitive producers. The economic benefits may be limited in the short
run, as domestic producers face increased competition from imports and
exporters need time to respond to new market opportunities. The econo-
metric evidence linking trade liberalization to growth must be interpreted
with caution (Rodrik, 1999), although the evidence linking exports and
growth is strong (Greenaway et al., 1998). Furthermore, there is very little
evidence that trade reduces growth, although liberalization can create
balance of payments problems in poor developing countries (Thirlwall,
2003). Trade liberalization is generally a desirable economic policy
reform, but it does not guarantee growth and any impact on an economy
is conditional on the initial economic structure and the prevailing policy
and institutional environment.

Mainstream economists argue that developing countries have a com-
parative advantage in unskilled labour-intensive products and an outward-
oriented development strategy creates an environment for increasing the
production of such products, leading to an increase in demand for
unskilled labour. This in turn will alleviate poverty by increasing the real
income of the poor and increasing the growth rate (Sharma, 2003). More
rapid growth means more revenue, which will enable the government to
spend more on social welfare programmes, increasing the access of the
poor to basic services. However, the ability of second generation (post-
1980s) liberalizers to increase their exports of labour-intensive products is
limited, mainly due to low supply-side elasticities and restricted access to
the rich countries’ markets, particularly for textile, clothing and agricul-
tural products in which they have a comparative advantage. The supply-
side elasticity is low due to fragmentation of the local product and factor
markets, as well as low levels of physical infrastructure and human capital.
To address the lower levels of human and physical capital, poor countries
need investment in these areas but they lack financial resources to do so.
Ironically, international assistance is on the decline. In real per capita
terms, net official development assistance (aid) disbursements to poor
countries fell by 46 per cent between 1990 and 2000 (UNCTAD, 2002).
This drop in aid may have reduced gross domestic investment in poor
developing countries (see Table 1.3 below), making poverty alleviation a
more challenging task.

Even if developed countries continue to maintain protection, it does
not mean that developing countries should follow the same path. Develop-
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ment experience has shown that barriers to trade and investment retard
growth through inefficiency and rentseeking behaviour and result in a
large welfare loss (it may be that rich countries are better able to absorb
this cost of protection). Developing countries should not postpone liberal-
ization reforms just because they lack efficient institutions or infrastruc-
ture or because developed countries continue to maintain protection in
sensitive sectors. Globalization, however defined, is an actual phenome-
non - it is happening and individual countries must react to this changing
environment (Basu, 2003).

Few countries engage in trade reform in isolation, and typically they
undertake a variety of macroeconomic, trade, exchange rate, price and
fiscal reforms together (see Greenaway and Morrissey, 1993). Con-
sequently, it is very difficult to disentangle the effects of a particular policy
on growth or poverty, or on other performance measures. For example,
devaluation and removal of subsidies could worsen welfare and increase
poverty in the short run, by increasing the prices of goods and services
that the poor consume, even if associated trade reforms aim to increase
returns to productive activity. In principle, a coordinated structural adjust-
ment programme (SAP) can mitigate these adverse effects, although the
success of SAPs is debatable to say the least (e.g. McGillivray and Morris-
sey, 1999). The idea is that domestic economic adjustment, following the
policies that rich countries have long had (Bhagwati, 2004: 223), facilitates
the efficient response of the economy to the improved incentives associ-
ated with trade reform. Aid donors like the World Bank provide resources
to support adjustment, but SAPs have paid insufficient attention to miti-
gating the social problems arising in the process (Stiglitz, 2002; Nayyar,
2002). ‘Regrettably, the World Bank, which is crippled now by overreach
into everything under its so called comprehensive development strategy,
appears to suffer from a lack of appropriate prioritization’ (Bhagwati,
2004: 236).

The experience of the East and South Asian countries over the past few
decades suggests that countries that engage with global integration grow
fast and thereby reduce poverty. For example, in the last four decades Asia
as a whole has doubled its share in world income — from 12.1 per cent in
1960 to 25.9 per cent by 2000 — mainly through a superior growth
performance in East Asia initially and China and India more recently
(Table 1.1). As income grew, at least in part owing to economic liberaliza-
tion, poverty fell. In Africa and Latin America, however, poverty rose
because growth rates were not fast enough to increase savings and invest-
ment. As a result, their shares in the world income either fell, in the case
of Sub-Saharan Africa (the one region of the world where living standards
are probably lower now than they were 30 years ago), or rose marginally in
the case of Latin America (Table 1.1).

The East and South Asian experience also suggests that efficient institu-
tions, infrastructure and good governance are crucial to benefit from
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global integration. The high performing East Asian countries have been
committed to develop these essential ingredients of the market economy.
Effective institutions provide support services to the losers to move from
one economic activity to another by way of training and market informa-
tion, and facilitate increases in economic efficiency (World Bank, 2003).
Good governance is associated with sound macroeconomic policies and a
sound legal system. These are essential ingredients for the operation of a
market economy, but market failure is widespread in poor countries. For
example, market failure can occur when people do not have the basic
skills that are acquired through education and training, or where there
are inefficient infrastructure and institutions (Stiglitz, 2002; Nayyar,
2002). Weak institutions are not only a cause of market failure, they also
undermine the ability of government to address such failures. Con-
sequently, weak institutions undermine the ability of governments to
implement reform and to support sectors of the economy in responding
to reform. Institutions also mediate how the effects of reforms on the
economy are distributed, and especially whether any benefits accrue to
the poor.

The possible linkages between trade liberalization, growth and poverty
are many and complex. International trade provides access and exposure
to a global market that is very competitive, so success in exporting or com-
peting with imports requires increased efficiency in producing high
quality, niche or price competitive goods. The major share of the benefits
from trade for any economy will accrue to those households owning the
factors that are most in demand, and these are not necessarily the factors
in which the economy is best endowed. In principle, increased global
trade should benefit unskilled labour in developing countries as that is the
factor they have most of. In practice, however, the need to be competitive
often means that it is relatively skilled labour that is most in demand. In
general, poor households do not own factors that are in demand (and
that is one reason why they are poor), their labour is the most unskilled
and they rarely own land or capital. This does not mean that trade cannot
benefit the poor, but suggests that benefits will tend to be indirect
(perhaps via growth) and that the poor will derive the least direct benefit
from trade. Insofar as trade expansion fuels economic growth, aggregate
demand in the economy increases and this benefits all.

In the short run, and in general, there will be winners and losers from
trade liberalization. Producers and those earning their incomes in
expanding sectors (typically exporting) will gain, whereas those earning
incomes in contracting sectors (typically import-competing) will lose.
From the perspective of households as consumers, however, trade is
generally beneficial as it should mean that a greater variety of products
are available at lower prices and/or higher quality. Trade therefore has
interacting effects on households, some good and some bad, depending
on their consumption pattern and the sector in which they are employed.
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It is not therefore so surprising that evidence on the effects of trade on
incomes and the poor is quite mixed (see Cornia, 2004; Shorrocks and
van der Hoeven, 2004; van der Hoeven and Shorrocks, 2003).

Trade liberalization should not be confused with trade performance.
Trade performance is an outcome; policy is only one factor affecting the
outcome, and it is the outcomes that in turn affect growth and poverty.
Trade liberalization is a policy input that influences the outcome by alter-
ing relative incentives. The performance outcome depends on the ability
of agents and sectors to respond to these altered incentives, and this in
turn depends on characteristics of the economy. Although countries’
characteristics and conditions are varied, it seems obvious that globaliza-
tion works better in countries with efficient institutions, infrastructure and
good governance. In determining the speed of reform these country-
specific characteristics have to be recognized. ‘While globalization can
bring economic and social benefits once the transition to it is made, this
leaves open the question of how rapidly the transition to globalization
should be made. Indeed, some of the hostility to globalization stems
not from globalization per se but from the speed with which it is pushed
as policy makers liberalize trade, capital flows, and so on, and to the
occasional lack of institutional mechanisms to make such a transition
smooth’ (Bhagwati, 2004: 898).

In this context, this volume aims to improve our understanding about
the links between trade, growth, inequality and poverty in developing
countries using a case study framework. An increasing number of studies
have examined the links between growth, inequality and poverty — some
cross-country, some country specific, some including trade and some not —
although the findings are often contradictory or weak (see Cornia, 2004;
Shorrocks and van der Hoeven, 2004; van der Hoeven and Shorrocks,
2003). To the extent that trade liberalization is an indicator of economic
policy reform in which distortions are reduced and market incentives
increased, it should be growth promoting. In general, one expects poverty
to be higher if growth is lower. However, there is only very weak cross-
country evidence that trade liberalization is associated with poverty reduc-
tion (Mbabazi et al., 2003).

Even if the findings of cross-country studies about the links between
trade, growth and poverty are not contradictory, they have limited use for
policy formulation in individual countries. This is because such studies
ignore the country-specific features and assume that structural parameters
are constant across the countries in the sample (Srinivasan and Bhagwati,
1999). Cross-country studies provide only a partial picture of the effects of
market-oriented policy on the poor because the same reform may have
different effects in different countries, hence ‘average’ results can provide
only a rough guide to the impact of reform on the poor. Although the
East Asia experience suggests that trade liberalization is conducive to
growth and poverty alleviation (Sharma, 2003), the findings can’t be
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generalized to other regions. Case studies of a large number of countries
from different backgrounds may provide a better insight into the complex
links between trade, growth and poverty, taking into account each
country’s structural and institutional features. This volume does so by
bringing together case studies from Africa, Latin America and formerly
central planned Asian countries. We limit our case studies to 11 countries,
all of which have gone through market-oriented reforms to different
degrees and at different points in time, but these can be seen as comple-
menting the 11 Asian countries covered in Sharma (2003).

Characteristics of the sample countries

For the world overall, indicators of living standards have improved
significantly over the past few decades. For instance, using world averages,
life expectancy improved from 58 years during 1970-75 to about 67 years
during 2000-05, infant mortality per 1,000 live births fell from 96 in 1970
to 56 in 2002 and adult illiteracy rates halved, from 45 per cent in 1970 to
22 per cent by 2002 (Table 1.2). While these overall achievements are
pleasing, they are not evenly distributed across countries and achieve-
ments in the area of poverty reduction is far from satisfactory, particularly
in developing countries. For example, almost one third of the people in
developing countries live in poverty and cannot meet their basic needs.
About 840 million people suffer from malnutrition and about 230 million
children have no access to schooling.

Table 1.2 gives an overview of the diverse experiences of the countries
included in our sample. Some such as South Africa and the Latin Amer-
ican countries are near or above the world average on most indicators in
the 2000s. Others, such as Ethiopia, Myanmar and Uganda are below the
world average on most indicators. Most have shown significant improve-
ments in all indicators since the 1970s, the exception being life
expectancy, which deteriorated in Kenya and South Africa. Most countries
experienced a large fall in gross domestic investment as a percentage of
GDP during 1990 to 2000, except for Ethiopia and Myanmar (Table 1.3).
When investment is falling it is difficult to develop and maintain the insti-
tutions and infrastructure crucial for growth. This is a matter for concern
as trade liberalization typically required efficient institutions and infra-
structure to accelerate growth. Growth performance has generally been
poor, especially in the 1990s (Table 1.4). The Central Asian countries
experienced negative growth in the 1990s, and for Kenya per capita
income declined. However, others such as Uganda and Myanmar appear
to have done quite well in the 1990s.

There are considerable inter-regional and inter-country differences in
the incidence of poverty among our sample (Table 1.5). Poverty is
extremely high in Africa, with the exception of South Africa, but relatively
low in Sri Lanka, Central Asia and Latin America (excluding Bolivia). This
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Table 1.3 Gross domestic investment in the sample countries (% of GDP)

Economy and region 1970-79 1980-89 1990-2000 1970-2000
Myanmar 13.3 16.1 14.7 14.6
Kazakhstan - - —11.9 —-11.9
Kyrgyzstan - 32.9 12.6 22.75
Tajikistan - 29.5 - 29.5
Ethiopia - 14.2 13.4 13.8
Kenya 23.2 20.3 4.9 16.1
South Africa 20.7 18.8 3.0 14.1
Uganda 9.7 8.5 9.9 9.3
Bolivia 30.1 15.3 10.1 18.5
Brazil 22.9 20.8 3.1 15.6
Mexico 22.6 22.2 3.9 16.2
World 25.31 23.2 22.25 23.58

Source: World Bank (2003).

Table 1.4 Growth in population and GDP, and agricultural productivity in sample
countries

Economy Population growth GDP growth Agricultural productivity
(1995 dollars)

1980-90 1991-2002 1980-90 1991-2002 1979-81 1996-98

Myanmar 1.8 1.17 2.0 7.3 - -
Kazakhstan 0.9 —0.69 -0.8 -1.2 - 1,450
Kyrgyzstan 1.9 0.87 6.5 —2.6 - -
Tajikistan 29 1.57 0.7 —1.4 - 396
Ethiopia 3.1 2.97 1.7 43 - -
Kenya 3.5 2.5 6.2 1.6 262 228
South Africa 2.4 1.68 2.0 1.9 2,899 3,958
Uganda 2.4 29 3.4 6.3 - 345
Bolivia 2.0 2.3 0.0 3.3 - -
Brazil 2.0 1.37 2.3 2.5 2,047 4,081
Mexico 2.1 1.67 2.5 2.9 1,882 2,164
World 1.7 1.1 3.2 1.2 - —

Source: World Bank (2003).

confirms the pattern for non-monetary indicators in Table 1.2. Levels of
per capita income and its distribution vary significantly between the coun-
tries (Table 1.6). Income inequality (as shown by the Gini coefficient)
tends to be highest in Latin America (a well-known phenomenon), and a
feature of our sample for other regions is that countries with lower per
capita income have lower income inequality. The association between the
high per capita income and high inequality suggests that growth may only
benefit a minority of the population. However, empirical evidence sug-
gests no systematic relationship between economic growth and inequality
within countries (e.g. Ravallian, 2004), although inequality may help to
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Table 1.5 Income poverty in sample countries

Country % of population % of population below the
below international national poverty line
poverty line
1996 1996 2000

Myanmar - - -

Kazakhstan 1.5 34.6 -

Kyrgyzstan 2.0 64.1 -

Tajikistan 10.3 - -

Ethiopia 81.9* 45.5 44.2

Kenya 23 - -

South Africa 7.1 - -

Uganda 82.2 55 -

Bolivia 14.4%* - 62.7

Brazil 9.9% - -

Mexico <8* 10.1 8.0%*

Source: World Bank (2003).

Notes
* indicates 2000 not 1996.
#* indicates 1998 not 2000.

explain growth across countries (higher inequality being associated with
lower growth). Insofar as trade and trade reform alter the relative returns
to owners of factors of production, such as skilled versus unskilled
workers, it may affect inequality (at least wage inequality). This is one way
in which trade may affect poverty, by increasing the incomes and income-
earning opportunities of the poor (at least, the relatively poor). Other
effects may be indirect, through growth.

Overview of the volume

This volume is organized into four parts, this introduction being the first.
Part II documents the lessons from four African countries, while the
experience of formerly central planned Asian countries, most of whom
became independent after the collapse of the FSU in the early 1990s, are
presented in Part III. Part IV documents the experience of three Latin
American countries. In the remainder of this chapter we provide a brief
overview of the main lessons from these case studies.

In Chapter 2, Prema-chandra Athukorala and Worku Gebeyehu
examine the growth and equity implications of Ethiopian reforms with
special emphasis on the manufacturing sector. While manufacturing
output grew in the postliberalization period, achievements in terms of
employment creation and productivity improvement remained far from
satisfactory. Employment growth in manufacturing lagged behind output
growth throughout the postliberalization period. The average annual
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employment growth during 1992/93-2000/01 was 1.6 per cent compared
to 7.1 per cent growth in real output, indicating the widespread use of
capital-intensive sectors particularly in public enterprises. During
1993/94-2000/01 labour productivity in domestic medium and large
scale manufacturing grew at an average annual rate of 5.5 per cent. This
was however the outcome of capital deepening rather than ‘true’ produc-
tivity improvement.

Athukorala and Gebeyehu put forward two possible explanations for
the lacklustre performance during the postreform period. First, it may
reflect invariable adjustment lags, which can be rather long in an
economy like Ethiopia where reforms were undertaken following a long
period of central planning, which had virtually decimated the private
sector in the economy. It would naturally take a long time for the private
sector to come to terms with the new economic setting. Second, and
perhaps more importantly, the liberalization process has not yet been
deep enough to generate the anticipated improvement in manufacturing
performance. In particular, the privatization process has proceeded much
slower than planned. The authors argue that policy makers seem to place
great emphasis on domestic input linkages and value added in formulat-
ing industrial development policy. Of course, the greater the linkages
between the export sectors and the rest of the economy the greater would
be the benefits to the economy, provided such linkages are the natural
outcome of industrial deepening. However, attempts to create linkages
through direct policy intervention can be counter productive.

Kunal Sen examines the link between trade, growth and poverty in
Kenya in Chapter 3. While Kenya has opened up its economy in recent
years, the author finds no significant positive impact on economic growth,
employment creation or poverty alleviation. The one exception is that the
growth of horticultural exports appears to have increased employment
and incomes among poor workers. He puts forward two possible explana-
tions for the limited aggregate effects of liberalization. First, the reforms
in Kenya were ‘stop—go’ in nature; this may have undermined the credibil-
ity of the reforms and discouraged private agents from responding (e.g. by
altering investment decisions). Second, the reforms were implemented in
the presence of significant macroeconomic uncertainty and in a political
environment where the relationship between the government and major
bilateral and multilateral donors has not been the most conducive. This
would also have undermined confidence in the reform process. Sen con-
cludes that it is natural that when reforms are not seen to be credible and
accompanying conditions of macroeconomic stability and political
commitment are not met, they fail to achieve the expected gains.

The reform process in Uganda has been much more comprehensive
than in Kenya, and is examined by Oliver Morrissey, Nichodemus Ruda-
heranwa and Lars Moller in Chapter 4. The authors found evidence that
trade policy reform contributed to growth, and through growth to poverty
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reduction, in Uganda. The headcount poverty index fell from 56 per cent
in 1992 to 46 per cent in 1996, due largely to growth in coffee production,
and to 35 per cent by 2000, with the most recent reduction reflecting
growth in food crop production. While the gains from trade and growth
are widely distributed, with average incomes in most regions and types of
households increasing, they are not evenly distributed, and there are cur-
rently concerns regarding the sustainability of poverty reduction. Some
households have been unaffected, and some may even have suffered a loss
of income, including some urban wage labour and especially households
with a non-working head (AIDS is an important factor here). The inci-
dence of poverty is greater in more remote, and less secure, regions,
which are the ones least likely to be directly involved in trade.

The authors argue that while trade has benefited the Ugandan
economy on aggregate, and increased average incomes, almost a fifth of
the population remains rooted in poverty. This is to be expected: trade
and growth can reduce poverty, but trade alone will not eradicate poverty.
This is not surprising as the vast majority of poor households are not
engaged in activities directly related to international trade, and where
they are they are the lowest paid workers. Furthermore, the poor tend not
to consume goods that are traded internationally (or, at least, such goods
are not a large share of their consumption). The evidence from Uganda
suggests that trade can benefit the economy (and note that, unlike Kenya,
the reforms were credible), but the poor are only likely to benefit if the
resulting economic growth increases demand for their services, mostly
unskilled labour in the informal or agriculture sector.

Pushkar Maitra and Ranjan Ray examine the effects of political reforms
on black households in South Africa in Chapter 5. The authors argue that
in South Africa many of the differences in living standards between differ-
ent segments of the population are the direct result of apartheid policies
that denied equal access to education, employment, services and
resources to the non-White population. Maitra and Ray conclude by
arguing that while much has been achieved in the five years following the
dismantling of apartheid a good deal more needs to be done to achieve
social and economic equality between the different segments of the South
African population. Their analysis is not directly related to trade, but
demonstrates how institutions determine redistribution, and thereby
mediate any effect of growth on poverty reduction.

In Chapter 6, Richard Pomfret investigates the links between global
integration, growth and equity in Kazakhstan, which became independent
after the collapse of the FSU in the early 1990s. Pomfret argues that the
1990s decade was characterized by dismal economic performance, includ-
ing negative economic growth and increased inequality, largely because of
the difficulty of managing the transition from central planning. Since
2000, the country has enjoyed rapid economic growth, the main source of
which was increased oil production. The author argues that economic
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growth since 2000 is clearly associated with the global integration of Kaza-
khstan’s economy, but the unresolved question is whether this will
produce long-term growth with equity given evidence of growing corrup-
tion. This highlights another feature of institutions: the widespread nature
of corruption that tends to sustain inequality and prevent sustained
poverty reduction.

The experience of Kyrgyzstan is examined in Chapter 7 by Kishor
Sharma. The author argues that while Kyrgyz is one of the most open
countries in Central Asia, its achievement in sustaining growth and allevi-
ating poverty has been far from satisfactory, mainly due to internal and
regional rather than external factors. These include cumbersome and
time-consuming customs formalities, transit problems in neighbouring
countries, inefficient transport networks and poor governance — again,
highlighting institutional and infrastructure constraints. It is obvious that
liberalization per se, in the absence of a comprehensive reform package,
has failed to generate the desired benefits in Kyrgyzstan. As all Central
Asian countries are land-locked economies, Sharma argues that regional
cooperation can significantly facilitate the global integration of not only
Kyrgyzstan but all countries in the region.

Peter Warr considers the case of Myanmar in Chapter 8. The author
notes that by pursuing a close-door policy, Myanmar’s government has
denied its citizens the achievement of better growth and equity outcomes.

The growth and equity implications of reform in Tajikistan are analysed
by Kishor Sharma in Chapter 9. While there has been significant reform
since Tajikistan became an independent nation in the early 1990s, it has
failed to accelerate growth and reduce poverty. This is partly due to civil
war and partly due to a poor business climate (caused by transit problems
in neighbouring countries, and lack of efficient institutions and infrastruc-
ture). The enforcement of rules of law, protection of private property and
political stability also seem to a problem in developing the private sector’s
confidence. The author notes that regional cooperation in trade and
transit, together with efficient institutions, infrastructure and good gover-
nance, can significantly enhance Tajikistan’s economic future.

The Brazilian experience is documented by Afonso Ferreira and
Antonio Aguirre in Chapter 10. The authors argue that aggregate impacts
of the Brazilian trade reform have been minimal: GDP growth has not
increased, overall productivity has not increased, average wages have
declined and indices measuring inequality have remained unchanged.
Although poverty has decreased, and part of this is due to the effect of
trade on real incomes, this is largely explained by the minimum wage,
higher growth and lower inflation. The Brazilian case is quite interesting,
as the manufacturing responded quite well, after an initial adjustment
period, to increased competition from imports following liberalization.
However, the response was to increase competitiveness by increasing pro-
ductivity, typically by reducing employment due to skill-biased technical
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change. As a consequence, average manufacturing wages fell as did the
return to education. Wages only increased for those at the highest skill
level but, as these are a small proportion of the total, this was insufficient
to alter wage inequality. Employment tended to increase in the non-
traded sector (mostly services) where productivity is lower but wages are
higher, implying that the sector contributing most to gains in the
economy was that least affected by trade liberalization. Average wages
were almost constant between 1980 and 2000, disguising a decline in
traded sectors and an increase in non-traded sectors. The case highlights
the importance of the ability of an economy to respond to the competitive
pressures associated with liberalization: the exposed (traded) sectors
increased productivity and reduced wages, but the sheltered (non-traded)
sectors increased wages despite low productivity. For the economy overall,
neither productivity nor average wages really changed.

In Chapter 11, the Bolivian experience is presented by Lykke E. Ander-
sen, Osvaldo Nina and Dirk Willem te Velde. The authors argue that
despite two decades of reform, there has been little progress in expanding
exports and reducing poverty, although poverty did decline in the 1990s.
Inequality appears to have increased dramatically. One explanation is that
the most dynamic export sectors, which are also the sectors that have
attracted FDI, are biased towards skilled workers. As a result, the skilled/
unskilled wage differential has increased, and the return to education has
increased, but the position of unskilled workers has deteriorated. This
implies that the way in which the economy has grown, with the composi-
tion of exports shifting in favour of relatively skill-intensive activities, has
tended to exclude the poor (the most unskilled). Trade reform in Bolivia,
and the associated inflows of FDI, has not benefited labour-intensive
export sectors or modern agriculture, the two sectors that can significantly
contribute to reducing poverty because they employ the least skilled
workers.

The Mexican experience is addressed in Chapter 12, by Andrew Mold
and Carlos A. Roza. Mexico has implemented significant trade liberaliza-
tion since the 1980s, most importantly after joining NAFTA. On the face
of it, this has led to a significant increase in exports, and Mexico has
become one of the largest suppliers to the US market. Mexico has also
experienced a significant increase in FDI inflows. However, despite the
evident growth in exports, there has been no positive impact on growth
and no evidence of a reduction in poverty. The authors suggest three
inter-related reasons. First, the export sector is highly import intensive
and has few linkages to the local economy, and even domestic firms have
become more import intensive. Thus, although exports have grown the
trade balance has not improved. Second, the exports are primarily to the
US, and in a limited number of sectors (that are facing increased global
competition), which forces wages down to be competitive. Thus, the
export growth has not tended to increase real wages. Third, inequality
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remains very high and the economy is susceptible to debt and currency
crises. To the extent that the economy does grow, the benefits accrue to a
small group while the majority of the population, and especially the poor,
are excluded. Mexico has adopted an export-oriented strategy that has
undermined domestic productive capacity and increased dependence
(perhaps in a dependencia sense) on the US, with the results that it has
weakened the ability of Mexico to achieved sustained growth and poverty
reduction.

Taken together, the case studies provide few examples of countries
where trade liberalization has had a direct beneficial impact on reducing
poverty. Uganda may be one of the most positive examples, and a notable
feature there is that the reform process was credible and export growth
has not been biased towards relatively skill-intensive activities. Even in this
case, it was not a direct effect of trade on the poor, rather trade expansion
was associated with economic growth that in turn was poverty-reducing. It
is equally true that none of the studies show that trade liberalization is
associated with increased poverty; where there are adverse effects on spe-
cific sectors, these are usually offset elsewhere in the economy. However,
trade liberalization does appear to be associated with increased inequality,
at least in terms of wages, largely because dynamic export sectors are skill
intensive. Thus, contrary to the predictions of standard theory, export
growth in unskilled labour abundant economies appears to offer the
greatest benefits to relatively skilled labour.

For most of the cases, trade liberalization appeared to have a weak
positive impact on growth but no discernible impact on the poor. This is
to be expected, as trade liberalization provides opportunities to some
sectors while other sectors are exposed to increased competition, while
the poor are rarely directly involved in the production (and perhaps not
even the consumption) of goods that are traded internationally. There are
sectors that are exceptions, such as mining in Bolivia and some export
crops in Kenya and Uganda, but even where these sectors do benefit from
trade any effects on the poor are often insufficient to affect aggregate
poverty. Clearly what is important is not the effect of trade on growth per
se, but the effect of reform on the composition of trade, and especially
whether there is an increase in demand for relatively unskilled labour.
How any benefits, or costs, of increased openness to trade are spread or
shared through the economy also depends on institutions and, where
these are weak, distorted (in the sense of maintaining inequality) or
corrupt, the poor get few of the benefits but bear many of the costs. This
is evident in almost all of the case studies.
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Following the change in political leadership in 1991, the economic policy
scene in Ethiopia has undergone fundamental changes. During the mili-
tary rule (the Derg regime) from 1974 to mid-1991, the Ethiopian
economy rapidly developed into one of the most inward-oriented and reg-
ulated in the developing world. In 1975, “Economic Policy of Socialist
Ethiopia” was declared and subsequently the commanding heights of the
economy such as banks, insurance companies, medium and large-scale
industrial and commercial firms were nationalized. Economic restructur-
ing based on central planning effectively marginalized the private sector
virtually to micro- and small-scale activities. The new EPRDF (Ethiopian
People’s Revolutionary Democratic Front) regime responded to the
dismal economic outcome of the Derg era by embarking on an extensive
economic liberalization process in 1992/93 with the support of the inter-
national financial institutions, promising a new era of market-driven devel-
opment. The key elements of the reform program included liberalization
of foreign trade and exchange regimes, decontrol of domestic input and
output prices, public sector reform to guarantee autonomy of the state
owned enterprises (SOEs) and privatize other enterprises, financial
market reform and opening the door to foreign investors.

Many of the promised economic reforms are yet to transpire. The erup-
tion of the border conflict with Eritrea in May 1998 delayed the reform
process and resulted in erosion of business confidence, leading many to
question whether the country is really on the right path. On 18 June 2000,
the two countries entered into a ceasefire agreement followed by the
signing of a peace agreement on 12 December 2000. Developments in the
economic and political scene since then have renewed hope that Ethiopia
will regain the growth momentum that it experienced in the post-1992 lib-
eralization period. While the drought and the decline of coffee prices
have reduced GDP growth significantly, the reform path has continued
albeit at a slow pace.

The purpose of this chapter is to examine structural adjustment and
performance of domestic manufacturing in Ethiopia in the context of the
trade liberalization and other market-oriented reforms initiated in the
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early 1990s. Ethiopia is predominantly an agricultural country. Manufac-
turing accounts for less than 7 percent of GDP and 3 percent of total
employment in the economy. For this reason, agricultural development is
the prime focus of development strategy of the Ethiopian government.
However, the government places due emphasis on industrialization as an
integral part of the agriculture-led national development strategy in creat-
ing demand for agricultural products and provide growing employment
opportunities for the growing urban labor force.

The reform process

Trade policy reform

During the Derg era import trade of Ethiopia remained severely restricted
through a combination of high tariffs and a plethora of quantitative
restrictions. The tariffs were as high as 230 percent on certain luxury con-
sumer goods and many intermediate and investment goods imports to
public sector enterprises were allowed at zero or low duties. The quantita-
tive import restrictions on imports by the private sector included direct
import prohibition (a long “negative list”), quotas, strict licensing and
foreign exchange rationing.

In August 1993, the new government embarked on a comprehensive
tariff reform program aimed at dismantling quantitative restrictions and
gradually reducing the level and dispersion of tariff rates. The negative list
used to determine eligibility for imports through the foreign exchange
access has been reduced significantly. Currently quantitative import
restrictions are applied only to used clothes, harmful drugs and arma-
ments for security reasons. Both tariff levels and dispersion have been
reduced significantly under tariff reforms. Specific tariffs have been con-
verted into ad valorem rates. By 2002, only 2.7 percent of total tariff lines
had specific rates. The range of tariff rates narrowed down from pre-
reform 0-240 percent to 0-80 percent in 1995 and then to 0-35 in 2002.'
The average (unweighted) tariff rate declined from 28.9 percent in 1995
to 17.5 percent in 2002. The degree of dispersion of tariff rates measured
by the coefficient of variation declined from 82.4 percent to 69.7 percent
between these two years. The implicit import duty rate (import duties col-
lected as a percentage of total CIF imports) declined from over 23 percent
in the mid-1990s to 12 percent by 2001/02 (Table 2.1).

On the export side, duties on all exports other than coffee (the main
export product) were removed. On coffee exports until 2002, there were
three different taxes on coffee exports — customs duty of Birr 15 per
100kg; 2 percent transaction tax and a cess of Birr 5 per 100kg. In 2002,
these three taxes were consolidated into a single rate of 6.5 percent,
resulting in a significant reduction in the overall tax burden on coffee
exporters.
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Table 2.1 Tmplicit import duty rate' (%)

1990-91 21.8
1991-92 15.3
1992-93 20.4
1993-94 11.2
1994-95 12.9
1995-96 11.8
1996-97 12.6
1997-98 14.4
1998-99 11.7
1999-2000 11.2
2000-01 10.8

Source: Ethiopian Customs Authority.

Note
1 Total import duty collection as a percentage
of total import value (c.i.f.).

The impact of the tariff structure on profitability of domestic produc-
tion operates through both tariff on final goods imports and exports, and
tariffs on intermediate goods used in domestic production. The analytical
tool used to measure the combined effect of both the end product and
input tariff is the effective rate of protection (ERP). The ERP aims to
capture the proportionate increase in per unit value added of a sector in
the presence of these two types of tariffs. More specifically, it takes into
account the protection on output and the cost-raising effects of protection
on inputs.”

ERP estimates prepared by the World Bank staff for the Ethiopian
economy together with the related nominal tariff rates are reported in
Table 2.2. It is important to note an important caveat of these estimates.
Since Ethiopia currently does not have an input-output table, the input
coefficients used in these estimates have been derived from the regional
input-output tables for Sub-Sahara Africa used in the Global Trade Analy-
sis Project (GTAP) database. The use of a regional average input-output
structure for policy analysis in an individual country is of course rather
problematic and can only be used as a rough guide. This is more so given
that the economy under consideration has undergone substantial eco-
nomic restructuring over the whole of 1990s decade whereas the regional
input-output table is based on the early 1990s. The estimates need to be
qualified for three other limitations. First, despite significant trade liberal-
ization over the past eight years, the government still exercises consider-
able administrative discretion in influencing import flows. In the presence
of such non-tariff barriers, the rate of protection enjoyed by some indus-
tries (presumably those dominated by SOEs) could be much higher than
is suggested by these estimates. Second, most light manufacturing indus-
tries (textiles and garments in particular) are believed to face consider-
able competition from illegal cross-border imports (Fikry 2003). Illegal
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Table 2.2 Ethiopia: nominal and effective rates of protection by input-output clas-
sification, 1995 and 2001"

Input— Input—Output (I-0) Sector Nominal tariff  Effective rate of
Output rate (%) protection (ERP)?
Industry
Codé 1995 2001 1995 2001
(A) Agriculture, forestry and fishing®  29.0 9.3 36.6 8.5
1 Paddy rice 30.0 5.0 35.4 3.4
2 Wheat 30.0 5.0 38.2 1.7
3 Cereal grains 25.8 5.0 31.4 3.7
4 Vegetables, fruit, nuts 35.4  19.7 42.6 23.2
5 Oil seeds 30.0 5.0 38.4 3.9
6 Sugar cane, sugar beet 0.0 0.0 —-44 —25
7 Plant-based fibers 6.3 6.3 2.9 5.5
8 Crops 35.2  25.9 46.5 34.9
9 Bovine cattle, sheep and goats, horses  17.5 7.5 15.4 6.7
10 Animal products 24.6 17.2 26.2 222
11 Raw milk 0.0 0.0 —17.7 —74
12 Wool, silk-worm cocoons 5.0 50 —11.1 0.8
13 Forestry 24.1 138 269  15.0
14 Fishing 38.1 294 51.8  40.8
(B) Mining® 5.1 6.7 0.8 —26
15 Coal 5.0 5.0 —13.2 —5.6
16 Oil 5.0 5.0 0.9 2.8
17 Gas 5.0 5.0 4.0 4.7
18 Minerals, other 10.3 6.7 —48 —2.6
(C) Manufacturing® 22.7 149 39.1 26.6
19 Bovine cattle, sheep and goat, horse 575  20.0 124.4 34.9
meat products
20 Meat products, other 625 295 160.0  63.6
21 Vegetable oils and fats 31.7 27.7 87.7 117.8
22 Dairy products 376 268 90.2 714
23 Processed rice 30.0 5.0 395 -84
24 Sugar 50.0 5.0 2182 —-1.3
25 Food products, other 52.3  28.9 118.3 66.3
26 Beverages and tobacco products 44.6 327 85.4 728
27 Textiles 47.5  30.1 98.5  63.0
28 Wearing apparel 77.7  39.9 180.2 83.4
29 Leather products 50.8 35.5 959 719
30 Wood products 325 204 477  29.6
31 Annex products, publishing 26.4 12.1 385 111
32 Petroleum, coal products 7.7 5.7 21.4 9.6
33 Chemical, rubber, plastic products 179 119 236  16.0
34 Mineral products, other 30.0 21.6 55.5 41.4
35 Ferrous metals 6.7 64 —-10.0 -—23
36 Metals, other 11.5 10.0 —2.4 6.6
37 Metal products 22.6  19.8 46.8 447
38 Motor vehicles and parts 30.8 19.2 61.4 353
39 Transport equipment 9.4 8.9 5.3 7.6

40 Electronic equipment 23.0 21.1 336 351
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Table 2.2 Continued

Input— Input—Output (I-0) Sector Nominal tariff ~ Effective rate of
Output rate (%) protection (ERP)?
Industry
Codé’ 1995 2001 1995 2001
41 Machinery and equipment 17.0  14.0 229 205
42 Manufactures 48.3  32.1 934  61.6
Memorandum Items*
Weighted average 222 147 36.2  26.0
Simple average 275 155 48.7  26.3
cv 67.1 712 110.0 1149

Source: World Bank estimates. Nominal tariff rates are from official Ethiopian sources.
Input-output coefficients are from the Sub-Saharan Africa regional input-output table
(based on data for the early 1990s) in the Global Trade Analysis Project (GTAP) database.

Notes

1 Industry classification is based on the Global Trade Analysis Project (GTAP) database.

2 Estimated using the formula,

ERP;=[g— E(d”*t‘))/(l - Eaij)]

Where,  and ¢ are the nominal (scheduled) tariff rates on given industry and inputsupply
industry respectively, and a; is the input coefficient indicating the share of industry 7's pro-
duction used as inputs in industry j’s output.

3 Global Trade Analysis Project (GTAP) classification.

4 Import-weighted average of the product sectors listed below.

trade normally results in “water in tariff” (that is, in the presence of illegal
imports the actual price-raising impact of existing tariff structure could be
much lower than is interpreted from the official tariff rates and ERP esti-
mated based on these rates). Third, given Ethiopia’s geography, “natural”
protection to domestic industry (and negative protection to export-
oriented production) arising from transport cost could be substantial. The
ad valorem tariff equivalents of transport cost tend to be lower for more
highly fabricated goods. Therefore, in contrast to the typical tariff struc-
ture, for a given industry, the effective rates of natural protection tend to
be lower than nominal rates. Moreover, in an inter-industry comparison,
light manufactured goods producing industry (e.g. garments, footwear,
toys) naturally tends to experience a lower degree of effective natural pro-
tection compared to heavy industries (Conlon 1979, Yeats 1981).
Notwithstanding these limitations, a comparison of NRP and ERP esti-
mates reported in Table 2.2 does serve to drive home the point that the
use of the latter (as is commonly done in the current Ethiopian policy
debate) tends to give a misleading picture of the net resource allocation
effects of the existing tariff regime. In both years for which estimates are
reported, ERP estimates for most industries/product sectors are much
larger than NRP estimates, reflecting the cascading nature of the tariff
structures (that is, the tendency to tax intermediate imports at lower rates
compared to the end products.) An economy-wide weighted-average rate
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of protection of 22.2 percent in 1995 was associated with an effective pro-
tection level of 36.2 percent. The comparable figures for 2001 were 14.7
percent and 26.0 percent respectively.

The estimates also point to a clear incentive bias in the protection struc-
ture in favor of manufacturing compared to agriculture. The level of pro-
tection for agriculture has come down at a faster rate compared to that for
domestic manufacturing. The weighted-average ERP for agriculture
declined from 36.6 percent in 1995 to 8.5 percent in 2001. By contrast,
ERP for manufacturing declined from 39.1 to 26.6 between these two years.
Given the limitations already noted of the data used in these estimates, the
actual degree of anti-agricultural bias embodied in the tariff structure
could well be much larger than is suggested by these estimates. The
massive anti-agricultural bias in effective protection has largely been the
outcome of high protection enjoyed by inputsupplying manufacturing
industries. Ethiopia does not yet have an effective, duty rebate scheme (or
bonded warehouse arrangements) for compensating export producers for
duties paid on imported inputs or any other significant export incentive
scheme. This means that the measured degree of ERP for domestic manu-
facturing essentially imply an “anti-export bias” of the same magnitude.

Decontrol of domestic prices

Price controls have been removed on domestic trade in all products
except petroleum, fertilizer and pharmaceuticals. This has been
accompanied by the dismantling of government monopoly in trade in key
products, including freeing of grain and coffee trades. Under the Derg
regime, purchase and distribution of grain was the monopoly of the Agri-
cultural Marketing Corporation (AMC). Private firms were allowed to
operate only under the condition that the quota of grain imposed on that
specific region had been delivered to the corporation. Both domestic
trade and export of coffee was under the monopoly of the Ethiopian
Coffee Marketing Board. Both these parastatals were dismantled as an
important part of market-oriented reforms.

Public enterprises involved in retail trade and services sectors have
been privatized. However, public sector manufacturing enterprises are still
involved in retail trade in their own products. Thus the government influ-
ences market prices through the large number of state-owned enterprises
in such areas as “consumer materials, metal and chemical products, and

» 3

basic consumer goods such as food, beverages, clothing and textiles”.

Domestic tax reform

During the Derg era, direct taxes (taxes on personal income and business
profits) were highly progressive, ranging from 10 percent to 59 percent in
the case of business tax and from 10 to 85 percent in the case of personal
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tax. Under tax reforms initiated in 1995, the maximum rates were
reduced to low unified levels of 35 percent. Tax exemption thresholds of
income and profit were also significantly increased, coupled with reduc-
tion in the number of taxable income brackets with a view to facilitating
tax administration.

These moves to reduce burden have been accompanied by significant
reforms in indirect taxation. A new 5 percent sales tax was imposed on
selected agricultural and essential consumer goods and a uniform 15
percent sales tax on other goods except electricity, health and education
services. At the beginning of 2003, a 15 percent value-added tax was intro-
duced in place of sales and turnover taxes on enterprises generating an
annual income of more than Birr 500,000. A smaller value tax was intro-
duced for enterprises whose annual income was below Birr 500,000. Table
2.5 presents effective tax rates on medium- and large-scale enterprises.
The average tax rate on total manufacturing has declined from 18 percent
in 1996/97 to about 13 percent in 2000/01.

Export promotion

As part of the market-oriented reforms, initiatives have been taken to facil-
itate private sector participation in export trade. Perhaps the two major
reform measures implemented to achieve this objective was the dismant-
ling of the government monopoly in coffee trade and abolishing the
mandatory approval requirement for export contracts by the National
Bank of Ethiopia. Under the latter policy, exporters were required to
obtain approval from the bank for the invoicing price before any ship-
ment could be made. This approval requirement, which constituted an
important element of the foreign exchange control regime, hampered
exporting by limiting the flexibility of deciding prices in line with market
conditions. A foreign exchange retention scheme was also introduced to
allow exporters to retain part of their foreign exchange proceeds. The
scheme went through a series of amendments and currently exporters are
allowed to retain 10 percent of their proceeds for an indefinite period and
of course sell the remainder within 28 days.

There is a bonded manufacturing warehouse scheme and an import
duty rebate scheme aimed at providing exporters of manufactured goods
with world market prices.* These schemes however remain virtually inact-
ive because of administrative bottlenecks and some opaque operational
rules. Exporters of manufactured goods currently rely solely on an import
voucher scheme to obtain duty exemption on imported input. Under this
scheme the Ministry of Finance and Economic Development issues vouch-
ers to be used as deposit for duties payable (World Bank 2002b).

An Export Promotion Council (EPC) consisting of high level govern-
ment officials, exporters and service providers led by the Prime Minister
was set up in 1992 to design, implement and monitor export development
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policies. The EPC was reconstituted as the Ethiopian Export Promotion
Agency (EEP) in 1999 to implement a wide-ranging export development
agenda encompassing: conducting market research; facilitating participa-
tion of exporters in trade fairs, exhibitions and trade missions; and dis-
seminating market information. However, the only export support service
EEP has so far managed to provide is the publication of a bi-monthly
newsletter “Irade Point”, which lists a few addresses of importers and
exporters and itemizes certain tradable products. The performance report
presented last year to the parliament by the General Director of EEP indi-
cated that the Agency had so far been preoccupied with its own capacity
building: designing regulations, organizational restructuring, establishing
information system and training its personnel (Abebe 2002). The Agency
also suffers from financial constraints, lack of skilled and experienced per-
sonnel and inadequate facilities, and demanded the formation of an
“Export Development Fund” to provide the intended service at least in a
cost-sharing basis.

Privatization

Privatization of public enterprises with the aim of promoting greater par-
ticipation of the private sector in the economy is a key element of the
declared reform program of the EPRDF government. The Ethiopian Pri-
vatization Agency was set up in 1994 and became operational in 1996.
However, so far, the implementation process has not gone beyond the sale
or liquidation of a number of small retail shops, hotels and medium-scale
manufacturing establishments. The only notable public enterprises to be
privatized so far are the state-owned gold mines and two tea plantations.
Four integrated textile mills were placed under the management of
foreign companies. One of them was subsequently returned back to the
government (by the Italian management partner).

The usual explanation given by the government for the slow progress in
the privatization program is the lack of private sector interest (domestic or
foreign) in taking over public enterprises. However, the economic press in
Addis Ababa often complain about the government’s half-heartedness
commitment to privatization owing to pressure exerted by interest groups
within the ruling party who benefit from the current dominant position of
these enterprises. Direct revenue implications may have been yet another
deterrent; SOEs generate around 90 percent of federally collected
revenue and the government seems to be contemplating widening the
revenue base before embarking on privatization (Berhanu 2003).

Private sector perception of the government’s commitment to market-
oriented reforms has been adversely affected by growing concerns about
the ruling party’s attempt to use privatization as a means of promoting a
“hybrid model” of business ownership whereby most large “private” com-
panies are owned by party affiliates. It is alleged that the Tgray People’s
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Liberalization Front (TPLF), the dominant partner of the ruling EPRDF,
has secretly established a substantial number of large “private” companies
in the name of the party cadres using party-affiliated endowment funds
(Economist Intelligence Unit (EIU) 2002b, Aynekulu 1996, Vestal 1999:
pp- 173-5).

Labor legislation

A new labor law was enacted by Proclamation No. 42/1985, which vested
the autonomy to the management of each enterprise to make independ-
ent decisions. According to this law, the worker—employer relationship
should be governed by the basic principles of right and the obligations of
each party to maintain industrial peace and development of the economy.
The law permits labor proclamation and allows labor shedding by com-
panies subject to advance notice and redundancy payments.

Foreign exchange market reforms and macroeconomic management

Trade liberalization was accompanied by a significant exchange rate
reform backed by a firm commitment to fiscal and monetary frugality.
From the late 1940s through to the early 1990s the Ethiopian currency,
Birr, remained rigidly pegged to the US dollar. From 1945-71 Birr/$ rate
remained unchanged at 2.5. This was revalued to 2.3 in December 1971
and then to 2.07 in February 1973 and remained at that level until
October 1992. The natural outcome of this passive exchange rate policy
was the development of an illicit parallel market for foreign exchange,
where at times the spread between the two rates reached as high as 230
percent. The overvalued official exchange rate coupled with stringent
foreign exchange rationing provided fertile ground for illicit cross-border
trade, particularly in coffee and live animals.

As part of the overall reform program of the new government, the
exchange rate was adjusted from Birr/$2.07 to 5.00 on 1 October 1992
(a 142 percent devaluation in nominal terms). Following the devaluation,
the exchange rate was allowed to be determined according to demand
and supply conditions in the foreign exchange market, with the National
Bank of Ethiopia (NBE, The Central Bank) intervening only to smooth
out erratic fluctuations in the rate. By the end of 2002, the rate was
around Birr/$8.75.

The NBE has taken a number of initiatives to improve the functioning
of the foreign exchange market with a view to help keeping the exchange
rate at realistic levels and to harmonize the official and parallel foreign
exchange markets. These included eliminating foreign exchange
rationing, inaugurating a foreign exchange auction in May 1993 (on a
fortnightly basis to begin with and on a weekly basis since September
1998),° permitting commercial banks to open foreign exchange bureaus
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to engage in retail foreign exchange trading (October 1996), and permit-
ting inter-bank foreign exchange trading (September 1998). Currently,
the NEB is using the US dollar as the sole intervention currency, but there
is a possibility of pegging the Birr to other specially tailored basket of cur-
rencies. At present, there are 17 foreign exchange bureaus in the country.

Following these reforms, the gap between marginal and parallel
exchange rates (the black market exchange rate premium) has declined
sharply. By the end of 2003, the black market premium was a mere 0.5
percent compared to over 270 percent in the mid-1990s.

The floating exchange rate has been appropriately backed by a firm
commitment to maintaining macroeconomic stability. The fiscal deficit
has kept well within the limits (below 4 percent of GDP) agreed under
structural adjustment programs except during 1999-2001 when it
increased to 11.2 percent of GDP because of war expenditure. In terms of
mode of deficit financing, the Government has used non-inflationary
sources, mainly external sources and to some extent non-inflationary
domestic sources like public borrowing. Monetization of budget deficit
has been largely eschewed while relying predominantly on borrowing
from non-bank sources, mainly through the sale of bonds and treasury
bills of 28, 91 and 182 days (World Bank 2002b). The Central Bank has
kept growth of broad money (M2) in line with growth of nominal GDP.

Despite massive currency depreciation domestic inflation measures by
the Addis Ababa CPI has continued to remain low. In fact, during the
immediate aftermaths of the introduction of the new exchange rate
system, the exceptionally good harvest resulted in a decline in food prices.
However, even when corrected for this effect, inflation remained very low.
The average rate of CPI inflation during 1992/93-2001/02 was a mere 1.4
percent, compared to over 15 percent in the first half of the 1990s.

Manufacturing performance

Manufacturing began to gain some economic significance in Ethiopia
only from about the mid-1950s with the backing of the modernization
drive of the imperial government. During the ensuing two decades, manu-
facturing remained by and large a private sector activity, heavily reliant on
foreign direct investment (Hess 1970: Chapter 4). Following the regime
change in 1974, all medium- and large-scale manufacturing firms were
nationalized and restrictions were imposed on the expansion of private
sector small-scale manufacturing. New public-sector plants were set in
upstream heavy manufacturing in pursuance of Soviet-style broad-based
industrialization. By the late 1980s, public enterprises accounted for over
95 percent of output (value added) and 92 percent of employment in
medium- and large-scale manufacturing.

Table 2.3 summarizes data on growth and sectoral composition of gross
domestic product in Ethiopia during the period 1980-2001.° Data for the
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manufacturing sector are plotted in Figure 2.1. The period 1980-88,7
growth of manufacturing averaged to 2.3 percent, with significant erratic
annual changes. The modest 2.8 percent average GDP growths during the
period came largely from the services sectors. Following the reforms initi-
ated in 1992 there has been a notable improvement in performance
across all sectors, yielding an average annual GDP growth rate of 8.9
percent for the nine years from 1993 to 2001. The average growth rate of
manufacturing during this period was 10.2 percent (11.4 percent if
1998/99 when there was a mild contraction in output owing to the Eritrea
war is excluded), slightly above the average growth rate of agriculture (9.7
percent). It is important to note that every impressive growth figure
during the early postreform years (1993 and 1994 in particular) partly
reflect “natural” recovery of a war-devastated economy. However even
after allowing for this, on average the postreform growth record remains
impressive compared to the 1980-88 period. Despite rapid manufacturing
growth following reforms, the share of that sector in total GDP remained
remarkably stable around an average level of 6.5 percent. This was
because of faster growth in services and construction activities.®

The reforms initiated in 1992 have set the stage for the re-entry of the
private sector into manufacturing. For instance, the number of private
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Figure 2.1 Growth rate and share in GDP of manufacturing production (source:
Based on data compiled from, World Bank, World Development Indicators
database) .
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sector firms in medium and large-scale manufacturing increased from 607
to 657 between 1996,/97 and 2000/01. However, in terms of the relative
contribution to output (value added) SOEs still occupy the dominant
position. Their output share declined marginally from 79 percent to 76
percent between these two years (Table 2.4)

Production structure

Like in least developed countries (LDCs), Ethiopian manufacturing has
historically been dominated by food production. By the early 1990s, this
sector accounted for 37 percent of total manufacturing value added
(Table 2.4). The second largest sector, textiles accounted for 17 percent.
Despite emphasis placed under central planning on the promotion of
heavy industries, industries such as machinery and transport equipment,
iron and steel together accounted for less than 20 percent of total output.

Following liberalization reforms in 1992/93, the food and beverages
sector recorded the sharpest increase in output share, from 49 percent
in 1991/92 to 50 percent in 2000/01. Public sector dominated capital-
intensive industries also recorded output share gains. The greater avail-
ability of imported input and investment goods seems to have played a key
role. Given heavy transport costs, import competition was also presumably
not a major threat to these industries. By contrast, industries such as gar-
ments, footwear and other manufacturing which are relatively more labor
intensive and have greater private sector participation have recorded con-
traction in output share. Following trade liberalization, these industries
had to face stringent competition from foreign firms. At the same time
because of various reasons, there has not been noticeable export expan-
sion to counterbalance output losses due to import competition.

Export orientation

The Ethiopian manufacturing sector is predominantly domestic market
oriented. There is no evidence to suggest that recent policy reforms have
at least begun to change the long-standing domestic market dependence.
According to the Survey of Medium and Large Scale Manufacturing con-
ducted by the Central Statistical Authority, in 2000/01 total exports (Birr
77 million ($9.3 million)) accounted for only 9 percent of total sales
turnover (Table 2.5). Processed and semi-processed leather accounted for
almost two thirds of total manufacturing exports, with textiles, wearing
apparel and other light manufacturing accounting for the balance. Almost
55 percent of total manufacturing exports are accounted for by SOEs.
According to official statistics, from 1996/97-2000/01 textile and
garment exports grew at an average annual rate of 19 percent in value
terms and at 6.1 percent volume terms. However, given the low starting
base, their share in total exports remained around 0.5 percent during this
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Table 2.5 Export performance of Ethiopian manufacturing, 2000/01

Total sales,  Exports,  Export/sales — Export SOE share
Birr "000 Birr '000  ratio composition (%)
(%) (%)
Food and beverages 3,271,440 206,018 6.3 26.4 98.83
Textiles 665,912 76,603 11.5 9.8 98.76
Wearing apparel 45,881 1,013 2.2 0.1 0.00
Leather and leather
products 842,931 494,630 58.7 63.5 30.43
Other non-metallic 598,095 835 0.1 0.1 15.81
mineral products
Total 8,017,446 779,099 9.7 100.0 55.18

Source: Compiled from Central Statistical Authority, Ethiopia, Report on Large and Medium
Scale Manufacturing, Addis Ababa.

period. Exports of textiles were limited, by and large, to semi-processed
gray fabrics and garment exports comprising predominantly of low-end
outer garments. Ethiopia has a long way to go in benefiting from market
opportunities available under the Lome Convention and the US African
Growth Opportunity Act (AGOA).

Import intensity and linkages

As in many other developing countries, in Ethiopia the debate on national
industrial policy has repeatedly emphasized high import dependence and
the resultant low domestic linkages as a major weakness of domestic man-
ufacturing. This has been a major consideration behind selectivity in tax
concession and other incentives offered to different industries.

Of course, the greater the linkages between the export sectors and the
rest of the economy, the greater would be the benefits to the economy
from manufacturing expansion (provided such linkages are the natural
outcome of industrial deepening). However, attempts to create linkages
through direct policy intervention in the context of a labor abundant
economy whose initial comparative advantage essentially lies in standard
light manufactured goods and simple assembly activities can stifle the evo-
lution of domestic manufacturing in line with changing patterns of inter-
nationalization of production. This in turn will frustrate the achievement
of employment and income growth objectives (Riedel 1974, 1976, Athuko-
rala and Santosa 1999). There are two key considerations here.

First, intermediate goods industries are generally more capital intensive
than are final goods industries. The importation of intermediate inputs
for domestic production, therefore, involves an implicit substitution of
labor for relatively capital-intensive intermediate products in the overall
domestic production process. This would enhance the labor intensity, and
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hence employment potential, of domestic manufacturing. In an influ-
ential Annex on the Korean and Taiwanese industrialization success, Little
(1981) put this point forcefully in the following words:

Some critics have used the pejorative term “shallow” to describe the
development [in the 1960s and 1970s] of Korea and Taiwan, by which
is meant that there is relatively little backward linkages. In that case,
development in depth must be declared the enemy of employment
and equity. All labor-intensive sectors have their K/L ratios raised by
backward linkages, because all the intermediaries — petrochemical,
artificial fiber, steel, non-ferrous metals, etc. — are highly capital inten-
sive. These intermediaries are the curse of developing countries.

Second, emphasis on achieving greater domestic content can run counter
to the objective of increase in income levels through rapid market pene-
tration in world trade. In contrast with the closed-economy approach of
import-substitution industrialization, the key to success under export-
oriented industrialization lies in a country’s ability to produce what is
demanded in international markets. Using imported input is essential in
order to maintain high quality standards (and thus international competi-
tiveness) in the end products.

Table 2.6 presents estimates of import intensity of input structure of
Ethiopian medium and large-scale manufacturing. The share of intermedi-
ate inputs in total manufacturing has varied in the rage of 51 to 54 percent
during this period. The concern that this ratio is “too high” is often made
without any discussion on how it can be lowered, let alone discussing the
likely economic implications of forced import substitution. The estimates
relating to the two-digit industries warrant two important inferences. First,
high (above-average) import ratios are for highly capital intensive (and
state-dominated) industries such as iron and steel, metal products,
machinery and transport equipment. Domestic production of intermediate
inputs for these industries cannot be encouraged unless the government is
prepared to give excessively high tariff protection or direct production sub-
sidies. A part from the well-known efficiency implications involved, such
policy is not consistent with the process of outward-oriented policy
reforms. Second, and more important, the industries that have low import
ratios are the relatively labor-intensive sectors, in particular textiles, cloth-
ing, leather goods, footwear and other manufactured goods. Low import
dependence of these industries is simply a reflection of the lingering
effects of forced industrialization in the communist era. Under an increas-
ingly liberal trade regime, these industries cannot survive (that is, they
cannot face import competition and/or expand exports) without increas-
ing the use of high quality imported inputs. This point receives added
force when we compare the Ethiopian import intensity figures for these
industries with those for some Asian countries (Table 2.7).
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Table 2.6 Share of imported inputs in total inputs used in domestic manufacturing

1994/95 1995/96 1996/97 1997/98 1998/99

Food and beverages 12.1 20.7 17.4 18.4 29.5

Tobacco products 82.2 94.4 84.4 72.7 85.9

Textiles 56.4 38.3 36.7 35.7 34.9

Wearing apparel 39.0 40.0 30.9 44.0 29.8

Footwear, luggage and handbags 15.1 21.1 22.6 19.5 33.6

Wood and products of wood 44.3 42.9 45.4 53.7 51.1
and cork except furniture

Annex, Annex products and 67.9 70.9 70.4 68.7 72.7
printing

Chemicals and chemical products 75.5 77.4 75.1 73.5 78.5

Rubber and plastic products 93.8 95.0 94.7 93.4 92.6

Other non-metallic mineral 53.8 41.8 30.7 36.1 22.1
products

Basic iron and steel 97.4 99.3 99.4 99.0 98.7

Fabricated metal products except 84.3 90.1 93.0 90.7 90.8
machinery and equipment

Machinery and equipment 90.2 68.6 90.0 76.9 66.8
Motor vehicles 91.0 91.5 85.1 92.3 93.1
Furniture and manufacturing 30.1 21.2 22.4 32.5 32.6
Total 45.9 47.6 44.2 43.4 53.6

Source: Data obtained from Central Statistics Authority.

Table 2.7 Share of imported inputs in total material inputs in labor intensive indus-
tries: Malaysia, Indonesia, Sri Lanka, Thailand, Taiwan and Ethiopia

Textiles Wearing apparel Footwear Other light mfg

Malaysia 1991 56.9 63.6 58.2 68.7
Indonesia 1990 54.5 54.3 63.2 45.1
Sri Lanka 1991 70.4 87.2 78.2 52.3
Thailand 1985 51.5 65.2 74.2 49.3
Taiwan 1975 72.0 62.3 84.2 67.3
Ethiopia 1985 63.2 52.2 68.5 53.4
Ethiopia 1995 47.3 41.2 60.2 41.2

Source: Computed from input-output tables for each country for the given years.

Productivity performance

This section examines productivity performance of Ethiopian manufactur-
ing during the post-reform period focusing on both labor productivity and
total factor productivity. The analysis also explores the relative importance
of total factor productivity and factor accumulation in output growth, and
the role played by capital deepening compared to total factor productivity
growth (TFPG) in determining labor productivity growth (LPG). The
methodology of measuring productivity growth, data sources and the
method of data compilation are discussed in Appendix 2.1. Table 2.8
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provides a decomposition of output growth into the respective contribu-
tions of input (capital and labor) growth and TFPG. Table 2.9 decom-
poses LPG into TFPG and the contribution of capital deepening.

Average annual total factor productivity growth (TFPG) in total manu-
facturing during this period is estimated at —2.9 percent and annual
figures show wide fluctuations with only three of the seven years recording
positive growth (Table 2.8). The average annual growth rate of 7.1
percent has come from growth in factor inputs (labor and capital) which
more than compensated for negative TFPG. More importantly, it was
capital accumulation that accounted for 9.42 percent of the 7.2 percent
growth rate in output. The contribution of labor was a mere 0.42 percent.
Among the 15 two-digit ISIS industries, only four industries exhibited
positive average TFPG. These are rubber and plastic, non-metallic miner-
als, fabricated metal products, and machinery and equipment.

There are two possible explanations for the poor TFPG performance.
First, it may reflect invariable adjustment lags. These lags can be fairly
long in an economy like Ethiopia’s where reforms were undertaken
following a long period of central planning, which had virtually decimated
the private sector in the economy. It would naturally take a long time for
the private sector to come to terms with the new economic setting.

Table 2.9 Decomposition of labor productivity growth, 1993,/94-2000,/01

Industry TFPG Capital LPG
deepening
1 2 3=1+2
Food and beverages -738 16.8 9.0
Tobacco products —29.2 28.0 —-1.2
Textiles —-2.1 2.2 0.1
Wearing apparel —10.8 3.2 =76
Footwear, luggage and handbags —23.9 18.9 —=5.0
Wood and products of wood and cork except 3.1 6.4 9.5
furniture
Annex, Annex products and printing —8.5 10.9 2.5
Chemicals and chemical products —24.5 21.8 —2.6
Rubber and plastic products 7.5 —4.7 2.8
Non-metallic mineral products 14.1 —8.6 5.5
Basic iron and steel -17.1 25.4 8.4
Fabricated metal products except machinery 5.4 —-2.4 3.0
and equipment
Machinery and equipment 4.0 —0.2 3.8
Motor vehicles —-1.7 2.0 0.3
Furniture and other (unclassified) —11.4 9.8 —1.6
manufacturing
Total —2.9 8.4 5.5

Source: As Table 2.6.
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Second, and perhaps more importantly, the liberalization process has not
yet been deep enough to generate the anticipated improvement in manu-
facturing performance, particularly through private sector participation.
Significant trade opening, exchange rate reforms and sound macroeco-
nomic management since 1992 have not been matched by adequate
reforms to rejuvenate the role of the private sector in the economy. From
1993/94-2000/01 labor productivity in domestic medium- and large-scale
manufacturing grew at an average annual rate of 5.5 percent compared to
7.1 percent rate of output (value added) growth (Table 2.9).

At two-digit International Standard Industry Classification (ISIC) level,
food and beverages, non-metallic mineral products, basic iron and steel
products, and fabricated metal products indicated above-average labor
productivity growth. Wearing apparel, textile, leather product and
footwear recorded low labor productivity growth. Most of the sectors with
negative or low labor productivity growth are sectors whose production
process is more labor intensive. As discussed below, the apparent positive
relationship between capital-intensity of production and labor productiv-
ity growth simply reflect the fact that labor productivity growth in
Ethiopian manufacturing during the postreform period has largely
emanated from capital deepening (increase in capital per worker) rather
than genuine productivity growth.

The estimates reported in Table 2.9 clearly demonstrate the rather
deceptive nature of labor productivity growth as an indicator of productiv-
ity performance. In a context where trade liberalization reforms open up
opportunities to invest in plant and machinery, labor productivity growth
can emanate from capital deepening even if total factor productivity
growth is negative. From 1993,/94-2000/01, 5.5 percent growth of labor
productivity in Ethiopian manufacturing emanated from 8.4 percent
annual rate of capital deepening which overwhelmed contraction in TFPG
by —2.9 percent (Table 2.10). This pattern is observable across all two-
digit industries.

The degree of private sector participation in the four industries with
positive TFPG (rubber and plastic, non-metallic minerals, fabricated metal
products, and machinery and equipment) are generally higher than that
of total manufacturing. It is also evident that SOE-dominated sectors have
generally experienced negative TFPG of greater magnitudes. There are
however two notable exceptions to this overall pattern. These are the
garment and leather product industries. The garment industry faced stiff
import competition during the postreform era. At the same time, there
was no significant export orientation of the industry to compensate for
output contraction caused by import competition. The leather product
sector is heavily reliant on primary processing of hide and skins, world
demand for which has been deteriorating persistently in recent years.
Moreover, because of stiff import competition, a large number of firms in
the footwear and leather goods subsectors (mostly domestic market ori-
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ented) have downscaled their operation or closed down. Ethiopia is yet to
exploit fully its comparative advantage in the production of leather goods
for the export market.

Employment

Total employment in organized manufacturing grew from 82,600 workers
in 1991/92 to 93,500 in 2000/01 (Table 2.10). Employment growth has
however lagged behind output growth throughout. Annual average
employment growth during the period 1992/93-2000/01 was 1.6 percent
compared to 7.1 percent growth in real output. This comparison clearly
suggests that the Ethiopian manufacturing sector is still locked in capital-
intensive sectors (mostly dominated by public enterprises). An already
noted output expansion in the post-reform years has occurred mostly in
capital-intensive sectors. Capital per worker (at constant 1991/92 price)
recorded a threefold increase between 1991,/92 and 2000/01 (from Birr
12,000 to Birr 26,500). Labor intensive sectors grew slowly or even
recorded output contraction. Of particular importance is the massive con-
traction in the employment share of the SOE-dominated textile industry.

The post-reform period has been characterized by modest wage growth.
Between 1992/93 and 2000/01 nominal wages increased by about 6.1
percent and real wages (nominal wages deflated by CPI) by 2.3 percent.
Given massive unemployment in the urban economy, these wage increases
seem to suggest significant “administered” wage increases (discretionary
wage adjustment) in the manufacturing sector. However, given the low
initial wages, these wage increases have not resulted in erosion in manu-
facturing profitability. The labor share in value added in fact declined per-
sistently from 43 percent in 1991/92 to 21 percent in 2000/01. The
operation surplus in manufacturing (value added at factor cost less wages
as a percentage of gross value of production at market price) has also
increased throughout, though with mild year to year fluctuations, from
3.3 percent to 20.3 percent between these two years. These points
together provide some support for the view that reform has not benefited
the poor in Ethiopia.

The share of private sector firms in total employment has increased at a
much faster rate than their share in total output (see Table 2.4). SOE
share in total employment declined from 72.9 percent in 1996,/97 to 57.4
percent in 2000/1. At the two-digit level industry classification, this
decline is SOE share in employment is observable in all sectors except
wood and wood products, with metal products, motor vehicles, furniture,
textiles, Annex and Annex products, rubber and plastic products indicat-
ing notable rates of decline. The relatively higher employment share gain
of private sector firms (at a faster rate compared to output shares) seems
to suggest that production processes of the emerging private sector firms
are relatively more labor intensive compared to their SOE counterparts.
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A definitive analysis of this important development is not possible using
the available secondary data. However, the available data on size distribu-
tion of farms do suggest that across all industrial sectors private sector
firms are generally at the lower end of the size distribution (more con-
ducive for labor intensive activities).

Conclusion

Following the reforms initiated in 1992 there has been a notable improve-
ment in manufacturing output growth in the Ethiopian economy. High
growth during early post-reform years (1993 and 1994 in particular) partly
reflected “natural” recovery of a war-devastated economy, but even after
allowing for this, on average the postreform growth record remains
impressive compared to the 1980-88 period. However, these growth
figures mask poor performance of the manufacturing sectors in terms of
other key indicators, in particular employment and productivity perform-
ance. Employment growth in manufacturing has lagged behind output
growth throughout. Annual average employment growth during the
period 1992/93-2000,/01 was 1.6 percent compared to 7.1 percent growth
in real output. This comparison clearly suggests that the Ethiopian manu-
facturing sector is still locked in capital-intensive sectors (mostly domin-
ated by public enterprises). The post-reform period has also seen rapid
growth in real wages. Given massive unemployment in the urban
economy, these wage increases seem to suggest significant “administered”
wage increases (discretionary wage adjustment) in the manufacturing
sector. From 1993/94-2000/01, labor productivity in domestic medium-
and large-scale manufacturing grew at an average annual rate of 5.5
percent. This was however the outcome of capital deepening rather than
“true” productivity improvement.

There are two possible explanations for the lackluster performance
during the postreform period. First, it may reflect invariable adjustment
lags. These lags can be long in an economy like Ethiopia’s where reforms
were undertaken following a long period of central planning, which had
virtually decimated the private sector in the economy. It would naturally
take a long time for the private sector to come to terms with the new eco-
nomic setting. Second, and perhaps more importantly, the liberalization
process has not yet been deep enough to generate the anticipated
improvement in manufacturing performance. In particular, the privatiza-
tion scheme has lagged far behind its performance target and the private
sector is in a very rudimentary stage to respond to this measure. As has
been demonstrated by the experiences of successful reforming countries
in the region (such as Mali, Mozambique and Uganda), a firm commit-
ment to the implementation of a privatization program can play a pivotal
role in building up private sector confidence and making the reform
process credible.
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Ethiopian policy makers, like their counterparts in many other develop-
ing countries, seem to place a big emphasis on domestic input
linkages/value added in formulating industrial development policy. Of
course the greater, the linkages between the export sectors and the rest of
the economy the greater would be the benefits to the economy from
export expansion (provided such linkages are the natural outcome of
industrial deepening). However, attempts to create linkages through
direct policy intervention can stifle the evolution of domestic manufac-
turing in line with changing patterns of internationalization of produc-
tion. This in turn will frustrate the achievement of employment and
income growth objectives. With the gradual depletion of the excess supply
of labor and adjustment of the domestic cost structure as a result of
greater international specialization, the industrial structure will gradually
shift over to more capital and skill-intensive industries. This will lead to
strong inter-industry linkages, provided of course that the general busi-
ness climate of the economy continues to remain conducive for such
specialization.

Appendix 2.1

Productivity performance: concepts and measurement

The most widely used (and the oldest) indicator of factor productivity is
labor productivity, measured as production (normally value added) per unit
of labor input:

Y
LP=— 1)

where

LP =labor productivity
Y =output

L =labor inputs

The rate of growth of labor productivity between two points in time (LPG)
can be approximated as the deference between the rate of growth of value
added (V) and the rate of growth of number of workers (L):

LPG=V-T (2)

where Vand L are the corresponding growth rates.

It is evident from equation (2) that, by definition, labor productivity
growth is simply the residual growth in value added after accounting for growth
of labor inputs (employment). In other words, when we talk about growth of
labor productivity, we implicitly focus on output growth due to an increase
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in the value of goods produced by the average worker (or, the increased
efficiency of the average worker). However, in reality, workers may
produce more, not because of their increased efficiency but simply
because they have better machinery (more capital) to work with. Put
simply, the problem with labor productivity as a measure of efficiency of
workers is that it spuriously captures change in capital per worker as part
of the measured productivity.

The concept of total factor productivity growth (TFPG) avoids this limi-
tation. TFPG is the residual growth in output after accounting for growth
of both labor and capital inputs. TFPG can be estimated in a number of
ways. Perhaps the most widely used and also intuitively appealing tech-
nique is the Tornquist-Theil formulation which measures TFPG as the dif-
ference between the rate of growth of output and the rate of growth of
labor (L) and capital (K), the latter being weighted by their respective
share in the value of production.’

TFPG,= Y — aK,— BL, (3)

where, o and {3 are average input shares. Note that B =1 —a.
The relationship between LPG and TFPG can be clarified by
rearranging Equation (3) in the following form:

LPG= TFPG+B(K— L) (4)

Equation (3) says that the rate of growth of labor productivity (LPG) is
determined by two factors: total factor productivity growth (7TFPG') (the
first term on the right-hand side) and the change in the mix of labor and
capital used in the production process weighted by the capital share in
output (the second term). The latter term tells that labor productivity (or
output per worker) tends to increase when capital inputs increase at a
faster rate than labor inputs (that is when K is larger in magnitude relative
to L, or when the production process tends to become more capital inten-
sive). Conversely, an increase in labor inputs at a higher rate than capital
inputs (that is when L is larger in magnitude relative to K, or when the
production process tends to become more labor intensive) is reflected in
a decline in labor productivity growth.

Thus, Equation (4) clearly points to the limitation involved in the use
of LPG as the sole indicator of productivity. A decrease in measured labor
productivity could well be a reflection of a decrease in capital input per
employee (or increase in labor absorption per given unit of capital) rather
than a decrease in “true” productivity as measured by TFPG. For instance,
as part of structural adjustment in domestic manufacturing in response to
trade liberalization, measured labor productivity (output per worker)
could well decline as labor is substituted for capital in existing enterprises,
or employment growth takes place in labor intensive industries and new
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enterprises in response to change in relative factor prices. Such an
increase in the degree of labor intensity of production and the conse-
quent decline in labor productivity are simply “positive” (rather than a
“negative”) effects of market-oriented reforms (as it implies increase in
employment potential of domestic manufacturing).

LPG and TFPG are estimated using data compiled from the Annual
Survey of Large and Medium Scale Manufacturing conducted by the
Ethiopian Central Statistical Authority. The surveys seem to cover over 95
percent of total output in the organized (medium- and large-scale) manu-
facturing in the country. The output measure used is value added at factor
cost. Capital is measured in terms of book value of net fixed assets at the
end of each year. Labor input is measured as the number of persons
employed. The Survey reports the number of workers after appropriately
converting part-time workers into full-time equivalence. A more meaning-
ful measure of labor input is of course hours worked; the number of
employees can be a misleading indicator if average hours worked change
over time. We do not consider this a serious limitation as there have not
been significant changes relating to standard working hours or relative
importance of part-time employment in total employment during the
period under study. Nominal capital stock and output data are deflated
using GDP deflators for manufacturing value added and gross domestic
fixed capital formation derived from the Ethiopian national accounts
(available online from the World Bank World Development Indicator
Database). The time period covered is from 1992/93 to 2001 /01.

Notes

1 Computed from World Bank Trade and Production database.

2 Of course there are other factors, such as changes in technology and in world
prices, which can affect gross output, independently of the impact of the
domestic trade regime.

3 US Department of State, Country Briefing on Ethiopia.

4 The schemes were announced in 1993 but the Ministry of Finance issued imple-
menting directives only three years later.

5 Only banks and investors with a foreign exchange demand of above USD
500,000 are allowed to participate in weekly auctions conducted by the Central
Bank. All other importers are allowed to purchase from commercial banks.

6 Throughout this chapter, the “year” is the Ethiopian fiscal year based on the
Gregorian calendar, that is July 1 of the stated year to June 30 the next year.

7 For the purpose of growth rate comparison in this paragraph, the turbulent
years from 1989 to 1992 (inclusive) are excluded for obvious reasons. The
war between the EPRDF and the military government reached a climax
during 1989-91, resulting in severe disruption of domestic economic activity.
The economic scene regained normalcy under the new regime only from late
1992.

8 A comparison of the post-reform manufacturing performance with that in the
pre-reform years however needs to be qualified for the fact that the share of
manufacturing in GDP in the latter period may have reflected the distorted
domestic prices arising from the protectionist regime.
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9 The only assumption required to justify the use of the Tornquist-Theil is that
firms pursue profit maximization and/or cost minimization, and hence market
return is a good approximation to the marginal product of a factor. No assump-
tion about the properties of the underlying production function is required:
production parameters are taken to be subsumed in expenditure (input) and
revenue (output).



3 Trade, growth, poverty and
equity in Kenya

Kunal Sen

Since gaining independence from Great Britain in 1963, Kenya followed
an import-substituting industrialization strategy for the next two decades.
Since the early 1980s, Kenya has liberalized its trade regime, though
progress on opening up the economy has been uneven, with rapid liberal-
ization often followed by some reversal of reforms. However, by the end of
the 1990s, Kenya had witnessed among the largest absolute reductions in
tariff rates among developing countries, and had a considerably more
liberal trade regime than it had in the early 1980s.

What has been the impact of Kenya’s increased integration with the
world economy on its economic performance? Has the trade reform
process observed in Kenya for two decades led to a reduction in poverty
and inequality? This chapter examines the impact of Kenya’s increased
trade-openness on economic performance, inequality and poverty.

An overview of trade policies

The Kenyan economy performed well in the period 1964-80 with the GDP
growth rate averaging around 5.5 per cent per annum during this period.
The manufacturing sector grew at a rapid pace, at 10 per cent per annum,
fuelled by growth in domestic rural incomes and the expansion of exports
to Tanzanian and Uganda under the common market created by the East
African Community (EAC).

In the late 1970s, the Kenyan economy was hit by several shocks one
after another. First, there was the boom and bust cycle in coffee and tea
prices in 1976-79. Second, the EAC broke up in 1977, denying Kenyan
exporters preferential access to Ugandan and Tanzanian markets. Third
was the oil price shock of 1979. These shocks contributed to a widening of
the current account deficit from 3 per cent of GDP in 1975-77 to 10-11
per cent in 1978-82.

A structural adjustment programme was introduced in 1979 that,
among other measures, called for eliminating barriers to foreign trade
and foreign investment. Furthermore, steps would be taken to promote
exportled growth instead of import substitution by reducing protection



Trade, growth, poverty and equity in Kenya 49

and controls on access to foreign exchange, adopting a flexible exchange
rate policy and providing additional incentives to exporters. In June 1982,
one fifth of restricted items were freed from import licensing (World
Bank, 1987). Subsequently, there was limited progress with respect to the
liberalization of the trade regime with many of the strict controls on the
importation of goods remaining in place. On the exchange rate front,
there was a series of devaluations in 1982, with the exchange rate at the
end of 1982 being 14.06 Ksh to 1 US dollar, as compared to 9.66 Ksh to 1
US dollar in 1981." Trade reforms started picking up pace in the late
1980s with the conversion of quantitative restrictions to tariff equivalents,
starting in 1987. In 1990, the government embarked on a phased tariff
reduction (particularly in the high-rate bands) and a rationalization of
tariff bands (Glenday and Ryan, 2000). Perhaps the most significant policy
change in the 1990s was the revocation of import licensing schedules
(other than for health, safety and security reasons) in May 1993. However,
the trade liberalization process was interrupted by an economic crisis in
1997, following the collapse of an IMF programme, election spending-
related budgetary crisis and exchange rate instability (Glenday and Ndii,
1999).

The possible beneficial effects that trade reforms might have had on
economic performance in Kenya has been considerably lessened by major
slippages in macroeconomic policy in the early 1980s and then again in
the early 1990s, leading to high inflation and an appreciation of the real
exchange rate during these two periods. At the same time, the trade
reforms have proceeded at an uneven pace, with periods of rapid opening
up followed by periods of stagnancy or reversal in trade liberalization.?
The trade volume openness measure (exports+imports as a per cent of
GDP) for Kenya also shows no clear trend, with an increase in the late
1980s followed by a sharp decline since 1993 (Figure 3.1). The decline in
the openness measure in the late 1990s seems to be driven both by a fall
in exports and imports as percentages of GDP.

It should be noted that while the (exports+ imports)/GDP measure
seems to indicate a decline in openness, recent studies that attempt to
classify countries according to the degree of openness of the economy
rank Kenya as among the fastest globalizing countries in the developing
world. Dollar and Kraay (2002) place Kenya among the top globalizers
among developing countries in the post-1985 period based on absolute
declines in average tariff rates.” Similarly, Rodrik (2000) finds that Kenya
is among the ten countries with the largest proportionate cuts in tariff
since the early 1980s. This suggests that while Kenya has followed a path of
rapid integration with the world economy in terms of deep trade reforms
over the 1980s and 1990s, this has not been reflected in terms of out-
comes, at least with respect to greater openness of the economy according
to the trade volume measure.
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Figure 3.1 Exports and imports as per cent of GDP and openness, Kenya, 1975-98
(source: International Monetary Fund, International Financial Statistics,
various years).

Trade and economic performance

Economic growth in Kenya in the 1980s and 1990s has been relatively
weak compared to the 1970s (Table 3.1). In particular, economic growth
in the 1990s has been fairly dismal, with an average rate of growth of 1.9
per cent per annum. Slow growth of output can also be observed both in
the agricultural and industrial sectors in the same period. Thus, the prima
facie case seems to be that trade openness has not had the desirable posit-
ive effect on economic growth that has been found in cross-country
studies (Dollar and Kraay, 2002). To investigate the trade—growth relation-
ship more systematically, we estimate a simple equation using Ordinary
Least Squares, regressing changes in the GDP growth on changes in trade
volumes as a ratio of GDP (as a measure of changes in trade policy), along
with two variables commonly used in the literature on the empirics of eco-
nomic growth — changes in the ratio of government consumption to GDP
and the inflation rate (taken as log(1 +inflation rate)), see Dollar and
Kraay (2002).* The results are summarized in Table 3.2. We find that the
coefficient on trade-openness is statistically insignificant, suggesting that
there is no clear relationship between openness (trade volume) and eco-
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Table 3.1 Growth rates of output (annual, per cent)

1970-75 1975-80 1980-85 1985-90 1990-95 1995-2000

GDP growth 8.9 5.4 2.8 5.7 1.6 2.2

Manufacturing value 15.4 7.1 4.0 5.6 2.8 1.7
added growth

Agriculture value 4.0 5.1 25 4.4 —0.2 1.8
added growth

Source: World Bank (1993, 2002a).

Table 3.2 Regression results — trade and growth

Variable Coefficient value t-ratio
Trade openness 0.063 0.77
Inflation rate —3.48 —4.04
Government consumption —-1.25 —1.57
R-square 0.31 -
Durbin Watson statistic 2.18 -
Note

Dependent variable is change in the growth rate of GDP; all independent variables entered
in first-differenced form.

nomic growth in the Kenyan context.” The other variables included in the
regression are of the right sign — increases in government consumption
and inflation have a negative effect on economic growth, but only the
inflation rate is statistically significant.

Another indicator of economic performance is the change in the struc-
ture of exports — ideally, trade reforms should bring about changes in the
latter towards high growth commodities, and a more diversified export
basket. We note that there has been a significant increase in the share of
horticultural exports in total exports, while the share of coffee in total
exports has fallen over time (Table 3.3). However, there has been little
diversification in the export basket towards manufacturing exports, as the
share of other exports (including manufacturing exports) in total exports
has remained relatively stable over time.

Table 3.3 Structure of exports (per cent share)

Commodity 1980-85 1985-90 1990-94 1994-98
Coffee 24 29 15 14
Tea 17 22 26 22
Horticulture - 2 12 11
Others 59 47 48 53

Source: Republic of Kenya, Statistical Abstracts, various issues, Kenya.
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Employment trends for the period 1988-98 for the entire economy
indicate a large increase in overall employment, but much of this increase
is in the informal sectors of rural and urban areas (Figure 3.2). There has
been very little increase in employment in the modern sector. Given that
wages in the informal sector tend to be lower than those observed in the
modern sector, and that working conditions are inferior in the informal
sector, most of the job creation in the Kenyan economy in the 1990s could
be said to be of low quality and would not necessarily improve the living
standards of households in rural and urban areas. The dismal record of
the modern sector in Kenya with respect to employment generation in
the 1990s provides further confirmation that the trade reforms of the
1980s and 1990s have not had any appreciable positive impact on eco-
nomic performance in Kenya, both with respect to growth in output and
employment.
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Figure 3.2 Trends in employment, 1988-2000 (source: Republic of Kenya, Statisti-
cal Abstracts, various issues).

Note: Employment in informal and modern establishments is for both rural and urban areas
combined.
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Trade and income inequality

An increase in openness can impact on income inequality in two ways.
First, the net effect of international trade on living standards may not be
the same across different regions of the country. Some regions may
benefit from the country’s increasing integration with the world economy
more than others; if these regions possess better trade-related infrastruc-
ture or have inherent advantages in the location of the exporting sectors.
This may imply that with greater openness, inequality in living standards
across regions may increase, with the more favourably endowed regions
seeing greater improvements in living standards than the poorly endowed
regions. Second, trade reforms may impact on income inequality between
individuals. Trade reforms can bring about a shift in the structure of pro-
duction towards more unskilled labour intensive sectors in countries
which have plentiful endowments of unskilled labour, and so lead to a fall
in wage inequality. However, it is also possible that trade reforms may
induce the shift in production techniques towards the greater use of
skilled labour relative to unskilled labour, thereby worsening wage
inequality in the country in question (Wood, 1994).

Regional inequality in Kenya does not show a clear pattern over the
period 1980-98 (Table 3.4). While there is increasing divergence in wages
in the Central, Nyanza and Eastern regions from wage earnings in the
Coastal region, there has been some convergence in wages of the Western
and North East regions to that of the Central region. Wages in Rift Valley
— the richest of the seven regions — have moved closer to the national
average.

There is also no clear evidence on increasing rural-urban disparities in
living standards in Kenya in the 1980s and 1990s. Sahn and Stifel (2003)
find that Kenya’s rural-urban disparities in indicators of living standards is
below the average for Sub-Saharan African countries — for example, with
respect to asset poverty, rural-urban disparities is the lowest in Kenya in a
sample of 24 African countries studied by the two authors. Moreover,

Table 3.4 Trends in regional inequality

Region 1985 1998
Central 80 71
Nyanza 58 51
Western 39 49
Rift Valley 118 110
Eastern 52 49
North Eastern 6 7

Source: Republic of Kenya, Statistical Abstracts, various issues, Kenya.

Note
Wage earnings of each region as a ratio of wage earnings of Coastal region.
£ 8 £ £ E
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Sahn and Stifel (2003) find that over the period 1983-98, welfare has not
improved more in urban areas compared to rural areas in Kenya in indic-
ators of living standards and well-being such as asset poverty, school enrol-
ments, mortality rates and child stunting.

Trends in wage inequality do, however, suggest a different pattern.
First, real wages in Kenya have declined from the late 1970s up to the mid-
1990s when it started to increase again (Table 3.5). In the year 2000 real
wages were lower than the levels for 1986, but higher than for 1995.
However, real wages for individuals with no education continued to
decline after 1986. In contrast, real wages of the most educated workers
increased at the fastest rate between 1995 and 2000 (the ratio of real earn-
ings of university-educated workers to that of uneducated workers
increased from 5.8 in 1995 to 11.5 in 2000). This indicates that there has
been a sharp increase in inequality of earnings in the Kenyan manufactur-
ing labour force, particularly since 1995, along with a loss in the real earn-
ings of uneducated workers since 1986. Define individuals with university
education as highly skilled employees, individuals with secondary educa-
tion as semi-skilled and those with primary education and without educa-
tion as being unskilled. Then, we can conclude that highly skilled
employees gained significantly more than the less skilled and unskilled
workers during the period of increased openness, and unskilled workers
in fact have experienced a decline in their real earnings in the post-trade
reform period. However, it is not clear to what extent trade openness can
be taken as a causal factor in the increase in wage inequality observed in

Table 3.5 Trends in real earnings in the manufacturing sector®

Variables 1978 1986 1995 2000
All 3,453 3,021 2,027 2,802
Uneducated 1,602 1,987 1,418 1,205
Standard 1-4 2,041 2,300 1,576 1,618
Standard 5-8 2,275 2,048 1,456 1,639
Form 1-2 3,194 2,658 2,038 1,973
Form 34 5,260 3,133 2,038 2,533
Form 5-6 7,694 7,012 2,061 4,699
University 15,722 14,965 8,279 13,880
Ratio, earnings of university 9.8 7.5 5.8 11.5
educated to uneducated
No. of observations 186 312 1,123 1,016

Sources: Appleton et al. (1999) and Manda and Sen (2004).

Note

a The observations are from matched worker—firm surveys. The results from the surveys of
1976 and 1978 are reported in Appleton et al. (1999); the estimates for 1995 are from the
Regional Programme on Enterprise Development (RPED) survey for 1993-95, and the
2000 estimates are from the Kenyan Manufacturing Enterprise Survey (KMES) carried out
in the same year. All variables in real Kenyan shillings (the base year of the Consumer
Price Index is 1990).
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the 1990s as there was also significant deregulation of the labour market
in the same period. The relaxation of the wage guidelines made it possible
for employees and firms to negotiate and change the level of wages on the
basis of productivity and performance, rather than on the basis of cost of
living indices as was hitherto the case (Ikiara and Ndung’u, 1997). Fur-
thermore, the amendment of redundancy laws allowed firms to fire redun-
dant workers when necessary without having to seek the approval of the
Ministry of Labour. The increased flexibility in labour practices may also
have a contributing role in the increase in wage inequality observed in the
Kenyan manufacturing sector in the 1990s.

Trade and poverty

Poverty in Kenya has been increasing over time, particularly between the
years 1994 and 1997 (Table 3.6). This phenomenon has occurred in
almost all regions and in both rural and urban areas (except the rural
Central region). The overall poverty rate stands at 52.3 per cent in 1997.
What is remarkable has been the increase in urban poverty from 28.9 per
cent in 1994 to 52.3 per cent in 1997 — a close to doubling in the propor-
tion of households below the poverty line in a period of merely three
years. It is difficult to state to what extent trade reform has been respons-
ible for the increase in poverty in the late 1990s. It is quite possible to

Table 3.6 Headcount poverty rates by region and over time

1992 1994 1997

Rural

Central 35.9 31.9 31.4
Coastal 43.5 55.6 62.1
Eastern 42.2 57.8 58.6
Nyanza 47.4 42.2 63.1
Rift Valley 51.5 42.9 50.1
Western 54.8 53.8 58.8
North Eastern - 58.0 -
Total rural 479 46.8 52.9
Urban

Nairobi 26.5 25.9 50.2
Mombassa 39.2 33.1 38.3
Kisumu - 47.8 63.7
Nakuru - 30.0 40.6
Other Towns - 28.7 43.5
Total urban 29.3 28.9 49.2
Total Kenya 44.8 40.3 52.3

Source: Poverty in Kenya: Incidence and Depth of Poverty, Ministry of Finance and Planning,
2000.
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argue that the sharp increase in the urban poverty rate is due to height-
ened macroeconomic and political instability in the 1990s, which may
have negatively affected the growth of manufacturing output (and con-
sequently, employment) in urban areas.

To assess the impact of international trade on poverty in a more system-
atic manner, we bring together available quantitative evidence on whether
trade liberalization in Kenya has led to a net creation of jobs, in both the
manufacturing and agricultural sectors.

Has trade openness led to an increase in manufacturing employment?

We first address the relationship between international trade and manu-
facturing employment in Kenya. In analysing this relationship, we employ
three approaches. These are the factor content approach, the growth
accounting approach and a regression-based approach. Factor content
studies have been widely used, both in order to test theories of inter-
national trade and to estimate the employment effects of trade, particu-
larly between developed and developing countries, and provide a useful
way of analysing the overall effects of trade changes on the utilization of
labour (Lawrence, 1996). The growth accounting approach decomposes
changes in employment into the parts accounted for by changes in
domestic demand, changes in exports, changes in imports and productiv-
ity growth (further details of this approach are provided in Jenkins, 2004).
The third approach that has been used in studies of the impact of trade
on employment is to regress employment at the industry level on a
number of explanatory variables, derived from an econometric model
(Greenaway et al., 1999). This approach can take account of the indirect
impact of trade on employment via endogenous changes in technology
linked to international trade and/or changes in the efficiency of labour
use.

The factor content approach

To examine the changing factor content of exports and imports in Kenya,
we apply the Krause (1988) classification of manufacturing industries
according to their dominant factor input. This classification distinguishes
between natural resource intensive, labour intensive, technology intensive
and human capital intensive industries. The natural resource intensive
industries are further subdivided into agricultural and mineral-based
industries.

As noted earlier, Kenya has been a reluctant liberalizer, with slow and
uneven progress in trade reforms. This is also evident in the factor
content of exports, which does not display great change over 1976-98
(Table 3.7). Agricultural resource intensive exports remain the most
important category of exports, with a share of 64.7 per cent in total
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Table 3.7 Factor-intensity of exports and imports, 1975-98

Percentage share (except total 1976-80 1981-85 1986-90 1991-95 1996-98
exports/imports)

The structure of exports

Agricultural resource intensive 65.8  64.8 73.9 63.4 64.7
Mineral resource intensive 16.8 15.6 2.5 3.2 4.2
Unskilled labour intensive 4.1 5.0 7.6 15.9 15.8
Technology intensive 8.5 10.0 11.7 13.1 8.6
Human capital intensive 4.9 4.6 44 4.4 6.8
Total exports (in US$ million) 286 284 320 385 403
The structure of imports

Agricultural resource intensive 8.7 10.7 8.2 10.9 9.1
Mineral resource intensive 6.2 9.0 7.3 7.3 6.5
Unskilled labour intensive 13.2 12.7 11.3 15.8 16.6
Technology intensive 352 345 39.6 33.3 35.7
Human capital intensive 36.7 33.0 33.5 32.6 32.1
Total imports (in US$ million) 1,001 859 1,418 1,402 1,580

Source: Manda and Sen (2004).

manufacturing exports in 1996-98. While there has been an increase in
unskilled labour intensive exports from 4.8 per cent in 1976-80 to 15.9
per cent in 1991-95, the share of unskilled labour intensive exports
in total manufacturing exports has remained stagnant at around 15 per
cent for much of the 1990s. Total manufacturing exports also do not
show signs of growth — the growth rate was 1.9 per cent per annum in
1991-98 as compared to 7.6 per cent per annum in 1976-90. The factor
content of imports also does not show significant change in the period
under consideration, with technology and human capital intensive
imports remaining the dominant two components of total manufacturing
imports.

To examine the impact of exports and imports on employment, we
derive employment coefficients at the industry level which is then
weighted by the share of each industry in exports and imports. We calcu-
late employment coefficients separately for female and male labour, as
there is evidence that labour intensity of production differs by gender in
Kenya’s key export industry, the horticultural sector (Dolan and Suther-
land, 2002).® The employment coefficients are presented in Figure 3.3.
We find that exports are more female labour intensive than imports, while
for male labour, the employment coefficients for exports and imports do
not differ significantly. In the aggregate, the structure of exports is mar-
ginally more labour intensive than that of imports. Thus, with relatively
weak growth in labour intensive manufacturing exports in the 1990s,
Kenya’s increasing integration with the rest of the world has not led to any
appreciable change in employment linked to international trade.
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Figure 3.3 Employment coefficient of exports and import-competing domestic pro-
duction (source: own elaboration from International Economic Databank
and UNIDO data).

Growth accounting

This methodology divides employment changes over a period of time into
that attributable to changes in domestic demand, exports, import penetra-
tion and productivity. The data used is the three-digit ISIC data for
imports and exports from the International Economic Database (IEDB) at
ANU, and UNIDO data on manufacturing output and employment also at
the three-digit level.

The results from the growth decomposition exercise are presented in
Table 3.8. Kenya shows a very different pattern in terms of manufacturing
employment in the 1990s compared to the period from 1975 to 1990.
Although the level of manufacturing employment has grown overall
during the whole period, the impact of trade flows on employment has
changed from positive to negative.

Between 1975 and 1990, employment generated by both exports and
import substitution increased. In contrast, in the 1990s employment fell as
a result of increased import competition and, since 1994, falling employ-
ment was associated with export decline. In the period 1994-98, industries
which observed a fall in employment due to a fall in exports were textiles,
wearing apparel and leather goods. During the same period, industries
which observed a fall in employment due to increased import penetration
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Table 3.8 Decomposition of employment changes in Kenya, 1975-98

1975-80 1980-85 1985-90 1990-94 1994-98

Domestic demand 53,239 44,760 46,250 7,183 —26,251
Export growth 4,141 5,281 2,728 5,039 -8,320
Import penetration 5,265 12,149 13,207 —9,929 —4,513
Productivity changes —23,240 —42,575 —37,253 7,673 49,012
Total employment change 39,405 19,615 24,932 9,966 9,928

Net employment change from trade 9,406 17,430 15,935 —4,890 —12,833

Source: Manda and Sen (2004).

Note
The figures in the table are the absolute number of workers.

were wearing apparel, furniture, electrical machinery and transport equip-
ment. An important aspect of the import liberalization measures under-
taken in the 1990s was the lifting of restrictions on the imports of
second-hand clothing and automobiles, and clearly the implementation of
these measures have had a negative effect on employment in the garment
and automobile industries.

A significant feature of employment changes in 1994-98 was the signific-
ant fall in labour productivity during this period which has mitigated the
negative effects of international trade and falling domestic demand on
total employment. The fall in labour productivity was observed mostly in
the textiles and garments, electrical machinery and transport equipment
sectors. In these industries, output fell sharply due to falling domestic
demand, but employment did not decline in the same proportion. This
seems to suggest that falling productivity in the late 1990s was a result of
output contraction as a consequence of falling demand and, in the case of
garments, electrical machinery and transport equipment, increased import
penetration, with the labour force not being reduced to the same extent.

An economic approach

The previous two approaches examined the direct effects of international
trade on employment via trade-induced adjustments in output. In this
section, we study the indirect impact of trade reforms on employment via
changes in the efficiency of labour use or the changing factor-intensity of
output changes within the same industry (see Jenkins, 2004). To capture
the indirect effects of trade, we estimate constant-output labour demand
equations at the industry level, augmented by variables that measure the
extent of integration of the industry with the world market. Thus, we
estimate the following equation:

L= by= bW, + b,Q;,+ 57, (1)



60 Kunal Sen

where L, is employment, W, is real wage, and @, is real output, all in
industry 7 at time &’ We will estimate the equation using the natural loga-
rithms of variables, so that the coefficients on Wand Q in these two equa-
tions can be interpreted as the wage and output elasticities of labour
demand. The variable Z, measures the degree of openness of industry 7 in
time ¢ As is standard in the literature, we capture the degree of openness
by the import penetration ratio (/M) and the export-output ratio (£O)
defined at the industry level (Greenaway et al. 1999).® The use of these two
variables also allows us to separate the effects of import competition from
export orientation on the efficiency of labour use.

The equations are estimated using a pooled dataset drawn from the
UNIDO’s industrial statistics that provides data on output, employment
and wages both at the ISIC three-digit and four-digit levels from the 1970s.
In the case of Kenya, data at the ISIC four-digit level are not available, but
the ISIC three-digit data are available for the 1980s and much of the
1990s. The number of industries included in the panel is 21, and the
period of analysis is 1982-98 (the number of observations is 374).

In our estimation procedure, we also introduce industry-specific
dummies to control for unobservable time-invariant differences across
industries (such as in the rate of technological progress). We use one-year
lagged values of W, IM and EO, given the short-run rigidities in adjusting
employment in a given year, and to take into account possible concerns
about simultaneity bias when current values are included in the regres-
sion. The regression results are presented in Table 3.9. In column 1, we
present estimates of the standard labour demand equation without incor-
porating the openness variables. Column 2 reports the augmented labour

Table 3.9 Regression results — trade and manufacturing employment

Variables Column 1~ Column 2 Column 3 Column 4 Column 5

AQ 0.004 0.006 0.004 0.006 0.007
(1.33) (1.71)* (1.33) (1.70)* (1.72)*

AW(—1) —-0.09 -0.09 —-0.09 —0.09 —0.09

(1.92)%  (1.99)%%  (1.92)% (2.00)%%  (1.97)%*

AIM(—1) —0.0001 —0.00008 —0.0001

(0.67) (0.30) (0.34)
AEO(-1) - —0.0014 - —0.001 —0.0013

(1.42) (1.42) (1.15)
Industry dummies?  Yes Yes Yes Yes Yes
Time dummies? No No No No Yes
R-square 0.09 0.11 0.10 0.10 0.14
S.E. of regression 0.1014 0.1014 0.1016 0.1012 0.1014
DW statistic 1.93 1.93 1.93 1.93 1.95
Notes

AL is the dependent variable.
*and ** denote statistical significance at the 10 and 5 per cent levels respectively.
All standard errors are White (1980) heteroskedasticity consistent.
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demand equation with the import penetration and export orientation
variables included together. In columns 3 and 4, we augment the labour
demand equation by including the import penetration and export orien-
tation ratios separately to incorporate concerns regarding the possible
multicollinearity of the two openness variables. In column 5, we present
the augmented labour demand equation, with time dummies included to
control for economy-wide shocks to labour demand (structural adjust-
ment programmes would fall into this category).

We find that the coefficients on output and the wage rate have the
expected signs, though the coefficient on the latter is statistically signific-
ant while the former is not (column 1). A 1 per cent increase in the real
wage rate leads to a fall in employment by 0.09 per cent. Including import
penetration and export orientation, we find that there is little evidence of
increased international trade having any discernible effect on employ-
ment in Kenyan manufacturing. With respect to export orientation, the
coefficient is negative, but not statistically significant. Including /M and
EO separately, and also including time dummies, does not lead to any
change in the results (columns 3, 4 and 5). Thus, the evidence suggests
that the Kenyan manufacturing sector’s increasing economic integration
with the rest of the world does not seem to have led to an appreciable
indirect effect on employment, either through increased export orienta-
tion or greater import penetration.

Has trade-openness had an impact on poverty in the agricultural sector?

McCulloch and Ota (2002) examine the effect of trade reforms on poverty
in the agricultural sector in Kenya, focusing on export horticulture. Horti-
culture is the most highly export-oriented activity in the Kenyan agricul-
tural sector, and horticultural exports have seen a significant increase in
both volume and value in the 1990s, which has seen greater integration
with world markets in the postreform period. McCulloch and Ota (2002)
find that export horticulture contributed to improvements in the eco-
nomic situation of rural households in two ways. First, employment was
generated on farms owned by major exporters and on independent large
farms producing for these exporters under contract. Second, smallholders
producing for companies involved in the exportation of horticulture ben-
efited both from higher incomes and also access to credit and extension
services provided by these companies. Thus, export horticulture has led to
an increase in employment and incomes among agricultural workers and
smallholder farmers, and would have contributed to a fall in the incidence
of poverty in the rural areas.
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Conclusion

There is little doubt that Kenya has considerably opened up its economy
since the early 1980s, when it embarked on a process of economic reform.
The evidence presented in this chapter suggests that the response to these
trade reforms does not seem to have had an appreciable positive impact
on economic growth and has not contributed to a reduction in poverty,
except in a limited manner for workers employed in the horticultural
sector. The effects of increased trade-openness in Kenya on growth and
poverty outcomes seem to differ from the cross-country evidence on the
positive relationship between trade, growth and poverty alleviation pre-
sented by Dollar and Kraay (2002).

What explains the difference in outcomes in Kenya relative to the
‘average’ developing country? Two possible reasons may be offered in
response to this question. First, the reforms in Kenya were ‘stop—go’ in
nature, and may have led to a lack of credibility of the reforms themselves
(Reinnika, 1996). Second, the reforms were implemented in the presence
of significant macroeconomic uncertainty and in a political environment
where the relationship between the government and major bilateral and
multilateral donors has not been the most conducive (O’Brien and Ryan,
2000). Thus, trade reforms should not be expected to have a beneficial
effect on growth and poverty alleviation if they are not seen to be credible
and if accompanying conditions of macroeconomic stability and political
commitment are not met.

Notes

1 The sequence of devaluations was in response to a possibility of capital flight
following the coup attempt in August 1982.

2 ‘Kenya can be made to fit the mould of a reluctant reformer whose overall
record has been no better than the (Sub-Saharan African) average’ (O’Brien
and Ryan, 2000: 494).

3 Dollar and Kraay (2002) estimate that Kenya’s weighted average tariff rate fell
from 39.4 per cent in 1985 to 13.5 per cent in 1995.

4 The data was obtained from the World Bank’s World Development Indicators database.

5 We also experimented with the one period lag of the trade-openness measure to
control for possible endogeneity of changes in trade-openness to economic
growth. However, there was no change in the results. This may be because
exports, one element of the denominator, are determined largely by world
factors independent of Kenyan policy, as observed for Uganda in Chapter 4.

6 Due to lack of availability of International Standard Industrial Classification
(ISIC) four-digit data, we use ISIC three-digit industry data. Also, we compute
employment coefficients only for 1996, as disaggregated data on female and
male employment is not available for all industries for other years.

7 In the absence of product specific price deflators, we use the GDP manufactur-
ing deflator to deflate nominal output and nominal wage.

8 We define the import penetration ratio for a particular industry as its imports as
a ratio of domestic demand (i.e. imports + output — exports); while the export
orientation ratio is exports as a ratio of output.
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Uganda since the early 1990s has been one of the most successful African
examples of economic liberalization, attaining macroeconomic stability
and reducing policy-induced anti-export bias in its trade policy in the
1990s. Taxes on exports have been abolished, and import protection has
been reduced considerably. It now has one of the most open trade
regimes in Africa. In conjunction with trade liberalization, the govern-
ment has liberalized much of the agricultural sector, notably coffee mar-
keting, and this has been associated with increased prices and incomes for
producers. Growth performance has been impressive. In rough terms, real
per capita GDP doubled by the early 2000s compared to the early 1990s.
Export growth, especially coffee in the mid-1990s but including non-
traditional exports more recently, made a significant contribution to this
growth performance; export earnings doubled in real terms during the
1990s. The evidence of successive household surveys is that poverty is
being reduced, fuelled by increased agricultural incomes for most of the
1990s (first coffee, then food crops since 1997) and increasing non-farm
incomes in recent years. The percentage of the population recorded as
living below the poverty line (the poverty headcount measure) fell by
some 20 per cent between 1992 and 1998, and has continued to fall until
the early 2000s, when it appears to have stabilized.

There were several forces at play in the economy during the 1990s that
impacted on poverty. These included trade liberalization and trade
performance (which is only in part determined by Uganda’s own trade
policy), but there were also large aid inflows. Although we will make refer-
ence to other factors where appropriate, our concern is with identifying
any ways in which trade policy and performance has affected the poor.
Trade may affect poverty by contributing to increased or decreased
incomes or opportunities, or by altering the prices, the poor face for the
main commodities they consume. All of these linkages will be addressed.
However, the gains of the past decade have not been evenly distributed;
while the ‘average’ household gained, some households are likely to have
suffered under liberalization and some groups remain rooted in poverty.
This chapter aims to review the evidence to identify which types of
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households have, and which have not, benefited from trade under
Uganda’s more liberal economic regime, and to suggest what can be done
regarding trade policy to spread the benefits more widely.

The major trade policy reforms tend to have a more immediate effect
on imports than on exports, as Ugandan reforms directly affect import
prices (by reducing restrictions or tariffs). Export revenues are largely
determined by world prices, which are beyond Uganda’s influence, while
export performance is influenced by non-trade factors, such as marketing
and transport. The effects for exports and imports will be examined sepa-
rately, including reference to results from modelling exercises, in particu-
lar Computable General Equilibrium (CGE) studies for Uganda. An
attempt is made to relate product effects (e.g. prices of food, imports) to
consumption, especially of the poor, using evidence from household
surveys. As export growth contributes to economic growth, trade can
directly contribute to reducing poverty. Trade, imports and exports affect
households in different ways, as producers or consumers, and we empha-
size how such distribution effects should be allowed for when incorporat-
ing trade policy into any poverty reduction strategy.

Trade policy and economic performance’

Uganda has averaged real GDP growth of over 5 per cent per annum since
the launch of the Economic Recovery Programme (ERP) in 1987. The key
features of the ERP were market-oriented policy reforms, including liber-
alization of trade and the foreign exchange regime, and achieving macro-
economic stabilization. Uganda has undergone substantial structural
transformation over the past decade with services and industry becoming
more important at the expense of agriculture. Nevertheless, the Ugandan
economy continues to be dominated by agriculture, contributing more
than 90 per cent of export earnings, 80 per cent of employment and
about 40 per cent of government revenue. The proportion of monetary in
total GDP rose from 66 to 77 per cent in the same period, reflecting the
transformation from a subsistence-based to a more market-based agricul-
tural sector.

Trade performance, in particular exports, has been a fundamental
factor in growth, and trade policy has made a contribution, although
global market conditions are the major determinant of export earnings.
As Uganda is a price-taker on world markets, it has little influence on the
price received for its exports, especially for its major exports of coffee and,
more recently, gold and fish. However, the high world prices for coffee
during much of the 1990s is not the sole reason for increasing producer
incomes — the share of the world price received by farmers also increased
significantly following liberalization. Thus, domestic policies are import-
ant. In the early 1990s, Uganda had a strongly protectionist and highly dis-
torted trade regime, with taxes on coffee (the major export) and high
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tariffs and restrictions on imports. By the end of the decade, a more
liberal trade regime was in place.

The presence of import barriers or restrictions creates an anti-export
bias by raising the price of importable goods relative to exportable goods.
Removal of this anti-export bias through trade liberalization would induce
a shift of resources from the production of import substitutes to the pro-
duction of exports. The factors used intensively in the production of
exports, land and rural labour in Uganda, should benefit most. On the
other hand, factors employed in the production of import-competing
goods, mostly urban capital and labour, can anticipate losses. Typically,
import supply from the rest of the world responds more rapidly than
domestic export supply, so liberalization imposes adjustment costs (losses
tend to be immediate whereas export gains can take time). As we will see,
this has not really been the case in Uganda. Although imports increased
with growth, they remained a stable share of GDP; variations in export
earnings drove the balance of payments.

Evolution of trade policy

The ERP aimed to improve the competitiveness of Ugandan exports by
eliminating controls in the foreign exchange market. It aimed at restoring
incentives for producers by abolishing most of the price controls and inef-
ficient marketing monopolies. The ERP aimed at promoting investment
by introducing investment incentives and guarantees and returning expro-
priated properties to their owners. Trade policy reforms implemented in
Uganda since 1987, coupled with direct export promotion measures,
other aspects of the ERP, reduced the bias against exports, and policy-
induced barriers to trade have been reduced substantially. Table 4.1 pro-
vides a summary of the main reforms over 1987-2000, the most recent
year for which reforms have been identified. Tariff rates have been
reduced, often significantly, and many non-tariff restrictions (e.g. quotas,
import bans) have been converted into tariff equivalents. The tariff sched-
ule with rates of 0, 10, 20, 30 and 60 per cent in 1995 has been reduced to
a standard schedule with rates of 0, 7 and 15 per cent in 2001, although
some goods face higher rates.” Lower tariffs apply to imports from
regional partners. The export tax on coffee, which generated up to a half
of the government revenue in the 1980s, was abolished in 1992 and tem-
porarily reintroduced in 1994 as a Coffee Stabilization Tax but eliminated
in 1996. The main export duty is a 1 per cent levy collected by the Uganda
Coffee Development Authority on coffee exports.

Trade performance

Trade policy reforms in Uganda have been aimed at poverty reduction,
promoting employment, economic growth and promotion and diversifica-
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Table 4.1 Ugandan trade policy reforms

Year Reform

1987

Dual trade licensing system introduced.
Duty exemptions on raw materials and capital goods suspended.

1988 ® Some protective tariffs (sugar, soap) raised.
Open General License (OGL) scheme for imports implemented.

1989 e Retention account scheme for export earnings introduced.
Duty exemption on raw materials.

1990 e Export licensing system replaced with certification system.
Foreign exchange bureau/parallel foreign exchange market legalized.

1991 * Import licensing replaced with certification system.
Duty drawback scheme introduced.

1992 e Tariff structure rationalized (six rates in 10-60% range).
Several duties on raw material abolished.
Tax on coffee exports abolished.

1993 e Unified inter-bank foreign exchange market/floating exchange rate.
System of trade documentation reformed, pre-shipment requirements
introduced.

® Cross-border initiative (CBI) to promote regional trade introduced.

1994

Further rationalization (10-50% range) of the tariff structure.
Import duties on some of the materials suspended.
Tax on coffee exports reintroduced.

1995 e Coffee tax reduced.

Narrow range of products only on negative import list.

Reduced exemptions from duties on raw materials and intermediate
inputs.

Coffee tax abolished.

Further rationalization of tariffs, to three non-zero rates with
maximum of 30% (though protective excise duty of 12% applies also
on many tariff lines).

1998 e Tariff bands reduced to three — 0, 7 and 15% (although with some
special excise duties) and almost all import bans removed.
¢ Uganda qualifies for HIPC debt relief.

2000 ¢ Fixed Duty Drawback Scheme and the Manufacturing Under Bond
Scheme introduced for exporters.

1996

tion of exports, particularly non-traditional exports. There are duty and
tax exemptions and concessions as incentives to increase the volume and
diversity of exports. The policy initiatives undertaken in recent years have
provided incentives and increased producer prices. For example, the elim-
ination of the monopoly of the Uganda Produce Marketing Board (PMB)
has contributed to the growth and diversity of horticultural exports.

Trade performance during the 1990s has been volatile on the export
side, but surprisingly stable on the import side (Table 4.2). Exports
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Table 4.2 Exports, imports and trade balance, 1990-2001, selected years

Year 1990 1995 1996 1997 1998 1999 2000 2001

Exports/GDP (%) 7.0 109 119 150 121 11.8 11.7 11.6
Imports/GDP (%) 20.0 20.8 20.7 205 20.1 200 202 20.7
Balance/GDP (%) —13.0 —-10.1 —-88 —-55 —8.0 —-82 -85 -—9.1

Source: Economist Intelligence Unit, 2002.

increased from 7 per cent of GDP in 1990 to peak at 15 per cent in 1997,
during the coffee boom, falling to a stable level of 11-12 per cent of GDP
for the rest of the decade. Imports remained at 20-1 per cent of GDP
throughout the decade. As a consequence, Uganda has run a chronic
trade deficit of over 8 per cent of GDP for most of the period (this has
been sustained by aid inflows).

The composition of Uganda’s exports changed markedly during the
1990s, especially in the second half of the decade. One important trend is
the fall in export revenue from traditional cash crops, notably coffee since
1999 and cotton in the early 1990s. In contrast, non-traditional exports,
especially fish, experienced a boost in revenues in recent years. By
2000/01, non-traditional revenues surpassed those from traditional
exports (Table 4.3).

Coffee has been by far the single most important export commodity
over the decade (Table 4.4). Between 1992/93 and 1998/99, coffee con-
tributed between 54 and 77 per cent of total exports, earning
US$457 million at its peak in 1994/95. Uganda benefited tremendously
from a boom in the world coffee prices in the mid-1990s combined with
an increased supply response. But the boom was followed by bust as coffee
export prices fell by almost 70 per cent in dollar terms between 1998,/99
and 2001/02. Coffee’s share of exports has fallen dramatically to only 18
per cent in 2001/02, earning US$85 million, some five times less than in
1994/95. Cotton, another traditional cash crop, also experienced a recent
downturn. Tobacco, on the other hand, has grown steadily in importance,

Table 4.3 Traditional and non-traditional exports, selected years (US$m)

1991- 1993— 1994- 1995- 1996— 1998— 1999- 2000-
92 94 95 96 97 99 2000 01

Traditional exports 131.4 202.3 477.4 435.6 4242 363.1 2584 172.0

Non-traditional 40.7 624 1155 1524 259.3 186.0 180.6 253.2
exports
Total exports 172.1  264.7 593.0 588.0 683.5 549.1 4389 4252

Source: Background to the Budget 2002/03 (MFPED, 2002).

Note
Excludes exports of services. ‘Non-traditional’ refers to commodities that have only featured
in export trade over the last ten years.
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Table 4.4 Composition of exports (% shares), 1990-2001, selected years

1990 1992 1994 1995 1997 1998 1999 2000 2001

Traditional exports

Coffee 79.0 65.0 74.6 66.9 52.0 55.1 60.1 31.2 21.6
Cotton 33 56 08 1.7 49 14 36 55 3.0
Tea 20 53 26 12 51 53 45 94 6.7
Tobacco 1.7 29 18 13 21 42 31 6.7 71
Non-traditional exports

Maize 19 27 62 40 25 1.7 1.1 06 4.1
Beans and other legumes 23 19 28 28 20 12 18 1.1 05
Fish and fish products 08 44 23 56 47 74 52 77 173
Cattle hides 283 23 23 18 17 11 06 32 57
Sesame seeds 29 44 03 10 02 00 03 02 02
Soap 00 00 04 05 04 03 04 04 0.6
Electric current 0.7 1.0 05 04 20 22 28 46 23
Cocoa beans 03 02 01 01 02 03 03 04 04
Goat and sheep skins 1.2 05 01 00 00 00 00 0.0 0.0
Hoes and hand tools 01 03 02 03 00 00 01 0.1 0.1
Pepper 00 01 01 00 00 0.0 01 01 0.1
Fruits 00 00 0.1 00 01 01 00 02 0.0
Bananas 00 01 01 01 00 00 01 02 02
Roses and cut flowers 00 00 01 01 06 14 15 25 33

Gold and gold compounds 0.0 0.0 00 47 136 36 7.0 10.8 10.9
Other precious compounds 0.0 0.0 0.0 00 0.0 00 06 27 28

Other products 16 32 41 69 7.8 143 67 127 105
Traditional exports 859 787 798 71.1 642 659 71.3 526 383
Non-traditional exports 14.1 21.3 20.2 28.9 358 34.1 28.7 474 61.7

Source: Computed from Background to the Budget (MFPED, various years).

especially towards the end of the decade. Tea exports have also improved
significantly, primarily due to an increase in volumes.

Fish is the current export success story in Uganda, increasing from only
$4million (2 per cent of exports) in 1992/93 to $48million (9 per cent)
in 1998/99. A temporary import ban imposed by the European Union
caused a loss of foreign currency earnings in 1999/2000, as exports
dropped to $19million. When the ban was lifted, exports expanded
further to a record $88million (19 per cent of exports) in 2001/02,
making fish the most important export commodity in Uganda in terms of
revenue earned. The boom in fish exports can be attributed to increased
prices as well as volumes. Hides and skins are other promising export
commodities. Flowers and electricity show equally promising trends. Maize
exports are also important, but volatile, as the produce is sold in bulk and
depends on food shortages in other parts of the continent (to which trans-
port is often a problem).
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Non-trade factors and constraints

Trade policy barriers are only a component of the transactions costs asso-
ciated with trade. Poor infrastructure, notably by increasing transport
costs, and institutional inefficiencies can significantly increase trade costs.
The implicit tax on exports due to transport costs and inefficiencies are
often very high, in many cases representing a greater cost (tax) to
exporters than trade policy. These high transaction costs make exporters
less competitive in world markets. Many institutional reforms, especially
dismantling state monopolies on marketing, complemented the trade
reforms. However, institutional rigidities and infrastructure inefficiencies
persist and these constrain trade performance.

The poor functioning of institutions that facilitate trade also constrains
efforts to increase exports and may indeed result in reduced incomes and
increased poverty. The lack of capacity in the Uganda National Bureau of
Standards (UNBS) to monitor and enforce standards in the fish sector in
the late 1990s illustrates this point. The EU ban on fish from Lake Victoria
in the late 1990s resulted in a loss of income to fishermen and employees
in the fish processing plants as a result of abrupt and massive lay-offs in
the fish industry. Out of 100,000 people involved in various fishing activ-
ities, 32,000 lost their jobs, whilst others earned less than one third of
their normal incomes. Families and other dependants (about 300,000
people) of the directly employed were also affected by the ban on
Uganda’s fish exports in 1999. This example suggests that weak institu-
tions can have direct and indirect effects on efforts to reduce poverty.
Stringent quality requirements and standards are of increasing import-
ance in sectors into which Uganda is making attempts to diversify (Ruda-
heranwa et al., 2003). For example, maximum chemical residue limits are
expected to come into force in 2003 and would affect products in the hor-
ticulture and flower industries, both of which are a major source of
employment and current export earnings. Institutional capacity is
required to ensure they do not have the same adverse experiences as in
the fish sector.

Trends in poverty in the 1990s’

Although we recognize that poverty is a multi-dimensional concept, we
limit our discussion here to its money-metric aspect using income- and
consumption-based approaches because data on these are more readily
available from household surveys and this allows us to identify recent
trends. More importantly, it allows us to ‘track’ poverty in different
regions and household-types, which can be related to the evidence on
trade and economic performance by sector and commodity.

Since 1989, the government of Uganda has undertaken a series of
household surveys that provide data to monitor poverty, notably the 1992
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Integrated Household Survey (IHS). There have been four annual moni-
toring surveys since 1992, and the results of the Uganda National House-
hold Survey (UNHS) of 1999/2000 have recently become available. The
national poverty line is the cost of obtaining 3,000 calories per day using
the food basket of the poorest 50 per cent of Ugandans in 1993 prices.
Non-food requirements are estimated as the non-food spending of those
households whose total consumption is just equal to the food poverty line.
The rationale for this is that if households are sacrificing the food expen-
diture needed to meet calorie requirements for non-food spending, then
this non-food spending must be considered vital. Results have been shown
to be robust to the choice of poverty line.* We review trends largely by
comparing the results of the 1992 and 1999,/2000 surveys.

In 1992, poverty was widespread, with 56 per cent of the population
estimated to be below the poverty line. Although poverty was mainly a
rural phenomenon (with rural areas contributing 93 per cent to the
poverty headcount), 29 per cent of urban residents were poor. Regional
variations were significant, and poverty was significantly higher in the
North and lowest in the Central region, which includes Kampala (Table
4.5). Considering the entire period 1992-2000, a clear picture emerges.
Poverty declined substantially to only 35 per cent in 2000. The greatest
decline was in urban areas, from 28 per cent to 10 per cent, whilst in rural
areas the decline was from 60 per cent to 39 per cent (Table 4.5). The
performance in conflict-stricken northern Uganda, known for production
of cotton, groundnuts and sesame, was the worst. The maize and bean-
growing Eastern region registered a decline from 59 per cent to 37 per
cent, suggesting gains from non-traditional exports. As the West and
Central are the main coffee growing regions it is not surprising that most
of the gains from the coffee boom and liberalization in the coffee sector
accrued there, and they experienced the largest reductions in poverty

Sector variations in poverty help us to identify which sectors enjoyed the
greatest income growth, and therefore the greatest potential for poverty
reduction. In 1992, about 70 per cent of Uganda’s population was employed
in the agriculture sector,” 47 per cent engaged in food crop agriculture and

Table 4.5 Incidence of consumption poverty in Uganda 1992-2000 (%)

1992 1997 2000
Uganda 56 44 35
Rural 60 49 39
Urban 28 17 10
Central 46 28 20
East 59 54 37
West 53 43 28
North 72 60 66

Source: Uganda Poverty Status Report 2001 (PMAU, 2002a).
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20 per cent in cash crop farming. Government services accounted for some 8
per cent of employment. All the major socio-economic groups saw a reduc-
tion in poverty by at least one quarter in the period 1992-2000 (Table 4.6).
The food crop sector contributed almost half (43 per cent) of the reduction
in poverty over the whole period, but this was almost entirely between 1996
and 2000. The cash crop sector contributed some 27 per cent to the reduc-
tion, with gains primarily for the coffee farmers during the coffee boom and
liberalization of the coffee sector in 1992-96. The decline in poverty among
households employed in government and private sector services was more
pronounced in the later period (1995-2000).

While nationally the proportion of the Ugandan population identified
as poor fell from 56 per cent in 1992 to 35 per cent in 1999, with substan-
tial poverty reduction occurring everywhere in the country except the
Northern region, this provides no information on the dynamics of poverty
change. Table 4.7 presents poverty dynamics based on panel subsamples

Table 4.6 Incidence of poverty by main occupation of household head (%)

Rural Urban

1992 1996 2000 1992 1996 2000

All 60 54 39 28 20 10
Food crops 60 63 46 - - -
Cash crops 63 47 34 - - -
Non-crop agriculture 57 43 44 - - -
Agriculture - - - 55 36 23
Mining, manufacturing 45 40 35 38 36 23
Private sector services 40 31 22 16 12 7
Government services 41 36 22 26 22 6
Non-working 65 68 53 32 18 15

Source: Uganda Poverty Status Report 2001 (PMAU, 2002a).

Table 4.7 Distribution of poor in Uganda 1992-99 (% households)

Chronic Moving out Moving into Never in All
poor of poverty poverty poverty
All 18.9 29.6 10.3 40.9 -
Rural/urban
Urban 8.1 12.2 8.8 21.9 15.0
Rural 91.9 87.8 91.2 78.1 85.0
Region
Central 23.4 32.0 26.3 37.2 31.9
East 19.6 28.0 21.9 19.9 22.5
North 30.1 11.3 25.4 6.8 14.5
West 26.8 28.7 26.3 36.1 31.1

Source: Calculations from raw survey data provided by David Lawson.
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of the national surveys in 1992 and 1999, to identify households that
remained either poor or non-poor and households that moved into or out
of poverty. Almost 20 per cent of the panel households were chronic poor,
i.e. poor in the two years for which they were surveyed, while 41 per cent
were non-poor in both periods. The remainder moved into or out of
poverty between these years, indicating substantial mobility.

Table 4.7 also shows how chronic and transient poverty is distributed
across rural/urban areas and by region. Chronic poverty is particularly
prevalent in both the Northern region and rural areas of Uganda. Consid-
ering the chronically poor as a whole, almost one-third (30.1 per cent) are
in the Northern region. Households in the North also appear less likely to
move out of poverty, with only 11 per cent of households escaping poverty
being from the North, compared to 32 per cent from the Central region.
It is clear that while there has been substantial movement both into and
out of poverty, there appears to be a core of Ugandan households remain-
ing in poverty. These ‘chronic poor’ are disproportionately located in
rural areas (over 90 per cent), especially in the North. Evidently, growth
has been associated with distribution effects and has not benefited a
significant proportion of the population.

Trade and poverty: exploring the linkages

It is only within the last ten years that economists have started to address,
in a rigorous manner, the ways in which trade may impact on the poor.
Data permitting, the unit of analysis would be the household as producer
and consumer. As a producer, the household earns income by selling the
factors it possesses (e.g. renting land, wage labour) or by utilizing the
factors directly for production (e.g. combining household land and
labour to grow food, for sale or own-consumption). The distinguishing
feature of poor households is that they possess few or low-value factors
(e.g. they do not have access to land and their labour is of very low
quality). Trade expands market opportunities and increases the demand
for, and return to, factors. International trade provides access to (and
competition from) a larger market, but also one that is more competitive,
SO success in exporting, or import competition, requires increased effi-
ciency in producing high quality goods. The major share of the benefits
from trade will accrue to those households owning the factors that are
most in demand, and in general, these will not be poor households. This
does not mean that trade will not benefit the poor, but rather suggests
that the poor will derive the least direct benefit from trade. Insofar as
trade expansion fuels economic growth, aggregate demand in the
economy increases and this benefits all.

From the perspective of producers, exports are beneficial (increased
demand leads to increased production and incomes) but imports pose a
challenge. Increased competition from imports can lead to a reduction of
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production of import-competing sectors, at least in the short run. This
means that the owners of factors supplied to those sectors will suffer a
reduction in income; in a country like Uganda, this is mostly wage labour
in manufacturing. If the economy is flexible it will adjust over time and, in
the long run, the economy should become more efficient. However, most
evidence relates to the short-term, so there will be winners and losers from
trade. From the perspective of households as consumers, however, trade is
generally beneficial. Import competition implies that imports and the
products of import-competing sectors will be cheaper. Expansion of
export sectors, if they also sell on the local market, should mean lower
prices and/or higher quality. Thus, trade has interacting effects on house-
holds, some good and some bad. To disentangle how these effects may
have impacted on different households in Uganda, we present results
from simulations using a Computable General Equilibrium (CGE) model
in the first subsection below. This helps to identify the types of households
that benefited from trade and those that did not benefit.

It is important to distinguish trade policy from trade performance,
especially as it is the latter that results in effects on poverty. Trade
performance is an outcome, while trade policy is one of the inputs that
influences that outcome. Trade policy reforms affect relative incentives,
and the performance outcome depends on the ability of agents and
sectors to respond to these altered incentives. The link between policy and
performance is not a simple direct one. Policy reforms have economic
effects on: (a) prices of traded products; (b) output, wages and employ-
ment opportunities in affected sectors; and (c) the government’s fiscal
position. We focus on economic effects, in particular those on export
performance to address (b), as data on the effects on import prices are
quite limited.

A brief comment on the fiscal effects is warranted. Import liberalization
might be expected to reduce government revenue, as tariffs are typically
an important tax. Despite the significant trade liberalization since the
early 1990s, tariffs have continued to be a major source of tax revenue.
Although tariff revenue fell by about a third in the 1990s, this decline was
compensated by increased revenue from VAT on imports. Thus Uganda,
in effect, substituted domestic sales taxes for tariffs.

The remainder of this section addresses three separate issues. First, we
review some simulation evidence of how trade reforms impact on Uganda,
taking into account distribution effects on types of household. Second, we
look at the performance of the agriculture sector, as this is the mainstay of
the economy. There is evidence that producer prices of some major crops
increased and that farmers substituted into, and increased production of,
those crops. Finally, we look at trends in prices of important consumption
goods to see how these may affect the real incomes of the poor.
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Model simulation evidence

Trade liberalization increases competition faced by domestic producers;
while some firms may fail, others may respond by increasing efficiency
(especially firms using imported inputs). There are welfare gains for con-
sumers who can purchase an increasing variety of goods, potentially of
better quality, at lower prices. The immediate effect of import liberaliza-
tion is losses in some sectors, gains in other sectors, gains to consumers
and possible revenue losses to government; the net impact is indetermi-
nate. The longer-term impact will depend on how effectively the export
sector responds to improved incentives: although trade liberalization does
not usually affect actual export prices, it increases the return to exporta-
bles relative to the return to importables. An adequate export response is
usually sufficient to ensure that the net impact of trade liberalization is
favourable. Because there are so many different effects, some offsetting
and others reinforcing, one cannot say a priori how trade reforms will
affect household welfare. Even if one expects an aggregate gain for the
economy, it is important to know which types of households or sectors are
most likely to gain and which are most likely to lose. Computable General
Equilibrium (CGE) models are useful in this respect, as they allow one to
trace through how relative prices alter production and factor incomes,
and how this in turn affects real incomes of specific types of households.
The results of simulations from CGE models of Uganda summarized in
Table 4.8 show the distribution of impacts for ten types of households
(the share of each type in the economy is given in the second column).

Table 4.8 Effects of trade on household welfare in Uganda (illustrative CGE

simulations)
Share Export growth UR
1 Urban wage earners 12% 0.00 0.08
2 Rural wage earners 10% 0.08 0.24
3 Agricultural, Central 14% 0.57 0.50
4 Agricultural, Eastern 14% 0.57 0.36
5 Agricultural, Western 15% 0.65 0.51
6 Agricultural, Northern 9% 0.51 0.29
7 Urban non-farm self employed 12% 0.87 1.20
8 Rural non-farm self employed 9% 0.80 0.87
9 Urban non-working 1% 0.00 —0.53
10 Rural non-working 3% -0.07 —0.59
Total - 0.46 0.42

Source: Blake et al. (2002).

Notes

The ‘share’ column is the share of each household type in total income (of all households).
The two columns of results are simulations of the effect of the Uruguay Round (UR), first
assuming only a 10% increase in the world price of Ugandan coffee exports and second
assuming full implementation of UR (with only a mild increase in coffee prices).
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The two cases refer to multilateral Uruguay Round (UR) liberalization,
and therefore allow for changes in world prices (that arise from liberaliza-
tion in other countries). The ‘Export Growth’ column simulates the effect
of a 10 per cent increase in the world price of coffee only (no other adjust-
ments are allowed). Although this may appear to be a large price increase,
the simulation is intended to illustrate the impact of export expansion
more generally; the estimated supply response of coffee farmers is quite
low (output increases by 2.3 per cent), while labour and other factors are
treated as fixed. Obviously, a lower price increase would have less of an
impact, but greater supply response would have a greater impact. The
aggregate effect is positive, there is an increase of almost 0.5 per cent in
real household income (welfare) at the national level. Most households
benefit but those that are most likely to produce or trade coffee benefit
most. Interpreting the table, coffee-growing farmers (agriculture) gain, as
do traders, processors and providers of inputs (including services) to the
farmers (these will be in the urban and rural non-farm self-employed
households). Rural wage earners derive some benefit, as wages increase,
but urban wage earners are unaffected. The households that lose, the
rural non-working, are those that are most likely to include the chronic
poor.

In this ‘export growth’ simulation, even agricultural households in the
Northern region benefit, although this is not a coffee growing area. The
model generates this by allowing farmers in that region to substitute from
other crops into coffee. Even if this is unrealistic, the simulation captures
the broader benefits of export growth. In simple terms, a significant
expansion of exports provides a direct benefit to households that do or
can supply factors to the export sector (in production, processing, market-
ing or trading). Note that this simulation imposed severe rigidity on the
economy — it did not permit factors (such as labour and capital) to move
between sectors (e.g. from wage labour into export crops), nor did it
permit any efficiency gains in the economy.

The second simulation (UR, all factors) relaxes this rigidity, allowing
for import liberalization and some factor movement. This simulation
assumes a much more moderate increase in world coffee prices (0.4 per
cent), which as it happens would have no effect on aggregate welfare
(although coffee producers and traders benefit). Thus, the second simula-
tion adds factor mobility and tariff reductions to export price increases
that would not affect aggregate welfare, and can be interpreted as the
effects of the former only (this is why the aggregate welfare effect is lower
than in the first simulation). It is evident that once flexibility for the
economy to adjust is allowed, the net impact is positive — a 0.42 per cent
increase in total household welfare (the measure of national income). All
households accept the non-working gain, although the greatest gains are
again to farmers and, especially, the non-farm self-employed. Non-working
households lose in this simulation because tariff reductions reduce
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government revenues and this leads to a cut in transfers (to some extent
this is an artifact of the structure of the model, but it serves to highlight
the problem of those depending on transfers). A greater increase in
export prices would generate greater benefits, but the distribution across
households would follow the pattern shown here.

These results provide two broad conclusions. First, in a relatively inflex-
ible and constrained economy such as Uganda’s, trade liberalization is
more likely to provide aggregate benefits if there are also efficiency gains
and factors are mobile (this captures the ability of the economy to
respond and adjust). In fact, the greatest benefits arise in the case of mul-
tilateral liberalization when the economy has some flexibility to respond
to opportunities to export. Second, there are significant distribution
effects of trade liberalization. In general, the largest proportional gains
are to the urban self-employed, but there are also significant gains in agri-
culture. The benefits to agriculture are greater in the main food and
coffee growing Central and Western regions, because the factors that
benefit are more prevalent in those regions. This is consistent with the
evidence that agricultural growth, and poverty reduction, in Uganda in
the 1990s was concentrated in these areas (whereas the Northern region
fared least well). In these simulations, the non-working households are the
major losers. Although not all of these households are the poorest, these
household types will tend to include the poorest (the chronically poor),
those that do not own the factors that benefit.

These estimates of the effect of trade reform on Uganda suggest that
the overall effect will be small, but on balance positive. As there are major
benefits to agriculture/rural households, the impact is likely to be pro-
poor. However, producers respond not so much to the prices they face for
individual commodities, but the relative prices faced for substitute com-
modities. The CGE models address the effects associated with relative
price changes. For example, if cash crop prices increase, farmers will sub-
stitute from food to cash crops, and food production will fall. However, if
imports do not meet the demand for food, food prices may then rise. The
net effect could be to increase the returns to farming in general, so more
resources will be attracted to agriculture, or existing resources will be used
more effectively. Consequently, outputs of most agricultural commodities,
and incomes to farm households, can rise, as appears to have been the
case in Uganda. Nevertheless, there are some households that may not
benefit from trade or economic growth. Such households depend on
transfers (from government in the model, but remittances or inter-
household transfers may be more important in practice).

The aggregate impact on the economy will tend to be greater in sectors
with higher value added. Primary exports benefit households supplying
factors to produce them, but adding stages of processing spreads the eco-
nomic benefits wider (although one would have to allow for the possibility
of domestic processors offering producers prices lower than the potential
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export price). Uganda’s comparative advantage is in primary commodi-
ties, but the economy can derive a greater benefit if exports are upgraded
so that that more value added is domestic. Non-traditional exports often
require more processing and/or packaging than traditional exports, so
the shift into new products should broaden the economic benefits. Fur-
thermore, if linkages are greater the benefits spread to more households
and are more likely to contribute to poverty reduction.

Trade, agriculture and poverty’

The CGE models are no more than simulations of how trade reforms are
likely to affect prices, and how this impacts on households via the linkages
in the economy. It is relevant to consider what has happened to produc-
tion and household incomes in particular sectors, and we focus on agricul-
ture as being the single most important sector. The impact of trade
liberalization on poverty depends on whether poor households are net
consumers or net producers of the products whose prices have changed
and the nature of the labour they supply. That is, price increases benefit
net producers but hurt net consumers. In this section we focus on agricul-
ture households as producers (the next section considers the perspective
of consumers).

As noted, agriculture’s share in GDP declined from over 50 per cent in
the late 1980s to just over 40 per cent in the early 2000s, mostly accounted
for by a decline in the share of food crops in GDP. However, this was
during a period of dramatic GDP growth, and real growth rates in agricul-
ture averaged about 5 per cent per annum during the 1990s. As agricul-
ture is defined to include fishing, most of the growth in (non-traditional)
exports emanated from the sector. The share of agriculture products in
imports declined during the late 1990s, as did the volume of imports of
most agricultural products (except cereals and sugar preparations among
the major imports). Thus, agriculture was evidently a dynamic sector, and
contributed to the reductions in household poverty reported above.

Actions to directly increase the ability of the poor to raise their incomes
hinge on more targeted interventions in sectors where the poor are
involved, and an increase in returns to the factors that the poor own.
Survey results show that the agricultural sector is a key employer in
Uganda and therefore the Plan for Modernization of Agriculture (PMA) is
central to the fight against poverty while increased liberalization which
will ensure increased returns to unskilled labour is critical. Table 4.9 gives
changes in real prices received by producers for selected crops between
1992 and 1999, the response in terms of number of growers per crop, and
changes in yield per farmer. Producer prices of coffee more than doubled
reflecting both the liberalization of coffee marketing and favourable
world prices. Prices of tea, maize, groundnuts and peas also rose signific-
antly. On the other hand, the prices of beans and cassava, the two most
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Table 4.9 Real producer prices and output growth, 1992-99

Crop Price per kg (Ushs) Growers (%) Output

1992 1999  Change (%) 1992 1999  Change (%)

Cash Crops

Coffee 239 500 109.2 16.4 27.5 56.5
Cotton 510 230 —54.9 7.1 5.8 —31.7
Tea 185 510 175.7 0.3 0.1 1,289
Tobacco 1,005 1,013 0.8 2.3 2.4 —-51.9
Starchy Crops

Cassava 158 113 —28.5 59.7 58.5 27.6
Matoke 75 78 4.0 41.2 57.0 —-0.8
Sweet Potatoes 113 114 0.9 61.9 56.8 354.9
Grains

Maize 120 200 66.7 27.5 67.8 131.4
Millet 300 300 0 41.9 31.3 —-31.7
Legumes

Beans 320 256 —20 76.1 69.2 —-0.1
Peas 300 400 33.3 9.9 19.8 94.9
Groundnuts 300 567 89 31.8 29.7 —27.0

Source: Uganda Poverty Status Report 2001 (PMAU, 2000a), derived from Deininger and Okidi
(2001).

Notes

All data based on a number of sample villages. The percentage of farmers growing the crops
refers to the villages, not the national average. Similarly, the output growth is the mean per
farmer in the sample villages.

widely grown crops (in terms of the percentage of farmers planting them),
fell. The prices of three other widely grown crops remained stagnant —
matoke, sweet potatoes and millet. This benefits consumers as these are
mostly staple foods, but represents a loss to growers unless they substitute
into crops that are more profitable.

It appears that farmers have substituted into crops that are more prof-
itable. In general, the number of growers increased for those crops that
saw an increase in prices, especially coffee, maize and peas. The main
exceptions are tea, which accounted for very few growers, and ground-
nuts. Similarly, the percentage of growers declined for crops with falling
prices, especially cotton and beans. There is evidence that substitution
occurred mostly within types of food crops as relative prices changed.
Within grains, the shift was from millet to maize; within starchy crops,
there was a shift into matoke; and within legumes, from beans to peas.

The increase in output also tended to reflect changes in relative prices.
The largest growth in output was generally in crops where prices
increased — tea, maize, peas and coffee. The largest declines in output
were in cotton, which recorded the largest fall in prices, and millet (the
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price relative to maize declined). Groundnuts are an exception, as output
fell despite the significant increase in prices, and tobacco is also some-
thing of an exception. This merely serves to highlight the importance of
non-price factors in determining yields.

Many of the commodities discussed above are included among the
‘strategic export’ commodities identified for Uganda — coffee, tea, cotton,
and vegetables (Government of Uganda, 2001). The strategic commodi-
ties we have not addressed are fish, livestock, fruits, flowers and Irish pota-
toes. In terms of recent export growth, the most important of these are
fish, cattle hides and cut flowers, which together accounted for some 27
per cent of exports in 2001. Cut flowers tend to be a commercial (market
garden) rather than agricultural activity. Within agriculture, cash crops
will continue to be very important but are susceptible to sudden and often
dramatic changes in world prices. One strategy is to aim for high quality
niche ends of the market, which is possible for coffee and perhaps tea but
may not be viable for cotton, and another is to do more processing. Veg-
etables, especially legumes, and fruits, especially bananas, do offer export
potential, but are unlikely ever to become very significant (given that,
there is intense competition in these buyer-driven global markets).

A major factor in the reduction in rural poverty was the improved
incomes and earnings from marketed agricultural produce. This is in part
a reflection of trade policy reforms in crops with favourable world prices —
producers of coffee and tea benefited during this period, although pro-
ducers of cotton did not. The relevance of agriculture for poverty and the
poor, however, is not limited to export crops. Food crop production is a
larger sector, and staple foods are more likely to impact on the poor, as
consumers if not producers. In this context, it is measures to increase
yields and output that matter, not effects on prices. As emphasized earlier,
the principal effect of trade policy, and often of trade, is on prices. Of
greater importance than trade per se, however, is the ability of farmers to
respond to opportunities, in particular to substitute crops as relative prices
change. While the evidence is that farmers will respond to price incen-
tives, it is also evident that they face major constraints in doing so. These
are issues to be addressed in the PMA, and could be considered as neces-
sary measures to enhance the potential of farmers to benefit from trade
(internally, in the case of food crops, as well as external trade in cash
crops).

Trade, imports and prices

Had adequate data been available we would have identified tariff reduc-
tions at a product level in Uganda during the 1990s and linked this to
trends in import volumes and prices of those commodities. However, such
detailed import data are not readily available. What we do in this section is
to identify price changes in a range of commodities identified as the most
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important for poor households (from survey data). These are classified as
primarily tradables or non-tradables (or, at least, not traded internation-
ally), to ascertain how a more liberal trade regime might have affected the
real incomes of the poor.

In principle, trade liberalization would not directly affect prices for
non-tradables, but it may affect production and thus have an indirect
effect on prices. Broadly speaking the price of non-tradables falls relative
to exportables but increases relative to importables, so the net effect will
depend on substitution possibilities in production and consumption. For
example, staples such as cassava, matoke and sweet potatoes could be con-
sidered as non-tradables (they are produced primarily for household con-
sumption and local markets) but are substitutes in consumption for foods
such as rice, an importable, or maize, an exportable. If the price of rice
falls due to cheaper imports and the price of maize falls due to increased
production, then the price of staples relative to these alternatives
increases. Demand for and prices of staples will fall, and it is possible that
ultimately relative prices will remain the same. However, it is possible that
there are segmented markets, e.g. primarily non-poor urban households
consume rice whereas staples are most important in the consumption of
poor rural households, in which case any effect of trade on staples will be
dampened.

Four of the 12 goods can be deemed non-tradables — cassava, maloke,
alcohol (homemade) and firewood. Fish, beans, vegetables, maize and
sweet potatoes are exportables (and often significant exports), while sugar
and soap are import, competing and clothes are typically imported. The
fact that the import component of the expenditure of a poor household is
relatively small implies that import liberalization would have a negligible
direct effect on these households.

Table 4.10 illustrates the change in prices for the 12 goods in the
1992-99 periods. Prices can be obtained either directly from the house-
hold survey or on the basis of the consumer price index. This can produce
conflicting observations, as is to be expected given that the quantity
measure (units) and quality vary. Nevertheless, the data are indicative.
The available data do not provide conclusive evidence as to whether the
prices of tradables have increased less than for non-tradables. There is
some tendency in this direction, as in the case of sugar, which has experi-
enced very modest price increases, possibly due to potential competition
from imports.

Food prices are among the most important factors affecting the real
income of the poor, but are influenced by domestic production more
than imports, especially in the case of the rural poor. While trade has
been important in influencing opportunities to earn incomes, it has had
only a slight effect on the prices paid by poor households for the major
goods they consume.
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Table 4.10 Consumption goods of an average poor household

Product Expenditure  Type Change in unit ~ Consumer price
share (%) value 1992-99  index 199299
Rural poor (%) (%)
Cassava 10.3 Non-tradable —20 +60
Beans 6.3 Tradable (export)  +133 (fresh)
+5 (dried)  +52.2 (dried)
Vegetables 4.4 Tradable (export) — -
Alcohol 2.4 Non-tradable +184 -
Firewood 12.5 Non-tradable - -
Washing soap 2.0 Tradable (import) +107 -
Sweet potatoes 7.5 Tradable (export)  +100 +38
Maize 4.8 Tradable (export) +11to 15 +38 (meal)
Matoke 4.0 Non-tradable +86 +40
Fish 3.0 Tradable (export) +30 (fresh) -
+19 (dried) -
Clothes/ 3.8 Tradable (import) — -
footwear
Sugar 2.4 Tradable (import) +42 +16
Total 63.4 - - -

Source: Derived from Household Survey data provided by David Lawson.

Conclusion

There is clear evidence of a decline in poverty in Uganda during the
1990s, and this was associated with sustained economic growth in part due
to growth of exports. Thus, trade was an important factor contributing to
poverty reduction. The headcount poverty index fell from 56 per cent in
1992 to 46 per cent in 1996, due largely to growth in coffee production,
and to 35 per cent by 2000, with the most recent reduction reflecting
growth in food crop production. While the gains from trade and growth
are widely distributed, with average incomes in most regions and types of
households increasing, they are not evenly distributed (there is no evid-
ence of a decline in income inequality). Some households have been
unaffected, and some may even have suffered a loss of income (including
some urban wage labour and especially households with a non-working
head — AIDS is an important factor here).

The incidence of poverty is greater in more remote, and less secure,
regions and among large families (often where relatives are caring for
AIDS orphans). Through the Poverty Eradication Action Plan and the
Poverty Action Fund (established through HIPC), Uganda has tried to
tackle the problems. In the late 1990s, expenditure on primary education
increased 307 per cent, on primary health care by 227 per cent, on agri-
culture by 186 per cent and on roads by 279 per cent (MFPED, 2001).
Despite these achievements, the problem remains immense and many
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people and regions remain vulnerable (poor transport and lack of access
to markets are a major problem).

The analysis presented here demonstrates that trade has made an
important contribution to this reduction in poverty. In the first half of the
1990s, most of the gain from trade was through coffee exports. Since the
late 1990s, however, significant export diversification has occurred,
although exports are still largely of primary commodities. As export
growth has contributed to economic growth, it has contributed to poverty
reduction. The gains from trade are unevenly distributed, some house-
holds derived no benefits (and some even suffered losses). Even in sectors
that are growing, the lowest paid workers may derive negligible benefits.
Thus, while trade has benefited the Ugandan economy on aggregate and
increased average incomes, almost a fifth of the population remains
rooted in poverty. This is to be expected: trade and growth can reduce
poverty, but trade alone will not eradicate poverty.

Future Ugandan trade policy should aim to consolidate the gains, i.e.
support sectors that have experienced export growth, and also to support
diversification, not only in emerging non-traditional exports but also in
upgrading and processing. This is the ‘export side’ of trade policy, but the
strategy must also recognize the pressures of trade liberalization on
import-competing sectors. Furthermore, complementary government pol-
icies will be needed to target the poor in sectors or households that are
marginalized from international trade. The summary below (Box 4.1)
shows that the gains from trade (export growth) were widespread,
although concentrated in households (producers or providers of services)
and regions where cash and food crop agriculture predominated.
Although not specified in the CGE model, households engaged in non-
traditional exports, especially fish, will also have gained in years that are
more recent. The growth in exports benefited not only the households
engaged in export sectors but also provided a dynamic gain. The increase
in incomes increased general demand for food and services and spread
the benefits more widely throughout the economy.

The households that did benefit from trade, or that derived limited
benefits in the 1990s, comprise three distinct types. First, the Northern
region is remote from the dynamic parts of the economy, faces insecurity
and is more vulnerable to droughts, and is relatively dependent on cotton
(in the 1990s, production and world prices were low). This is the poorest
region. While a recovery in world prices for cotton means that trade offers
potential gains, in terms of poverty reduction the priority is to address the
security problem. Nevertheless, improved transport and marketing infra-
structure would integrate the North better with the rest of the country.
This would facilitate increased exports and may reduce the price of food
transported to the region.

Second, urban wage earners are likely to have borne the cost of increased
competition from imports. To some extent, this is a short-term adjustment
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Who gained from trade? Channel(s)
Household types Principal factors
Coffee farmers Increased farm-gate prices;

favourable world prices, liberaliza-
tion of marketing.

Food crop farmers Increased demand associated with
growth in the economy, leading
to higher prices.

Self-employed Increased demand for the services
they provide (e.g. trading, pro-
cessing).

Rural wage labour Increased demand for labour
given growth of agriculture pro-
duction.

Central region Coffee and food crop production.

Western region Coffee and food crop production.

Eastern region (less) Food crop and tea production.

Who did not gain from trade?

Household types Principal factors

Non-working households Received lower (transfer)
incomes but faced higher con-
sumer prices (especially food).

Wage earners (urban) Increasing food prices relative to
wages, and import competition
reduced wages and/or employ-
ment.

Northern region Poor performance of cotton and
insecurity.

Box 4.1 Losers and gainers from trade.

cost. If food crop production continues to expand, food prices will decline
and this will increase the real incomes (purchasing power) of urban workers.
Policies to address employment and industrial development are central to
increasing the incomes of workers. The development of processing indus-
tries can help, especially if these avail of the growth in production of primary
commodities. More generally, investment is needed to increase efficiency,
and education (general and vocational) can increase productivity.

The final groups are what are termed in the CGE model as non-
working households, but are better thought of as the chronic poor. They
lack assets and factors, and are therefore the least able to avail of any
expansion in employment opportunities as the economy grows. They
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include the lowest skilled labour and female-headed ‘AIDS-afflicted’
households. Reducing poverty in such households will require targeted
interventions. For example, public works schemes could provide employ-
ment opportunities (this may be practical in the North).

In general, the economic impacts of trade in Uganda have been
favourable in the 1990s. The challenge for future trade policy is to sustain
and consolidate these gains. In respect of traditional (cash crop) exports,
the major issue is ‘insulating’ Uganda from declines in world prices. Pro-
ducers should aim to increase productivity, requiring investment in new
varieties and technology, and to upgrade quality (e.g. aiming for niche
markets such as organic coffee). In respect of non-traditional exports, the
need is to continue diversification, upgrading quality (to link into global
marketing chains) and, where possible, adding processing to increase
domestic value added. Some import-competing sectors are likely to face
increased competition in the future, as further import liberalization is
implemented (e.g. East African regional integration). Firms will need
investment in technology to increase efficiency, and training and educa-
tion to increase labour productivity.

Uganda could target two related areas for further export growth, food
and processing. Uganda has considerable potential to increase productiv-
ity and production in agriculture and expand exports of, for example,
maize, vegetables and fruits. If investment in expanding food crop pro-
duction aims to penetrate export markets this will encourage quality
upgrading; any surplus above export demand can be supplied to the
domestic market. Producers aiming to export will want to increase pro-
ductivity, and this could reduce prices of food in domestic markets. Invest-
ment in infrastructure (transport, storage and distribution) and in
agriculture supports exports and domestic sales. Expansion of agriculture
provides the inputs to develop domestic processing industries, which in
turn create employment. In this way, trade policy can be a dynamic
element of the poverty reduction strategy.
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Notes

1 General information on Uganda’s economic performance can be found in
Statistical Abstract (e.g. UBOS, 1999, 2000) and Background to the Budget (e.g.
MFPED, 1999, 2000, 2002); information on trade policy is in WTO (2001).
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Some imports are subject to an import licence commission of 2 per cent, a with-
holding tax of 4 per cent as well as excise duty — normally 10 per cent except on
cigarettes (13 per cent), alcoholic beverages (70 per cent) and soft drinks (15
per cent). The 17 per cent value added tax (VAT) applies equally to imports
and domestic products.

Our discussion is based on Appleton (2001), Appleton et al (1999) and PMAU
(2002a).

This is true for both the national price index and regional indices (see PMAU,
2002b). However, regional indices are constructed using food-based indices for
urban and rural areas that omit matoke, an important staple, due to lack of data.

5 Households are allocated to the sector in which the household head is

employed, data provided in Appleton (2001).
This section draws on Deininger and Okidi (2001, 2002), Larson and Deininger
(2001).



5 Equity implications of reforms

on living standards and child
health in post-apartheid South
Africa

Pushkar Maitra and Ranjan Ray

The international community recently celebrated an important milestone,
namely, a decade of non-racial democratic governance in South Africa
following the end of apartheid in that country. Not surprisingly, this
period has witnessed a large literature on the behaviour and welfare of
South African households. This was aided in large part by the availability
of good quality data sets based on household surveys carried out by inter-
national agencies such as the World Bank and the International Food
Policy Research Institute (IFPRI) with the cooperation and support of
local institutions.

Apart from the political developments, the reasons for the recent

upsurge of interest in South Africa are primarily threefold:

i

ii

iii

Because of the importance of remittances sent by the migrant worker
to her/his family in the homelands, a practice that owes its existence
largely to apartheid, the South African data set provides an ideal basis
for an evaluation of the impact of private transfer on household
behaviour and welfare.

The South African pensions system is quite unique in its coverage of
the population and as a form of redistributive transfer. It has under-
gone a remarkable transformation from one that existed as a system
of public support for unemployed Whites during the apartheid era to
one that is based on racial parity and directed at the elderly who have
lived through years of White minority rule.

For historical reasons, the economic and social demarcation between
the races are nowhere as distinctive as in South Africa. During the era
of apartheid, South Africa’s ruling National Party officially classified
all individuals as falling into one of four races: Black (African),
Coloured (Mixed Race), Indian (Asian) and White (Caucasian). To
maintain consistency with the existing literature, this paper will stick
to this terminology.

Today, ten years on from the end of apartheid, is an opportune

moment to look at certain aspects of living standards in post-apartheid
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South Africa. This paper provides evidence on two such features with
significant policy content: (a) expenditure pattern and poverty, and (b)
child health. With respect to (a), we compare the expenditure pattern of
different socio-economic groups, and provide evidence on its determin-
ants and changes during 1993-98. In this context, we summarise recent
econometric evidence on the “crowding out” of private transfers by public
pensions, a result with significant welfare and policy implications. With
respect to (b), we exploit the availability of panel data on households in
Kwazulu-Natal province to provide evidence on changes to health infra-
structural facilities and child health over the period 1993-98.

Data sets and principal features

An analysis of household survey data reveals a disturbing picture of
poverty, inequality and deprivation in South Africa. Fifty-three per cent of
South Africans reside in the poorest 40 per cent of the households and
this includes 60 per cent of the country’s children (i.e. 60 per cent of
South African children are growing up poor). Poor households are more
likely to be Black and made up of pensioners living with children and
working age adults. The average size of a poor household is around eight,
compared to six for the country as a whole. The South African social
security system therefore needs to be examined in the context of this kind
of poverty and deprivation, which are essentially a result of the policies of
apartheid followed by successive governments in South Africa before
1994.

There are three main social security programmes in South Africa: the
State Old Age Pension programme, the Disability Grant Scheme and
the Child Support Grant. Recently there has been a vigorous debate in the
country regarding the potential benefits of a basic income support grant.

The State Old Age Pension programme (or the Social Pension pro-
gramme) is the largest social assistance programme with about 1.9 million
beneficiaries (in April 2001 around 3.5 million South Africans received
some form of social assistance grant). Much has been written in the liter-
ature on the effects of the Social Pension programme on household out-
comes: see, for example, Maitra and Ray (2003) on the effects of this
programme on household expenditure patterns; Bertrand et al. (2003) on
the effects on unemployment; Jensen (2004) on the effects on private
inter-household transfers; and Duflo (2003) and Maitra and Ray (2004a)
on the effects on child health. The programme indeed has a significant
effect: if we exclude per capita pension income from per capita household
income, all households without a wage income drop below the subsistence
level and 60 per cent of households with at least one earner drop below
the subsistence level. It reduces the poverty gap of pensioners by 94 per
cent. Poor households that include pensioners are less poor compared to
poor households that do not.
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The Disability Grant Scheme is the second largest programme in terms
of aggregate expenditure (though not coverage). Eligibility is determined
on the basis of a medical test, to diagnose difficulty, and a means test. An
individual can apply for a disability grant after the age of 18. More than
600,000 South Africans received the disability grant in 2001.

The Child Support Grant, introduced in 1998, is regarded as one of the
most important reforms introduced by the government since transition to
democracy in 1994. Initially the programme paid the carers R100 per
month, per child for children below the age of seven. In April 2001, the
benefit was raised to R110 to account for inflation. In 2001 more than
800,000 carers received this grant. One important feature of this grant
programme is the concept of “follow the child” so that the benefit is
independent of the family structure in which the child is born and resides.
Other programmes include the Foster Care Grant, which provides bene-
fits for families that have adopted a child and the Care Dependency
Grant, which supports parents taking care of a disabled child at home.

Despite all intentions, the effect of the social security grants (with the
exception of the Social Pension programme) on South African house-
holds is quite negligible. One could argue that these programmes have
failed to provide adequate social protection to those who needed it most.
One of the main reasons for that is the fact that the take-up rate for most
of the programmes is quite low. Approximately, 43 per cent of the eligible
individuals/households actually received the grants: the take-up rate was
of course much higher for the Social Pension programme, close to 80 per
cent and at the other extreme only 20 per cent of the eligible households
actually receive the Child Support Grant, with quite obvious negative con-
sequences.

Two different data sets are used in the paper: the 1993 South Africa
Integrated Household Survey data set (henceforth called the SIHS 1993
data set) and the 1998 Kwazulu-Natal Income Dynamics Survey data set
(henceforth called the KIDS 1998 data set). While the former data set was
used by Ray (2000) in a comparison of South African and Pakistani expen-
diture patterns and by Klasen (2000), both these data sets featured in
Maitra and Ray (2003, 2004b) and in Maitra (2002).

The SIHS 1993 data set was obtained from a survey conducted jointly
by the World Bank and the South Africa Labour and Development
Research Unit (SALDRU) at the University of Cape Town as a part of the
Living Standard Measurement Study (LSMS) in a number of developing
countries. The complete sample consists of approximately 9,000 house-
holds drawn randomly from 360 clusters. Households in the SIHS data set
that resided in the Kwazula-Natal province were reinterviewed in 1998 and
constituted the KIDS data set. The KIDS data set is the outcome of a col-
laborative project between the researchers at the University of Natal, the
University of Wisconsin at Madison and the International Food Policy
Research Institute (IFPRI). Details of the KIDS data set can be obtained
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from May et al. (2000), Maluccio et al. (2000), Maluccio (2000) and Maluc-
cio et al. (2003).

Table 5.1 presents the sample means of the key household variables for
the four races in South Africa from the SIHS 1993 data. The figures vary a
good deal between races and are consistent with Engel’s law on the
inverse relation between household affluence and food share of the
budget. The food budget shares confirm the ranking of Black, Coloured,
Indian and White households in increasing order of affluence. This is con-
firmed in Table 5.2 which presents the poverty estimates in South Africa
under P, (headcount ratio) and P, (income gap ratio). This table also
shows the sensitivity of the poverty estimates to the inclusion or otherwise
of economies of household size. The legacy of apartheid is clear. Regard-
less of which poverty measure one adopts, the majority Blacks form the
poorest racial group in the population. Female-headed households face
higher poverty rates than the male-headed for all the non-White races in
South Africa.

Table 5.3, from Maitra and Ray (2004b), shows the change in the
expenditure allocation of households in Kwazulu-Natal between 1993 and
1998. The fact that the budget share of food fell significantly and that of
non-food rose significantly is indicative, via Engel’s law, of a rise in living
standards in Kwazulu-Natal between 1993 and 1998. This is confirmed by
Table 5.4 which presents the various resource inflows (at sample mean) in
the two years. Over the period 1993-98, the average income has increased
from R454 to R820, a sizeable increase even when we account for infla-
tion. As discussed later, the improvement in living standards is consistent
with the results of Maitra and Ray (2004a) who find an improvement in
the health of Black children residing in Kwazulu-Natal over 1993-98. The
resource components that are primarily responsible for this improvement
are: female income (earned and unearned) and male unearned income.
The importance of pensions as a source of income is clear from this table.
Note, however, that unlike female income, the average amount of social
pension received in Kwazulu-Natal has remained static over 1993-98. The
importance of private transfer (i.e. remittance) and social pension in
poverty alleviation for the South African population as a whole is further
underlined in Table 5.5 which calculates the headcount poverty rates
based on income, gross and net of transfer, and pension. Transfers are
more important for Black than non-Black households as seen from the
size and statistical significance of the drop in poverty rates for these racial
groups due to transfer and pension groups.

Further analysis of the SIHS 1993 and KIDS 1998 data sets is provided
in Maitra (2002) which uses panel data to examine the effect of house-
hold characteristics on poverty and living standards and how they have
changed over the five years following the dismantling of apartheid. This
study shows that the gender and educational attainment of the household,
ethnicity and region of residence have significant effects on both the
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Table 5.3 Sample means for expenditure shares

SIHS 1993: SIHS 1993: KIDS 1998 t-test for
all households households in difference
i Kwazulu-
Natal only
Food 0.4551 0.5158 0.3982 5.472%%%
Clothing 0.0426 0.0393 0.0362 0.379
Health 0.0100 0.0122 0.0118 0.065
Non-food 0.0446 0.0305 0.0553 —2.835%**
Education 0.0233 0.0209 0.0322 —1.633
Personal expenses 0.0733 0.0657 0.0881 —1.948*
Transportation 0.0450 0.0448 0.0646 —2.015%*
Energy 0.0861 0.0903 0.0673 1.983%*
Other expenses 0.2201 0.1806 0.2463 —3.71 3%k

Notes
* significant at 10%; ** significant at 5%; *** significant at 1%.
t-test for difference: Average (1993) — Average (1998), for Kwazulu-Natal households only.

poverty status and standard of living of the household. Consistent with the
results of Klasen (2000) and Ray (2000), the study by Maitra (2002) found
that female-headed households experienced lower living standards than
male-headed ones.

Determinants of expenditure pattern

Table 5.6 from Ray (2000) presents evidence on the impact of various
household and regional characteristics on the expenditure pattern of
all households in the SIHS 1993 data set. The statistical significance of
the coefficient of both log expenditure (LX) and its square (LX?) in the
food equation suggests that food exhibits rank three demand. Ceteris
paribus, Black households, female-headed households (FHH) and those
living in the rural areas experience higher budget share for food, consis-
tent with their inferior living standards. A result with some policy signific-
ance is that households with better educated female adults spend a higher
share of their total expenditure on education and child care. Another
result worth noting is that, unlike in South Asian societies, none of the
items exhibits “gender bias” in its allocation, with the gender bias variable
measured as the difference between the number of boys (n,) and girls
(n,) in the household divided by the total number of children
(n=n,+n,).

Maitra and Ray (2003) used the SIHS 1993 data to provide disaggre-
gated evidence on the impact of public and private transfer (i.e. social
pensions and remittances) on each other and on the budget shares. Space
considerations prevent us from reporting the results in detail but let us
summarise the main results.
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Table 5.5 Impact of transfer and pension on poverty disregarding distribution sen-

sitivity; proportion of households classified as poor (¢ = 0.656)

Household category Income excluding Income including Diﬁ‘erencé”b
transfer and pension transfer and pension

All households 53.10 (4,459) 46.34 (3,892) 8.75¢

Black households 67.02 (4,163) 58.47 (3,632) 9.85°¢

Non-Black households 13.54 (296) 11.89 (260) 1.64¢

Source: Maitra and Ray (2003).

Notes

a t-test for the difference in proportion below the poverty line.

b Figures in parentheses indicate the number of households below the poverty line.
¢ Indicates statistical significance at 5% level.

d Indicates statistical significance at 10% level.

i

ii

iii

v

In a departure from conventional demand analysis, Maitra and Ray
(2003) allowed both a discrete effect (through a poverty dummy) and
a continuous effect of changing household resources on its expendi-
ture pattern. In case of several items, most notably food and fuel, both
effects are significant. With respect to these items, therefore, the poor
have a fundamentally different expenditure pattern from the non-
poor, something that is not adequately captured by the income vari-
able.

Pensions, transfer and other income have quite different impacts on
budget shares and in particular transfer and non-transfer income are
not spent in the same way.

Race does not have any impact on social pensions. This is a result of
some concern since, if public transfer is to be viewed as an instrument
for making positive discrimination in favour of the Black households
to overcome the legacy of apartheid, then it is not serving such a role.
Public pensions and private transfers are generally regarded as substi-
tutes, with the former crowding out the latter. However, in a major
departure from other studies, Maitra and Ray (2003) found evidence
of crowding out only in the case of households below the poverty line.
In fact, for the non-poor households, private and public transfers
actually complement each other. This raises important questions
regarding the effectiveness of the targeting of the public pensions
programmes because such programmes are designed to improve the
welfare of the poor.

Changes to health facilities and analysis of child health in
post-apartheid South Africa’

Has the dismantling of apartheid led to improved health status of Black
children in South Africa? As that country came out of White minority rule
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in the early 1990s, there was widespread hope and anticipation that the
end of apartheid and the restoration of democratic governance would
lead to a rapid advance in the welfare of the dispossessed Black majority.
One of the principal components of that welfare is the health of children.
This section presents tentative evidence on this, based on panel data of
households in Kwazulu-Natal over the period 1993-98, that provides
pointers to the wider issue of the welfare of Black households in post-
apartheid South Africa.

The evidence presented here is based on the data for Kwazulu-Natal
households from SIHS, 1993 and the KIDS 1998 data set described earlier.
More than 84 per cent of the original sample of Black households from
the SIHS data set residing in Kwazulu-Natal in 1993 were successfully rein-
terviewed in 1998. The anthropometric data, namely the Z scores, is avail-
able for children that were less than (or equal to) 60 months of age at the
time of the survey.

Table 5.7 provides evidence on the changing picture of health care
facilities in Kwazulu-Natal province between 1993 and 1998. Clearly, in
most cases where comparable figures are available, we see a marked
improvement in health care facilities. For example, there has been a mani-
fold increase in the availability of dispensaries, pharmacies and maternity
clinics.

Tables 5.8 and 5.9 present the summary evidence on changes to child
health in Kwazulu-Natal during the five years, 1993-98, as measured by

Table 5.7 Proportion of clusters in Kwazulu-Natal with the specific personnel/

facility
1993 1998
Hospital 0.80 -
Public hospital - 0.73
Private hospital - 0.35
Dispensary 0.13 0.78
Pharmacy 0.17 0.72
Maternity clinic 0.13 0.67
Doctor 0.49 0.90
Family planning clinic 0.45 0.86
Doctor 0.40 -
Private doctor - 0.57
Nurse 0.55 -
Pharmacist 0.19 -
Midwife 0.28 -
Family planning worker 0.36 0.30
Health worker 0.32 -
Traditional healer 0.24 0.91

Source: Maitra and Ray (2004a).

Note
Sample consists of panel households from Kwazulu-Natal.
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the mean Z-scores (Table 5.8) and by the distribution of children in the
various categories of malnutrition (Table 5.9). Following Kassouf and
Senauer (1996) we categorise children according to the following classifi-
cation of malnutrition: (1) severe: Z-score <3; (2) moderate: Z-score lies
in the interval (—3, —2); (3) mild: Z-score lies in the interval (=2, —1);
(4) normal: Z-score >1.

It is clear that there has been a definite and significant improvement in
the state of child health of Black children, as confirmed by the statistically
significant t-values reported in the last two columns. This is true of both
boys and girls in the Black households. Note, for example, from Table 5.9
that the percentage of Black children in Kwazulu-Natal who do not suffer
from malnutrition has increased significantly on account of both height
for age (HAZ) and weight for height (WHZ).” The indifferent or unsatis-
factory performance of Indian children, in contrast, possibly reflects the
small sample size, and should not be taken to be conclusive evidence.

Figure 5.1 presents the Kennel density estimates of the height to age
(HAZ), and Figure 5.2 presents the corresponding density estimates of
weight to height (WHZ) for the Black children residing in Kwazulu-Natal
in 1993 and 1998. The kernel density estimates show that the distributions
are quite different between the two years. This is confirmed using the Kol-
mogorov-Smirnov equality of distribution test. In both cases the equality of
distributions is rejected. The associated p-values are 0.0001 (for HAZ) and
0.000 (for WHZ). Clearly therefore, not only has the mean state of child
health changed but so has the distribution during the period, 1993-98.
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Figure 5.1 Kernel density estimates of HAZ — Black children.
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Figure 5.2 Kernel density estimates of WHZ — Black children.

This leads us to the important policy question: which variables are the

principal contributors to this improvement in the health status of Black
children in Kwazulu-Natal during the first five years of post-apartheid
South Africa? Maitra and Ray (2004a), on which this section is based, con-
tains detailed empirical evidence on this issue. We quote the principal
results of that study.

i

ii

iii

v

Increase in household resources has contributed significantly to the
improvement in child health in Kwazulu-Natal over this period. Male
remittance and female social pensions record the highest positive contri-
bution to the improvement in child health in both size and significance.
Children in male-headed households and those with large numbers of
working age adults have done better than other children in the age
group 0-5 years in improving their long-term nutritional status during
the post-apartheid period.

The education of the household head has, also, made a positive con-
tribution to improvements in child health in post-apartheid South
Africa. With the dismantling of apartheid, there is now much greater
opportunity for Black adults to benefit from education and for the
health of Black children to improve as a consequence.

The health service variables, namely, the number of dispensaries and
clinics in the cluster have, also, contributed significantly to the
improvement in child health.
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Conclusion

The end of apartheid and the restoration of democratic governance in
South Africa have provided an opportunity to improve the welfare of the
Black households who suffered under decades of White minority rule. In
South Africa much of the differences in living standards among different
segments of the population are the direct result of apartheid policies that
denied equal access to education, employment, services and resources to
the non-White population of the country. Following the dismantling of
apartheid, such official policy of classifying individuals on the basis of race
no longer exists. However, the legacy of years of injustice is apparent in
the form of wide divergences in the standard of living of the different seg-
ments of the population. While much has been achieved in the ten years
following the dismantling of apartheid, as this brief review has shown, a
good deal more needs to be done to achieve social and economic equality
among the different segments of the South African population.
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Notes

1 The material in this section is a summarised version of our study (Maitra and
Ray 2004a). For more details, the interested reader should consult this paper.

2 Note that while height for age (HAZ) is a measure of the child’s long-term,
nutritional status, weight for height (WHZ) is a measure of her short-term nutri-
tional status.
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6 Global integration, growth and
equity in Kazakhstan

Richard Pomfret

In the second half of 1991, Kazakhstan suffered a huge and unexpected
political and economic shock. With very little warning, the Union of Soviet
Socialist Republics (USSR) dissolved and Kazakhstan became an
independent country in December 1991. With no previous history of state-
hood and a precarious ethnic composition, the country faced huge chal-
lenges in state- and institution-building. The Soviet economy was without
regard for internal borders, and Kazakhstan’s role had been mainly that
of a primary product supplier, mainly oil, minerals, grain and cotton.
Within the Soviet Union, Kazakhstan had an open economy, but it had
almost no direct contact with the global economy.

Given the structure of its economy, Kazakhstan’s economic future after
independence clearly lay as an open trading nation integrated into the
global economy. The process of opening up to global integration was,
however, fraught with difficulties in the face of the massive economic
shocks accompanying the dissolution of the USSR. The country suffered
negative economic growth for much of the 1990s, and experienced
unprecedented increases in inequality.

The purpose of this chapter is to examine the growth and equity
implication of global integration. The first section reviews Kazakhstan’s
post-independence development strategy, with particular emphasis on
trade policy. Despite some major hiccups, the overall pattern has been
one of increasing liberalization of the economy and, despite great
outlays of policymakers’ time in negotiating regional arrangements, the
basis of Kazakhstan’s trade policies has been liberal multilateralism. The
second section evaluates Kazakhstan’s economic performance since
independence, stressing the uneven incidence of the post-Soviet transi-
tional recession; households in areas with tradable resources or services
weathered the storm better than households in areas without ready
opportunities for earning export revenue. Since 2000 Kazakhstan’s
economy has been enjoying rapid growth, primarily on the basis of
booming oil revenues, and the third section analyzes the prospects for
growth and equity as the economy becomes more tightly integrated into
the global economy.
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Development strategy and trade policies since 1991

After the dissolution of the USSR in 1991, Kazakhstan and the other
Soviet successor states all experienced a severe negative economic shock.
None had seriously anticipated the dissolution of the Soviet Union before
its final months, and all were unprepared for the severing of Soviet ties.
Demand and supply networks quickly collapsed in the early 1990s, and all
of the new countries in Central Asia suffered from disrupted supply chains
and higher prices for imports. Imminent economic collapse was signaled
in falling output and rising prices in 1991, but it would become much
worse after formal dissolution of the USSR removed residual central
control over the Soviet economic space and the ruble experienced hyper-
inflation in 1992 and 1993. The shift to world prices notionally benefited
the energy exporters such as Kazakhstan,! but in the short term, the
country was unable to realize these gains due to dependence on Russian
pipelines.

Kazakhstan adopted fairly radical reforms after independence. In
January 1992, for example, Kazakhstan followed Russia’s radical price
reforms more closely than did other Central Asian successor states
(Pomfret, 1995). The liberalization process slowed, however, in the mid-
1990s.2 Already in the currency debates of 1993, Kazakhstan was one of
the more reluctant countries to abandon the ruble, and after the national
currency was eventually introduced in November 1993, the monetary
authorities were slow to use monetary policy to control inflation; annual
inflation was not reduced to below 50 percent until 1996. This macroeco-
nomic policy failure undermined support for other reform efforts, as the
market economy could scarcely perform well when incentives from rela-
tive price changes were masked by high inflation. The privatization
process, on paper a radical and equitable voucher-based system despite
being biased in favor of rural (i.e. ethnically Kazakh) households, turned
into a distorted distribution of public resources such that a few people
gained ownership of the country’s valuable oil and mineral resources
while the majority received essentially valueless state assets.’

Since mid-1996, Kazakhstan has had a liberal trade policy when export
duties were removed and the average tariff on imports fell to twelve
percent. The average tariff had fallen below 8 percent by 2002 (Elborgh-
Woytek, 2003: 18 — reporting IMF calculations), but there are recurring
complaints of ad hoc impositions which make actual trade policy less pre-
dictable. Kazakhstan suddenly raised duties on intra-Central Asian trade in
response to its 1998 crisis.* In October 1999, Kazakhstan passed legislation
requiring labeling of all imports in both Russian and Kazakh, which could
become a significant non-tariff barrier, although its implementation has
been postponed.

The 1998 Russian Crisis and its spillover effect on Kazakhstan’s
economy was the major turning point in the country’s post-independence
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economic history. Although Kazakhstan had been diversifying its trade
away from the overwhelming share of the Commonwealth of Independent
States (CIS) in the early 1990s, the CIS still accounted for half of the
country’s international trade in 1997 (Table 6.1). The largest single
trading partner was Russia, and the August 1998 Russian Crisis had large
contagious effects on Kazakhstan. After the initial protectionist reactions
described in the previous paragraph, in April 1999 the Kazakh tenge was
floated, which led to an effective 50 percent devaluation. This coincided
with an upturn in world oil prices and in the early 2000s Kazakhstan
experienced an export boom (Table 6.2).

In its external trade policies, Kazakhstan has pursued both multilateral
and regional paths. Kazakhstan applied for membership in the World
Trade Organization (WTO) in January 1996 and a Working Party was
established on 6 February 1996. Bilateral market access negotiations in
goods and services commenced in October 1997, and are continuing
based on revised offers in goods and services. The process slowed down in
1998 following the Russian Crisis and its contagious effects on
Kazakhstan,” but has been revitalized since 2001 in part because Russian
accession negotiations have gathered steam.

In terms of diplomatic activity, Kazakhstan’s president has been more
visibly involved in negotiating regional arrangements. As early as Decem-
ber 1991 President Nazarbayev emerged as the key broker in ensuring that
the USSR was followed by a regional organization covering the entire
Soviet space apart from the Baltics. The Commonwealth of Independent
States, however, has never played a significant role as an economic organi-
zation, despite many paper agreements to create payment areas, free trade
areas, customs unions and other integrated economic spaces (Sakwa and
Webber, 1997: 386-90; Pomfret, 2000b). In practice, the freedom of intra-
CIS trade has deteriorated as the poorly monitored national borders of
the early 1990s gave way to formal customs posts, and by the early 2000s

Table 6.1 Share of exports and imports with the CIS, 1991-99 (percentages)

1991 1992 1993 1994 1995 1996 1997 1998 1999

Exports 91 88 84 58 53 56 46 40 26
Imports 86 94 90 61 69 70 54 47 43

Source: Islamov (2001: 173).

Table 6.2 Total exports and imports, 1993-2002 (millions of US dollars)

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

Exports 1,107 3,227 5,256 5,926 6,497 5,511 5,598 9,138 8,647 9,930
Imports 1,704 3,285 3,807 4,247 4,302 4,373 3,686 5,052 6,363 6,809

Source: Elborgh-Woytek (2003: 4, 5), based on IMF Direction of Trade Statistics.
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several CIS members (including Russia) were imposing visa requirements
on citizens from other CIS countries.

Frustrated by lack of implementation of the many agreements signed
by CIS members, President Nazarbayev has, since the collapse of the ruble
zone, advocated a customs union among those CIS member countries
wishing to retain a formal regional trading arrangement in the ex-Soviet
space. In December 1994, Kazakhstan signed a customs union treaty with
Russia and Belarus, which came into effect on 15 July 1995, and the acces-
sion of the Kyrgyz Republic in 1996 and Tajikistan in 1999 made it a
Union of Five. Despite the formal agreements between 1994 and 2000,
there was little evidence of implementation; echoing Nazarbayev’s earlier
reservations about the CIS, the Kyrgyz Republic’s President Akaev was
quoted in 1999 as saying that the customs union agreements existed “on
paper only” (Zhalimbetova and Gleason, 2001: 4).

In October 2000 the Union of Five was renamed the Eurasian Eco-
nomic Community and a new treaty was signed in Astana, which came into
effect in May 2001. In contrast to its predecessor organizations, the
Eurasian Community is intended to operate as a regional international
organization rather than as an inter-state agreement. The institutional
framework has been strengthened in a bid to ensure better implementa-
tion, although the functional areas of the new Community differ little
from those agreed within the earlier frameworks. The emphasis is on free
intra-Community trade as well as a common market for labor and capital,
common policies towards migration and more general policy harmon-
ization. A specific intention is to coordinate WT'O accession negotiations
(but even this attempt at a common external trade policy is dubious given
that the Kyrgyz Republic is already a WI'O member and that Belarus
appears to have differing WTO goals from Russia). At the political level,
the Eurasian Community has strong support from Kazakhstan, but the atti-
tude of the other signatories is lukewarm. Kazakhstan’s ambitious aspira-
tions are reflected, for example, in statements by the governor of
Kazakhstan’s central bank that the Community should aim to have a
single currency and that “preliminary procedures for the introduction of a
single currency might take only five to seven years”.’ In practice, however,
Eurasian Community integration plans stalled in 2003.”

An alternative grouping among CIS countries emerged in February
2003 when the leaders of Russia, Belarus, Ukraine and Kazakhstan
reached a tentative agreement to create a United Economic Space (UES).
Russia promoted the UES concept, but the other three countries have
bridled at suggestions of establishing supranational institutions. Both the
Eurasian Community and the UES reflect a more assertive Russian stance
in leading regionalism in the former Soviet space, but so far, none of the
intra-CIS arrangements has had any impact on trade relations.”

Kazakhstan has joined other regional organizations since independ-
ence. In 1992 Kazakhstan, together with Afghanistan, Azerbaijan, the
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Kyrgyz Republic, Tajikistan, Turkmenistan and Uzbekistan became
members of the Economic Cooperation Organization (ECO). With the
three original members, Iran, Pakistan and Turkey, ECO now contained
over 300 million people, and included all non-Arab Islamic countries west
of India. The ECO heads of state have met frequently since 1992, and the
summits have typically included grand declarations, but the implementa-
tion record is poor (Pomfret, 1999; Afrasiabi, 2000). A similar fate has
beset a succession of Central Asian regional organizations, where lofty
declarations have contrasted to feeble practical achievements (Rumer and
Zhukov, 1998; Pomfret, 2000a). Another overlapping configuration,
dubbed the Shanghai Five, emerged from a meeting in 1996 of China,
Russia, Kazakhstan, the Kyrgyz Republic and Tajikistan intended to demil-
itarize borders. At a summit in Dushanbe in July 2000, the Shanghai Five,
with Uzbekistan as an observer, took up a number of themes related to
trade facilitation as well as discussing issues such as countering Islamic ter-
rorist groups; the extension into economic areas was a fresh departure,
and the group changed their name to the Shanghai Forum and invited
other countries to join them. At the June 2001 summit Uzbekistan became
the sixth member and the group was renamed the Shanghai Cooperation
Organization (SCO). Despite the intention to cover matters such as trade
facilitation, the subsequent history of the SCO has centered on political
rather than economic matters.

The regional arrangements described above have often been in implicit
competition, reflecting differing and mutually exclusive political pacts.
The evolving patterns have incorporated concerns for closer or more
arm’s-length relations with Russia and, to a lesser extent, China, and
competition with Uzbekistan for leadership within Central Asia. Such
ebbing and flowing of interest in alternative regional permutations
has inhibited the institutional development of any regional organization
involving Kazakhstan. Although most have an economic content, at
least in their stated goals, their economic impact has been minimal.
None has reached a stage of seriously discussing preferential trade
policies, and none has posed a threat to multilateralism in Kazakhstan’s
trade policies. In sum, despite the far greater presidential attention
to regional trading arrangements, economics and external politics
have driven Kazakhstan’s global integration along the path of multi-
lateralism.

Economic performance since independence

Kazakhstan suffered a severe recession in the first half of the 1990s as GDP
fell by over two-fifths between 1991 and 1995. The decline halted in 1996
and 1997, before GDP suffered a further drop in 1998. Anemic perform-
ance in 1999 ended a decade of poor macroeconomic performance
(Table 6.3a). This could not be explained by war as in most of the CIS
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economic disasters.’ Indeed, with its high initial income and human
capital and its abundant natural resources, Kazakhstan might have been
expected to do much better.

The most plausible explanation is in terms of disorganization (Blan-
chard, 1997). The government moved quickly towards price liberalization
in January 1992, but it failed to follow up with the institutions required for
a wellfunctioning market economy. Thus, the functioning, albeit ineffi-
ciently, coordinating mechanisms of central planning were followed by a
coordinating void. Tardiness in bringing the hyperinflation of 1992-93
down to moderate inflation levels also contributed to the poor function-
ing of the market economy, although inflation was more or less under
control by 1997 (Table 6.3a).

Physical disintegration was exacerbated because, among the Soviet
republics, Kazakhstan was one of the most tightly integrated into the
Union economy. In particular, its mineral wealth was associated with
single-enterprise towns dependent on production chains involving suppli-
ers, smelters and end-users elsewhere in the Soviet Union (usually in
Russia). The fledgling oil industry in western Kazakhstan relied on
Russian pipelines, but Kazakhstan’s own major refineries in Pavlodar
in the northeast and Shymkent in the south were linked by pipeline
to Siberian oilfields. The chaotic privatization of large enterprises in
1995-96 added to the confusion, although in the longer run providing
clearer ownership rights may have encouraged reduction of the physical
problems."’

Kazakhstan experienced high emigration during the 1990s, as its popu-
lation fell from over 17 million at the time of independence to less than
15 million a decade later. According to the final Soviet census in 1989 the
population consisted of roughly two-fifths Kazakhs, two-fifths Russian and
one-fifth other ethnic groups. The Russians, who had been the largest
group in the republic a decade earlier, were concentrated in the capital
city, Almaty, and in northern and eastern regions bordering the Russian
Federation. Among the “other” groups were large contingents of ethnic
Germans and Koreans who had been shipped to Kazakhstan by Stalin who
feared their potential to be a fifth column supporting invaders from the
west and east. Most of the Germans took advantage of German citizenship
laws to immigrate to Germany in the early 1990s. Together with Russian
emigration, both of which contained a disproportionate number of the
country’s well-educated and skilled people, this constituted a substantial
brain drain in the early postindependence years.

Emigration complicates assessment of Kazakhstan’s economic perform-
ance because output comparisons across transition countries are usually
by total output rather than per capita GDP; so that Kazakhstan’s relative
performance may look worse than it was. In addition, the biases of all GDP
estimates for transition economies probably overstate the extent of the
initial recession. Other indicators of well-being reinforce the impression
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that Kazakhstan did not perform as poorly as the GDP estimates suggest,
and that this gap between estimates and reality was bigger for Kazakhstan
than for neighboring CIS countries (Pomfret, 2003b). Nevertheless, what-
ever its absolute or relative magnitude, Kazakhstan’s output performance
in the 1990s was well below potential.

The creation of a market-based economy was accompanied by increas-
ing economic inequality. The Gini coefficient increased from 0.26 in
1987/88 to 0.33 in 1993/95 (Milanovic, 1998)."! The best data on the dis-
tribution of expenditure are contained in the 1996 Living Standard Mea-
surement Study (LSMS) survey and they reveal strong patterns of gainers
and losers (Anderson and Pomfret, 2002, 2003). The college-educated
were best placed to deal with the huge shock of the collapse of the cen-
trally planned economy, and large households with many children were,
other things being equal, the worst hit. A less self-evident feature of the
transition was the emergence of large regional differences during the
1990s, as otherwise identical households experienced large differences in
per capita consumption depending on their geographical location. The
districts in the north and east, and to a lesser extent those in the west and
the financial center of Almaty, fared much better than districts in the
south and center of the country. These patterns are strongly related to
regions’ potential to engage in international trade. Residents of those
regions with little export potential found that necessities became unattain-
able and living standards deteriorated drastically.

By anecdotal accounts, the winter of 1997/98 was the nadir of Kaza-
khstan’s transition from central planning in many towns, as power sup-
plies were uncertain. In the second half of 1998, however, the economy
went through a recession following the Russian Crisis. Although this was
an exogenous negative shock, Kazakhstan’s susceptibility to contagion
reflected to some extent the failure to create a vibrant market economy,
which could withstand such a shock. The government responded with a
large devaluation, which, as in Russia, helped to kick-start the economy in
1999 and 2000.

Since 2000 Kazakhstan has enjoyed rapid economic growth. To an
important extent this was led by the oil sector (Table 6.4). A number of
developments led to oil production beginning to increase substantially
just as world oil prices started to soar. Disputes over the organization of
the oil sector were gradually sorted out during the 1990s as the major
international oil companies obtained access to Kazakhstan’s oilfields, and
this is reflected in the upturn in foreign direct investment over the second
half of the 1990s (Table 6.3b), which was overwhelmingly in the energy
sector. Increased exploration hit a bonanza in 2000 with the discovery of a
huge offshore field in the northern Caspian Sea. The pipeline constraints
on oil exports, which had been hampered by the monopsony position of
Transneft’s Russian route, were eased by the opening of a commercial
pipeline in 2001 offering an alternative to the sea.
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Table 6.4 Output and exports of oil and gas

1998 1999 2000 2001 2002

Oil production (mmt) 25.6 29.4 35.4 39.3 47.3
Oil exports (mmt) 20.4 23.7 29.4 31.7 39.5
Oil exports ($m) 1,650 2,164 4,429 4,463 5,157

World oil price ($/bbl) 13.1 18.0 28.2 24.3 24.9
Natural gas production (bcm) 7.9 9.9 11.5 11.6 13.1

Source: International Monetary Fund, “Republic of Kazakhstan: Selected Issues and Statisti-
cal Appendix”, IMF Country Report No. 03/211, July 2003: 8 (oil), 72 (gas).

Note
The source projects oil production in 2010 of 96.7 mmt and natural gas production of
39.3 bem.

Global integration, growth and equity

In the twenty-first century, Kazakhstan is starting to fulfill its destiny as a
major oil exporter. Unexplored areas of the north Caspian are expected
to contain large fields, adding to the long-term bonanza. World energy
prices are difficult to predict, but the IMF is forecasting annual oil exports
of 84 million metric tons earning $10 billion, and natural gas production
of around 40 billion cubic meters by 2010 and, although government
revenue from product sharing is always back-loaded, it could amount to
around $165 billion over the next 45 years.' Unless these forecasts turn
out to be far above the mark, the coming decades will see a huge stimulus
to the economy and potential for economic development. Will this benefit
from integration into the global economy lead to growth with equity or
will it benefit a wealthy few?

A more rigorous debate on the old topic of whether natural resource
abundance is a boon or a curse was reignited by Sachs and Warner (1995),
who found a negative relationship between resource abundance and eco-
nomic growth in cross-country regressions. Subsequent contributions have
refined the debate, establishing that the relationship is conditional (on
variables proxying for institutions or on democracy) and that the negative
relationship is stronger for oil and minerals than for agriculture.” Identifi-
cation of the transmission mechanisms has focused on three links:
through relative prices (Dutch disease effects), through volatility, and
through rent seeking and distortion of institutions." In Kazakhstan, it is
difficult to assess the actual significance of the first two mechanisms due to
the short time period, but it is possible to comment on the third mechan-
ism. The existence of rent seeking is well documented in Kazakhstan, and
has been especially associated with the oil sector.

Although much of the alleged malfeasance dates from the large-scale
privatizations of 1995-96, it became increasingly publicized around the
turn of the century. Even earlier, in October 1994, the Prime Minister,
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Tereschenko, had been forced to resign amidst a scandal surrounding two
of his ministers, but there were no convictions. Stories of pay-offs began to
circulate more widely during the term of the next Prime Minister,
Kazhegeldin."” The sale of state assets in 1996 involved many deals which
were speedily concluded at apparently bargain prices.'® Especially contro-
versial was the sale of the Pavlodar and Aksu aluminum facilities to the
Trans-World Group, whose leading figures included men closely associ-
ated with members of the Kazakhstan government (Olcott, 2002, 161-3);
the Group’s influence waned as Kazhegeldin’s star faded after 1997, but it
received substantial compensation.'” Balgimbayev, who was appointed
Prime Minister in October 1997, was former head of the oil ministry and
had already been involved in deals to sell oil exploration rights.

The highest profile case involves pay-offs associated with oil deals made
in 1996-97 through the intermediation of a US banking company, Mer-
cator Corp. The legal proceedings started in the courts of England and
judges’ offices in Switzerland, before moving to US courts, where a former
senior Mobil executive has been sent to jail for 46 months and an Amer-
ican investment banker potentially faces jail sentences of up to 88 years.
The numbers involved in this case, associated with $1.05 billion paid by
Mobil for a 25 percent stake in the Tengiz oilfield, dwarfed earlier docu-
mented bribes." Other major oil companies, Amoco, Texaco and Phillips,
have been mentioned in the US indictments in connection with bribes
paid in 1996-97."

In Transparency International’s 2003 corruption perceptions index,
Kazakhstan ranked 100th out of 133 countries covered — down from 65th,
out of 90, in 2000. The external dimension of the corrupt practices is,
however, of secondary importance. Outside the oil and minerals sectors,
corrupt practices may deter foreign companies from operating in Kazakh-
stan. Oil and mining companies are, however, used to working under
tough conditions, but they go where the oil is, and the drive for reserves is
pushing all the major oil companies to seek stakes in the Caspian Basin.

The domestic consequences are more insidious. Although the indict-
ments in the US courts do not name the Kazakhstan officials involved —
they are identified only as KO1 and KO2 — they are widely believed to have
been the president and a former prime minister.” The wider sense of
scandal surrounding the government and the president’s family are
domestically referred to as “Kazakhgate”, and have had two opposing
impacts on domestic institutional quality.

The positive aspect was the emergence of a domestic opposition party
offering a potential alternative to the incumbent regime and emphasizing
the importance of the rule of law. Whether this will in fact be a step
towards political pluralism remains to be seen. Kazakhstan was, after
independence, viewed as one of the more liberal CIS countries, but
President Nazarbayev’s rule became more autocratic during the 1990s. He
was, however, never able to assert centralized authority to the extent that
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his counterparts in neighboring Uzbekistan and Turkmenistan did. This
reflected in part the delicate ethnic balance, and also the three-horde divi-
sion among Kazakhs. Connected to these ethnic and tribal divisions, sub-
stantial regional independence limits the power of the center. These
centrifugal forces are exacerbated by the regional differences in economic
performance described in the previous section and by the geographical
concentration of oil and mineral deposits.

During the early 2000s, the degree of centralized repression fluctuated,
but the prospects for a more democratic system have not been extin-
guished. A feature of Kazakhgate has been the ability of non-governmental
forces to keep the charges against the government in the limelight and to
elicit responses to their charges. When the main opposition group in
Kazakhstan stepped up allegations of corruption, Prime Minister Tas-
magambetov admitted the possible existence of secret accounts in Switzer-
land but alleged that they had been set up by former Prime Minister
Kazhageldin, who was by then a leading opposition figure. President
Nazarbayev subsequently disclosed the existence of a Swiss account
holding $1 billion that he was holding as a reserve fund to be used in a
national emergency. In April 2002, the president formally reported to par-
liament the existence of accounts abroad, which were based on proceeds
from the sale of shares in oilfields to foreign investors in 1996, and which
had been drawn upon to finance the budget and for construction of
the new capital in Astana. According to information provided to the
February—-March 2003 IMF mission, $321 million had been transferred
from these accounts to the National Fund for the Republic of Kazakhstan
(NFRK) in May 2002, and all government accounts held abroad in March
2003 amounted to just over $0.5 million.*' In April 2003, $1 billion was
transferred from a Swiss account to the NFRK.*?

The negative aspects of high-level corruption are more obvious, even
though their long-term effects remain difficult to measure. Rent seeking
undermines entrepreneurship, as high returns to socially unproductive
activities discourage people from putting their energies into directly pro-
ductive activities. Corruption in high places validates corruption at lower
levels, and Kazakhstan’s public service is now filled with officials whose
expected incomes consist of bribes as well as official salary. Such rent
seeking undermines the efficiency of provision of public services from
health-care to law and order. Trade with neighbors and transit trade are
diminished by the venality of customs officials and traffic police. The
erosion of law and order and of public morality undermines the efficiency
of any economic system, because even in a market economy based on self-
interest the invisible hand requires acceptance of behavioral mores such
as instinctive honesty or avoidance of fraud in order to reduce transac-
tions costs.

Whether global integration will produce growth with equity in Kaza-
khstan over the next decade depends critically upon the relative impact of
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these two countervailing forces. Democracy, as shorthand for an inclusive
and fair civil society, would curb economic rent seeking and provide a basis
for building good institutions. Reinforcement of a corrupt despotic regime
would take Kazakhstan along the path of nations such as Nigeria or
Venezuela, where oil has been a curse for the majority of the population.

Conclusion

The story of global integration, growth and equity in Kazakhstan can be
divided into two postindependence phases. During the 1990s, the
economy was transformed from a centrally planned economy within the
Soviet Union to a market-oriented economy in the global trading system.
This decade was characterized by dismal economic performance, includ-
ing negative economic growth and increased inequality, although this had
more to do with the transition from central planning and the dissolution
of the Soviet Union than with the global integration that was the corollary
of these seismic changes.

Since 2000, the country has enjoyed rapid economic growth, the main
source of which was increased oil production by consortia involving
foreign corporations, better pipeline options for exporting the oil and
soaring oil prices. The economic growth is clearly associated with the
global integration of Kazakhstan’s economy, but will it produce long-term
growth with equity? The process of allocating oil exploration and exploita-
tion rights and selling other state assets created fabulous wealth for a few
entrepreneurs and officials. A key issue for Kazakhstan’s near future is
whether oil will turn out to be a blessing or a curse for the population as a
whole.

Notes

1 Tarr (1994) estimated, on the basis of 1990 trade flows, terms of trade gains of
19 percent for Kazakhstan. Russia (79 percent gain), Turkmenistan (50
percent gain) and Kazakhstan were the only two Soviet successor states
expected to benefit significantly from replacing Soviet prices by world prices.

2 For general assessments of Kazakhstan’s postindependence economy see
Kalyuzhnova (1998) and Olcott (2002).

3 Privatization in Kazakhstan resembled that in Russia in key aspects. The early
privatizations and the voucher scheme ended up distributing only small or val-
ueless enterprises in the early 1990s. The most valuable state assets, i.e. viable
large enterprises, mines and oil exploration rights, were mostly sold in 1995-97,
creating a wealthy elite of the new owners and officials enriched by the sales.

4 After the August 1998 Russian crisis, Kazakhstan introduced a 20 percent value
added tax on all personal imports from Russia, the Kyrgyz Republic and Uzbek-
istan, and then in December 1998 enacted a law on “Measures to Protect the
Domestic Market from Imported Goods”. Under this law special tariffs as high
as 200 percent were imposed on a number of goods imported from the Kyrgyz
Republic and Uzbekistan in February 1999, when a number of other restric-
tions such as quotas on cement imports from the Kyrgyz Republic were also
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introduced. In April 1999 the 200 percent February tariffs were eliminated, but
new licensing procedures, transit fees and mandatory deposits on imports from
the Kyrgyz Republic and Uzbekistan were introduced.

After the third WTO Working Party meeting on Kazakhstan in October 1998,
there were no further meetings until July 2001. Another example of the hiatus
in trade liberalization was the failure to implement trade reform commitments
included in 1998 EFF-supported IMF programs. Kazakhstan, however, main-
tained its commitment to current account convertibility, unlike Uzbekistan and
Turkmenistan who responded to economic difficulties by introducing dracon-
ian exchange controls in 1996 and 1998 respectively.

The quotation by the governor of the National Bank of Kazakhstan,
Grigori Marchenko, is from a sponsored section in International Herald Tribune,
24 April 2002. Later in 2002 Russian Prime Minister Kasyanov expressed hope
that the Eurasian Community would adopt the Russian ruble as a common
currency.

See Tomiuc (2002) and, for a more optimistic analysis of the Community’s
prospects, Zhalimbetova and Gleason (2001).

Even as Russia was promoting the UES concept at a political level, in 2002-03
Russia was raising tariffs and non-tariff barriers on specific imports from CIS
countries, such as steel from Ukraine (Yudaeva, 2003). By the end of 2003 the
UES appeared to have joined the list of defunct schemes; the concluding com-
muniqué of the January 2004 Astana summit between presidents Putin and
Nazarbayev made no mention of the UES.

The worst CIS performers during the 1990s, measured by the level of real GDP
in 1999 relative to 1989, were Moldova, Georgia, Ukraine, Tajikistan and Azer-
baijan, all of whom saw their GDP cut by over half (EBRD, Transition Report
Update April 2001, p. 15).

Table 6.3a, however, illustrates the lack of short-term benefits at the macroeco-
nomic level.

Milanovic’s Gini coefficients are based on the Soviet-era household budget
surveys, whose sampling techniques left much to be desired. The expenditure
Gini of 0.35 from the 1996 Kazakhstan LSMS survey suggests that the HBS-
based income Gini of 0.33 in 1993/5 is too low, because income-based Ginis
are normally substantially higher than expenditure Ginis.

IMF staff estimates reported in International Monetary Fund, “Republic of
Kazakhstan: Selected Issues and Statistical Appendix”, IMF* Country Report No.
03/211, July 2003, pp. 15-16.

See, for example, the literature review and regression analysis in the first two
sections of Sala-i-Martin and Subramanian (2003).

The Dutch disease literature has a lengthy theoretical pedigree (Corden,
1984), but appears to be the empirically least important link. Sala-i-Martin and
Subramanian (2003) reject Dutch disease explanations of Nigeria’s dismal
growth record and emphasize the institutions link. The deleterious effects of
volatility was emphasized in the case studies in Gelb (1988). Tornell and Lane
(1999) analyze competition for, and dissipation of, rents as the source of the
resource curse. Other authors have suggested other links, e.g. resource abun-
dance reduces the incentive to invest in human capital, but these have not
received much attention in the empirical literature.

According to a widespread rumor in 1996, a $500 million signing bonus was
“lost” in an oil sector transaction. In the same year, the Chief Justice,
Malakhov, was dismissed for taking over $100,000 in bribes.

Sander Thoenes “Kazakhstan’s Sale of the Century”, Financial Times, 25
October 1996.

See, “Trans-World settles with Kazakhstan”, Financial Times, 8 February 2000,
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and, more generally on TransWorld, Richard Behar “Capitalism in a Cold
Climate”, Fortune, 12 June 2000).

18 This case was featured in Transparency International’s 2004 Global Corruption
Report, pp. 204-5. For a juicier account of the escalating demands of the Kaza-
khstan officials, see Seymour M. Hersh “The Price of Oil; What was Mobil up to
in Kazakhstan and Russia?” New Yorker, 9 July 2001, pp. 48-65.

19 As a result of subsequent mergers in the oil industry this involves some of the
world’s largest companies: Exxon-Mobil, BP-Amoco, ChevronTexaco, and
ConocoPhillips. Other Kazakhstan-related cases of corrupt practices or money-
laundering have been or are in the courts of Belgium and Canada.

20 Several commentators, including the New York Times report, identified the top
official described in the indictment as having signed the sale to Mobil as
President Nazarbayev. The Wall Street Journal (23 April 2003) identified KO1
and KO2 as Nazarbayev and Balgimbayev.

21 International Monetary Fund, Staff Report for the 2003 Article IV Consultation, 7
May 2003, p. 18.

22 The NFRK is primarily an oil fund, but it has also been used to support
pension reform, and Kazakhstan officials claim that most of the $1 billion went
to pay off pension arrears.



7 Reform, growth and equity in
Kyrgyz Republic

Kishor Sharma

With the disintegration of the former Soviet Union (FSU), the Kyrgyz
Republic (also known as Kyrgyzstan) together with four other Central
Asian land-locked countries gained independence in the early 1990s.'
Independence from the FSU brought more challenges than opportunities
mainly because being a part of the FSU for about 70 years Kyrgyzstan (and
many other Central Asian countries) did not have institutions and infra-
structure to manage its economy independently. Despite this, Kyrgyzstan
embraced an outward-oriented policy by lowering barriers to trade and
investment, liberalizing prices and privatizing public enterprises. It even
went forward and joined the WTO in December 1998. It was the first
country in the region to be the WI'O member despite the fact it was
known as a non-market economy for about 70 years. While these achieve-
ments towards global integration are remarkably good for a newly
independent country, there has not been any attempt to examine its
implications for growth and equity, and identify development challenges
in the postreform period. The aim of this chapter is to fill this gap in the
literature.

Reforms since the early 1990s

The Kyrgyzstan reform process has gone through three distinct phases. In
the first phase (1991-95), it focused on privatization of small-scale enter-
prises, liberalization of prices and introduction of Enhanced Structural
Adjustment Facility (ESAF) of the International Monetary Fund (IMF).
During this phase, it also eliminated most export taxes and introduced the
full current account convertibility. In the second phase (1996-99), it
introduced the value added tax (VAT), reformed banking sector and pri-
vatized medium-scale enterprises. It was during this period that Kyrgyzstan
became a member of the WTO. The third phase which is being imple-
mented (2000-05), focuses on privatization of large enterprises (such as
telecommunications, one energy distribution company, the national air-
lines and two commercial banks) and the development of physical infra-
structure.
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Trade policy regime

The Kyrgyz Republic is one of the most open economies in the region
(Table 7.1). Since independence, it has adopted a comprehensive reform
agenda to remove policy-led distortions inherent under the Soviet policy.
Kyrgyzstan has one of the lowest import tariffs in the region and has con-
tinued to refine its tariff structure after joining the WTO in 1998. Kyrgyz
Republic does not regulate exports through export restrictions. In addi-
tion, exporters are not required to sell a certain percentage of output to
government at lower prices nor are they required to sell through the mar-
keting board. As such, there is no marketing board for any export com-
modity and exporters are free to sell their products. An export licence is
required only for electricity export, which is issued by the State Agency for
Energy (SAE) — a state owned agency. An import licence is not required
for most products. While Tajikistan has a very low tariff and it does not
exercise quantitative restriction (QRs), it seems to restrict trade through
time consuming customs formalities. For example, exporters and
importers have to obtain several documents from various departments in
order to meet customs formalities.

Table 7.1 A comparative perspective of trade restrictiveness in Baltic Republic
countries 1999 and 2002

1999 2002

Average tariff  Overall rating'  Average tariff ~ Overall rating'

Armenia 3.7 1.0 4.0 1.0
Azerbaijan 12.0 5.0 10.8 2.0
Belarus 12.6 8.0 12.2 8.0
Estonia 0.0 1.0 3.1 1.0
Georgia 10.0 2.0 10.9 2.0
Kazakhstan 7.8 4.0 7.8 4.0
Kyrgyz Republic 9.2 1.0 5.1 1.0
Latvia 5.3 1.0 4.3 1.0
Lithuania 4.5 1.0 5.3 1.0
Moldova 8.9 1.0 6.9 1.0
Tajikistan 12.6 5.0 5.0 5.0
Turkmenistan 8.0 1.0 8.0 1.0
Ukraine 0.5 7.0 0.0 7.0
Uzbekistan 14.7 5.0 12.7 5.0

29.0 10.0 15.3 10.0

Source: International Monetary Fund (IMF) (2000, 2003).

Notes

The overall rating consists of a 10-point scale, which weighs a country’s simple average
tariff and the extent of non-tariff barriers. Countries with a scale of one to four are con-
sidered to have broadly open trade regimes. A rating of five or six indicates moderate
trade restrictions. Countries with ratings of seven to ten are considered to have restrictive
trade regimes.

Central Asian countries are highlighted.

—
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Foreign exchange regime

Following independence, Kyrgyzstan faced a payment crisis. To address
this, the government exercised tight exchange control, including foreign
exchange surrender requirements under which exporters were required to
surrender a certain percentage of their earnings at the Central Bank at a
lower exchange rate. This acted as a tax on exports, which prompted over-
invoicing of imports and under-invoicing of exports. To combat this, the
government exercised tight valuation processes and frequent inspections
of production sites, leading to delay and corruption. In 1993, the govern-
ment abolished export earning surrender requirements and adopted a
unified exchange rate regime. In the same year, Kyrgyz introduced its own
currency (som). To reverse the shortage of foreign exchange, the govern-
ment relaxed restrictions on foreign exchange transactions and introduced
a market-based exchange rate regime in 1995. In the same year, its cur-
rency was made fully convertible for current account transactions.
Presently, there are no restrictions in foreign exchange transactions.

Privatization

The Kyrgyz government has privatized a large number of public enter-
prises, deregulated business activities and gradually removed sector-
specific subsidies, particularly in the energy and water sectors.
Privatization has proceeded in three stages. Small-scale enterprises were
privatized in the first stage, which was completed by the mid-1990s. In the
second stage, medium-scale enterprises were privatized, which were com-
pleted by late 1990s. Privatization of large-scale enterprises is currently
under way and almost 50 per cent of these enterprises have been priva-
tized so far. Within large-scale enterprises, progress in privatizing natural
monopoly enterprises, namely energy and transportation, has been slow.
Some competition has been introduced in the telecommunications sector
by permitting mobile phone companies to operate in the domestic
market. The private sector is allowed to generate electricity, but it appears
that government still maintains control in the distribution line. It means
all power generated by the private sector will have to be sold to SAE at
much lower prices than what it would charge from customers. The
number of privatized state-owned enterprises from 1993 to 1999 is pre-
sented in Table 7.2. Most of these enterprises are trade and catering
(1,916), followed by communal services (1,907) and manufacturing (529).

Although privatization has transferred the ownership structure, these
enterprises have not gone through a major restructuring. With the excep-
tion of agricultural farms, there has not been any significant improvement
in productivity in manufacturing, trade and catering. Table 7.3 reports
type of privatization. As of 1999, 6,658 units were privatized, of which 18
per cent and 8 per cent were privatized through commercial competition
and auction respectively. Over 70 per cent of privatized units were either



Table 7.2 Number of privatized units by economic sectors
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1993% 1994 1995 1996 1997 1998 1999 Total*

Total 4,428 702 703 327 177 175 146 6,658

Manufacturing 259 57 137 23 46 3 4 529
Light manufacturing 42 6 9 1 - 1 1 60
Food manufacturing 77 31 87 4 - 1 1 201
Machinery and metal rolling 56 3 9 1 2 - - 71
Construction materials 37 5 14 2 2 - - 60
Others 47 12 18 15 42 1 2 137

Agriculture 235 84 22 10 1 1 3 356

Construction 223 76 74 39 5 15 23 455

Transport 82 21 33 7 14 4 4 165

Communal services 1,811 37 19 15 6 16 3 1,907

Trade and catering 1,626 123 50 87 15 11 4 1916

Supplies - 12 30 6 59 2 2 111

Public utilities - 24 31 23 8 36 28 150

Health care, sports and social - 174 170 7 - 6 23 380
security

Education - 7 2 2 3 7 3 24

Culture and arts - 4 6 7 3 7 10 37

Science and scientific research - 1 - - - - - 1

Others 192 82 129 101 16 67 39 626

Source: Kyrgyz Republic official website.

Note

* Cumulative.

Table 7.3 Number of privatized units by type of privatization

1993% 1994 1995 1996 1997 1998 1999 Total*

Total 4,428 702 703 327 177 175 146 6,658

Conversion to joint stock 778 281 364 75 124 31 20 1,673
company

Rented to subsequently 67 - 7 21 2 9 7 113
purchase

Sale through commercial 1,079 35 16 51 5 30 5 1,221
competition

Conversion to limited joint 99 66 10 9 4 10 6 204
stock company

Sale to private partiesand 2,147 280 205 91 36 64 98 2921
workers’ collectives

Auctioned 257 40 100 80 5 31 10 523

Source: Kyrgyz Republic official website.

Note
* Cumulative.
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converted into joint stock company, with the government being the major
shareholders or rented to the employers working in the company. Since
the government still has direct interventions in these entities, this may
have restricted competition.

Foreign investment policy

In an attempt to attract export-oriented investment, the government created
four export-processing zones (EPZs), but only one is currently in operation,
the Bishkek EPZ. Industries that operate in the EPZ have duty free access to
intermediate inputs. In addition, they are exempt from import duties and
taxes, pay lower turnover tax (less than 2 per cent depending on industry),
but pay payroll tax (about 37 per cent) which is applied to all industries
regardless of their location. Customs formalities for industries that operate
within the EPZ are performed by the customs office of the Bishkek EPZ. Any
industry that exports over 75 per cent of its output can be established in the
zone, but in reality, most industries sell about 50 per cent of their output
locally. With pressure from the international finance institutions, the EPZ
law was amended in 2000 and 2001, which requires the EPZ enterprises to
pay duties and taxes on goods sold locally. Despite these lucrative incentives,
very few export-oriented industries have emerged in the Bishkek EPZ mainly
due to the poor business climate (see the last section of this chapter). It
appears that industries that have come to the EPZ are motivated by the duty
free access to intermediate inputs and tax avoidance rather than exports.

In an attempt to attract foreign investment, the Kyrgyz government
offers several financial incentives. These include tax holidays of between
two and five years depending on the sector. Export-oriented industries
tend to get income tax holidays for a longer period. Foreign firms are
allowed to repatriate 100 per cent of their profit and there are no restric-
tions as to the foreign share holding. Also, there are no local content and
technology transfer requirements. Despite these incentives, foreign invest-
ment remains very low. The cumulative foreign director investment
during 1993-2001 was about US$414 million. Among the CIS countries,
Kyrgyzstan is the second least popular destination for foreign investment
after Tajikistan. The lower level of foreign investment appears to be linked
with poor governance, weak enforcement of commercial law and ineffi-
cient infrastructure rather than the weakness in investment policy.

Growth, structural change and equity

Structure of the economy and growth performance

Kyrgyzstan’s economy relies heavily on agriculture. In the post-independ-
ence period, its share in GDP rose from 33 per cent in 1990 to 52 per cent
by the mid-1990s and reached about 55 per cent by early 2000 (see Table
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7.4), thanks to privatization of farm and land reform, which significantly
improved agricultural productivity in the postindependence period. Agri-
culture contributes about 55 per cent to GDP and employs 53 per cent of
the work force (Table 7.5). The industry sector, which includes mining,
manufacturing, electricity, gas and water, contributes less than 20 per cent
to GDP and employs about 9 per cent of the work force. Its share in GDP
has fallen since the early 1990s. The service sector, which includes trade,
transport, communication and finance, contributes just over 18 per cent
to GDP and employs about 37 per cent of the work force (in 2001).

Like most other Central Asian economies Kyrgyzstan experienced a
significant fall in GDP. While this was somehow arrested by the mid-1990s,
the 1997 Russian financial crisis did not help sustain the growth in GDP. In
fact, growth in real GDP fell from 7.1 per cent in 1996 to 1.8 per cent by
1998, although since the early 2000s it has achieved an average annual
growth of about 5 per cent (see Table 7.4). Kyrgyzstan has not yet fully
recovered the lost output since disintegration from the FSU. Even by 2002,
it recovered only about 76 per cent of the lost output. For example, GDP at
constant 1990 market price was 39.4 million soms on the eve of independ-
ence (1991) which did not even exceed 30 million soms by 2002 (Table
7.5). Poor growth performance resulted in a fall in per capita income,
which declined, from U$751.7 in 1992 to US$342.7 by 2001 (Table 7.5).

Loss in subsidies from the FSU, on the one hand, and poor growth
performance, on the other, has increased Kyrgyz reliance on foreign debt,
which increased from about 33 per cent of GDP in 1990 to 110 per cent by
2001 (Table 7.6). Kyrgyz’'s commitments towards market-oriented reform
helped attract a significant amount of foreign aid to the country. In fact,
among the CIS countries it has attracted the highest amount of foreign assis-
tance in the postindependence period. If it was not for external assistance,
the Kyrgyz economy would not have seen its ten years of independence and

Table 7.4 Macroeconomic indicators and performance

1990 1992 1994 1996 1998 2000 2001

Growth in real GDP 0.3 —19.0 —20.0 7.1 1.8 54 5.3
GDP per capita in US$ - 751.7 249.1 398.4 350.2 263.8 342.7
Share of agriculture in GDP (%) 33.5 375 46.2 52.0 527 54.1 54.6
Share of industry in GDP (%) 27.1 254 18.3 142 185 17.2 174

Share of service in GDP (%) 19.1 18.0 188 20.0 177 172 18.1

Inflation (change in CPI %) 170.0% 1,259.0 95.7 35.0 10.4 18.7 6.9

Central government budget 03 —174 —-11.6 —9.5 —4.6 —10.0 —4.0
balance (% of GDP)

Current account balance - -1.8 =11.3 —23.6 —16.7 —5.6 —0.7
(% of GDP)

Sources: ADB (2002a) and EBRD (1999), ‘Transition Report 1999 Ten Years of Transition’.

Note
* 1991.
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would have collapsed by now. The current level of external debt is unsustain-
able without a significant improvement in growth performance, which
requires reforms in domestic fronts as well as cooperation from neighbour-
ing countries. Given its land-locked position and the small size of its
domestic market, regional cooperation is important to accelerate its growth.

The government in Kyrgyzstan is operating under the severe resource
constraint. Despite a huge requirement for developmental investment,
gross fixed capital formation has been declining. From the period 1990 to
2001, gross fixed capital formation as a percentage of GDP fell from 24
per cent to 16 per cent (Table 7.6). Foreign investment remains very low
despite liberalization in trade and investment policies. It is obvious that in
the absence of good governance, efficient infrastructure, and simplified
customs and cross-border formalities, liberal trade and investment policies
have failed to attract private investment.

In the immediate transition period, the Kyrgyz Republic experienced
hyperinflation and a huge budget deficit. By the early 1990s, inflation was
over 1,200 per cent and the central government budget deficit was about
17 per cent of GDP (Table 7.4). This was reversed by the mid-1990s mainly
through tight monetary and fiscal policies. By 2001, inflation was brought
down to 6.9 per cent and the central government deficit to 4 per cent of
GDP. The high current account deficit remained a problem until the end
of the 1990s. It was only in early 2000s that the current account deficit was
brought under control (about 6 per cent and 1 per cent of GDP in 2000
and 2001 respectively). Although macroeconomic stability has been
achieved mainly through tight monetary and fiscal policies, progress
towards diversification of the production base has been very limited in the
absence of efficient institutions, infrastructure and an easy access to
regional and international markets as discussed in more detail below.

Trade performance

While the Kyrgyz Republic’s exports almost doubled during the 1993 to
1997 period, it was not sustained after 1998 mainly due to the Russian finan-

Table 7.6 Key economic indicators

1990 2001
Gross fixed capital formation % of GDP 24.29 16.41
Exports of goods and services % of GDP 29.20 36.54
Per capita FDI (US$) 3.03 4.43
External debt % of GDP 33.00° 110.00
External debt % of export 86.50" 148.20°
Source: ADB (2002a) and EBRD (1999), ‘Transition Report 1999 Ten Years of Transition’.
Notes
a 1993.

b 1994.
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cial crisis of August 1997, as Russia and other FSU countries were the major
destinations of its exports. The share of exports in GDP fell from about 39
per cent in 1993 to 31 per cent by 2001, reflecting a fall in purchasing
power of the nation as a whole. As exports fell, imports also declined. The
share of imports in GDP fell from 51 per cent in 1993 to about 31 per cent
in 2001. Since its imports are dominated by oil, gas and machinery, this fall
had a significant impact on output growth. As imports fell faster than
exports, trade deficit as a percentage of GDP declined from 12 per cent in
1993 to 6 per centin 1997 and less than 1 per cent by 2001 (Table 7.7).

As shown in Table 7.8, Kyrgyzstan’s exports are dominated by electric-
ity, mining, machine building, light industries and food processing. In
recent years, exports of light manufacturing as well as food products have
sharply fallen. These two industry groups together had about a 40 per cent
share in total manufacturing export earnings in 1994, which fell to about
19 per cent by 2002. The Kyrgyz Republic has a huge potential in hydro-
electricity exports, but it has not fully exploited its water resources. In fact,
production and exports of electricity have been fluctuating and the
country still imports electricity. The share of electricity in manufacturing
exports fell from 19 per cent in 1994 to 5 per cent by 2002. This appears
to be due partly to the poor pricing strategy and partly to the poor man-
agement of the electricity authority. It appears that privatization of elec-
tricity production and its distribution network can significantly raise the
production and exports of electricity.

Exports of agricultural products dramatically increased after privatiza-
tion of farms in the mid-1990s, although there have been some fluctua-
tions from year to year. The share of agricultural exports in total export
earnings rose from 3 per cent in 1994 to about 12 per cent by 2002. Priva-
tization of farms helped increase agricultural productivity, leading to an
improvement in export competition. Given the importance of the agricul-
ture sector in the country, this is a pleasing development.

Kyrgyz’s imports consist of a large number of manufactured goods, con-
tributing about 97 per cent of total imports in 2001 (Table 7.9). Three com-
modities, namely, oil and gas, chemicals and machines together had over

Table 7.7 Performance of foreign trade in post-independence Kyrgyz Republic

1993 1995 1997 1998 1999 2000 2001

Merchandise exports 339.6 4089 603.8 513.6 453.8 5045 476.1
(million US$)
Merchandise imports ~ 447.8  522.3  709.3 841.5 599.7 5541 4672

(million US$)
Trade deficit % GDP 12.4 7.6 6.0 19.9 11.7 3.6 0.6
Exports % of GDP 38.9 27.4 34.1 31.3 36.3 36.8 31.2
Imports % of GDP 51.3 35.0 40.1 51.3 48.0 40.4 30.6

Source: ADB (2002a).
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134 Kishor Sharma

50 per cent share in manufacturing imports in 2001, although it fell from
about 69 per cent in 1994. This fall in imports of developmental goods coin-
cides with a fall in export earnings during the same period. Despite potential
in hydro-electricity, Kyrgyz relies on imports of natural gas from Uzbekistan. It
is a net importer of gas and oil from Uzbekistan and Kazakhstan respectively.
Tables 7.10 and 7.11 present the direction of Kyrgyzstan’s exports and
imports. In both exports and imports, shares of Russian and the FSU
countries of Central Asia have fallen, while that of Asian and European
countries have increased. Kyrgyz’s exports to and imports from America,
Australia and Oceania, and Africa remain very small (just over 2 per cent
share in total exports). Europe is a major destination for Kyrgyzstan’s
exports (54 per cent) followed by Russia and the FSU countries of Central
Asia (34 per cent) and Asia (11 per cent). Europe has emerged as a
popular destination for Kyrgyz’s exports as reflected by the rising share of
its exports to these countries. Europe’s share of Kyrgyz’s exports rose from
37 per cent in 1997 to 54 per cent by 2001. Although the share of Russian

Table 7.10 Direction of exports (thousand US$)

Destination 1997 1998 1999 2000 2001
Europe 223,708.1 248,828.4 215,987.1 227522.2 257,817.9
(87.0) (48.0) (48.0) (45.0) (54.0)
Asia 59,256.6  39,835.3 51,275.3  73,882.1 50,115.7
(10.0) (8.0) (11.0) (15.0) (11.0)
America 18,030.8 7,689.6 11,624.2 2,937.3 8,339.8
(8.0) (1.0) (3.0) (1.0) (2.0)
Africa 6.8 19.7 453.6 1,983.8 39.1
(0.0) (0.0) (0.0) (0.0) (0.0)
Australia and Oceania 121.7 4.8 1.8 12.8 9.6
(0.0) (0.0) (0.0) (0.0) (0.0)
Russia and FSU 302,683.9 217,258.1 174,493.6 198,151.0 159,829.6
countries of (50.0) (42.0) (88.0) (39.0) (34.0)
Central Asia
Russia 98,844.9 83,679.3 70,713.1  65,125.1  64,510.2
(16.0) (16.0) (16.0) (13.0) (14.0)
Kazakhstan 87,094.0 85,516.4  44,960.1  33,393.8  39,032.2
(14.0) (17.0) (10.0) (7.0) (8.0)
Tajikistan 12,666.3 8,299.2 9,463.0 7,489.2 6,743.3
(2.0) (2.0) (2.0) (1.0) (1.0)
Turkmenistan 2,566.5 1,220.8 2,788.7 2,729.3 1,546.3
(0.0) (0.0) (1.0) (1.0) (0.0)
Uzbekistan 101,512.2  38,542.4  46,568.7 89,413.6 47,997.6
(17.0) (0.08) (10.0) (18.0) (10.0)
Total 603,807.9 513,635.9 453,835.6 504,489.2 476,151.7

Source: Kyrgyz Republic official website.

Note
Figures in parentheses are percentage shares.
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Table 7.11 Direction of imports (thousand US$)

Destination 1997 1998 1999 2000 2001
Europe 125,855.7 170,989.0 137,359.4  93,503.5  79,368.2
(18.0) (20.0) (23.0) (17.0) (17.0)
Asia 123,622.3 167,573.9 131,722.3 109,261.7 101,744.5
(17.0) (20.0) (22.0) (20.0) (22.0)
America 44,884.8 81,789.6 85,2355  65,631.7 41,437.3
(6.0) (10.0) (14.0) (12.0) (9.0)
Africa 150.2 3,271.4 1,483.6 89.9 275.5
(0.0) (0.0) (0.0) (0.0) (0.0)
Australia and Oceania 322.2 1,692.4 102.6 467.9 350.9
(0.0) (0.0) (0.0) (0.0) (0.0)
Russia and FSU 414,469.7 416,187.8 243,836.4 285,160.9 244,065.7
countries of (58.0) (49.0) (41.0) (51.0) (52.0)
Central Asia
Russia 190,799.2 204,057.8 109,366.1 132,614.6 85,052.1
(27.0) (24.0) (18.0) (24.0) (18.0)
Kazakhstan 69,602.8  75,297.7 72,679.9 57,399.7 81,801.4
(10.0) (9.0) (12.0) (10.0) (18.0)
Tajikistan 9,992.3 6,375.8 4,041.3 1,908.9 1,501.5
(1.0) (1.0) (1.0) (0.0) (0.0)
Turkmenistan 15,463.4 8,214.5 7,780.6  18,664.6 8,977.3
(2.0) (1.0) (1.0) (3.0) (2.0)
Uzbekistan 128,612.0 122,242.0 49,968.5 74,573.1 66,733.4
(18.0) (15.0) (8.0) (13.0) (14.0)
Total 709,304.9 841,504.1 599,739.8 554,115.6 467,242.1

Source: Kyrgyz Republic official website.

Note
Figures in parentheses are percentage shares.
8 £

and the FSU countries of Central Asia as a group have fallen from 50 per
cent in 1997 to 34 per cent share by 2001, it is the second most popular
destination for Kyrgyzstan’s exports.

Russia remains a major trading partner for Kyrgyzstan’s exports,
although its share has fallen from 16 per cent in 1997 to 14 per cent by
2001. Among the FSU countries of Central Asia, Uzbekistan remains a
major market for its exports, but its share has been fluctuating from 17 per
cent in 1997 to 10 per cent by 2001. Protectionist sentiment in Uzbekistan
and deteriorating bilateral relations appear to have contributed to a fall in
Kyrgyzstan’s exports to and imports from Uzbekistan. Kyrgyzstan’s exports
to Kazakhstan have significantly fallen in recent years. For example, the
share of latter’s in the former’s total exports fell from 14 per cent in 1997
to 8 per cent by 2001. The shares of other countries in the region remain
very small. Table 7.11 presents the direction of Kyrgyz’s exports.

About 50 per cent of Kyrgyzstan’s imports originate from Russia and
the FSU countries of Central Asia, although its share has fallen since 1998
from 58 per cent in 1997 to 52 per cent in 2001 (Table 7.12). Among this
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group of countries, Russia and Kazakhstan are the major suppliers, each
accounting for an 18 per cent share in Kyrgyzstan’s total imports in 2001.
During 1997-2001, Russia’s share fell from 27 to 18 per cent, while that of
Kazakhstan rose from 10 per cent to 18 per cent. Uzbekistan’s share in
Kyrgyzstan’s total imports fell from 18 per cent in 1997 to 14 per cent by
2001. Other Central Asian countries are marginal players in Kyrgyzstan’s
imports.

Poverty and inequality in post-independence Kyrgyzstan

A fall in national income and loss in subsidies from the FSU have signific-
antly increased poverty and inequality in postindependence Kyrgyzstan
(Table 7.12). Rising unemployment in the absence of a strong growth in
the private sector, caused by poor business climate, has further con-
tributed to this. As national income declined and budget deficit surged,
the government was forced to cut its expenditures in several areas includ-
ing health and education. Despite a need for greater investment in health
and education, the government expenditures on these areas continued to
decline in order to bring budget deficit under control, making the poor
even more worse off. It declined from 10.5 per cent of GDP in 1995 to 6.4
per cent by 1999 (Table 7.13). Decline in social expenditure particularly
on health has been problematic given that Kyrgyzstan has one of the
highest adult mortality rates in the region, estimated at 303 per 1,000
adults in 1998. As shown in Table 7.12, the percentage of people living
below the poverty line has increased from 37 per cent in 1988 to 55 per
cent by 1999. In terms of the human development index (HDI), Kyrgyzs-
tan has one of the lowest rankings in the region after Tajikistan. It was
placed in 102nd position in 2000.> As unemployment and economic hard-
ship had risen in the postindependence period, cases of frequent crime
and violence are on the rise.

To reduce human suffering Kyrgyzstan needs to create a business
climate for private sector development, which requires an efficient trans-
port network, good governance and enforcement of law and order in the
country (more about this in the next section). Private sector development
is crucial not only for creating employment opportunities and raising the
income level of the poor, but also in generating revenue for maintaining
government expenditures on infrastructure, health and education. Unless
revenue is raised through private sector-led growth, it is difficult for the
government to increase its investment in health, education and infrastruc-
ture, especially when its debt-servicing obligation is on the rise. Kyrgyzstan
is one of the highly indebted countries in the region and as shown in
Table 7.6 its debt percentage of GDP reached 110 per cent of GDP by
2001.
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Development challenges

A key question Kyrgyzstan is facing today is how to create a business
climate for private sector development. To do this, it needs to address
several challenges, which include both domestic and regional issues.

Trade and transit issues

While Kyrgyzstan has significantly reduced tariffs, it seems to restrict trade
through cumbersome and time consuming customs procedures, which
restrict trade flows. Traders are required to submit several documents
obtained from at least five different agencies for customs clearance, which
takes up a considerable amount of time and money. Lack of basic customs
infrastructure at customs offices also contributes significantly to delays.
For example, in the absence of automatic weighing and scanning
machines at customs, goods are checked manually. In many cases, con-
signments are re-checked. In the absence of electronic data exchange
between the shippers and customs, the pre-clearance system, that can
significantly facilitate customs clearance, does not exist.

Being a land-locked country, Kyrgyzstan’s exports and imports have to
go through at least two countries’ territories (Kazakhstan and Uzbekistan)
before reaching their final destination. The existing cross-border proce-
dures for the movements of goods and people are costly and time consum-
ing. For example, at each country’s entry and exit borders, consignments
are checked. Consignments are even checked while goods are in transit.
To avoid delays, shippers are forced to pay unofficial charges in several
locations. Clearly, these practices are not consistent with GATT article V
which outlines the freedom of transit for land-locked countries (Appendix
7.1). In addition, visa requirements and the transit permit system also con-
tribute to delays and increase the costs of transportation.” These restric-
tions and charges appear to have discouraged trade flows. In the current
situation, trade in vegetables in which Kyrgyzstan has a comparative
advantage has not yet fully developed, because trade in such commodities
demands better logistics, including trucks with refrigeration facilities and
unrestricted access to the final destination. Dismantling the transit permit
system and simplifying the visa requirements at the regional level will facil-
itate trade not only in Kyrgyzstan but also in other CIS countries.

Governance and infrastructure issues

Like other Central Asian countries, law enforcement is very weak in Kyr-
gyzstan. Also, there is a lack of coordination between departments and
considerable delays occur in getting information from other departments.
For example, there is no ‘one window system’ where exporters and
importers can obtain all required documents. Traders have to run from
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one department to another just to obtain documents, which results in
delay and encourages rent seeking behaviour. While exporters are enti-
tled to value added tax (VAT) refunds, it takes several months to get
them. This acts as a tax on exports in two ways. First, owing to inflation,
the value of refunds is much lower than was paid. Second, exporters will
keep on paying interest to the bank until they receive the full refund.*
Poor governance and lack of transparency have significantly deterred
private sector development. The governance indicators show that corrup-
tion is high, law enforcement is weak and political stability remains a
problem (Table 7.14).

Kyrgyzstan mainly relies on road and rail networks for its international
trade transactions. However, the condition of the road network is poor
inside the country, and also throughout the region. Only about 40 per
cent of domestic road networks are paved, making access from one region
to another difficult in poor weather conditions. This has hindered
rural-urban integration and discouraged trade potential between regions
within the country.

Institutional issues

Small and medium sized enterprises (SMEs) are the major sources of
employment in an agrarian economy like Kyrgyzstan. Their development
requires a simple registration process, easy access to finance as well as assis-
tance with product development and marketing. While SMEs face prob-
lems in all these areas, access to banking sector finance is a major problem
due to the security-driven lending policy of the banking sector. Borrowers
are required to show as high as 200 per cent collateral security in order to
secure finance, which is extremely high for SMEs. This has significantly dis-
couraged growth of SMEs, leading to lower employment outcomes. Also, in
the absence of trade promotion agency in the country, SMEs’ ability to
develop and market new products has been very limited. Information
about export markets and export potential are rarely available.

Regional cooperation

All CIS countries are land-locked, have a small domestic market and they
lack resources to maintain transport networks as well as to utilize their
resources effectively (namely electricity, mining, agriculture and manufac-
turing). In this context, regional cooperation can be a powerful mechan-
ism and it should be viewed as an opportunity rather than a threat.
Although a number of regional agreements currently exist very little
progress has yet been made despite the annual meeting of the Heads of
State when they agreed to harmonize procedures for deeper integration.
Poor achievement appears to be mainly due to the lack of political
willingness.
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Cooperation should first begin by simplifying and harmonizing cross-
border procedures for the movements of goods and people. The current
procedures for regulating goods, vehicles and people between the coun-
tries have made international trade transactions very costly and time con-
suming. This has deterred private sector investment, and discouraged
export potential and employment growth not only in Kyrgyzstan but also
in other Central Asian countries. Harmonization of tariffs, cross-border
procedures and documentary requirements is necessary to reduce costs
and delays, which will facilitate trade and investment in the region. Due to
the land-locked position of CIS countries, harmonization of tariffs will dis-
courage the possibility of smuggling from the low to high tariff countries,
which significantly reduces the need for tight border and customs formali-
ties and checking. Harmonization of cross-border formalities and docu-
mentary requirements will help reduce corruption and delays, while
elimination of the transit permit system will not only lower transit costs
and time, but also give a greater degree of certainty to all transiting coun-
tries. Since Central Asian countries are land-locked, this will benefit all in
the form of increased trade flows and investment.

Regional cooperation among the Central Asian countries is feasible
due to diversity of resources and similarity in culture among the countries.
Apart from harmonization of cross-border procedures and tariffs, areas
for cooperation should also include utilization of natural resources, and
the development of railways and road transport. The regional manage-
ment of roads and railways can narrow down the problems of transit and
customs procedures.

Conclusion

The Kyrgyz Republic introduced market-oriented reform in the immediate
postindependence period to arrest poor macroeconomic outcomes and
facilitate global integration. The reform programme included liberaliza-
tion in trade, investment and payment regime, and privatization of public
enterprises. It even went further and joined the WTO: Kyrgyz is the first
country in the region to be a member. Despite this, it has not yet recovered
from the economic impact of disintegration, although some progress has
been made in achieving macroeconomic stability. Poverty and unemploy-
ment is high and rising, and Kyrgyz’s reliance on external debt is unsus-
tainable, which all appear to be mainly due to internal and regional rather
than external factors. These include cumbersome and time consuming
customs formalities, transit problems in neighbouring countries, inefficient
transport networks, poor governance and lack of banking sector finance. It
is obvious that liberalization per se in the absence of a comprehensive
reform package fails to generate the desired benefits.

In this context, Kyrgyzstan should view regional cooperation as a means
of accelerating growth and alleviating poverty. Since all CIS countries have
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a small domestic market and they lack resources to maintain transport
networks as well as to utilize their water resources, mining and agriculture,
regional cooperation should be viewed as an opportunity rather than a
threat. Regional cooperation can also be a powerful tool in gaining
experience in export production and marketing. Having a closed
economy for a long time, Kyrgyzstan and other CIS countries lack
experience in these areas, which are essential ingredients for a market
economy. Regional cooperation would provide these experiences in famil-
iar regional markets before going into a complex global market. Regional
cooperation should also be viewed as a means of resolving issues relating
to cross-border movements of goods and people. The current procedures
for handling these movements have significantly discouraged inter- and
intra-regional trade flows, making Kyrgyzstan’s transition to a market
economy painful.
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Appendix 7.1 The General Agreement on Tariff and
Trade (GATT 1947)

1

Article V

Freedom of Transit

Goods (including baggage), and also vessels and other means of trans-
port, shall be deemed to be in transit across the territory of a contract-
ing party when the passage across such territory, with or without
transshipment, warehousing, breaking bulk, or change in the mode of
transport, is only a portion of a complete journey beginning and termi-
nating beyond the frontier of the contracting party across whose terri-
tory the traffic passes. Traffic of this nature is termed article ‘traffic in
transit’.

There shall be freedom of transit through the territory of each con-
tracting party, via the routes most convenient for international transit,
for traffic in transit to or from the territory of other contracting parties.
No distinction shall be made which is based on the flag of vessels, the
place of origin, departure, entry, exit or destination, or any circum-
stances relating to the ownership of goods, of vessels or other means of
transport.

Any contracting party may require that traffic in transit through its ter-
ritory be entered at the proper custom house, but, except in cases of
failure to comply with applicable customs laws and regulations, such
traffic coming from or going to the territory of other contracting
parties shall not be subject to any unnecessary delays or restrictions and
shall be exempt from customs duties and from all transit duties or
other charges imposed in respect of transit, except charges for trans-
portation or those commensurate with administrative expenses entailed
by transit or with the cost of services rendered.

All charges and regulations imposed by the contracting parties or
traffic in transit to or from the territory of other contracting parties
shall be reasonable, having regard to the conditions of the traffic.

With respect to all charges, regulations and formalities in connection
with transit, each contracting party shall accord to traffic in transit to or
from the territory of any other contracting party treatment no less
favorable than the treatment accorded to traffic in transit to or from
any third country.

Each contracting party shall accord to products, which have been in
transit through the territory of any other contracting party treatment
no less favorable than that which would have been accorded to their
destination without going through the territory of such other contract-
ing party.

The provisions of this Article shall not apply to the operation of aircraft
in transit, but shall apply to air transit goods (including baggage).

Source: World Trade Organization (1994),
Results of the Uruguay Round, Geneva, pp. 492-3, 545.
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Notes

1

Other Central Asian countries are Kazakhstan, Tajikistan, Turkmenistan and
Uzbekistan. The region is surrounded by China in the east, the Caspian Sea in
the west, central Siberia in the north, and Afghanistan and Iran in the south.
Five Central Asian countries together cover about 3,995,000 square kms and
provide shelter for about 52 million people (less than 1 per cent of the world’s
population). Kyrgyzstan is surrounded by Kazakhstan in the north, Republic of
China in the east, Tajikistan in the south and Uzbekistan in the west. It spreads
in about 200,000 square kms and provides shelter for less than five million
people. Among the CIS, Kyrgyzstan is the smallest country in the region.

Among the CIS countries, Tajikistan has the lowest HDI (ranked 112), while
Kazakhstan has the highest HDI.

The main problem with the transit permit system is that it creates uncertainty
among traders in transiting countries and discourages private sector investment
in export-oriented activities that need frequent access by road to regional
and/or international markets. In addition, transit permits issued by Kazakhstan
to the Kyrgyz Republic are far less than its requirements, hindering trade flows.
For example, consider this. The annual inflation and interest rates are 14 per
cent and 10 per cent respectively. An exporter is expecting a VAT refund of
US$100. Due to red tape, he/she gets the refund in six months. Hence, the real
value of the refund is US$88, after making allowance for interest paid and infla-
tion. If one considers time spent in meeting VAT requirements, the actual
refund is even lower than US$88. Delays in VAT refunds act as a tax on
exporters.



8 Trade, growth and equity in
Myanmar

Peter Warr

The economic experience of Myanmar (formerly Burma)' is often con-
trasted with neighbouring Thailand. Since the Second World War, the
economic policy positions of these two countries have been radically dif-
ferent and policies with respect to international trade and investment
have been central to this difference. Whereas Thailand has welcomed
globalization, opening its economy to greatly expanded trade and foreign
investment, Myanmar has adopted an ultra-cautious, almost closed
economy stance. The outcome for Thailand has been rapid growth and
declining poverty, along with some instability. For Myanmar, the result has
been stagnation and continued impoverishment. In 1960, all of the coun-
tries of Southeast Asia were poor. Out of Indonesia, the Philippines, Thai-
land and Malaysia, only one — Malaysia — had an average income per
person greater than US$500 at 2002 prices. In 2002, only one of these
countries still had an income per capita below this threshold. That was
Myanmar. Leaving aside the Indo-China states of Vietham, Cambodia and
Laos, which were devastated by war and then by communism, Myanmar is
the poor performer of Southeast Asia.

Agriculture is central to Myanmar’s poor economic performance and
to the lack of reform. Agriculture represents 58 per cent of GDP, employs
63 per cent of the population and accounts for at least that proportion of
Myanmar’s poor people. The performance of the agricultural sector has
been deteriorating over a long period. The discussion in this chapter
focuses on the problems of agriculture within the Myanmar economy and
the prospect that recent reforms may produce badly-needed relief.

Macroeconomic performance

Output growth

Table 8.1 presents data on the long-term economic performance of five
Southeast Asian countries: Myanmar, Indonesia, Thailand, the Philippines
and Malaysia. The data to 1995 are based on calculations summarized in
Khin Maung Kyi et al. (2000), which drew on the World Bank’s World
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Table 8.1 Southeast Asia: real GDP per person, 1960 to 2002 (US$ per person,
2002 prices)

Myanmar  Indonesia  Philippines  Thailand — Malaysia ~ Myanmar to

Thailand (%)
1960 252 243 498 415 870 60
1965 260 255 512 506 1,017 51
1970 268 266 610 695 1,290 38
1975 288 290 790 795 1,485 36
1980 300 410 920 1,008 1,929 29
1985 390 507 730 1,202 2,180 32
1990 307 621 815 1,810 2,706 16
1995 388 808 792 2,448 3,592 15
2000 434 770 829 2,201 3,811 19
2002 455 802 832 2,295 3,732 19

Sources: World Bank, World Tables, various years, cited in Khin Maung Kyi et al. (2000) and
Institute of Southeast Asian Studies (2002), Figure 1.1 for growth rates since 1995.

Tables. The data since 1995 are drawn from the Institute of Southeast
Asian Studies (2002). Concerning Myanmar’s performance, the data
speak for themselves. In 1960, income per person in Thailand was about
60 per cent higher than in Myanmar. In 2002, average incomes in Thai-
land were five times as high. Concerning Indonesia, in 1960 income per
person was slightly lower than in Myanmar. In 2002 it was 75 per cent
higher.

Comparisons between national income in Myanmar and other coun-
tries are made difficult by two points: Myanmar’s distorted exchange rate
structure, and the dubious nature of official data for Myanmar, including
those relating to international trade. Regarding the first point, if the offi-
cial exchange rate of 6.7 kyats (Kt) per US$ was used to calculate income
per person in US dollars, then Myanmar’s GDP per person in 2002 of
roughly 50,500 kyats would be the absurd US$7,217. This would make
Myanmar the second richest country in Southeast Asia, after Singapore.
The artificiality of this calculation is that the official exchange rate is
nowadays relevant only for state enterprise transactions.” On the other
hand, using the market exchange rate of 620 kyats per US$ (mid-2002)
gives the result shown in Table 8.2, as calculated in a recent publication of
the Economist Intelligence Unit. Income per person is then US$78. But
this estimate is also unreasonable because internationally traded goods,
for which the market exchange rate is relevant, comprise a very small and
isolated proportion of the goods and services actually exchanged in
Myanmar’s insular economy.

This point is shown by a further calculation, also discussed by the Econ-
omist Intelligence Unit, of trade as a share of GDP. If the official
exchange rate is used to calculate GDP in US$ and then compared with
trade data (already in US$) then exports plus imports relative to GDP
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Table 8.2 East Asia: comparative economic indicators, 2001 (Economist Intelli-
gence Unit)

Myanmar Thailand China  Indonesia Vietnam Laos

GDP US$ billion 3.9° 115 1,180 145 33 484
GDP per head US$ 78 1,860 928 688 417 470
CPI inflation (%) 21.1 1.7 07 115 ~0.4 3.7
Export of goods (US$) 2.3 65.1 2659 56.5 15.1 43.8
Import of goods (US$) 2.6 62.1 2439 31.0 160  49.8
Foreign trade” (% GDP) 0.8 110.6 424 603 94.2 19.3

Sources: Economist Intelligence Unit, Country Profile, Myanmar, 2002.

Notes
a According to Economist Intelligence Unit “calculated at the free-market exchange rate”.
b Merchandise exports plus imports.

would be a ridiculous 125 per cent, implying that Myanmar was one of the
most open economies in the world, more open than any of the countries
shown in Table 8.2, including Thailand. Myanmar officials report that
total trade as a share of GDP is about 20 per cent. This seems reasonable,
making the Myanmar economy slightly more open than India and about
half as open as China. If GDP in US$ is five times total trade, then GDP
per person is around $485, approximately the same as the calculation
shown in Table 8.1, above.

A second problem in calculating national income per person in
Myanmar is that, for recent years at least, few observers believe the offi-
cially announced GDP growth data for Myanmar. It is agreed by virtually
all analysts that in recent years actual growth rates have been well
below the announced rates. Even government officials have made similar
statements.’

The overstatement of real growth rates could, of course, be deliberate.
But a less insidious and less obvious mechanism could also be at work.
“Real” GDP growth is calculated as a residual — the growth of nominal
GDP, at current prices, minus the growth of the GDP price deflator. In cir-
cumstances of high inflation, as at present, deficiencies in the statistical
calculation of the GDP deflator can lead to large errors in the resulting
estimate of the residual — real GDP growth. For example, if official, con-
trolled prices are used for some output items in the calculation of the
deflator, rather than the prices actually received by firms, as used in the
calculation of nominal GDP, the growth of the deflator will be under-
stated relative to nominal GDP and the resulting residual will be overesti-
mated. The more rapid the inflation, the greater the overestimation of
real growth. Other sources of under-estimation of the growth rate of the
price deflator will have the same effect. Recent inflation has clearly
exceeded the government’s officially declared rate of consumer price
inflation and the measured increase in the GDP deflator is presumably
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underestimated as well, biasing upwards the official estimates of real GDP
growth.

Real GDP growth rates since 1989 are summarized in Figure 8.1. The
data from 1997 to 2002 use the Institute of Southeast Asian Studies esti-
mates, as shown in the third row of Table 8.2. Myanmar was only negligi-
bly affected by the Asian crisis of 1997-98. The short-term capital outflows
that caused such havoc elsewhere in Southeast Asia did not occur in
Myanmar because (i) the inflows of short-term capital which had accumu-
lated elsewhere in Southeast Asia had not occurred in Myanmar and (ii)
capital controls would have obstructed any desired capital outflow in any
case. The small reduction in growth that did occur in 1998 was primarily
caused by reduced demand for Myanmar’s exports.

Real GDP growth by expenditure categories is summarized in Table
8.3. The interesting point is the moderate contribution of fixed invest-
ment to overall growth of demand. During the decade of boom in Thai-
land, Indonesia and Malaysia from the late 1980s to 1997 investment
accounted for at least 40 per cent of the growth of aggregate demand.
The picture for Myanmar is more like the post-crisis period of sluggish
recovery in those countries, where slow growth of demand has constrained
output growth and where investment demand has been particularly small.
The Myanmar picture of low levels of investment as a proportion of
national income is not consistent with an economy reportedly growing at
over 10 per cent.

Table 8.4 shows output growth by sector, using official data. The striking
feature of these data is the surge of reported growth of agricultural output
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Figure 8.1 Myanmar: annual growth rate of real GDP, 1989 to 2002 (sources: Min-

istry of National Planning and Economic Development, Yangon and
Institute of Southeast Asian Studies (2002)).
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Table 8.3 Myanmar: selected economic data, 1997 to 2002

1997 1998 1999 2000 2001 2002
Growth of real GDP (% c/umge per year)
Official 5.8 10.9 13.6 7.2 7.2%
EIU 5.7 5.8 10.9 6.2 5.3 5.2
ISEAS 5.1 5.0 5.8 5.5 5.0 4.5
Sectoral growth, real, official data (% change per year)
Agriculture 3.7 2.8 2.5 10.5 3.4 3.0
Industry 8.9 6.6 18.7 20.6 14.7* 14.7%
Services 6.6 6.7 9.2 13.3 9.0% 9.0%
Trade (US$ million per year)
Exports 975 1,065 1,125 1,309 2,300 2,900
Imports 2,107 2,451 2,116 2,355 2,600 2,200
Inflation, CPI 33.9 49.1 11.4 4.3 50.9 59.0

(% change per year)

Exchange rate at year end, kyats per US$
Official 6.2 6.2 6.3 6.3 6.7 6.7
Market 241 334 341 374 620 971

Sources: ISEAS (2002); EIU (2001); EIU ( 2003); IMF (2001).

Note

* Ministry of National Planning and Economic Development, Programme of Action for

2002-10, May 2001.

Table 8.4 Myanmar: GDP growth by sector, 1996/97 to 2000/01 (official data)

(units: % change, year on year)

1996/97  1997/98 1998/99  1999/2000  2000/01°

Agriculture 3.8 3.0 3.5 10.5 9.5
Livestock and fisheries 11.9 7.1 9.3 16.8 17.8
Forestry 2.1 2.8 3.2 4.6 3.3
Energy —2.1 2.3 53.6 66.5 30.8
Mining 12.4 29.7 7.0 30.0 25.5
Manufacturing 4.6 5.0 6.2 14.5 23.4
Power 12.8 17.8 —-5.4 14.2 13.9
Construction 24.6 9.8 6.3 4.4 11.9
Services 6.5 6.7 7.0 9.2 18.7

Transport 6.0 6.5 5.7 12.0 22.5

Communications 21.7 28.1 11.6 11.0 23.8

Financial institutions 21.9 14.4 17.0 12.6 14.2
GDP at factor cost 6.4 5.7 5.8 10.9 13.6

Source: Central Statistical Organisation, Statistical Yearbook 2001, Yangon.

Note
a Provisional.
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for 1999/00 and 2000/01. As discussed below, there is reason to suspect
that some increase in agriculture’s contribution to total output may have
occurred during this period, but not the very large increase reported in the
data. As shown in Table 8.5, agriculture continues to dominate the
Myanmar economy, both in contribution to GDP (value-added share) and
total employment. A significant difference between the economic structure
described by these data and that for other Southeast Asian countries, such
as Thailand and Indonesia, is that output per worker is not much different
in agriculture and industry. Based on the experience of other developing
countries, output per worker would be expected to be much higher in
industry than in agriculture. If these data are even approximately correct,
Myanmar industry is extremely labour intensive.

The structure of GDP by ownership is summarized in Table 8.6. The
data indicate a very high rate of state ownership in energy, power and

Table 8.5 Myanmar: structure of GDP and employment, 2000/01 (%)

GDP share Employment share Value-added per worker
(%) (%) (index)

Agriculture 58 63 0.92

Industry 10 12 0.83

Services 32 25 1.28

Source: Economist Intelligence Unit (2002).

Table 8.6 Myanmar: gross domestic product by ownership and sectoral contribu-

tion
Sector GDP by ownership 1998/99 Share of GDP (%)
State Cooperatives Private
Crops 0.2 1.9 97.9 34.5
Livestock and fishery 0.3 1.1 98.6 7.2
Forestry 46.2 0.6 53.2 1.0
Energy 99.9 0.1 - 0.2
Mining 10.8 1.0 88.2 1.6
Manufacturing 28.2 0.9 70.9 9.2
Power 99.9 0.1 - 1.0
Construction 45.8 0.2 54.0 4.9
Transportation 29.8 1.0 69.2 4.3
Communications 100.0 - - 1.9
Financial institutions 54.8 14.4 30.8 2.0
Administrative services 88.8 0.5 10.7 6.8
Rental services 3.9 29 93.2 4.3
Trade 21.3 2.4 76.3 21.1
GDP 21.8 1.9 76.3 100.0

Source: Planning Department, Ministry of National Planning and Economic Development,
Yangon (unpublished).
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communications. These outcomes are not unusual for developing coun-
tries, but the data also indicate surprisingly high levels of state ownership
in the manufacturing, construction, transport and trade sectors.

Trade

Myanmar’s chronic current account deficits, as shown in Table 8.7, have
been eased in recent years by revenues from gas exports to Thailand (Table
8.8). There are two principal fields, Yadana and Yatagun. The demand

Table 8.7 Myanmar: current account, 2000 (US$ millions)

Merchandise exports f.0.b. 1,618.8
Merchandise imports f.0.b. —2,135.0
Trade balance —516.1
Services balance 12.1
Income balance —36.1
Current transfers balance 297.2
Current-account balance —243.0

Source: IMF (2001).

Table 8.8 Myanmar: exports by value, 1997/98 to 2001,/02 (kyat, million, fob)

1997/98  1998/99  1999/2000 2000/01  2001/02*

Unspecified items™© 2,864.7 3,158.5 5,368.8 7,341.3 6,928.9
Gas 0.0 4.9 31.2 1,110.5 4,247.1
Hardwoods® 852.9 789.2 924.9 802.7 1,898.1
Teak 697.6 640.2 726.7 650.9 1,422.5
Other hardwoods 155.3 149.0 198.2 151.8 475.6
Pulses? 1,403.3 1,135.2 1,178.9 1,658.0 1,897.9
Marine exports 867.1 902.4 762.4 889.6 828.5
Prawns 565.4 574.8 530.5 598.3 518.6
Fish and fish products 301.7 327.6 231.9 291.3 309.9
Rice 37.7 166.8 64.9 207.6 754.1
Base metals and ores 30.1 73.7 288.5 323.8 275.9
Plywood & veneer 34.4 119.6 94.7 98.7 106.2
Raw rubber 133.6 100.3 75.2 66.6 75.9
Sesame seeds 175.6 164.2 81.8 119.2 40.1
Total inc. other 6,446.8 6,755.8 8,947.3 12,736.0 17,1380.7
Government 1,655.3 2,102.7 2,026.1 3,775.7 8,172.7
Private 4,791.5 4,653.1 6,921.2 8,960.3 8,958.0

Sources: Central Statistical Organisation, Selected Monthly Economic Indicators, various issues,
Statistical Yearbook 2001, Yangon; Ministry of National Planning and Economic Development,
Review of the Financial, Economic and Social Conditions for 1997/98 (unpublished).

Notes

a Preliminary.

b Includes ready-made garments.
¢ Includes border trade.

d Includes pulses.
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within Thailand is primarily for electricity generation, but demand for elec-
tricity has slowed following the 1997 crisis. The main generating plant
involved, in Rajburi province of Thailand, adjacent to Myanmar, is not yet
operating and cannot use the gas which is contracted. Thai sources report
that they are obliged to pay for gas deliveries to this plant even though the
gas is not actually being received. Contract re-negotiations are ongoing. In
any case, the foreign exchange received by Myanmar to date has made a
large difference to its current account balance. Rice exports have also
increased since 1999 to approach one million tons. The circumstances
under which these increased exports have occurred are controversial and
are discussed further below. On the import front, imports of intermediate
inputs and capital goods have marginally increased since the late 1990s
while consumer goods imports remain very low (Table 8.9).

International economic relations

Myanmar has been governed by military or quasi-military regimes since
1962. The State Law and Order Restoration Council (SLORC), consisting
entirely of military personnel, assumed power in 1988.* It called an
election for May 1990 but then refused to accept the results when its own

Table 8.9 Myanmar: imports by value, 1997/98 to 2001/02 (kyat, million, c.i.f.)

1997/98 1998/99 1999/2000 2000/01 2001/02

Capital goods 6,172.1 7,3568.0 5,335.1 4,060.6 5,557.8
Intermediate goods 3,350.1 4,171.83 5,132.0 4,579.8 7,410.0
Consumer goods 4,8439 53424 5,797.7 6,432.7 5,409.9
Total 14,366.1 16,871.7 16,264.8 15,073.1 18,377.7
Government 4,126.9 55059 4,823.3 3,009.5 6,433.1
Private 10,239.2 11,365.8 11,441.5 12,063.6 11,944.6
Major items
Unspecified items 4984.2 5,749.2 6,480.6 7,194.4 7,706.5
Machinery and transport 3,597.4 4,6565.8 3,289.4 2,631.4 4,000.9
equipment
Base metals and manufactures 1,498.6 1,933.5 1,722.8 1,437.9 1,386.1
Electrical machinery 1,202.8 1,692.0 1,578.3 1,122.7 1,109.2
Crude oil n/a 225.3 554.6 95.7 1,555.5
Edible vegetable oils 805.5 670.0 4776 4754 5509
Pharmaceuticals 185.9 242.2 302.5 413.1 402.2
Paper and paper board 202.4 300.8 343.7 344 .4 452.7
Fertilizer 357.4 152.1 329.0 254.6 140.8
Cement 502.6 393.3 252.9 187.2 179.7

Source: Central Statistical Organization, Selected Monthly Economic Indicators, various
issues, Statistical Yearbook 2001, Yangon.

Notes
a Preliminary.
b Includes border trade, synthetic fibres and refined mineral oil.
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candidates were defeated. Myanmar has been ostracized internationally
since that date, with sanctions imposed by the United States and the Euro-
pean Union. Myanmar’s main trading partners today are Japan and
China. Despite the sanctions, the country was admitted to the Association
of South East Asian Nations (ASEAN) in 1997. The decision to admit
Myanmar was controversial. It was hoped within the region that this
gesture of international engagement might encourage economic and
political reform within Myanmar. To date, the reality has been disappoint-
ing and both economic and civil life remain repressed. Significant eco-
nomic and political reforms were reportedly conditions for the
resumption of international assistance to Myanmar, which, except for that
received from Japan and China, has been suspended for several years. But
the required reforms have not been forthcoming.

Myanmar apparently derives some economic benefit from its participa-
tion in AFTA, but the volumes of trade occurring under this agreement
are quite small, partly because of restrictions on the commodities that can
be traded under the agreement. More recently, it has been proposed that
a new Free Trade Agreement (FTA) be formed from a wider grouping of
countries in the Bay of Bengal region. The grouping is called Bangladesh,
India, Myanmar, Sri Lanka and Thailand Economic Cooperation
(BIMSTEC). An FTA is particular form of a Preferential Trading Agree-
ment (PTA) in which all internal tariffs within the grouping are zero, but
in which the various members do not necessarily share a common exter-
nal tariff (which would make it a Customs Union). Figure 8.2 summarizes
the definitions of the various forms of Preferential Trading Agreements.

The BIMSTEC grouping was formed in 1997 and grew out of an earlier
grouping which had not included Myanmar. The grouping did not imme-
diately form a PTA but emphasized sectoral cooperation and an economic
forum enabling business groups to interact with government officials and
academics. That is, it was initially a “talk shop”. Myanmar was added to the
grouping in 1998 and Nepal was given observer status in 1999. The inten-
tion to extend BIMSTEC to FTA was announced in 2000.

For many countries, dissatisfaction with the slowness of the multilateral
liberalization process under the WTO has provoked an interest in
regional PTAs, like AFTA and the BIMSTEC FTA proposal. But for
Myanmar there are additional motives. First, due to sanctions, Myanmar
has no prospect of admission to the WI'O and regional PTAs have seemed
the only available alternative. The fear is that by not joining some form of
regional trading arrangement Myanmar may be left out of opportunities
to benefit from expanded trade. If near-neighbours were to join discrimi-
natory trading arrangements not including Myanmar, then even trade
with these near-neighbours could become much more difficult. Second,
also due to the sanctions, the government is anxious to receive any inter-
national recognition that it can. Acceptance into a regional PTA offers
some such political acceptance.
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Figure 8.2 The taxonomy of economic integration.

The BIMSTEC initiative came from the three most developed members
of the five countries. The two least developed members, Bangladesh and
Myanmar, expressed reservations and declared their wish to study the
matter. Tourism was identified as a priority sector for BIMSTEC coopera-
tion and 2001 was identified as “Visit BIMSTEC Year”. Importantly, a
trans-regional highway, linking India, Bangladesh, Myanmar and Thai-
land, was identified as a priority area and negotiations have progressed
towards its construction.

The question remains whether Myanmar would derive any economic
benefit from joining such a trade-based grouping. An enormous liter-
ature, building on Viner’s classic 1950 study, has analysed this issue. This
literature emphasizes the point that the trade creating (welfare enhanc-
ing) effects of the PTA must be set against the trade diverting (welfare
reducing) effects. The magnitudes of the trade diversion and trade
creation effects depend on several key features. The economic literature
has emphasized the nature of the partners that join the PTA. Krueger
(1999) and Lawrence (1996a) have argued that the net benefits are great-
est when factor endowments, including both physical and human factor



156  Peter Warr

endowments, are dissimilar because this implies that the member coun-
tries will be natural trading partners. Krueger (1999), Bhagwati and Pana-
giriya (1996) and Panagariya (2004) point out that the fact that countries
are neighbours does not necessarily mean that they are natural trading
partners.

For example, these authors argue that in the case of the North Amer-
ican Free Trade Agreement (NAFTA), the USA is a natural trading
partner for both Mexico and Canada, but that the reverse does not apply.
Mexico is not a natural trading partner for the USA, but Canada is. More-
over, Canada and Mexico are not natural trading partners for each other.
Lawrence (1996b) emphasizes that the evidence does not support the
notion that geographical proximity alone makes countries natural trading
partners. A more important issue is the complementarity of their trade.

Drawing on the contributions of Wonnacott and Lutz (1989), Summers
(1991), Krugman (1993) and De Melo et al. (1993), the largest net gains
to members of a PTA will arise when four conditions are met: (i) initial
tariffs are high; (ii) external tariffs are not raised after the formation of
the PTA; (iii) pre-PTA trade among the PTA members is large; and (iv)
trade complementarity exists among members. The BIMSTEC PTA pro-
posal meets condition (i) and apparently meets condition (ii). But does it
meet conditions (iii) and (iv)?

Myanmar’s total legal exports are a little under one half as large as
those of Bangladesh. Thailand is a large trading partner, in 2002 repre-
senting about one quarter of Myanmar’s total legal exports. These exports
grew rapidly since 1999 and the main reason was the export of gas to Thai-
land via a newly constructed pipeline. Exports to other BIMSTEC partner
countries are small, with the partial exception of India. Trade with Sri
Lanka is very small. Myanmar has bilateral trade surpluses with each of the
BIMSTEC partner countries. The structure of Myanmar’s foreign trade is
summarized in Tables 8.10 to 8.17. From Table 8.10, agricultural goods
and light manufactured goods have dominated Myanmar exports, but the
gas exports to Thailand, mentioned above, have now become important as
well. It has been claimed that informal trade is important for Myanmar,
but these data do not include estimates of the magnitudes involved. In
short, pre-PTA trade between Myanmar and the other PTA members is
not large.

Tables 8.13 to 8.15 present calculations of the Intensity, Complemen-
tarity and Bias Indices described by Drysdale and Garnaut (1994). Intens-
ity simply measures the extent to which countries trade more or less with
each other than with the rest of the world in general. Complementarity
refers to the degree to which one country’s export structure matches
another country’s import structure. Bias measures whether issues other
than complementarity are responsible for the intensity of trade between
two countries. By construction of the indices, for any pair of countries,
Intensity is equal to Complementarity multiplied by Bias. Because the cal-
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Table 8.13 BIMSTEC countries: Intensity index (1998 to 2000)

Exporter Importer

Bangladesh ~ India ~ Myanmar  Sri Lanka  Thailand EU 15 USA

Bangladesh - 118 - 0.32 0.77 126 215
India 14.16 - 1.35 9.56 1.41 0.70 1.28
Myanmar - 11.98 - 0.24 12.30 0.51 1.24
Sri Lanka 0.78 0.88  0.06 - 1.45 0.84 2.31
Thailand 2.80 0.94 16.26 2.82 - 0.45 1.17
EU 15 0.18 044  0.08 0.36 0.18 1.02 0.30
USA 0.33 0.59  0.05 0.26 0.76 0.48 -

culation of the Complementarity and Bias Indices requires commodity
level data, the analysis has been performed at the three-digit ISIC level,
and then aggregated to give the results summarized in Tables 8.14 and
8.15. The data relate to the total trade for the years 1998, 1999 and 2000.
The calculations are performed for the total of these three years to mini-
mize the effect of random year to year fluctuations. The year 2000 is cur-
rently the most recent for which usable trade data at the commodity level
are available.

Table 8.13 shows that Myanmar exports intensively to India and Thai-
land, but not to either Bangladesh or Sri Lanka. Moreover, the high
Intensity Index does not arise from Complementarity between Myanmar’s
exports and Indian or Thai imports (Table 8.14), but rather from high
values of the Bias Index (Table 8.15), presumably reflecting proximity and
historical linkages. Myanmar’s exports are not complementary with the
imports of any of the BIMSTEC partner countries.

Based on this analysis, it is concluded that Myanmar may gain from
joining a BIMSTEC FTA, but that the net gains would be quite small. A
strong trade-based case for joining such an FTA does not exist. There are
two aspects to this point. The first aspect is the relatively small levels of
intra-regional trade between Myanmar and the other BIMSTEC

Table 8.14 BIMSTEC countries: Complementarity index (1998 to 2000)

Exporter Importer

Bangladesh ~ India  Myanmar  Sri Lanka — Thailand EU 15 USA

Bangladesh - 049 - 0.66 0.36 1.01 1.45
India 2.39 - 0.99 2.09 0.91 1.03 0.99
Myanmar - 091 - 0.28 0.69 0.96 0.99
Sri Lanka 0.63 0.75  0.35 - 0.33 1.00 1.27
Thailand 1.72 0.65 0.81 1.15 - 0.96 1.00
EU 15 1.02 0.82 1.06 1.06 0.90 1.12 1.01

USA 0.81 0.73  0.67 0.91 1.01 1.00 -
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Table 8.15 BIMSTEC countries: Bias index (1998 to 2000)

Exporter Importer

Bangladesh ~ India  Myanmar  Sri Lanka  Thailand EU 15 USA

Bangladesh - 243 - 0.48 2.12 1.24 1.49
India 5.93 - 1.36 4.57 1.55 0.68 1.29
Myanmar - 13.18 - 0.83 17.94 0.53 1.25
Sri Lanka 1.24 1.18  0.16 - 4.42 0.84 1.82
Thailand 1.62 1.45 20.08 2.45 - 0.46 1.17
EU 15 0.17 0.54  0.08 0.35 0.20 0.91 0.30
USA 0.41 0.82  0.08 0.28 0.75 0.48 -

Source: Tables 8.13-8.15, author’s calculations from United Nations Trade Data; IEDB data
base, Australian National University.

countries.” This point suggests that although these trade volumes would
almost certainly increase under an FTA, they may not increase sufficiently
to make the BIMSTEC FTA economically significant. The second aspect is
that the pattern of trade between Myanmar and the other BIMSTEC coun-
tries, does not suggest that they are natural trading partners. The implica-
tion is that the trade-creating effects which generate net benefits may be
small.

The strongest case for an FTA involving Myanmar would be with the
USA and the European Union. Of course, these opportunities are not cur-
rently available, but a BIMSTEC FTA would not be a good substitute.
There may be strong political reasons for forming an FTA among these
countries, but the evidence indicates that if Myanmar were to join a
BIMSTEC FTA, large trade-related gains should not be expected.

Several qualifications to these results are necessary. First, the analysis
presented in this study uses past data to project about the gains that may
arise in the future. This procedure has clear dangers, and often misses
important developments. Second, a BIMSTEC FTA could have non-trade
economic benefits important effects, including the provision of regional
public goods. The construction, management and maintenance of a
highway connecting India, Bangladesh, Myanmar and Thailand is a
prominent example. It would be possible to achieve these benefits
through BIMSTEC-based regional cooperation which does not include an
FTA, but the possibility cannot be dismissed that a trade grouping would
facilitate this form of regional cooperation. If so, there could be benefits
from a BIMSTEC FTA which go beyond the small net benefits which
would apparently derive from the trade dimension alone.

The third qualification is that the analysis of this paper has been based
on existing trade flows. Ideally it would be based on the trade flows that
would exist under liberalized trade between all the countries concerned
(not just the proposed members of the FTA). The difference between the
two derives from the existing structure of tariffs and NTBs affecting trade.
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If trade were liberalized, the levels would be higher and the structure
would be different. A study of the structure of trade barriers (tariffs and
NTBs) among the BIMSTEC countries could be useful in this respect.
Nevertheless, taking account of this point would seem unlikely to reverse
the overall conclusion that the BIMSTEC countries are, in general, not
natural trading partners, because such an outcome would require that the
existing structure of protection dramatically reduced trade among the
BIMSTEC countries, relative to their trade with other countries.

The fourth qualification is that the analysis here (based on the three-
digit ISIC classification) disregards trade within these commodity cat-
egories. This phenomenon, known as intra-industry trade, is potentially
important no matter how fine the level of commodity classification that is
used. For example, trade among countries in brands of commodities
increases the volumes of trade flows relative to the levels that would other-
wise be predicted. Finally, the analysis above has focused on trade in
goods and has not accounted for trade in services or investment. These
issues would also be important under a BIMSTEC FTA.

The decision as to whether Myanmar should join a regional FTA based
on the BIMSTEC grouping presumably will not be based on trade issues
alone. If it was, the case for joining such an FTA would not be strong.
Political concerns would presumably be more important, along with the
establishment of a platform for regional cooperation in a range of areas,
of which trade is only one. This has been the experience of AFTA.

Agricultural policy and performance

Agricultural growth has been relatively stagnant since 1995 and yields have
been static. There are two ways output could be increased: by cultivating
existing farming lands more intensively, or by opening new lands to culti-
vation. Elsewhere in Asia, the “green revolution” made the first of these
approaches possible. It required that new agricultural technologies were
available and that farmers had the economic incentives to apply them. In
Myanmar, neither condition applies. New technologies have not been
adapted to local conditions because domestic agricultural research and
extension capabilities are almost non-existent. More important, the prices
of agricultural commodities and the markets for the inputs required for
agricultural expansion are suppressed to such an extent that farmers lack
incentives to expand production.

The government’s response to static yields in agriculture has been
surprising. Rather than encouraging the more intensive cultivation of
existing cropped areas, by addressing the causes of poor performance, the
government has instead given high weight to expanding the areas under
cultivation by granting large tracts of uncultivated land to “local entre-
preneurs” and offering preferential conditions for production on these
large farms. It is argued in this paper that this approach is economically
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wasteful and environmentally dangerous and that it threatens to exacer-
bate the already serious problem of rural poverty. We discuss first the dis-
appointing performance of agriculture in Myanmar, then the policy
environment that has brought this about, and finally the reforms that
seem most urgently required.

Performance

Since the disastrous year of 1988/89, agricultural output has mirrored the
overall performance of the economy, but its worsening performance since
the early 1990s has been significant. Nevertheless, Table 8.16 shows that
since 1999 paddy production has grown significantly. As noted above, rice
exports have also grown. Despite this, in 2001, real agricultural output per
head of population remained below its level in 1985.

About 25 per cent of Myanmar’s total land mass is arable. Roughly half
of the arable land, 23 million acres, is cultivated, mostly by farm families
holding small plots of land. The average size of a farm holding is around
5.6 acres. About 86 per cent of Myanmar’s farms are less than ten acres in
size and they account for 58 per cent of the total cultivated area. Farms
over 50 acres comprise less than 1 per cent of the total number and they
account for only about 3 per cent of total cultivated land (Table 8.17).
Beyond these cultivated lands, a further 20 million arable acres are classi-
fied as “cultivable waste land”. The government views this land as an abun-
dant resource, available for agricultural exploitation. Much of this land is
already under environmental pressure related to population growth,

Table 8.16 Myanmar: output of key crops, 1996/97 to 2000/01 (’000 tons unless
otherwise stated)

1996/97 1997/98 1998/99  1999/2000 2000/01°

Paddy 17,397.0 16,391.2 16,807.8 19,808.0 20,986.9
Sugarcane 3,978.7  5,055.9 53439  5,363.2 5,800.5
Pulses, green gram 327.9 441.6 456.9 470.9 511.0
Pulses, black gram 323.2 413.0 437.1 420.7 523.3
Peanut 550.5 531.3 552.9 623.8 719.5
Maize 281.4 303.4 297.9 343.6 358.9
Cotton (long staple) 135.8 141.5 135.1 146.3 123.0
Rubber 25.6 26.6 22.6 26.2 35.1

Memorandum items

Net area sown ('000 ha) 9,277.0  9,277.8 9,672.4 10,135.0 10,467.1
Irrigated 1,556.4  1,591.6 1,692.4 1,841.3 1,910.1
% of total area sown 16.8 17.2 17.5 18.2 18.2

Source: Central Statistical Organization, Statistical Yearbook 2001, Yangon.

Note
a Provisional.
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Table 8.17 Myanmar: distribution of cultivated land holding sizes, 1997/98

Size of holdings Number of holdings % Total acres %

Under 5 acres 2,804,000 62 6,719,400 27
5 and under 10 acres 1,139,400 25 8,133,500 32
10 and under 20 493,400 11 6,852,200 27
20 and under 50 101,000 2 2,783,800 11
50 and under 100 1,900 0 121,500 0
100 acres and over 1,100 0 599,200 2
Total 4,540,800 100 25,209,600 100

Source: Ministry of Agriculture, Land Records and Settlement Department, Yangon (unpub-
lished).

increased fuelwood cutting, land clearing for cultivation and unofficial
logging. As of June 1999, 1.1 million acres had been granted to the private
sector for establishment of large scale farming and much more was
planned. It is not yet clear to what extent, if any, the expansion of output
since 1999 is attributable to the government’s large scale farming initi-
ative.

By Southeast Asian standards, Myanmar’s growth in total agricultural
output per head of population has been low since the mid-1980s (Table
8.18). Paddy yields are also low, especially considering Myanmar’s natural
advantages as a rice producer. Once the largest exporter of rice in South-
east Asia, Myanmar is now a minor participant in the international rice
market. With some exceptions, such as pulse and bean production for
export, the gains in agricultural performance achieved during the first
half of the 1990s have not been sustained. In the case of rice, these earlier
gains derived primarily from expansion of the effective area planted,
through double cropping, rather than from increased yields per crop
planted.

Table 8.18 Southeast Asia: average annual growth of agricultural output and yields,
1974-84 and 1985-96

Country Average annual growth rate of Paddy yields
agricultural output per capita (%) tons/acre
1974-84 1985-96 1994-96
Indonesia 2.2 1.6 1.78
Malaysia 1.0 1.3 1.25
Philippines 0.7 0.6 1.00
Thailand 1.8 0.7 0.86
Vietnam 2.8 2.4 1.28
Myanmar 2.8 0.7 1.07

Source: Calculated from FAO, Production Yearbooks (1985, 1996) Rome: FAO.
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Poverty

Between April 1996 and January 1997 the United Nations Development
Programme financed a representative survey of 20,000 households in 23
townships across Myanmar (Shaffer 1999). The results of this survey,
known as the Human Development Baseline Survey (HDBS) included an
estimate that 77 per cent of rural households are directly engaged in agri-
cultural production as their main source of income. Although 70 per cent
of Myanmar’s poor households are located in rural areas, only 56 per cent
of poor rural households are directly engaged in agricultural production.
Clearly, rural poverty and farming are not synonymous. The HDBS esti-
mated that 35 per cent of rural households were landless, 40 per cent
owned no livestock and 24 per cent owned neither land nor livestock.
Moreover, many households who do own land are poor. Although the
minimum size of plot required for reasonable subsistence varies across
agro-climatic zones, five acres is considered a good guide, given current
levels of productivity. The HDBS found that of the 4.7 million households
who owned land, over 60 per cent owned less than five acres. The 1993
Agricultural Census estimated that 45 per cent of all land-owning house-
holds employed workers, and had an average farm size of eight acres. The
55 per cent of farms which did not employ workers averaged 3.7 acres in
size. For the landless rural poor, offfarm employment and petty trading
supplement the seasonal availability of agricultural employment, the latter
accounting for just over 60 per cent of their total incomes.

Policy

Myanmar’s socialist agricultural programme operated from 1962 until its
demise in 1988. It consisted of taxation and suppression of the agricul-
tural sector by means of compulsory government procurement of agricul-
tural products at a fraction of market prices, severe restrictions on
domestic trade and restrictions on farmers’ choice of crops. Government
agencies monopolized processing, domestic marketing and international
trade in agricultural products. Private export of agricultural commodities
was prohibited. By the early 1980s the official price of paddy, which
farmers were paid for rice procured by the government, was less than one
quarter of the unofficial market price. Agricultural output collapsed after
1986, falling by 6 per cent in 1987/88 and by 13 per cent in 1988/89.

In the late 1980s important market reforms were introduced. Controls
over domestic trade in rice and other key commodities were abolished
and private trading was permitted. Private exports of some commodities,
not including rice, was also permitted. Production and export of beans
and pulses was privatized, resulting in the export boom described above.
Farmers were able to make cropping choices relatively freely, except that
the government continued to encourage production of the “five pillar
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crops”, rice, beans, pulses, sugar and cotton. Fertilizer importation was de-
controlled and the government ceased to monopolize its distribution.
Domestic production of fertilizer remains a public sector monopoly,
however, with large, antiquated plants delivering poor quality supplies at
high cost. Fertilizer subsidies were abolished. These subsidies were
intended to encourage fertilizer use by reducing its price to the farmer in
an environment where the farm gate prices of rice and other commodities
were suppressed. The fertilizer subsidies were thus intended as a form of
price compensation (Larkin and San Thein 1999). But although the fertil-
izer subsidies have now been abandoned, the suppression of commodity
prices continues. Fertilizer use remains low, not because of non-availability
of supplies but because of lack of demand, reflecting output prices.

Official statements continue to emphasize the urgency of raising agri-
cultural output and in the allocation of public capital expenditures, agri-
culture and agriculture-related expenditures have received high priority.
Public capital expenditures in agriculture increased during the late 1990s.
Large, capital-intensive public works, such as irrigation facilities and rural
roads and bridges were relatively well funded, especially in the rice-
growing areas.

The theme of this discussion is that poor performance of agriculture
has derived from the inadequate incentive structure facing the farmer.
There are two types of taxes implicitly levelled on rice production, both of
which reduce incentives for farmers to produce rice. The first is an
implicit rice export tax, which arises from the difference between
domestic rice prices and f.0.b. export prices. The second is an implicit tax
on land used for rice cultivation, which arises from the difference between
market prices and the procurement price at which the government’s rice
trading company compulsorily acquires rice from farmers. These policies
are remnants of the earlier socialist programme. Both have the effect of
suppressing agricultural output prices, thereby taxing agricultural produc-
ers for the benefit of urban consumers and the government itself.

Rice exports are a legal monopoly of Myanmar Agricultural Produce
Trading (MAPT), a government-owned enterprise under the control of
the Ministry of Commerce. In 1999 Myanmar’s rice exports received f.o.b.
prices of between US$200 and 220 per metric ton. These are relatively low
average prices, compared with exports from neighbouring countries, such
as Thailand, reflecting the generally low quality of rice available for export
from Myanmar. To see the degree of taxation of rice exports implicit in
the rice export monopoly, it is necessary to compare the above f.o.b.
prices with domestic prices of rice of similar quality.

Domestic farm gate prices of export quality rice currently average around
Kt500 per basket of paddy. Around 80 baskets of paddy produce one metric
ton of milled rice, so this farm gate price is equivalent to Kt40,000 per
metric ton. MAPT report that transport, milling and handling costs for
delivery to the port are equivalent to Kt4,400 per metric ton, bringing the
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domestic price, landed at the port and comparable to the f.o.b. prices cited
above, of Kt44,400 per metric ton. At the 1999 market exchange rate of
K340 = US$1, this converts to f.o.b. prices of US$130.60 per metric ton.
The implicit rate of export tax, using the export price as the base, is thus 35
per cent. At US$210 a farm gate price of Kt500 implies a rate of export tax
of 38 per cent and at US$220 the implicit tax is 41 per cent.

MAPT procures paddy from farmers in quantities which are compul-
sory for the farmers concerned. The procurement quotas are fixed per
acre and reflect land quality. This procurement system is made adminis-
tratively feasible by the detailed land records maintained by the Land
Records and Settlement Department of the Ministry of Agriculture. The
rice obtained in this manner is used as the supply delivered to civil ser-
vants and other fixed income groups at subsidized prices and is also the
stock used for export. In crop year 1998/99, the price at which the pro-
curement took place averaged Kt320 per basket of paddy. This was the
same procurement price used in the previous crop year and will be
retained for the following crop year. With inflation at 30 per cent, it is
obvious that the real value of the procurement price is declining rapidly
and the gap between this price and the market price is widening.

At farm gate prices of Ktb00 per basket, the procurement price is
equivalent to a tax of 36 per cent of the market farm gate price. However,
since the quantity of rice required to be delivered at these (below market)
prices is fixed per unit of paddy land, the system is equivalent to a land
tax. Overall, the quantity of paddy procured in this manner (two million
metric tons) is around 10 per cent of the total crop. As a proportion of
total production, procurement quotas are close to 20 per cent of output in
highly fertile areas and much lower in upland areas.

The effect of this procurement system is to tax land used for rice pro-
duction relative to land used for other purposes. The system has a per-
verse effect on the quality of rice available for export and for distribution
to civil servants. Because the procurement price is so low, farmers have an
obvious incentive to supply their worst rice to the procurement agency,
subject to meeting the minimum requirements as to quantity and quality
which are demanded of them. But because MAPT is the sole exporter, this
rice becomes the stock available for export, with obvious consequences for
the prices subsequently received from foreign purchasers.

The present rice procurement system provides the rice used for export
and for civil service distribution, but since it is acquired compulsorily at
substantially less than market prices, it gives farmers an incentive to supply
their lowest quality rice. This rice then becomes the stock available for
export. This system could be replaced with direct purchase of rice by
MAPT at market prices at the wholesale level, combined with an explicit
land tax system levied in cash, rather than kind, as at present. The rate of
tax per acre would depend on the quality of land (as is the case with the
present procurement quotas) and could be progressive with respect to



168  Peter Warr

farm size. That is, the rate of tax per acre could be lower for small-sized
farms than for larger farms.

Recent changes to rice export policy

In April 2003 the government announced a major revision to the rice
export policy described above, to be implemented in 2004. Under this
scheme, compulsory rice procurement would be abolished. Private agents
would be allowed to export rice, provided their proposals to export are
approved by a government committee set up to oversee rice exports.
There would be a 10 per cent rice export tax, which is the same rate
applied to other export categories. In addition, the government would
retain one half of the remaining 90 per cent of the foreign exchange
receipts from exporting. This retention of 45 per cent of the export pro-
ceeds would be intended to compensate the government for its “invest-
ment” in the cost of exporting. The latter means that the government will
reimburse the exporter (in local currency) for half of all costs of getting
the rice to the f.o.b. stage, including purchase of the rice, transport,
milling and storage.

If the 50 per cent reimbursement of all costs was actually carried out,
without cost to the exporter, the rate of export tax would be just 10 per
cent, well below the present rate. But if the reimbursement does not actu-
ally happen, which seems possible, the rate of export tax would be 55 per
cent, above the present rate. It remains to be seen how the policy will actu-
ally operate. Two features of the scheme seem clear. First, the fact that a
government-appointed committee must approve all applications for
export, means there is ample scope for rent seeking. Second, the policy
could prove to be far from facilitating the liberalization of exports,
because the government is still intervening through the mechanisms
described above. Dispensing with both the 50 per cent foreign exchange
retention (after payment of the 10 per cent explicit export tax), and also
the supposed 50 per cent subsidy to rice exporting, would be a genuine
liberalization.

Land reclamation schemes

The government has decided to develop large tracts of land, to be farmed
by private, national entrepreneurs. Of the total land area of Myanmar, a
total of 45 million acres are considered potentially cultivable. Of these, 23
million acres are presently cultivated, leaving a further 22 million acres of
currently “vacant” land. A high proportion of this land is considered
potentially eligible for the reclamation programme, which began in late
1998. The land concerned includes wetlands, coastal land and dry zone
land not presently under cultivation. In late 1999, around 1.1 million
acres had been allocated to around 82 business groups. The average size
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of these holdings is thus 13,400 acres, but aside from a few very large hold-
ings, the largest of which is 72,000 acres, most are around 3,000 to 5,000
acres. The objective of the project is to expand agricultural production,
both for domestic consumption and for export.

The government provides assistance for these projects in the following
ways.

¢ The land itself is made available in a 30 year lease, provided free of
charge, under the condition that the land be developed for agricul-
tural production within three years.

e The public works required for flood control, drainage and irrigation
are provided to the project area free of charge.

e Government agencies assist in supplying the heavy earth-moving
machinery used to create the level fields to be used for paddy produc-
tion. They do this under contract with the developer, but at subsi-
dized rates.

¢ The government assists in providing technical assistance in develop-
ing the project, free of charge.

® Local private banks are encouraged to provide loans to the projects
on a preferential basis.

¢ Fuel required for project construction and land preparation is pro-
vided at the government price of Kt160 per gallon, compared with the
current market rate of Kt320 per gallon.

®  Project investors may export 50 per cent of the rice they produce and
are exempted from the rice procurement system operated by the
government agency, Myanmar Agricultural Produce Trading (MAPT).

®  Preferential provision of telephone services, including cellular phones
and land-based phone lines.

® Provision of security services to protect project staff and equipment,
free of charge.

® Permission to import equipment, including water pumps, tractors,
bulldozers and excavators, duty free and without limit, and without
the need to demonstrate foreign exchange earnings through
approved channels, which applies to other importers.

Warr (2002) describes one such large reclamation scheme, which
involves draining a wetlands area for intensive irrigated production.
Large-scale capital works are required for drainage, flood control and irri-
gation for the project. Warr argues that in purely economic terms the
social costs of the project exceed its social value in that the combined
social opportunity cost of the publicly supplied or subsidized inputs used
by the project exceeds the value of the reclaimed land “produced”, even if
it is assumed that the land would have had zero social value in the absence
of the project. In addition, the social implications of the project are poten-
tially significant. Local communities lose access to the wetlands being
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drained. In place of these wetlands, very large, capital intensive agricul-
tural enterprises are created which are more typical of Latin America than
Asia. The long-term social and environmental consequences of these
developments could be more costly than the purely economic considera-
tions summarized above.

Land reclamation schemes are also under way in upland and coastal
areas. The business groups given access to the land are required to
“develop” the sites within three years as a condition for the grant of the
land. In the case of upland areas this means clearing the entire area and
establishing crop cultivation on at least part of it within this period. The
potential for avoidable ecological damage caused by this haste is obvious,
not least the danger of land degradation in fragile upland areas. There is
also the potential for enduring social conflict between the local groups
now denied access to these lands and the business groups being estab-
lished on large agricultural estates.

In summary, the land reclamation scheme is unnecessarily costly. It is
financially attractive to the business groups participating in it because of
provision by the public sector of inputs priced below their social
opportunity costs, including the land itself. Moreover, the scheme is likely
to have unfavourable and significant social and environmental effects.
The additional food supplies this scheme may deliver would be more effi-
ciently obtained by improving productivity on land already in intensive
cultivation. As described above, this requires improving the price incen-
tives facing farmers and improving the supply of crucial inputs.

Conclusion

Myanmar remains economically backward and impoverished. Official data
from the current government of Myanmar suggest that the country is
growing rapidly, at over 10 per cent per annum in real terms, but other
indicators contradict this claim. The growth rate of investment and the
share of investment in GDP are too low for such a rapidly growing
economy. A comprehensive opening of the economy to international
trading and investment opportunities would improve economic opportun-
ity and reduce poverty simultaneously. Preferential Trading Agreements
currently under discussion promise small economic gains, but they are not
the answer to Myanmar’s economic problems. The continued repression
of agriculture, including the taxation of rice exports, impedes economic
progress and increases poverty. By pursuing a policy regime which
impedes international trade and investment, Myanmar’s government
has denied its citizens the achievement of better growth and equity
outcomes.
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Notes

1 The official change of name occurred in 1989. Because many observers reject
the legitimacy of the country’s military government, which implemented the
name change, the name “Burma” continues to be widely used. “Myanmar” is
used here merely because it is the official name used by such agencies as the
United Nations.

2 The official exchange rate is a mechanism for stripping them of any foreign
exchange earnings they generate.

3 A Deputy Minister in the Ministry of National Planning and Economic Develop-
ment (Brigadier-General Zaw Tun) was reportedly dismissed in 2001 for stating
that the official GDP growth data were not reliable (Institute of Southeast Asian
Studies 2002).

4 The governing group was renamed the State Peace and Development Council
(SPDC) in 1997.

5 An exception to this point is the level of Myanmar’s exports to Thailand, which
have grown rapidly in recent years, due mainly to natural gas exports. However,
the level of these gas exports may not be affected by a PTA.



9 Global integration, growth and
equity in Tajikistan

Kishor Sharma

Introduction

The Republic of Tajikistan was little known to the rest of the world until
the early 1990s." It was only after the collapse of the FSU in the late 1980s
that it became known to the international community. While break up
from the FSU enabled Tajikistan to be known as an independent state, it
had to pay higher price for this. For example, its institutions and adminis-
trative structure collapsed, production fell significantly and international
trade transactions were disrupted. To address these Tajikistan had no
option but to introduce reforms in its economic, social and institutional
fronts. Reform so far has gone through three distinct phases. The first
stage of reform (1992-95) focused on the creation of institutions and the
legal framework for the operation of the private sector, abolition of the
monopoly of state trading enterprises, reform in the agriculture sector
and privatization of small-scale enterprises. In the second stage (1996-99)
attention was paid towards liberalization of prices, adoption of IMF pro-
grammes and privatization of large-scale enterprises. The third phase
(2000-05) focuses on reform in the banking sector as well as infrastruc-
ture and the telecommunications sector.

While these reforms have made Tajikistan one of the most liberal regimes
in the region, its transition to the market economy has been painful.2 The
extensive focus paid on improving current account deficit and controlling
inflationary pressure has significantly reduced its investment in infrastruc-
ture, health and education. Also, progress towards developing institutions
and its administrative structure has been very slow and Tajikistan has not yet
recovered most of its lost output. The purpose of this chapter is to assess the
growth and equity implications of reform in Tajikistan.

Attempts towards global integration®

Tajikistan has a moderately restricted trade regime in the region (see
Table 7.1 in Chapter 7). It has very low tariffs and it does not apply non-
tariff measures to restrict imports. However, there remain several pro-
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cedural barriers. These include requirements to secure several documents
for customs clearance from different departments and time consuming
customs formalities. Import permission is not required (except for
medical drugs, narcotics, weapons and fertilizers) and there are no import
quotas (except for tobacco and alcohol products). Tajikistan has made
significant progress in reducing import tariffs. During 1999 to 2002,
import tariffs fell by 60 per cent. In May 2002, import tariffs were unified
at 5 per cent, with a few exceptions. According to the IMF, Tajikistan has
moderate trade restrictions, scoring five out of ten. Tajikistan does not
have export restrictions nor does it encourage exports through export-
processing zones (EPZs). There are no taxes or charges on exporters,
except for a 0.15 per cent customs service fee. All exporters are to be reg-
istered at the Ministry of State, Revenues and Duties (MSRD) to be enti-
tled for VAT refunds under the duty drawback scheme. Under Articles 58
to 67 of the Customs Code, VAT collected on imported inputs used by
exporters are to be refunded once the evidence of exports is presented
within two years at the MSRD.

Reform in the foreign exchange regime

Tajikistan had a tight exchange control regime until the end of 1999.
Apart from the foreign exchange surrender requirements, the govern-
ment introduced the foreign exchange duty on remittances in 1992. The
foreign exchange surrender requirements acted as a tax on exporters
because they had to sell their foreign exchange earnings at lower rates,
which prompted under-invoicing of exports, while the foreign exchange
duty encouraged unofficial inflows of foreign exchange. Both under-
mined the future of the banking system. In 1996, the government abol-
ished the foreign exchange surrender requirements and adopted a
unified exchange rate regime. In the same year, the local currency was
made fully convertible to all current account transactions. In early 2000,
the foreign exchange duty was abolished. Tajikistan has not yet signed up
to IMF article VIII. Although, local currency (somoni) is fully convertible,
traders tend to keep their earnings in US$.

Privatization of public enterprises

The Republic of Tajikistan has privatized a large number of public enter-
prises, deregulated business activities and partially removed water and
energy subsidies to increase competition and reduce budget deficit.
However, public sector control remains significant in aluminium produc-
tion as well as electricity and railways. Likewise, the liquor and cigarettes
industries are still owned by the government.

Most small enterprises, which were previously run by the government,
were privatized by 2000. Privatization of medium and large enterprises has
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already begun and about 52 per cent of such enterprises were privatized
by 2002. In 1995, the monopoly of state trading corporations in the impor-
tation and distribution of agricultural inputs was abolished and the licens-
ing requirement for agriculture trade was eliminated. Deregulation of
agriculture input and output markets, together with the privatization of
land and the deregulation of grain and bread prices, significantly boosted
agricultural production, particularly of wheat and cotton, leading to an
increase in exports. While most manufacturing industries have been priva-
tized, in the absence of finance for modernization, their production and
exports remain very low.

Reform in foreign investment policy

Tajikistan has a liberal foreign investment policy, which allows foreign
investors to purchase land and mines. Also, there are no restrictions as to
the share of foreign holdings and foreign investment is allowed in most
sectors. Foreign investors are permitted to repatriate 100 per cent of
profits. There are no local content and technology transfer requirements.
Foreign Investment Law (Article 18) provides tax holidays for foreign
investment, which vary from two to five years, depending on the amount
of investment. For example, foreign investment between US$100,000 to
US$500,000 is exempt from profit tax for two years, while foreign invest-
ment of over US$5 million is exempt from tax for five years.

These reforms have enabled Tajikistan to apply for the membership of
the World Trade Organization (WTO).

Why is WT'O accession important for Tajikistan?

A resource deficit country like Tajikistan should strive to create an appro-
priate business environment to develop the private sector’s confidence
and attract foreign investment. WITO membership is an important step
towards this direction, which can bring several benefits along with its
membership (Drabek and Laird, 1997). First, WTO membership improves
domestic institutions and policies, leading to an improvement in Tajik-
istan’s image as a credible nation for trade and investment. Second, WTO
membership improves market access because about 90 per cent of the
world market exists among the WI'O members. Being a member, Tajik-
istan will have unconditional market access on most-favoured nation
(MFN) basis. Third, membership of WI'O provides access to a powerful
dispute settlement mechanism, which is otherwise difficult to access.
Fourth, Tajikistan is a resource deficient country and needs to attract
private sector investment. The membership of WTO helps develop
investors’ confidence and attract much needed development assistance.
However, it should be noted that this does not automatically happen
without good governance and efficient infrastructure and institutions.
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Hence, Tajikistan should strive to develop these. The actual benefits to
Tajikistan from WTO membership will come in the long run when it
attracts private sector investment including foreign investment in hydro-
electricity, garments, carpets and processing of agriculture.

Being a non-market economy for 70 years, Tajikistan mainly relied on
state trading corporations and public enterprises. It neglected the role
that the private sector can play in economic growth, and made no effort to
create an appropriate legal environment for private sector development.
However, to gain WI'O membership, this has to be changed. In the
process of WTO accession, Tajikistan will have to develop efficient institu-
tions and an appropriate legal environment, which will help the country
to grow and integrate into the world trading system. Tajikistan is an easy
target for anti-dumping measures because some countries can still regard
it as non-market economy due to its long association with the FSU. This
increases uncertainty and discourages the development of potential
export-oriented industries, namely processed fruits, textiles and carpets.
By joining WTO, this can be avoided because it will have access to a
powerful dispute settlement mechanism. Also, being a WI'O member, it
will have a transparent pricing policy, reducing the chances of anti-
dumping action against its exports (Michalopoulos, 1998). This should
result in better export performance.*

Accession negotiation strategies for Tajikistan

Although Tajikistan has one of the lowest average tariffs in the region, it
should not bind tariffs at higher levels than the existing levels as this can
delay the accession negotiation process. Also, once it commits to bind
tariffs at higher levels it is difficult to lower them because of the pressure
from domestic lobby groups. In the past, countries that have tried to bind
their tariffs at much higher levels than the applied ones to improve their
future bargaining power, have encountered serious difficulties in the
accession negotiations. This strategy delays accession because of the suspi-
cion it creates (Michalopoulos, 1998). Binding tariffs higher than the
current levels would be a mistake because vested groups would start lobby-
ing for more protection, which is not in the best interests of the country.
Also, higher tariffs can lead to corruption and rent seeking behaviour
when customs organization is inefficient, leading to distortion in resource
allocation.

As discussed before, there are several procedural barriers with regard
to exports and imports. It is very likely that, at the accession negotiations,
Tajikistan will be asked to reduce these procedural barriers and follow
standard procedures in line with a market economy. Hence, Tajikistan
should start refining and reforming these barriers. Tajikistan should
commit further liberalization in services, including telecommunications,
electricity, railways and banking. Since export insurance and export
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financing are crucial to facilitate Tajikistan’s trade, liberalization of ser-
vices should be at the top of the negotiation agenda.

These strategies will not only expedite the accession negotiations, but
also give a greater degree of certainty to investors, including foreign
investors. This will allow resource allocation in line with the nation’s com-
parative advantage. If Tajikistan fails to make commitments to liberalize
service sectors, and privatize utility-providing enterprises, it will not be
able to attract efficiency-enhancing foreign investment, which is crucial
for sustaining growth. The experience from other developing countries
suggests that trade liberalization alone, in the absence of reforms in ser-
vices, basic utilities and labour markets, does not bring significant gains to
the country.

Being a less developed country, Tajikistan will get more time to imple-
ment WTO rules regarding agriculture subsidies (LDCs are given eight
years to phase out export subsidies), as well as the implementation of
agreements under the trade-related intellectual property rights (TRIPs)
and sanitary and phytosanitary standards (SAPs). Although it can make its
own decision in binding tariffs and the extent of liberalization in the ser-
vices sector, it is advisable that it does not increase the tariff protection
and continues with the privatization of SOEs and opens up the service
sector.

While Tajikistan has taken steps towards creating an appropriate legal
environment for private sector development by introducing the free trad-
ability of land rights, bankruptcy laws, competition laws and mortgage
laws, it lacks appropriate institutions and legal expertise to implement
these legislations. At the accession negotiations, it will have to demon-
strate that the appropriate institutions and legal expertise are in place.
Tajikistan should also show its commitment to develop legislations to
implement agreements on TRIPs and SAPs.”

Structure of the economy and its performance

Growth and structure of the economy

Tajikistan arrested declining growth in real GDP from mid-1996. In fact
during the period 1998-2001 growth rate of GDP almost doubled from
5.3 per cent to 10 per cent. Despite this Tajikistan is the poorest country
in the region in terms of per capita income. The Tajik economy relies on
agriculture, which contributes about one-quarter to GDP and two-thirds to
employment. The industry sector, which includes mining and energy, con-
tributes about 19 per cent to GDP (in 2001), while the share of the service
sector, which includes trade, transport and communication and finance, is
13 per cent. Since 2001, there has been a rise in other activities, for
example, supplies, procurement, material sectors and non-material ser-
vices. Its share in GDP has almost doubled during 1992 to 2001 (from 19.5
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per cent in 1992 to 34 per cent by 2001, see Table 9.1). This dramatic rise
in the share of other activities partly explains why the GDP shares of agri-
culture, industry and services have fallen in 2001. Table 9.1 presents Tajik-
istan’s basic economic indicators.

Within the agriculture sector, cotton, wheat and potatoes are most
important commodities, contributing to over 90 per cent of the sector’s
output. Although privatization of farms has significantly increased their
production since the mid-1990s, the agriculture production index (base
year 1989-91 =100) shows that the sector has not yet recovered from the
disintegration (Table 9.2). By 2002, it had recovered only 54 per cent of
the lost output (1989-91 =100). Like the agriculture sector, the industry
and manufacturing sectors have also suffered due to poor governance,
lack of private sector investment and disruption in international trade
transactions caused by transit problems in neighbouring countries.
Despite an abundant supply of water resources, Tajikistan relies on
imports of electricity from neighbouring countries. Clearly, reforms intro-
duced since 1992 have failed to attract resources in the areas of its com-
parative advantage.

The Tajik economy has suffered significantly due to the civil war that
lasted for five years (1992-97) and claimed about 50,000 human lives.
Many technocrats and entrepreneurs left the country during the war and
the physical infrastructure which was badly damaged has not yet been
rebuilt due to the lack of resources. Also, there is a lack of a transport
network between the rural and urban areas, which has significantly dis-
couraged production and processing of agricultural output.

Macroeconomic performance

Table 9.3 presents the macroeconomic performance of Tajikistan from
1990-2001 and compares its performance with other CIS countries. Until
the mid-1990s, it suffered significantly partly due to the disintegration
from the FSU, which caused the loss in subsidies and traditional market,
and partly due to the civil war as mentioned above. It was only after 1998

Table 9.1 Basic economic indicators

1992 1994 1996 1998 2000 2001

Growth in real GDP —29.0 —189 —4.4 5.3 8.3 10.0
GDP (million somoni) - - 308.5 1,025.2 1,806.7 2,512.1
GDP per capita in US$ 51.5 140.7 174.1 213.3 157.0 -

Share of agriculture in GDP (%) 27.0 19.0 36.0 25.1 27.0 22.0
Share of industry in GDP (%) 36.3 22.0 25.7 20.1 23.9 18.7
Share of service in GDP (%) 7.7 154 18.6 26.2 23.2 13.0
Share of others in GDP (%) 19.5  12.7 9.5 17.1 14.3 34.0

Sources: ADB (2002a) and EBRD (1999), “Transition Report 1999 Ten Years of Transition’.
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Table 9.3 Tajikistan in a regional context: key macroeconomic indicators

1990 1992 1994 1996 1998 2000 2001

Growth in real GDP

Kazakhstan —-0.4 —2.9 —12.6 0.5 —2.5 9.8 132
Kyrgyz 0.3 —19.0 —20.0 7.1 1.8 5.4 5.3
Tajikistan —-1.6 —29.0 —18.9 —44 5.3 83 100
Turkmenistan 2.0 —5.3 —18.8 —8.0 4.2 176 20.5
Uzbekistan 1.6 -11.1 —4.2 1.6 3.3 49.6  53.8
Inflation (change in CPIin %)

Kazakhstan 104.6 2,984.1 1,160.0 28.6 8.3 13.2 8.4
Kyrgyz 170.0%  1,259.0 95.7 35.0 10.4 18.7 6.9
Tajikistan 204.0%  1,364.0 1.1 40.1 - 32.9 385
Turkmenistan 155.0%* 644.0 1,328.0  446.0 - 7.4 6.0
Uzbekistan 169.0 910.0 885.0 64.0 9.5 3.2 2.0
Central government balance (% of GDP)

Kazakhstan 1.4 -7.3 -7.5 —4.2 -39 -0.1 —0.6
Kyrgyz 0.3 —17.4 —11.6 —-9.5 —4.6 -10.0 —4.0
Tajikistan —16.4* =305 —5.4 5.8 -2.9 —04 -02
Turkmenistan 1.2 13.2 —1.4 —0.2 —2.6 -03 =09
Uzbekistan -1.1 —-18.4 —6.1 -7.3 - - -
Current account balance (% of GDP)

Kazakhstan - —31.5 =7.7 —3.6 —5.6 —41 —46
Kyrgyz - —-1.8 -11.3 —-236 —16.7 -56 —0.7
Tajikistan - 18.4 -21.0 -—-73 —-10.8 —59 =77
Turkmenistan - 14.1 3.8 22 —458 —13.0 -
Uzbekistan - —11.9 2.1 —8.6 -1.7 - -

Sources: EBRD (1999); ADB (2002a) and ADB (2002b).

Note
* 1991.

that Tajikistan achieved a positive growth in GDP. Like other CIS coun-
tries, Tajikistan experienced hyperinflation in the immediate independ-
ence years. Inflation rose from 204 per cent in 1991 to 1,364 per cent by
1992, but was brought down to 38.5 per cent by 2001 mainly due to tight
monetary and fiscal measures pursued since the mid-1990s. Tajikistan still
has the highest inflation among the Central Asian countries, which
appears to be mainly due to supply-side rigidities, including poor internal
transport and lack of finance for production activities.

By early 2000, Tajikistan significantly controlled the central government
budget deficit mainly attributed to price liberalization and privatization of
state owned enterprises (SOEs). By 2001, budget deficit was brought down
to 0.2 per cent of GDP from just over 16 per cent in 1991. The current
account deficit, however, remains very high (7.7 per cent GDP in 2001).

Despite huge demand for investment, particularly in the infrastructure
sector, gross fixed capital formation has significantly fallen. It fell from
22.3 per cent of GDP in 1990 to about 11.6 per cent by 2001- a decline of
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about 50 per cent (Table 9.4). Per capita FDI remains extremely low
despite liberalization in investment policy since the mid-1990s, while the
external debt percentage of GDP has increased from 111.6 per cent in the
1990s to 158 per cent by early 2000.

Trade performance and prospects

Tajikistan is highly dependent on foreign trade as reflected by the higher
shares of exports and imports in GDP. After an initial decline, both exports
and imports rose sharply from the mid-1990s, but this did not last long
mainly due the 1997 Russian financial crisis. Exports rose from US$456
million in 1993 to US$839 million in 1995 then declined to US$652
million by 2001. A similar pattern was also observed in imports, which fell
from US$880 million in 1995 to US$688 million in 2001 (Table 9.5).
Despite fluctuations in exports, strong commodity prices contributed to
an improvement in Tajikistan’s terms of trade during 1993 to 2001
(except for 1997, see Table 9.5). During the period under review,

Table 9.4 Key economic indicators

1990 2001
Gross fixed capital formation % of GDP 22.30* 11.58"
Exports of goods and services % of GDP 79.1 85.10°
Per capita FDI (US$) 1.54¢ 1.59
External debt % of GDP 73.30¢ 97
External debt % of export 111.6¢ 158.20¢

Sources: ADB (2002a) and EBRD (1999).

Notes

a 1996.
b 2000.
c 1993.
d 1994.

Table 9.5 Performance of foreign trade

1993 1995 1997 1998 1999 2000 2001

Merchandise exports (million US$) 456 839 746 597 689 784 652
Merchandise imports (million US$) 660 880 750 711 663 675 688

Unit value index for exports 100 182 154 163 169 180 143
Unit value index for Imports 100 158 164 158 162 175 104
Terms of trade (1993 =100) 100 115 94 103 104 103 138
Trade balance % GDP* (29.4) (7.8) 04 (86) 24 113 (34)
Exports % of GDP* 65.7 161.2 67.1 452 63.4 79.1 61.7
Imports % of GDP* 95.1 169.1 67.4 539 61.0 68.1 65.1

Source: ADB (2002a).

Note
a GDP data for 1993 to 1998 are taken from EBRD (2000).
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Tajikistan received higher prices for its exports than it paid for imports
(except for 1997). During the 1993 to 2001 period, taking 1993 as a base
year, the unit value of Tajikistan’s exports increased by 43 per cent, while
that of imports increased by 4 per cent, contributing to an improvement
in terms of trade by 38 per cent. The improvement in terms of trade
helped improve the current account deficit from 18 per cent of GDP in
1992 to about 8 per cent by 2001.

Tajikistan’s exports are dominated by two major commodities, namely
cotton and aluminium, which together account for over 70 per cent share
in export earnings. The third major export item is hydro-electricity whose
share in the total exports has been fluctuating partly due to inefficiency in
the electricity agency, which is run by the state.

Over 90 per cent of Tajikistan’s imports are dominated by electricity,
aluminium oxide, oil products and natural gas. It also relies on imports of
grain and flour. However, their shares in the country’s total imports have
fallen in recent years mainly because of an increase in wheat production.
Wheat production increased due to deregulation of agricultural input
and output markets in the late 1990s. Tajikistan also imports electricity
despite a huge potential in electricity generation as the generation of
power is seasonal and the domestic grid network is not linked between the
northern and southern regions of the country. While Russia and the FSU
countries of Central Asia, as a group, remain major destinations for its
exports (together a 45 per cent share in total exports in 2000), it has suc-
cessfully penetrated the Dutch, Iranian, Swiss and Asian markets in recent
years (Table 9.6). The Netherlands is a key market for its aluminium and
Switzerland is a major market for cotton. Its exports to the FSU countries
of Central Asia have dramatically fallen from 33 per cent in 1996 to 15 per
cent by 2000. Russia and the FSU countries of Central Asia, as a group,
remain major sources of Tajikistan’s imports. Their combined share in
Tajikistan’s total imports rose from 57 per cent in 1996 to 83 per cent in
2000.

Despite abundant supplies of cotton and cheap labour, Tajikistan
has only been able to process about 10 per cent of its cotton into various
types of textile products and carpets. There is a tremendous scope for
garments and carpet production in the country, and this is an industry in
which world trade is growing rapidly. Tajikistan is also endowed with
precious stones, such as rubies and emeralds that can be processed into
jewellery for export markets. It has not yet fully exploited its water
resources mainly due to a monopoly of the state in generating and
distributing hydro-electricity. Deregulation of electricity generation and
distribution will help attract foreign investment and increase its produc-
tion and exports of hydro-electricity. Tajikistan has the potential to export
its hydro-electricity not only to the Central Asian countries but also to
China.

Tajikistan’s development in the long run depends on the performance
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of agricultural exports, given that the sector employs about 64 per cent of
the labour force and contributes about one-quarter to GDP. However, due
to the poor transport network within the country, processing and market-
ing of fruits has been restricted. As a result, despite abundant supplies of
fruits, Tajikistan relies on imports of fruits and juices from Russia.
Improvements in the internal transport network and some assistance
in packaging will significantly reduce its reliance on imports of juice.
In fact, with an improvement in internal and external transport networks
it could be an exporter of juices and dry fruits. Given the land-locked
position and the weak physical infrastructure, Tajikistan’s integration
into the world trading system largely relies on cooperation with its
neighbours in the areas of hydro-electricity, transport and transit. Simplifi-
cation of cross-border procedures could significantly improve its trade
performance.

Poverty and inequity in post-independence Tajikistan

Among the CIS countries, Tajikistan has suffered the most since
independence partly due to the loss in subsidies and traditional markets,
and partly due to the five-year civil war which left the country’s finances
and physical infrastructure badly damaged. The latter has not yet been
repaired and in the absence of a reliable road network between rural and
urban areas, the rural population has a very limited choice in disposing of
their output. Not only is the road infrastructure in a bad shape, but also
the rail network which transports about 95 per cent of the country’s
exports and imports, needs urgent upgrading and maintenance. However,
due to the lack of resources it has not been maintained and repaired.
Besides poor state of infrastructure, the enforcement of laws has been very
weak and the country’s human rights records have been very poor (Table
9.7). In 2001, Tajikistan ranked below the tenth percentile in all key gov-
ernance measures except ‘voice and accountability’ in which it ranked in
the 27th percentile (Gleason, 2003).

The poor physical infrastructure, on the one hand, and lack of law and
order on the other has significantly distorted the business climate for
private sector development. As a result, despite significant openness in
recent years, foreign direct investment (FDI) remains very low in the
country (Table 9.6). While Tajikistan has attracted some FDI in the post-
independence period, they have mainly gone into the capital-intensive
mining sector, motivated by lucrative tax concessions for such activities
under the foreign investment policy. It has failed to attract FDI (and
local investment) in labour-intensive processing of cotton and textiles
and carpet production as well as the processing of agricultural products.
As a result the unemployment rate remains as high as 30 per cent
although official figures suggest about 5 per cent unemployment in the
country.
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Rising unemployment has not only increased poverty but has
also increasingly contributed to crime and violence. Poverty is very high
and rising. As shown in Table 9.8, the percentage of people living
below the poverty line has increased from 59 per cent in 1988 (before
independence) to 83 per cent in 1999 (postindependence). Not only is
poverty high but also inequality, as measured by the Gini coefficient. In
terms of HDI, it was ranked in 112th place in 2000. The lower level of HDI
is a reflection of the lower level of investment in health and education and
this has been falling significantly (Table 9.9). Investment in health and
education as a per cent of GDP has fallen from over 17 per cent of GDP in
the early 1990s to 3 per cent by 1999. Clearly, poverty and inequality has
increased significantly in the postindependence period.

A key challenge Tajikistan faces today is how to reduce growing
poverty and inequality. To address this, it needs to develop efficient
institutions and the infrastructure needed to facilitate private sector
development. Being a land-locked country, Tajikistan relies on the ter-
ritories of its neighbours for international trade transactions. Currently,
gaining access to international markets is costly and time consuming
because of the visa requirements, transit permit system and cross-
border formalities. This has discouraged investment in export-oriented
activities. In this context, Tajikistan should view regional cooperation
as a means of achieving political and economic stability, as well as a
forum to resolve issues relating to cross-border movements of goods and

people.

Conclusion

Tajikistan adopted outward-looking strategies after its independence from
the FSU in early 1990. It has significantly lowered tariffs, removed quanti-
tative restrictions, liberalized foreign investment and exchange rate
regimes, and privatized public enterprises. It has even applied for WTO
membership, which is viewed as an important step for several reasons.
First, membership of the WTO can create an image for Tajikistan as a
credible nation for trade and investment, which will help attract foreign
investment, which is badly needed. Second, as the WTO members cover
90 per cent of the world market, membership can significantly improve
market access to Tajik products. Third, WIT'O membership can provide a
powerful dispute settlement mechanism, which is otherwise not available.
Although these are potential benefits of WI'O membership, they can only
be realized by creating an appropriate business climate. However, transit
problems in neighbouring countries, a poor transport road network
within the country and lack of maintenance of the rail network
have significantly distorted the business climate in the country. The
enforcement of rules of law, protection of private property and political
stability also seems to be a problem. Liberalization per se in the absence of
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appropriate institutions and infrastructure has failed to achieve the
expected gains in Tajikistan, leading to a painful transition to the market
economy.
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Notes

1

Tajikistan declared its independence from the Soviet Union on 9 September
1991. It is a land-locked country and borders with Afghanistan in the south
(1,080 km), People’s Republic of China in the east (430km), Kyrgyz Republic in
the north (590km) and Uzbekistan in the west (950km). Tajikistan occupies
134,000 square km and is a mountainous country. High mountains cover about
93 per cent of the landscape.

About 80 per cent of Tajik people live below the official poverty line and over 30
per cent of young people are unemployed and/or underemployed, although
official statistics suggest that unemployment is below 5 per cent. According to
the World Bank (2003), Tajikistan’s per capita income has declined by 85 per
cent since independence. It fell from US$1,050 in 1990 to US$150 by 2000. In
the same period pensioners’ income dropped from US$70 to US$2.

This section draws heavily on Sharma (2004).

Note that the WTO dispute settlement mechanism is time consuming because
both parties involved in a trade dispute will have to produce enough evidence to
justify their positions. By the time a decision is made, enough damage can be
done to a poor country involved in the dispute.

There is a strong feeling among intellectuals in developing countries that incor-
porating TRIPs into the WTO rule was a big mistake, which serves the interest of
rich countries but not poor ones.
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10 Trade liberalization, inequality
and poverty in Brazil

Afonso Ferreira and Antonio Aguirre

A relatively large number of empirical studies evaluating the impacts of the
Brazilian trade liberalization of the 1990s are already available. This chapter
presents a detailed review of this literature and highlights the main conclu-
sions that can be derived from it, relative to the effects of those reforms on
GDP growth, employment, income distribution and poverty. By way of intro-
duction, we consider some data relating to Brazilian trade reforms.

Table 10.1 reports the protection structure in Brazil. The average
nominal tariff on the Brazilian imports was reduced from 54.9 percent, in
1987, to 13.4 percent, in 1998. Tariff dispersion was also reduced, with the
standard deviation of the nominal tariff structure falling from 21.3
percent to 6.6 percent. Effective tariff fell substantially, with the average
effective tariff being cut from 67.8 percent to 16.2 percent and the stan-
dard deviation was falling from 53.8 percent to 21.3 percent, in the same
period. The average tariff was raised again between 1995 and 1998, a
response to the overvaluation of the domestic currency, but, even in that
period of abundant trade and current account deficits, the movement
towards a more open trade regime was essentially preserved.

Non-tariff barriers such as the “Annex C”, a list of around 1,300 prod-
ucts which could not be imported, import licenses, special import

Table 10.1 Nominal and effective tariffs (percent)

Nominal tariffs Lffective tariffs

1987 1994 1998 1987 1994 1998

Simple average 57.5 11.2 15.5 77.1 13.6 20.2
Weighted average* 54.9 10.2 13.4 67.8 12.3 16.2
Standard deviation 21.3 5.9 6.6 53.8 8.4 21.3
Maximum 102.7 23.5 38.1 308.1 27.7 129.2
Minimum 15.6 0.0 0.0 8.3 —-4.9 —2.2

Source: Kume et al. (2003).

Note
* Value added weighted average.
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programs etc. were also eliminated in the early 1990s." As shown in Appen-
dix 10.1, this reduction of tariff and non-tariff barriers led to an increase in
import penetration into Brazilian industry from 7.0 percent in 1990-93, to
10.8 percent in 1994-98 and 14.2 percent in 1999-2001 (Ribeiro and
Pourchet, 2002). Table 10.3 shows yearly estimates of the GDP growth rate,
the rate of unemployment, income distribution and the poverty rate before
(1984-92) and after trade liberalization (1993-2002). GDP growth rates
rose and the unemployment rate fell for a short period immediately after
the trade reforms. Since 1998, however, the expansion of GDP decelerated
to only 1.37 percent per year, a figure close to population growth, while
the unemployment rate rose to 8 percent. In spite of its dismal perform-
ance in the period 1998-2003, the growth figures for the Brazilian
economy in the 1990s are more encouraging than those for the 1980s,
(Table 10.3). In particular, GDP per capita and labor productivity, which
fell in the 1980s, again attained positive, even if low, rates of growth in the
1990s. The Gini coefficient for the distribution of personal income has dis-
played a remarkable stability in Brazil, remaining, virtually unchanged at
0.60 since the late 1970s (Table 10.2). The poverty rate presented a once
and for all sharp decrease in the mid-1990s, falling from more than 40
percent in the first half of that decade to about 33 percent in the second.
The precise contribution of trade reforms to the good performance of
the Brazilian economy in the period 1993-97 and to its dismal perform-

Table 10.2 GDP growth, unemployment, income inequality and poverty

Year GDP growth rate Unemployment rate Gini index Poverty rate
1984 5.40 8.15 0.59 50.4
1985 7.85 5.90 0.60 43.6
1986 7.49 4.00 0.59 28.2
1987 3.53 4.08 0.60 40.9
1988 —0.06 4.18 0.62 45.3
1989 3.16 3.64 0.64 42.9
1990 —4.35 4.65 0.62 43.8
1991 1.03 5.24 - -
1992 —0.54 6.14 0.58 40.8
1993 4.92 5.75 0.60 41.7
1994 5.85 5.44 - -
1995 4.22 4.96 0.60 33.9
1996 2.66 5.81 0.60 33.5
1997 3.27 6.14 0.60 33.9
1998 0.13 8.34 0.60 32.8
1999 0.79 8.25 0.60 34.1
2000 4.36 7.84 - -
2001 1.31 6.83 - 33.6
2002 1.93 7.88 - -
2003 —0.23 - - -

Source: IPEA DATA available online at www.ipeadata.gov.br.
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Table 10.3 GDP per capita and labor productivity, annual rates of growth (per
cent), 1970-2000

GDP per capita Labor productivity
1979/80 6.00 4.70
1980/91 —0.40 —0.92
1991,/2000 1.16 1.80

Source: Bonelli (2002).

ance since 1998 cannot be easily ascertained and nothing of this sort will
be attempted here. However, enough is known about the impacts of the
reforms to make it possible to put together a quite comprehensive and
relatively accurate picture of their effects on the most relevant dimensions
of the Brazilian economy. This is the aim of this chapter.

Impacts of Brazilian trade liberalization

Effects on efficiency

In the international literature, few studies have been able to present evid-
ence, at the micro-level, of a relation between trade reforms and an accel-
eration of productivity growth. The Brazilian trade liberalization of the
1990s was at first seen as a remarkable exception in this context, a view
only recently challenged by the use of new, better quality data, extending
to other sectors of the economy beyond manufacturing.

Hay (2001) uses panel data for the period 1986-94, from the Pesquisa
Industrial Annual (PIA), an industrial survey covering 349 firms, con-
ducted by Instituto Brasileiro de Geografia e Estatistica (IBGE), the
national statistics office, to assess the impact of trade liberalization on the
performance of large manufacturing firms in Brazil. He estimates an equa-
tion for net sales per worker, in which this variable, taken as a proxy for
labor productivity, is assumed to depend on the capital-labor ratio, the
level of employment, protection, the real exchange rate and its own value
in the previous year. The inclusion of the level of employment in the
regression equation allows for the possibility of scale effects. The real
exchange rate is included in the regression because, in principle, whereas
devaluation protects domestic industry (increases import prices), appreci-
ation exposes domestic firms to import competition, requiring them to
become more efficient to survive (Hay, 2001).

The results obtained suggest that total factor productivity was stable in
the period 1986-88, fell in 1989 and especially in 1990 and recovered
strongly in 1993-94, increasing by more than 55 percent from the low of
1990 to the high of 1994. The regression coefficient on the protection
variable is negative and significant. Given the magnitude of this coeffi-
cient, the reduction in the average effective tariff between 1990 and 1994
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may have led to an increase in efficiency of about 11 percent. The exercise
also suggests a minor role for the real exchange rate, with a devaluation of
10 percent reducing efficiency by 2 percent.

The large efficiency gains observed between 1990 and 1994, according to
Hay (2001), were a joint product of the recovery after the 1990-91 reces-
sions and of trade liberalization. Admitting that it is not possible to distin-
guish these influences quantitatively, he suggests, however, that both had
large effects. Ferreira and Rossi (2001) report that labor productivity, meas-
ured as output per total labor force employed in production, increased in
16 industries comprising 92 percent of total industrial production in Brazil,
at average annual rates of 0.6 percent in the period 1985-89, 5.9 percent in
1990-93 and 7.4 percent in the 1994-97 period. Total factor productivity
(TFP) declined at an average annual rate of 1 percent from 1985 to 1989, in
those 16 industries. However, from 1990 to 1993, this trend was reversed,
with TFP increasing at an average annual rate of 2 percent. Finally, between
1994 and 1997, annual TFP average growth reached 4.3 percent, with eight
industrial sectors presenting rates of growth above 5 percent.

Using panel techniques, Ferreira and Rossi (2001) identify a negative
relationship between labor and total factor productivity, on the one hand,
and the level of nominal and effective protection, on the other. Their
results imply that the reduction in effective protection, between 1987 and
1997, led on average to an absolute increase of three to four percentage
points in labor productivity and TFP annual growth rates. In several addi-
tional exercises, the authors show that these results are robust to changes
in data definitions, control variables and estimation methods and they do
not depend on any restrictive assumptions. They conclude that trade
reform was an important determinant of industrial performance.
Increased protection was associated with lower industry growth rates of
TFP and labor productivity (Ferreira and Rossi 2001).

Also using data from IBGE’s Pesquisa Industrial Annual (PIA),
Muendler (2001) examines the evolution of total factor productivity in
manufacturing firms, between 1986 and 1998, seeking to quantify the rela-
tive importance of three channels through which trade liberalization may
have affected productivity: (i) greater access to imported inputs and
capital goods; (ii) increase in competitive pressure; and (iii) exclusion of
less efficient firms from the market and the resulting increase in the
market share of the more efficient surviving firms. More intensive use of
better quality imported inputs (channel (i)) was not found to have a
significant impact on TFP, while even relatively small tariff reductions
(channel (ii)) appeared to have a strong effect. The reduced probability
of survival of less efficient producers (channel (iii)) also contributed to
improve the measured productivity performance of the industrial firms in
the PIA sample after trade liberalization.

Bonelli (2002) offers a more nuanced view of the effects of trade liber-
alization on productivity growth than the one that can be found in Hay
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(2001), Ferreira and Rossi (2001) and Muendler (2001). According to
Bonelli (2002), the three aforementioned studies use physical output, not
value added, their productivity estimated are overstated after trade
reforms, when imports of raw materials, parts and components etc. are
replaced by domestically produced inputs. To avoid this problem, he uses
data from the Brazilian National Accounts on real value added per occu-
pied person in 42 sectors that cover the whole economy (not only the
industrial sector, as done in the three previous studies). His main results
are: (i) total average labor productivity grew at 1.5 percent yearly between
1990 and 2000; (ii) there was a significant dispersion of sectoral productiv-
ity growth rates around the simple (unweighted) average rate of growth of
3.5 percent;® (iii) of the 17 sectors with above average (higher than 3.5
percent) productivity growth, 15 are in manufacturing; (iv) of the six
sectors with negative productivity growth, four are related to services
(commerce, services to firms, services to families and private non-profit
services).

Using regression analysis, Bonelli (2002) found no overall association
between productivity growth in the 31 sectors producing tradable goods
and indicators of trade liberalization and/or import penetration ratios, a
surprising result in view of the findings reported in the previous literature.
Conducting an informal analysis of the data, the author suggests that pro-
ductivity growth was the response to increased import competition in only
a limited number of sectors — in general, those sectors that displayed high
import penetration rates, even before the trade reforms were enacted.

Effects on employment

The impact of Brazilian trade liberalization on the level of employment
has been examined by, among others, Barros and Corseuil (2001),
Moreira and Najberg (1997) and more recently by Maia (2003). Following
a methodology first adopted by Greenhalg et al. (1998) in their UK study,
Maia (2003) identifies sources of a shift in total employment in the Brazil-
ian economy between 1985 and 1995. A total of 53.5 million workers were
employed in the Brazilian economy in 1985. The proportion of unskilled
workers (i.e. workers with up to 11 years of schooling) in the labor force
was 93 percent. According to this author’s estimates, the increase in final
consumption, during the period 1985-95, led to the creation of 12.9
million job posts (24.1 percent of total employment in 1985). The
increase in imports, during the same period, eliminated almost two
million jobs (3.7 percent of total employment in 1985), while techno-
logical change resulted in a loss of another 3.8 million jobs (Table 10.4).
Although the total job losses associated with the increase in imports are
only half those caused by technological change, it should be considered
that changes in technology may have been motivated to a large extent by
trade liberalization itself.
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Table 10.4 Sources of change in total employment, 1985-95

Unskilled Skilled Total Percent of 1985
labor labor employment
Final consumption 11,876,478 1,018,780 12,895,258 24.1
Exports 278,812 60,175 338,987 0.6
Imports —1,842,004 —141,816 —1,983,820 —3.7
Technological change — —4,398,445 596,342 -3,802,103 —7.1
Total 5,914,841 1,533,481 7,448,322 13.9

Source: Maia (2003).

Maia (2003) also shows how final consumption, trade flows and techno-
logical change affected the employment of skilled and unskilled labor.
Changes in technology led to significant job losses for unskilled workers
(4.4 million job posts) but gains for skilled workers (approximately 0.6
million new jobs created between 1985 and 1995). The increase in
imports, in turn, led to 1.8 million low skill job losses. Compared with
those figures, the impact of the increase in exports appears to be minor.
Based on these figures, Arbache (2002) argues that the increase in the
unemployment rate, the expansion of the informal labor market and the
steep fall in the participation rate of less educated workers, observed in
the 1990s, were due not only to short-term macroeconomic imbalances
but also to technological change and international trade.’

Menezes Filho and Rodrigues (2001) also use Pesquisa Nacional por
Amostra de Domicilios (PNAD) data to examine the connection between
the recent increase in the utilization of skilled labor (defined as workers
with at least 11 years of schooling)* and measures of technology, physical
capital and trade liberalization in the Brazilian economy. Between 1981
and 1997, skilled labor increased its share in labor force (from 16.3
percent to 27.1 percent) and wage bill (from 38.8 percent to 53.28
percent). A similar trend was observed in virtually all activities (agricul-
ture, industry, construction, services and government). This shift towards
a more intensive use of skilled labor was more pronounced in the 1990s,
after trade liberalization, than in the 1980s (the average annual rates of
change in the shares of the labor force and the wage bill corresponding to
skilled labor tended to be higher in the former than in the latter decade).
In general, during the 1980s, utilization of both skilled and unskilled
labor increased, with the use of skilled labor expanding at higher rates.
During the 1990s, a small increase was observed in the utilization of
skilled labor, while the use of unskilled labor declined in absolute terms.

An increase in the supply of skilled labor certainly contributed to these
changes, but adopting a procedure first proposed by Autor et al. (1997)
and Menezes Filho and Rodrigues (2001) also identify a clear trend
towards an increase in the relative demand for skilled labor, during the
period 1981-97. These authors decompose the change in the utilization
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of skilled labor into two effects: (a) substitution effect, corresponding to the
change in the factor mix (skilled/unskilled labor ratio) adopted by firms,
keeping constant the allocation of factors among sectors (intra-industry
changes); and (b) scale effect, corresponding to the change in the alloca-
tion of factors among sectors, keeping constant the factor mix adopted by
firms (inter-industry changes). They find that the substitution effect
(intra-industry changes) accounts for 105 percent of the increase in the
utilization of skilled labor in manufacturing in the period 1981-97. The
scale effect is negligible (—5 percent), a result which again contradicts the
Hecksher—Ohlin (H-O) model prediction of large inter-industry changes
in the allocation of factors following trade liberalization. Moreover, in the
period 1992-97, after trade liberalization, this small-scale effect is positive,
implying that factors were moving towards (and not away from) industries
which are intensive in skilled labor.’

Three explanations for the recent increase in the demand for skilled
labor in the Brazilian economy are explored:

i skilled labor biased technological progress;
ii complementarily between physical capital and skilled labor;
iii adoption of new production methods requiring a greater use of
skilled labor, as a result of the increase in competition brought about
by trade liberalization.

The econometric model estimated by Menezes Filho and Rodrigues
(2001) gives some support for hypotheses (i) and (ii) suggesting that an
increase in demand for skilled labor may be related to a technological bias
and to the fact that physical capital and skilled labor are complementary
in production. The effect of the reduction in nominal and effective pro-
tection on the relative demand for skilled labor is stronger in the period
1990-93, but the econometric results concerning the protection variables
are not robust.

Effects on wages

Green et al. (2001) and Arbache et al. (2004) both use PNAD data to
examine the impact of Brazilian trade liberalization on wages. Their data-
base relates to the employed individuals in the PNAD samples earning a
positive wage and aged between 18 and 65, during the period 1981-99.
They show that, in the pre-liberalization period (1981-90), workers in the
traded goods sector were paid on average 7.6 percent less than similar
workers in the non-traded goods sector (the controls adopted in this exer-
cise were gender, experience, educational attainment and possession of a
work card). Postliberalization wages (the period 1992-99), fell 8.1
percent in the non-traded sector and 15.9 percent in the traded sector,
after controlling for the increase in education levels and changes in the
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other factors just mentioned. The wage disadvantage of those working in
the traded sector, therefore, widened from 7.6 percent to 15.4 percent.6

Arbache et al. (2004) suggest that increased competition in product
and labor markets, following trade reform, may have led to a reduction of
rents and of the bargaining power of unions and, thus, to a reduction of
wages, in the traded sector. Privatizations and deregulation, on the other
hand, may have had a depressive effect on wages in both sectors. In spite
of the fall in sectoral conditional wages, i.e. in the wages paid to workers
with the same gender, level of education, experience etc., the average
economy-wide wage level barely changed over this 20 year period — meas-
ured at September 1998 prices, the average real hourly wage was R$2.81 in
1981 and R$2.83 in 1999. This is explained by an increase in the employ-
ment share of the non-traded sector, where wages are higher.

Arbache et al. (2004) also show that, taking the wage of illiterate
workers as the basis for comparison, the returns to all levels of education
fell in the period 1992-99 with respect to the 1980s, due to greater supply
of more educated workers. The marginal returns to education, which are
calculated by comparing the log wage of each education level with that of
the education level immediately below it, were also lower in the 1990s
than in the 1980s, except for college-educated workers for whom the mar-
ginal return increased. The onset of this upward trend of the marginal
return to college education coincides with the period of trade liberaliza-
tion. Since the share of college graduates in the work force increases over
this period, the rise in the college premium is ascribed to an increase in
the demand for highly skilled workers, again probably due to skill-biased
technological change associated with the trade reform. The reduction in
the relative wages of workers with primary and secondary education, on the
other hand, is seen as a result of the increase in the relative supply of this
type of labor, suggesting that the technological innovations associated with
trade reforms in Brazil were not biased towards the use of intermediate-
level skills.

Green et al. (2001) note that the rise in the college wage premium has
not led to a significant rise in overall wage inequality. They show that
there was a small rise in inequality up to the mid-1980s and a small sub-
sequent fall, predating trade liberalization. In the trade liberalization
period, inequality leveled off. At the end of the period, the Mean Log
Deviation (MLD) of wages stood at 0.54, the same as at the beginning.
The same picture of stability emerges from the estimation of Theil and
Gini indices. This stability of wage inequality, in spite of the increase in
the college premium, according to Green et al. (2001), may be explained
by (i) the fact that college educated workers constitute only a small
portion of the workforce (8 percent in 1999); and (ii) the rise in the
wages of illiterates relative to the wages of all other workers.

Pavcenik et al (2002) investigate whether it is possible to reconcile the
above-mentioned changes in the returns to education in Brazil (increased
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marginal returns to skilled workers) with the Hecksher—Ohlin/
Stolper-Samuelson (H-O/S-S) framework. They use labor market data
from the Monthly Employment Survey — PME, conducted by IBGE in the
six largest Brazilian metropolitan areas. Their data refer to workers and
self-employed people, affiliated with 20 manufacturing industries, who
worked more than 25 hours per week in the period 1987-98. According to
Pavcnik et al. (2002), an increase in the skill premium would be consistent
with the H-O /S-S model if:

i The largest tariff reductions and, thus, the largest reductions in
prices, occurred in unskilled labor-intensive industries.

ii As a result of the tariff induced declines in relative prices, the
unskilled labor intensive sectors also experienced a contraction in
their employment share.

iii The share of skilled labor in industry employment declined, with
firms substituting away from skilled workers because of the increase in
the skill premium.

Regarding the first prediction of the H-O/S-S framework, Pavcnik et
al. (2002) show that, in the Brazilian case, the largest tariff cuts occurred,
in fact, in the unskilled labor-intensive sectors. With respect to the second
prediction, although no general association between employment contrac-
tions and tariff reductions could be found, an increase in the industry
import penetration was associated with a contraction in the industry’s
employment share. Furthermore, tariff reductions had a larger impact on
the employment share in industries with higher import penetration.
Finally, the third prediction is clearly rejected by the data — only two of the
20 manufacturing sectors under analysis experienced a decrease in the
employment share of skilled workers. Given that the evidence does not
validate this prediction, the increase in the economy-wide skill premium
cannot be ascribed to H-O /S-S effects.

The empirical evidence is, however, consistent with skill-biased techno-
logical change. According to Pavcnik et al. (2002), firms might adopt skill-
biased technology in response to intensified competition from abroad or
because lower barriers to trade make the importation of technology and
capital equipment cheaper. In the Brazilian case, the share of skilled
workers in an industry’s employment is not related to tariffs or the export
to output ratio. It is, however, positively associated with import penetra-
tion. Increased exposure to trade led to an increase in the demand for
skilled labor via skill-biased technological change and to a higher skill
premium. Trade liberalization may, thus, have had an indirect effect on
the rise of the skill premium.

Pavcnik et al. (2002) did not find significant changes in industry wage
premiums between 1987 and 1998, a result supported by Green el al.
(2001), and found no relationship between tariffs or import penetration
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and inter-industry wage differentials. They conclude that trade liberaliza-
tion did not affect the inter-industry wage structure and did not lead to a
rise in wage inequality, despite the increase in skill premium, possibly
because, owing to the large size of the Brazilian economy, import penetra-
tion continues to be relatively low, even after the significant tariff reduc-
tions of the 1990s.

Effects on profits and mark ups

Hay (2001) estimates an equation for the market shares of the 349 manu-
facturing firms in the PIA’s sample already mentioned above. The
explanatory variables are the firm’s own costs, the rate of effective pro-
tection in the firm’s sector and the real exchange rate. As expected,
protection has a large impact on market shares: the net effect of a
1 percent fall in protection is a loss of 1.8 percent in market share. Given
the reduction in average protection between 1990 and 1994, an average
loss of 30 percent in market share for the domestic manufacturing firms
was predicted by the estimated regression. Although considering this
effect “implausibly large”, Hay (2001) concludes that, in the end, trade lib-
eralization did have a dramatic effect on the market share of domestic
firms.

Hay (2001) also estimates a profit equation in which a firm’s profits are
specified as a function of the average efficiency of domestic firms in the
respective industrial sector, of the relative efficiency of the firm, measured
as the difference between firm efficiency and sectoral average efficiency,
and of measures of protection. The results derived from this exercise
suggest that:

i There was a substantial fall in profits following the 1990-91 recession
and trade liberalization.

ii  This fall in profits was offset, to a large extent, by the improved effi-
ciency of domestic producers. A 1 percent fall in protection had a
direct 0.7 percent negative effect on profits due to import competition;
it also had an indirect 0.6 percent positive effect on profits due to
increased efficiency; the net effect of the reduction in protection on
profits was therefore a small decrease of 0.1 percent.

Similar results were also obtained by Ferreira and Guillén (2001) who,
adopting a methodology proposed by Hall (1988) and Harrison (1994),
estimated the mark up for 16 industrial sectors in Brazil, testing the
hypothesis that trade liberalization was associated with a reduction in the
market power of domestic firms and, thus, with a reduction in mark ups. A
reduction in the mark up after trade liberalization in Brazil is detected in
only one sector — pharmaceutical and veterinarian products. Two addi-
tional exercises identified increases in the mark up in the food and plastic
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materials sectors, after trade liberalization. The results obtained suggest
that most of the industries that entered the study are competitive. In the
great majority of the industries where some degree of market power was
detected, no significant changes in market power occurred after trade lib-
eralization.

Effects on income distribution and poverty

The benefits of productivity increases can be passed on to consumers
(buyers) in the form of lower prices, to workers in the form of higher
wages, or can be appropriated by firms via increased profit margins.
Bonelli (2002) separates the log change in labor productivity, in the
period 1990-2000, into log changes in sectoral mark ups, real wages and
relative prices. Since at least part of the productivity gains of the 1990s
were associated with trade reforms, the results of such an exercise shed
some light on how the benefits of trade liberalization were distributed
among consumers, workers and firms.

According to Bonelli (2002), since “gainers” and “losers” differed
from sector to sector, no general distributional pattern can be discerned.
Consumers were the main beneficiaries of productivity growth in 11
sectors and firms and workers benefited more in nine and six sectors
respectively. In another ten sectors, the productivity gains were shared
more or less equally by more than one type of agent, while in the remain-
ing six sectors productivity decreased in the 1990s. Therefore, “the bene-
fits of productivity growth were spread over the agents in the economy, if
not evenly, at least in a not too much concentrated fashion” (Bonelli,
2002: 24).

Also with respect to the distributional impacts of the 1990s reforms,
Barros and Corseuil (2001) use a computable general equilibrium (CGE)
model to estimate the effect of trade and foreign direct investment (FDI)
liberalization on the Brazilian income distribution. Their research strategy
consists in asking what the Brazilian income distribution would have been
in 1996 if the barriers to trade and FDI which existed in 1990 had not
been removed between 1990 and 1996 — i.e. they simulate the effects of a
reversal of the 1990s Brazilian liberalization. The transmission mechanism
from trade and FDI barriers to the distribution of income is modeled as
follows.

i Given a rise in import tariffs, the level and composition of labor
demand will change as domestic consumers and firms shift their
expenditures away from imported goods and towards domestically
produced goods.

ii The rise in import tariffs will also affect government revenues, which
may increase or decrease, depending on how strong is the impact of
the increase in import prices on the domestic demand of imported
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goods. As a result, either government expenditures or government
savings will change, leading to changes in the level and composition
of aggregate demand and thus in the level and composition of labor
demand.

iii Since barriers to capital flows reduce the amount of resources avail-
able to finance government expenditure or savings, they also affect
the level and composition of aggregate demand and consequently of
labor demand.

iv  Finally, the changes in labor demand resulting from (i), (ii) and (iii)
affect labor income and therefore the overall distribution of income
(since 85 percent of household earnings in Brazil correspond to labor
income, changes in the distribution of income are determined to a
large extent by changes in labor income).

Simulations of the CGE model suggest that the labor market is not
significantly affected by changes in import tariffs, while increased restric-
tions to FDI lead to a generalized contraction in labor demand, with
unemployment increasing and wages decreasing for both skilled and
unskilled labor. Because the labor market is not significantly affected by
these shocks, poverty indices and the Gini and Theil indices of income
inequality also do not change much. When only tariff shocks are con-
sidered, the magnitude of the estimated changes in those indices is negli-
gible. When increased barriers to FDI are also assumed, a slight
deterioration of poverty and inequality indices is observed. The results
suggest that the 1990s trade liberalization had no effect on the Brazilian
income distribution and poverty and that the FDI liberalization had a very
limited beneficial effect.

What, then, is the explanation for a fall in poverty rate (from more
than 40 percent of the population in the first half of the 1990s to around
33 percent in the second half of that decade)? Reimer (2002) lists, among
others, the following potential linkages between changes in trade policy
and poverty: (i) changes in the price and availability of goods; (ii) changes
in factor prices, income and employment; (iii) changes in government
transfers as a result of changes in revenue from trade taxes; and (iv)
changes in the incentives for investment and innovation, which affect the
long-term rate of GDP growth. Of these, “the factor price, income and
employment link may have the greatest relative importance of all the links
between trade and poverty” (Reimer, 2002: 4).

The literature relating to the impacts of the 1990s reforms on
employment, wages, prices of goods and productivity, the linkages
between trade and poverty listed above, does not suggest a major role for
trade liberalization in the reduction of poverty observed in Brazil in the
mid-1990s. Neri and Considera (1996) ascribe this reduction of the
poverty rate to (i) the government’s decision to increase the minimum
wage in 1995, (ii) to the high rates of GDP growth in 1994,/95 and (iii) to
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the substantial fall in the inflationary tax that resulted from the end of
hyperinflation.

Conclusion

The Brazilian experience in the postreform period suggests a minimum
impact on productivity growth. There has been an increase in the ratio of
skilled to unskilled labor trade liberalization. This was due, in part, to the
increase in the relative supply of skilled labor, but the evidence suggests that
demand factors — in particular, skill-biased technological change, possibly
related to the effects of trade liberalization itself — were also at play. Average
conditional wages, after controlling for factors such as gender, experience,
education attainment and possession of a work card, fell both in the traded
and non-traded goods sectors (by more in the former than in the latter), in
the period after trade liberalization. Average unconditional wages remained
virtually unchanged due to improvements in education and changes in the
structure of employment (increase in the employment share of the non-
traded sector, which pays relatively higher wages in Brazil).

Available evidence suggests that the marginal returns to education also
declined in the 1990s, except for college graduates for whom the marginal
return increased, another indication of skill-biased technological change.
The rise in the college premium has not led, however, to a significant
increase in wage inequality because college educated workers constitute
only a small portion of the workforce and because the wages of illiterates
have increased relative to the wages of all other workers. Profits and mark
ups apparently have not been significantly affected by trade liberalization,
possibly because the negative effect of import competition on profits has
been to a large extent compensated by gains in productivity. It is not pos-
sible to ascertain a general pattern in the distribution of the productivity
gains of the 1990s among firms, workers and consumers. The benefits of
productivity growth have not been distributed in a concentrated fashion
and gainers and losers differed from sector to sector.

The aggregate impacts of the Brazilian trade reforms of the 1990s were
apparently minor — certainly much weaker than predicted and probably
still believed both by supporters and opponents of reforms. New data
suggest that trade reforms have not been linked to productivity growth as
strongly as initially thought, GDP growth has not accelerated after the
reforms were implemented, while the indices measuring inequality in the
distribution of total income and wage income have remained virtually
unchanged. The reforms, on the other hand, have certainly had import-
ant effects on some sectors of the economy, specific groups of workers and
firms. Relevant sector effects and minor aggregate effects can occur
simultaneously, if, as in the case of Brazil, the traded goods sector is relat-
ively small. In general, the observed sectoral effects contradict the predic-
tions of the standard H-O/S-S model for an unskilled labor-abundant
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economy like Brazil. These discrepancies are probably due to the fact that
import penetration has induced firms to adopt skill biased technological
innovations.

Appendix

Table A10.1 Import penetration coefficients (percent)

Sectors 1990-93 1994-98 1999-2001
Mineral extraction 13.0 11.9 21.8
Oil and coal 42.4 38.3 23.2
Manufacturing 5.8 10.2 13.8
Non-metal minerals 1.3 2.4 2.8
Steel 2.3 2.8 3.7
Non-ferrous metals 8.0 11.0 14.5
Other metal products 1.7 4.1 5.7
Machinery 12.8 21.9 24.4
Electric material 10.7 17.5 28.7
Electronic equipment 19.6 31.1 60.5
Vehicles 4.3 14.8 15.6
Parts and other vehicles 13.3 20.0 37.6
Wood and furniture 0.5 1.7 2.4
Cellulose, paper etc. 2.6 5.9 5.8
Rubber products 5.4 10.2 13.4
Chemicals 11.8 14.8 17.2
Petroleum refinery 5.5 9.5 11.3
Pharmaceuticals and perfumes 8.9 14.1 21.9
Plastics 2.7 6.3 9.6
Textiles 4.3 9.9 10.3
Clothing (apparel) 0.6 2.7 2.9
Footwear and leather products 5.9 9.3 16.0
Dairy products 2.6 5.5 5.7
Miscellaneous 16.2 25.4 31.3
Total 7.0 10.8 14.2

Source: Ribeiro and Pourchet (2002).

Notes

1 Since the main facts relative to this trade liberalization episode are well known,
in order to save space, we have avoided a detailed description here. For brief
accounts about this subject see Hay (2001) and Pavcnik et al. (2002).

2 The fact that the simple average (3.5 percent) is much higher than the weighted
average (1.5 percent) implies that productivity growth was concentrated in
sectors that have relatively low employment levels.

3 The proportion of workers holding a work card, an indicator of the relative size
of the formal labor market, fell from 52 percent, in the early 1980s, to only 40
percent, in the late 1990s. The participation rate of workers with up to four
years of schooling decreased by 21 percent, between 1991 and 2002, whereas for
workers with 12 or more years of schooling it decreased by only 5 percent
(Arbache, 2002).
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4 High school graduates are classified as skilled workers by Menezes Filho and
Rodrigues (2001) and as unskilled workers by Maia (2003).

5 The latter evidence, however, can be reconciled with the H-O model, if the
largest tariff reductions occurred in the unskilled labor-intensive sectors, a point
made by Pavcnik e al. (2002) and discussed in the next section.

6 The wage differential between non-traded and traded goods sectors is partially
explained by the fact that the non-traded sector includes the public sector,
which pays relatively high wages in Brazil.



11 Reform, growth and poverty in
Bolivia

Lykke E. Andersen, Osvaldo Nina and
Dirk Willem te Velde

After several decades of “state-capitalism” characterized by import substitu-
tion policies, Bolivia implemented in 1985 a New Economic Policy (NEP)
following neo-liberal ideas of free trade, privatization, and liberalization of
capital flows. The NEP started with a very effective stabilization package
that stopped record level hyperinflation (almost 25,000 percent per year),
liberalized prices, exchange rates and interest rates, abolished export and
import controls, and reduced the public sector deficit.' The NEP was later
complemented by structural reforms, consisting of privatization, pension
reform, decentralization, and education reform.? It was hoped that the
opening up of the economy would attract foreign direct investment (FDI)
which in turn would help modernize Bolivian industry, improve productiv-
ity, increase exports, stimulate growth, and reduce poverty. In this chapter
we will investigate to what extent this actually happened. As part of an
outward-mental strategy, the NEP quickly simplified the previously very
complex tariff regime introducing a single import tariff of 20 percent for
all goods. By 1990, this tariff was further reduced to 10 percent, and later
the tariff on capital goods was reduced to 5 percent. Simultaneously, there
were various efforts to promote and diversify exports. In 1987, the National
Institute for Exports was created, and various tax incentives were offered to
exporting enterprises (Antelo and Jemio, 2000: 42). Although Bolivia was
hailed as an early and profound reformer (Lora, 2001), the shift to a more
open economy actually had little effect on trade. If anything, it appears
that exports as a percentage of GDP fell after the implementation of trade
liberalization policies (Figure 11.1).

In order to improve access to export markets, Bolivia signed several
regional trade agreements and improved on already existing agreements.
During the 1990s, Bolivia signed several partial integration agreements
through the Latin American Integration Association (LAIA): Peru (1992),
Chile (1993) and MERCOSUR (1997), and a free trade agreement with
Mexico (1995). Moreover, Bolivia is a beneficiary country of the Andean
Trade Preference Act (1991) from the United States and the Andean Gener-
alized System of Preferences (1990) from the European Union. Both agree-
ments granted preferential tariffs as support for the Andean Community’s
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Figure 11.1 Bolivian exports and imports (official) (source: World Bank (2002)).

war on drugs, under the principle of shared responsibility. Recently, Bolivia
signed a partial integration agreement with Cuba (2000) and is a beneficiary
country of the Andean Trade Promotion and Drug Eradication (ATPDEA).
This chapter aims to examine the effects of outward-oriented strategy on
trade and foreign investment and through these on poverty in Bolivia.

Trade performance

The disappointing export performance since 1985 could potentially be
due to falling export prices, so it is important to have a look at the evolu-
tion of prices for our main export goods. Between 1980 and 2002,
Bolivia’s main export good has been natural gas with a contribution of
US$4.8 billion. Natural gas does not have a world market price, but is
determined by long-term contracts in bilateral negotiations between the
seller and a very limited number of buyers.

Figure 11.2 shows the evolution of the price that Bolivia has been able
to charge for its natural gas from its two international buyers, Argentina
and Brazil. During the last 30 years, that price has varied by more than a
factor of 17, from a low of US$0.28 per thousand cubic feet in 1972 to a
high of US$4.81 in 1983 and 1984. Before the first oil crisis, the price was
even lower. Between 1962 and 1967, the price was fixed at just US$0.08
per thousand cubic feet.

The price has dropped dramatically since 1985, clearly contributing to
a worsening in the terms of trade. However, the current price levels do
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Figure 11.2 Price of Bolivian natural gas, 1972-2003 (source: YPFB, Bolivia).

not appear low, neither in a long-term perspective nor in comparison to
alternative energy sources. It is not clear, either, that high prices would be
beneficial for Bolivia. The high prices during the early 1980s coincide with
the worst recession in recent history, and the relatively favorable prices by
the beginning of the present century also coincide with a recession period
(see Figure 11.6 below).

Bolivia’s main export metals are tin, zinc, gold, and silver with exports
of US$3.0 billion, 2.4 billion, 1.2 billion and 1.2 billion, respectively
between 1980 and 2002. Figure 11.3 shows price indices for these four
commodities, with 1985 US$ current prices set to 100. The prices of tin
and silver have been relatively low since 1985, which helps explain part of
the poor export performance. On the other hand, the prices of zinc and
gold have been relatively high. There was also a period between 1979 and
1984 where all prices were highly favorable, but exports nevertheless were
not particularly high, and the whole economy was in deep recession with
per capita GDP growth between —2 percent and —6 percent (see Figure
11.6 below).

The last very important export product, soya, with accumulated exports
of US$2.3 billion just between 1990 and 2002, has experienced relatively
stable prices, with the high prices in 1998 being only 30 percent higher
than the low prices in 2001.

The poor export performance since 1985 can only partly be attributed
to unfavorable export prices, and the prices only appear low in compari-
son to the unusually high prices experienced in the early 1980s. In 2003,
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Figure 11.3 Export price indices (source: International Financial Statistics, IMF
(2000), Washington DC).

export prices were considered quite favorable, but exports were still insuf-
ficient for creating economic growth (e.g. Fundacion Milenio, 2004).

It would seem, at a first glance that the basic premises of the NEP have
failed. Privatization and trade liberalization did no¢ stimulate more
exports, and exports could thus not help generate faster growth and more
rapid poverty reduction. However, this is too superficial a conclusion,
because much more important than the total volume of exports is the
composition and quality of exports, and this has changed substantially
since the period of import substitution.

Figure 11.4 shows that in 1980, mining products (mainly tin and silver)
comprised almost two thirds of the total value of exports, and hydrocar-
bons contributed almost one quarter. These two groups together are
called traditional export goods in Bolivia, because they historically have
accounted for almost all of the country’s exports. In 1980, only 14 percent
of exports were non-traditional, including mainly sugar, coffee, and some
wood products.

By 2002, the picture had changed substantially. Mining only accounted
for around one quarter of exports, while non-traditional exports
have become almost as important as traditional exports. Soya and
soya derivatives accounted for half of all non-traditional exports, but jew-
ellery and other products with higher value added have also become
significant.
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Figure 11.4 Change in the composition of Bolivian exports, 1980-2002 (source
National Statistical Institute (various issues), Bolivia).

The change in the composition of exports may not have much effect on
the overall GDP growth rate. However, it could still have substantial
impacts on the distribution of income, and thus on poverty, since the
persons involved in the production of non-traditional export products are
completely different from the ones working in the mining and hydrocar-
bon sectors. Hence, our focus in this chapter is on the impacts of changes
in the composition of exports on the distribution of income and poverty.
We will also explore to what extent FDI has played a role in changing the
composition of Bolivian exports.

Privatization and FDI in Bolivia

For most of the 1990s, the Bolivian economy experienced a sharp increase
in the levels of FDI. Although the stock of FDI is one of the smallest in
Latin America, it represented the largest average annual ratio of FDI to
GDP (Table 11.1). During the period 1990-2000, most FDI into Bolivia
came from the USA (39 percent), Europe (28 percent), and South
America (27 percent). FDI from the neighboring countries Argentina (11
percent), Brazil (7 percent), and Chile (5 percent) is also important. Over
the same period, the hydrocarbons sector attracted around 40 percent of
total FDI inflows, while the services sectors attracted 26 percent (mostly
finance, construction, and transport), utilities and telecommunication 17
percent, manufacturing 9 percent, and mining 7 percent.

Figure 11.5 shows that the interest of foreign investors in Bolivia accel-
erated in the second half of the 1990s, when the Second Generation
Structural Reforms (SGSR) improved the economic policy framework.
The new set of reforms constituted a deepening of the original First Gen-
eration Structural Reforms (FGSR), launched at the same time as the sta-
bilization program in 1985. The reforms established a favorable regulatory
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Table 11.1 Net inflows of FDI, 1990-2000

Region or country Accumulated flows Annual average

(US$m)  Share (%) (US$ m) (% of GDP)

Latin American and Caribbean 453,558  100.0 41,233 -

South America 328,012 72.3 29,819 -

Argentina 79,795 17.6 7,254 2.7
Bolivia 4,730 1.0 430 5.6
Brazil 137,494 30.3 12,499 1.9
Chile 36,308 8.0 3,301 5.2
Colombia 20,406 4.5 1,855 2.2
Ecuador 5,264 1.2 479 2.9
Paraguay 1,491 0.3 136 1.7
Peru 16,016 3.5 1,456 2.8
Uruguay 1374 0.3 125 0.6
Venezuela 25,134 5.5 2,285 2.7

Source: World Bank (2002c).
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Figure 11.5 FDI inflows in Bolivia (in percent of GDP) (source: Central Bank and
Ministry of Foreign Trade and Investment of Bolivia, official records).

framework for FDI by relaxing rules regarding market entry and foreign
ownership and improving the treatment accorded to foreign firms and the
functioning of markets.

An inappropriate policy framework can in part explain the slow
growth of FDI in the early 1990s. The FGSR, which included goods
markets deregulation, and reforms in fiscal, trade, and financial factors,
appear not to have been focused on the location decisions of foreign
investors. Moreover, political instability and the uncertainty regarding the
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success of the stabilization program constrained both foreign and
domestic investment. Although clear rules for foreign investment were
already set out in the early 1990s, mainly through the Investment Law
(1990) and the Privatization Law (1992), foreign investors did not really
become interested until strategic state monopolies were opened up to
private investors.

The Capitalization Law (CL) was launched in 1994 and is considered
the centerpiece of the SGSR. It established the economic and legal
conditions for capitalizing (Bolivian term for privatizing) large state-
owned companies and promoting foreign capital inflows. Under the
capitalization process, the six principal state-owned enterprises, YPFB (oil
and gas), ENDE (electricity), ENFE (railways), ENTEL (telecommunica-
tions), LAB (aviation), and EMV (mining and smelting), were put up for
sale by international tender and the winning bidders gained management
control and a 50 percent stake in the enterprise, while the government
retained the remaining 50 percent share. In addition, unlike traditional
privatization schemes where funds are transferred to the government, cap-
italization required the successful bidder to invest the money in the
company itself over a stated period, effectively securing fixed capital
investment.

The process has had a considerable impact on FDI because it has pro-
moted the creation of firms backed by foreign capital or capitalized enter-
prises (CEs) and produced investment commitments worth around
US$1.7 billion in the period since 1995. In addition, the policy framework
has given enterprises the opportunity to access abundant natural
resources, such as hydrocarbons and water, and control of companies with
monopoly power, such as electricity and telecommunications.

Capitalized enterprises were responsible for almost 40 percent of all
inflows to Bolivia in the period 1995-2001. While the investment boom in
the CEs is now coming to an end, FDI in other sectors shows a continued
upward trend, partly encouraged by the liberal investment climate
demonstrated by the capitalization process. However, the end of the wave
of capitalizations coincided with a worldwide economic crisis as well as
increased political and economic instability in Bolivia, all of which
deterred FDI inflows.

Growth, poverty and inequality

Economic growth in Bolivia has been very erratic and insufficient for
reducing the very high poverty rates observed, especially in rural areas.
Figure 11.6 shows annual per capita GDP growth rates between 1966
and 2002. The average growth rate is zero, implying that the level of pro-
ductivity in Bolivia is now precisely the same as it was in the mid-1960s. It
does appear, however, that the volatility of growth has fallen after the
introduction of the NEP in 1985, and average per capita GDP growth has
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Figure 11.6 Per capita GDP growth in Bolivia, 1966-2002 (source: World Bank
(2002)).

also been positive since 1985 (averaging 0.7 percent per year between
1986 and 2002).

Despite the lack of productivity growth, there has been some progress
in poverty reduction. Especially non-monetary indicators of well-being
show significant improvements between 1976 and 2001. According to the
census of 1976, 85.5 percent of the populations were suffering from unsat-
isfied basic needs (UBN). By 2001, this share had fallen to 58.6 percent,
reflecting massive public investment in basic services, such as water, sanita-
tion, and education (Table 11.2).

The share of people who do not have even their basic needs satisfied is
still much too high, however, and the regional disparities are getting more
and more pronounced. Table 11.2 shows that the regions that were ini-
tially less poor have shown sharper reductions in poverty than the initially
poorest regions, implying that regional inequality is widening. Potosi con-
tinues to be the poorest department in the country, with 79.7 percent of
its population with unsatisfied basic needs, showing hardly any progress
since 1992 (80.5 percent). Santa Cruz, on the other hand, had the lowest
level of unsatisfied basic needs in 1976 and showed the biggest reduction
in poverty between 1976 and 2001 (41.2 percentage points).

Much of the improvement in non-monetary poverty indicators has been
possible due to generous foreign aid (averaging 10 percent of GDP since
1985). Although people have access to education, water, sanitation, and
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Table 11.2 Population with unsatisfied basic needs (UBN), 1976-2001

Region Census (%) Average annual change

1976 1992 2001 1976-2001 1992-2001

Chuquisaca 90.5 79.8 70.1 —0.82 —1.05
La Paz 83.2 71.1 66.2 —0.68 —0.53
Cochabamba 85.1 71.1 55.0 —1.21 -1.74
Oruro 84.5 70.2 67.8 —0.67 —0.26
Potosi 92.8 80.5 79.7 —0.53 —0.09
Tarija 87.0 69.2 50.8 —1.45 —1.99
Santa Cruz 79.2 60.5 38.0 —1.65 —2.43
Beni 91.4 81.0 76.0 —0.62 —0.54
Pando 96.4 83.8 72.4 —0.96 —1.23
Bolivia 85.5 70.9 58.6 —1.08 —1.33

Source: INE-UDAPE (2002).

health services, their income earning capacity has barely increased, and
monetary poverty has thus remained stubbornly high. The data on income
poverty is very limited, due to a lack of national household surveys before
1997. However Klasen and Thiele (2004) have recently made a fair
attempt at estimating national poverty rates back to 1989 using a new
methodology combining urban income surveys with national health
surveys. Although the estimations are still preliminary, the basic trends are
likely to be correct. Their results show substantial reductions in income
poverty in urban areas during the 1990s, but there appears to be a partial
reversal during 2000-02. In rural areas, there was a moderate reduction in
poverty during the second half of the 1990s, but an almost complete rever-
sal during the first years of this decade (Figure 11.7). Thus, these 13 years
of structural and social reforms supported by a massive influx of foreign
aid and foreign direct investment, have barely made a dent in rural
poverty. It appears that the rural part of the country is insulated from the
rest of the Bolivian economy, unable to benefit from any trickle-down
effects there might be from reform-induced growth.

It is interesting to notice that the relatively good year in terms of
poverty (1999) coincides with a record low level of exports (17 percent of
GDP, see Figure 11.1), whereas the relatively bad years (1989 and 2002)
coincide with relatively high levels of exports, at least by post-1985 stand-
ards (22 percent of GDP). These casual observations make it unlikely that
even a thorough empirical analysis could demonstrate that overall exports
would have a significant beneficial impact on poverty in Bolivia.

Klasen and Thiele (2004) also provide estimates of the evolution of
inequality between 1989 and 2002 using the same methodology of com-
bining national health surveys with urban income surveys. The results
indicate that overall inequality is approximately the same in 2002 as it was
in 1989 (Gini coefficient around 55) but with a dip in 1999 corresponding
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Figure 11.7 Evolution of monetary poverty in Bolivia, 1989-2002 (source: Klasen
and Thiele (2004)).

Note: 1989 and 1994 poverty are estimated using National Health Surveys in addition to
urban household surveys.

to the lower poverty that year, and with substantial differences between
rural and urban areas (see Figure 11.8). Whereas inequality in the capital
cities seems to have increased dramatically between 1994 and 2002, rural
and provincial poverty seem to have fallen. It thus appears that the fate of
the urban population, including the urban poor, has been closely linked
to macro developments and has recently led to a significant deterioration
in poverty and inequality. In contrast, the much poorer rural population
have been more detached from improvements and deteriorations in the
overall economic environment and their poverty trends have followed a
different logic.

Impact of trade and FDI policies on the economy

FDI and growth

FDI is generally believed to promote economic growth in the recipient
country by increasing total investment and improving efficiency through
the introduction of new technology and better management practices.
In developing countries, the empirical evidence shows a positive relation-
ship between FDI and growth, but there is no agreement on whether FDI
leads to growth or vice versa. Cross-section evidence supports the hypothe-
sis that FDI requires preconditions to promote growth. For example,
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Figure 11.8 Evolution of inequality in Bolivia, 1989-2002 (source: Klasen and
Thiele (2004)).

Note: 1989 and 1994 numbers are estimated using National Health Surveys in addition to
urban household surveys.

Borensztein et al. (1998) point out that FDI has a positive effect on growth
when the country has a minimum threshold stock of human capital; and
Alfaro et al. (2002) find that FDI promotes growth in economies with suffi-
ciently developed financial markets.

While international evidence for these complementary effects is relatively
strong, the empirical findings from Bolivia are weak. Table 11.3 shows that
neither education nor financial market development interact significantly
with FDI in their effect on growth. Trade, on the other hand, does seem to
have a complementary effect on FDI: only when the ratio of trade to GDP is
more than 52 percent. This suggests that policies that promote exports (e.g.
reducing the fixed costs of exporting by supporting transport infrastructure
and distribution networks) would improve the impact of FDI. When interac-
tions are omitted, FDI is not significantly correlated with growth.

The lack of complementary effects between FDI and education and FDI
and financial market development indicates that the contribution of FDI
to economic growth may have been limited by local conditions. A low level
of human capital limits the capacity to absorb new technology and apply
modern management techniques, while underdeveloped financial
markets limit the economy’s ability to exploit potential FDI spillovers,
because, in order to take full advantage of new knowledge, firms will
generally have to do some restructuring, which will require financing
(Alfaro et al., 2002). The commercial banking system in Bolivia is charac-
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Table 11.3 The effect of FDI on per capita GDP growth: Bolivia (1970-2000)

Independent Variable (1) (2)
Constant —0.51* —0.40*
(0.13) (0.05)
Freedom index®* (1-SPEI)® 0.0047% 0.0036%**
(0.0021) (0.0018)
Log (government spending/GDP) —0.22% —0.20*
(0.04) (0.02)
Education® 0.12
(0.17)
Private sector credit/ GDP —-0.01
(0.05)
Trade/GDP —-0.03
(0.05)
FDI/GDP (lag 1) 0.94 —1.36%*
(0.67) (0.66)
FDI/GDP (lag 1)* Education —1.99
(1.40)
FDI/GDP (lag 1)* Private sector credit/GDP 0.06
(1.34)
FDI/GDP (lag 1)* Trade/GDP 2.66%#:%
(1.38)
R? 0.78 0.77
R? — adjusted 0.71 0.72
Durbin Watson 2.24 2.09
Number of observations 30 30

Notes

All the variables were found to be non-stationary, I(1), and the residuals from the regressions

turned out to be I(0). The standard error is given in parentheses and the asterisks indicate

level of significance at *1%, **5%, and ***10%.

a State of Freedom by Freedom House: Those with ratings averaging 1-2.5 are generally
considered “Free,” 3-5.5 “Partly Free,” and 5.5-7 “Not Free.”

b Structural Policy Efficiency Index (SPEI) (Lora, 2001): where 0 corresponds to the worst
reading for any year and 1 to the best.

¢ Secondary Gross Enrollment.

terized by very high real interest rates, short-term loans, and requires 200
percent collateral security.

The economy’s ability to exploit potential FDI spillovers may also
depend on its sectoral distribution. Table 11.4 shows that the most import-
ant destination of FDI has been capital-intensive and skill-intensive
sectors, like hydrocarbons, telecommunications, and electricity. While the
hydrocarbons sector did experience the introduction of new processes,
advanced technologies, managerial skills, employee training, international
production networks, and access to markets, it created relatively few link-
ages with the local economy and thus fewer possibilities for significant
spillovers. Similarly, FDI has contributed to the modernization of telecom-
munications and electricity services, but the linkages with local suppliers
are weak. As more than half of all FDI over the period 1996-2001 was
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Table 11.4 FDI and export compositions by sector (%) (accumulated stock:

1996-2001)

Sector FDI share Export share
Primary 355 42.6
Hydrocarbons 34.1 11.6
Mining 1.3 20.3
Agriculture 0.1 10.7
Manufacturing 8.0 57.4
Food products and beverages 3.3 22.8
Refined petroleum products 2.1 0.9
Non-metallic mineral products 0.8 0.2
Furniture and jewelry 0.7 6.4
Basic metals 0.3 15.7
Chemicals and chemical products 0.3 0.7
Paper and paper products 0.2 0.2
Other manufacturing 0.2 10.4
Service 56.1 0.0
Telecommunications 14.1 -
Construction 10.2 -
Electricity 7.3 -
Transport via pipeline (natural gas) 5.3 -
Financial intermediation 4.7 -
Transport 3.3 -
Other services 11.3 -
Total (US$ m) 4,965 7,090

Source: National Institute of Statistics of Bolivia.

directed into sectors with relatively few linkages, there may be fewer bene-
fits of FDI to Bolivia than was expected by looking at the experiences of
FDI in many East Asian countries where spillovers and linkage creation
often related to manufacturing sectors such as electronics, automobile,
and garments and textiles. In Bolivia, only 8 percent of FDI went into
manufacturing during 1996-2001, thus limiting the possibilities for
reaping the advantages of potential spillovers.

On the basis of the results of a survey conducted with executives of
foreign companies in Bolivia, Nina and Rojas (2001) find that access to
natural resources and regional markets was among the main motivations
for FDI. Recently, FDI in natural gas has helped gas to become the main
export, accounting for 20 percent of total exports in 2002. However,
Andersen and Faris (2002) argue that the effects of a substantial increase
in natural gas exports due to capitalization may lead to a temporary (but
not permanent) increase in GDP growth during the few years of rapidly
expanding export volumes.

Since FDI does not automatically lead to growth, public policies may be
required to attract FDI and create an enabling environment to benefit from
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it. Vidaurre (2002) points out that the government needs to pay attention to
additional factors that influence investors’ location decisions. He suggests a
range of business facilitation measures that seek to reduce costs through a
combination of improvements in communications infrastructure and the
creation of larger markets. He also mentions that the manufacturing sector
would benefit from a clear investment policy, since technology diffusion is
not an automatic consequence of the presence of some knowledge stock.

One of the channels through which FDI can enhance economic growth
in host countries is by increasing total investment. FDI can crowd in or
crowd out domestic investment. However, on average, Bosworth and
Collins (1999) find that an increase of a dollar in FDI is associated with an
increase in total domestic investment by an average of 80 cents in develop-
ing countries. In Bolivia, evidence suggests that only half of FDI translates
into an increase in total domestic investment (Figure 11.9), although this
increases to a one-for-one increase in total domestic FDI investment
through the capitalization process. In the remaining sectors, the impact of
FDI on total domestic investment has been very low, and it has encour-
aged little if any complementary local investment.

FDI through capitalization may also have reduced the need for local
public investment and this may have enabled a reallocation of public
investment from the productive to the social sector. This reallocation can
partly compensate for the lack of spillovers, as it allows the government to
invest directly in people, including those outside the foreign companies.
However, the role of government should extend beyond reallocating
public funds. For instance, privatized natural monopolies, such as water
and electricity, require strict regulation to protect consumers.

1.0
0.9
0.8+
0.7
0.6+

0.5
0.4
0.3+
0.2
0.1

Impact
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Developing countries Total Capitalization

Figure 11.9 The impact of $1 of FDI on total domestic investment (sources: devel-
oping countries: Bosworth and Collins (1999), period 1979-95. Bolivia:
own estimations, period 1976-2000).
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The effects of FDI on income inequality can be analyzed through its
effects on wage inequality and non-wage inequality. According to te Velde
(2002), the effects of FDI on wage inequality can be analyzed by looking at
(i) composition effects (foreign firms may have different skill intensities
from domestic firms), (ii) skill-specific technological change (FDI could
induce faster productivity growth of labor in both foreign and domestic
firms), (iii) skill-specific wage bargaining (skilled workers are usually in a
stronger bargaining position than less skilled workers), and (iv) training
and education (foreign firms generally undertake more training than
local counterparts). The effects on non-wage income could be indirect,
for instance through public policies or partnerships between foreign
firms, governments, and local communities.

The empirical evidence shows that some Latin American countries have
experienced an increase in wage inequality as a result of FDI. In the case
of Bolivia, te Velde (2002) finds that FDI may have accounted for a
significant part of the observed increase in urban wage inequality during
1987-97, with FDI correlated with lower real wages for skilled and
unskilled workers. Recently, Vedia (2002) found that the capital-intensive
sectors have significant positive correlations with the fifth quintile of
urban income distribution. Furthermore, as Table 11.5 shows, the real
wages of workers in the capital-intensive sectors have experienced a revival
since 1996. Workers in these sectors tend to be the more educated
workers. FDI is also concentrated in these sectors.

The results can in part be explained by the fact that FDI has gone into
the skill-intensive sectors, thus creating a relative shortage of skilled labor.
The TNGs have had to train their workers intensively, and subsequently
pay them higher salaries to prevent their departure with their newly
acquired knowledge. These findings are supported by Andersen and Faris
(2002), who find that the expansion of the hydrocarbons sector mainly
benefits the groups that initially earned the highest incomes, i.e. skilled
workers. Similarly, Jemio and Wiebelt (2002) find that FDI worsens
income distribution slightly.

There are valid reasons for concern about the deterioration in income
distribution caused by FDI, particularly as there is no evidence of signific-
ant poverty reduction. The majority of poor people are working in agricul-
ture, manufacturing, and other services, three sectors that have seen
deteriorating or stagnant real wages. The dramatic fall in agricultural
incomes during the period of the FDI boom is particularly worrying, as it
inevitably contributes to a deepening of poverty and likely pushes many
people into extreme poverty.

There are various public policies available that can help to improve the
distributional effect of FDI. One is to use fiscal revenues for social investment
(e.g. education) in order to develop the poorer segments of the economy.
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While there appears to be little effect of trade openness on growth in
Bolivia, trade is obviously necessary to service its debt and obtain essential
investment goods that are not locally produced. It may also be the case that
even though there is no relationship between aggregate trade, growth, and
poverty in Bolivia, people working in specific export sectors do benefit from
such exports in terms of higher salaries and less poverty. In order to test this
hypothesis, we have identified the principal sector of work (down to four
ISIC digits)® for each salaried person in the 2001 MECOVI household
survey, and matched it with the value of exports in each of these sectors.

The Bolivian working population is distributed among more than 200
different sectors, but only a few of these are important in terms of export.
Table 11.6 shows eight of the most important export sectors, accounting for
close to 80 percent of all exports in 2001, together with the number of
people employed in each sector and the average monthly income gained by
those who work in the sector.* It is clear that the two main export sectors,
soya and natural gas, are also the sectors that pay by far the highest salaries.
The problem is that it is relatively few people who benefit from these high
salaries, and the ones who do tend to be highly educated (in the case of the
natural gas sector) or large landowners (in the case of soya production), so
this kind of export would tend to worsen the income distribution.

Table 11.6 Main Bolivian export sectors, employment and exports in 2001

ISIC sector Employment Average salary — Exports
(1,000 persons) — (US$/month) (million US$)

1514 Manufacture of vegetable

and animal oils and fat (soya) 3.7 510 317
1110 Extraction of crude oil and

natural gas 6.0 495 285
1320 Mining of non-ferrous

metal ores 35.0 137 185
2720 Manufacture of basic and

non-ferrous metals n.d. n.d. 146
3691 Manufacture of jewellery

and related articles 8.0 146 101
2010 Sawmilling and planing of

wood 4.5 139 25
3610 Manufacture of furniture 40.8 131 23
1810 Manufacture of wearing

apparel, except fur 54.5 95 15

Source: MECOVI (2001) and UN COMTRADE (2002).

Note

Employment numbers are estimated based on the MECOVI survey, which is not designed to
be representative at the sectoral level. The numbers are therefore only rough approxima-
tions. In addition, the numbers only include persons who earn a positive income from the
activity. Helping spouses and children who are not paid, are not included.
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The remaining export sectors pay closer to the national average
for salaried workers (US$135/month), with workers manufacturing jew-
ellery doing slightly better (US$146/month) than average, and workers
making clothes doing somewhat worse (US$95/month). Notice that the
moderate poverty line is only about US$40/month, so the people working
in these export sectors are in general well above the poverty line, and
changes in their salaries would thus not directly affect the poverty head-
count.

In order to test whether trade has a positive impact on salaries at the
individual level, we run a regression with the logarithm of the monthly
salary as the dependent variable and the log of sector exports and imports
as explanatory variables. A number of control variables, such as education,
age, gender, ethnicity, work sector, and location, are also included. The
regression results are presented in Table 11.7.

Table 11.7 The effect of sector imports and exports on salaries (2001)

Independent variable: Log (income) Coefficient t-value
Constant 3.6551 20.78
Years of education 0.0566 19.27
Age 1.4326 14.55
Age squared —0.1755 —11.82
Dummy for woman —0.3967 —14.18
Dummy for indigenous —0.1546 —6.48
Dummy for blue-collar worker —0.3713 —=5.03
Dummy for white-collar worker —0.3522 —4.74
Dummy for self-employed —0.8746 —12.01
Dummy for cooperative worker —0.7255 —=5.91
Dummy for work in family business —0.6108 —6.48
Dummy for public sector 0.6557 6.20
Dummy for traditional agriculture —0.3015 —5.51
Dummy for electricity sector 0.4263 3.69
Dummy for construction sector 0.4045 7.80
Dummy for commerce sector 0.4687 8.48
Dummy for hotel and restaurant sector 0.6709 8.72
Dummy for transportation sector 0.5254 9.02
Dummy for banking sector 1.0945 5.79
Dummy for highland residence —0.3040 —10.46
Dummy for lowland residence 0.1545 5.49
Log (sectoral exports) 0.0301 4.09
Log (sectoral imports) —0.0187 —2.51
R? 0.3513

Number of observations 8,014

Source: Author’s estimation based on MECOVI (2001) and trade data from UN COM-
TRADE (2002).

Note
t-values are based on robust standard errors as estimated by the Huber/White “sandwich”
estimator.
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The results show that the value of exports is indeed a positive and
significant determinant of wages in the exporting sector. Holding every-
thing else constant, persons working in sectors that export more would
tend to earn higher monthly wages than persons working in tradable
sectors with less export. However, the estimated elasticity of wages with
respect to exports is quite low. If one sector has exports twice as high as
another, the level of salaries would only be 3 percent higher. Assuming
that this estimated difference in salaries is indeed due to exports (and not
to some unobserved variable such as capital intensity) we can also con-
clude that, if, for example, exports of soya were to double, it would imply
an increase in salaries of about 3 percent for the people who work in the
soya sector.

Imports, on the other hand, tend to have a negative effect on salaries in
the sectors that produce these goods locally, most likely because they
compete with locally produced goods and push down prices and salaries.
The problem is biggest in the sectors where there is a considerable local
production, i.e. the manufacturing of food, drinks, and clothing, whereas
the imports of capital goods have no such negative effect since there is vir-
tually no local production to compete with. Needless to say, consumers
might well have gained from imports.

The estimated coefficients on the control variables all have the
expected signs. Holding all other characteristics constant, people with
more education tend to earn higher salaries, people with more
experience tend to earn more (until a certain point), women tend to earn
about 40 percent less than men, indigenous people tend to earn about 15
percent less than non-indigenous people, people in the highlands earn
about 46 percent less than people in the lowlands, and people in the
public sector about 66 percent more than people in the private sector. Of
the non-tradable sectors, the one that has the most attractive level of
salaries is the banking sector, followed by hotel and restaurants, trans-
portation, commerce, electricity, and construction. Far behind these
comes traditional agriculture. The most attractive type of income earner is
employer, followed by white-collar worker, blue-collar worker, family
worker, and cooperative worker, while self-employed in the informal
sector is the least attractive.

Persons who combine many of the characteristics with negative coeffi-
cients, for example indigenous women living in the rural highlands and
working in subsistence agriculture from which there are no exports, have
extremely low incomes and are thus extremely poor. Since they neither
export nor import any goods there is little direct effect of trade on these
unfortunate people. However, there may be indirect effects and medium-
to long-term effects. It is possible that if some labor-intensive export
sectors boomed, these sectors could attract previously self-employed
people into blue- or white-collar positions, which could imply a substantial
improvement for these persons in terms of income.



Bolivia 227

There has been a significant change in the composition of employment
over the years (Table 11.8). The sectors that have lost most employment
between 1992 and 2001 are clearly the agricultural sector, and most likely
the traditional part of agriculture, without exports. This is a positive devel-
opment, as extreme poverty tends to be concentrated in this sector. The
mining sector has also lost a large number of jobs, which coincides with
the fall in exports from that sector. This has likely contributed to an
increase in poverty, as miners do not easily find alternative employment.
The increase in hydrocarbon exports cannot be seen in the number of
jobs in the hydrocarbon sector, as the capitalization process included a
complete restructuring of the sector and a further intensification of
capital instead of labor. The manufacturing sector created more than
100,000 new jobs between 1992 and 2001, likely affected by the substantial
increase in non-traditional exports, but not by foreign direct investment,
which was almost negligible in the manufacturing sector. Most job cre-
ation was found in the manufacturing of textiles, clothes, and leather
products, followed by food products and furniture.

By far the biggest job generator between 1992 and 2001, however, was
the service sector, largely unaffected by both exports and FDI. The hotel
and restaurant business has created almost 280,000 jobs, which is a very
positive development for several reasons. First, the sector employs a lot of
unqualified labor and pays relatively well (compared to realistic alternat-
ives for these workers). It is thus likely to have a beneficial effect on
poverty. Second, it employs relatively higher numbers of women, offering
a very desirable alternative to the informal and badly paid jobs in private
residences. Third, to a large extent the sector services foreigners, which
means that it generates foreign revenues, even if no goods leave the
country. Fourth, there are many positive spillover effects to other sectors,
as the sector uses mainly local inputs. This sector is likely to be responsible
for a large part of the extra construction jobs and they may also have pro-
vided stimulation for several manufacturing subsectors (e.g. furniture,
mattresses, and textiles). They may also help create a critical mass of
tourist facilities, that can help stimulate the more lucrative parts of the
tourism business than the young backpackers that currently tend to domi-
nate the picture.

While there are many positive trends to be observed in the sector com-
position of jobs in Bolivia, it is not clear whether FDI and changes in trade
patterns are among the drivers of those changes. An alternative way of
analyzing the distributional impacts of exports from different sectors is
presented in a recent study by Andersen and Evia (2003). It uses a highly
disaggregated Computable General Equilibrium Model of the Bolivian
economy to investigate the likely impacts of hypothetical, price-induced
export booms in several different export sectors. The model operates with
13 different productive sectors and six different household types as well as
a government sector and an entity called “Rest of the World.” The flows in
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the model are based on a social accounting matrix from 1997 that shows
from which sectors each type of household earns its income and in which
sectors they spend their money.” It also shows where the government gets
its revenues from and how it spends these revenues. With such a model it
is possible to experiment with the international trade variables and see
who would be affected and how.

The results from the study indicate that there are three export sectors
that have beneficial impacts on inequality and poverty, in the sense that
exports from these sectors would tend to increase the income of the
poorer population groups and reduce the Gini coefficient of inequality.
One is “Modern Agriculture” whose expansion would tend to benefit espe-
cially rural unskilled workers, urban informal, and, to a smaller extent,
employers. Another is “Consumer Goods™ which tend to benefit urban
informal and rural smallholders, the two population groups that contain
almost all urban and rural poor. The last export sector with such benefi-
cial properties is the “Coca” sector, which provides dramatic benefits for
rural unskilled workers and rural smallholders.

In sharp contrast to these three sectors stands the traditional export
sector, namely “Mining.” A boom in mining exports would tend to benefit
the already richest population group, employers, and the relatively well-
paid unskilled workers that work in the mines.” Rural workers and rural
smallholders would suffer substantial reductions in their income, mainly
due to the adverse effects on “Modern Agriculture” arising from the
Dutch Disease that invariably would follow the mining boom. A natural
gas boom would have little effect on household incomes and thus little
effect on the income distribution. The only big effect is to be felt on
government revenues, but even after all these revenues have been spent
and invested, households are unlikely to be better off, unless the govern-
ment dramatically changes their spending and investment patterns.

Conclusion

Bolivia introduced the New Economic Plan in 1985 in the hope that this
would attract more foreign investment and foster trade, leading to faster
growth and poverty reduction. Nearly two decades on, this plan seems to
have failed to achieve many of its goals. Trade as a percent of GDP has not
increased, though FDI has increased due to capitalization policy. GDP per
capita has not increased when taken over the past four decades (though it
must be noted that other politically unstable economies have seen GDP
per capita fall), but there appears to be an upturn in GDP per capita over
the latter half of the period.

Poverty has fallen in the 1990s particularly in regions that were already
less poor, but there appears to have been some reversal in the most recent
years. Inequality in capital cities increased dramatically. Thus, it seems
that the increase in FDI and the continuation of existing exports have not
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been able to reduce (income) poverty and inequality significantly. For
this, trade and FDI have not had a sufficient poverty focus. For example,
FDI has not benefited export sectors (such as clothing and modern agri-
culture) that would help income opportunities for the poor.

Notes

1

2

For a complete description of the stabilization package, see Morales and Sachs
(1990).

For a thorough review of structural reforms in Bolivia, see Antelo and Jemio
(2000).

The International Standard Industrial Classification (ISIC) used by the United
Nations.

Only people earning positive income are counted. Helping spouses and chil-
dren who do not receive any salary are thus ignored.

The disaggregated Social Accounting Matrix was developed by a group of
researchers at the Kiel Institute for World Economics. It is described in detail in
Thiele and Piazolo (2002).

The “Consumer Goods” sector includes food, beverages, clothes, leather, wood,
paper, wood products, and paper products.

Miners, as well as most other unskilled workers, earn about US$120-140/month
and are thus located well above the moderate poverty line (US$60/month). The
two large groups located below the poverty line are rural smallholders and self-
employed urban informal.



12 Liberalisation, growth and
welfare

The ‘maquiliacion’ of the Mexican
economy

Andrew Mold and Carlos A. Roza

[TIn every case where a poor country has significantly overcome its poverty

this has been achieved while engaging in production for export markets

and opening itself to the influx of foreign goods, investment and techno-
logy: that is, by participating in globalisation.

Former Mexican President, Ernesto Zedillo,

cited in Rodrik (2001: 57)

NAFTA means more and better paid employment for Mexicans. This is the

essential thing, and it is so because more capital and investment will come,

which means more opportunities here in our country for our citizens. Put

simply, we can grow more rapidly and then concentrate our efforts more
on those who have least.

Former Mexican President Salinas de Gortaori,

cited in Dussel Peter (2000: 46)

Arguments for free trade often appear most convincing to those who have
no stake in their truth, but for the workers whose livelihood depends on
the accuracy of the trickle-down models, the theories usually seem too
flimsy to justify the risks.

Moon (2000: 174)

One morning at the beginning of 2001, Mexico woke up to the disturbing
news that the percentage of the population living in extreme poverty had
increased by 4.5 per cent during the previous two years (INEGI, 2001).
This announcement paradoxically coincided with the news that the
economy had grown by 6.9 per cent in 2001. The question on many
people’s minds was ‘how was this possible?’. This outcome was apparently
incongruous with the idea that the ‘outward-oriented’ development
model, which had been pursued aggressively by the Mexican admini-
stration since the beginning of the 1980s, would promote simultaneously
both economic growth and welfare. Was the news simply a statistical
blip in an otherwise promising panorama of underlying improvement?
Or was something more profoundly amiss with the outward-oriented
strategy?
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This chapter attempts to demonstrate that while there has undoubtedly
been important progress in particular dimensions of the Mexican
economy, the disjuncture between export growth and welfare is sympto-
matic of some deep underlying problems with the strategy adopted. It is
an (often overlooked) fact that, in absolute terms, the population living in
extreme poverty has increased by 18.3 million over the same period. It is
also highly significant that the pursuit of outward orientation has been
accompanied by what we term the maquiliacion of the whole Mexican
economy — a hollowing-out of domestic industry and a sharply increased
dependence on imported intermediate products. We argue that, although
such tendencies have some positive aspects, they are essentially incompati-
ble with the long-term development of the Mexican economy (i.e.
increases the level of employment and real wages). The aims of the
chapter are modest. We make no attempt to construct a theoretical model
concerning the channels through which these changes have taken place.
We limit the discussion to clarify the many contradictions which the
current strategy has engendered.

Although we focus on the Mexican experience of trade liberalisation
and export promotion, our analysis has implications for other countries
which have followed a similar path, in the sense that Mexico represents
one of the most dramatic and a priori favourable cases of reorientation of
trade strategy. With the signing of the North American Free Trade Area
(NAFTA) in 1991, the administration of Carlos Salinas de Gortari firmly
locked Mexico into an outward-oriented strategy. Mexico is now the
eleventh biggest trading nation of visibles in the world, ahead even of
South Korea. Moreover, in adopting this strategy, Mexico has enjoyed
some advantages that many other developing countries have lacked —
principally, the large size of its domestic market and, above all, its proxim-
ity to the world’s largest economy, the USA. In such a context, export
growth from Mexico has been among the fastest in the world since the
early 1980s. To some extent, therefore, it could be argued that the validity
of the outward-oriented strategy stands or falls on the strength of the
results produced in Mexico — nowhere could free traders conceive of a
more favourable take-off point, and nowhere has that experience been so
successful, if interpreted simply in terms of the promotion of a dynamic
export sector. However, there is a widespread feeling of frustration, even
among supporters of the strategy, regarding the failure of the new policies
to produce the expected pay-off in terms of income growth and poverty
reduction (Lustig, 2001; Tornell et al., 2003).

In this chapter we first describe the achievements of the Mexican
economy in terms of the dramatic increase in exports. We then consider
how these developments have affected the structural characteristics of the
Mexican economy, and analyse how these changes have influenced
Mexico’s growth performance. These achievements are then contrasted
with the new model’s performance in social terms — a lack of employment
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generation, low wages and negligible poverty reduction. Using an Error
Correction Model, we then attempt to estimate empirically the long-term
contribution of the export sector to economic growth in Mexico. There-
after, a number of hypotheses are broached regarding the plausible link-
ages which explain the apparent divergence between export performance
and general economic and social outcomes.

The positive results

Over the last two decades Mexico has succeeded like no other country in
Latin America in achieving a structural shift in its economy and a rapid
integration into the world economy (Table 12.1). Manufactured exports
now contribute around 84 per cent of total exports in value terms, and oil
has fallen to nine per cent of the total. Macroeconomic stability has also
been achieved, with inflation falling from an average of 83.9 per cent for
the period 1982-87 to 7 per cent in 2000-02. Foreign direct investment
(FDI) inflows, expressed as a share of GDP, have increased nearly three-
fold. The change in strategy was a reaction to the debt crisis which struck
the country in 1982, with the objective of restructuring the economy and
allocating resources in line with international prices (‘getting prices
right’). A fundamental first step in this process was the dismantling of
tariffs and restrictions on imports under the Immediate Programme of
Economic Restructuring (Programa Inmediato de Reorganizacion Economica
(PIRE)) at the start of the government of Miguel de la Madrid (1982-88).
During this period, Mexico also entered into the GATT (1985), thereby
giving an important signal regarding the seriousness of the reform

Table 12.1 Macroeconomic data, 1982-2002

1982-87 1988-94 1995-99 2000-02

GDP per capita growth (annual %) —2.2 1.6 1.3 0.9
Inflation, consumer prices (annual %) 83.7 30.8 24.5 7.0
Manufactures exports 28.0 58.2 81.4 84.3
(% of merchandise exports)
Manufacturing, value added (% of GDP) 23.5 20.7 21.2 19.6
Oil exports (% of total) 61.3 24.0 9.3 9.0*
Current account balance (% of GDP) 0.9 —4.4 —2.0 —2.7
FDI, net inflows (% of GDP) 1.2 1.4 3.0 3.1
Total debt payments (% of GNI) 9.83 5.98 9.54 8.41
Registered unemployment na 3.1 4.2 2.5
Remittances (US$ million) 1,146.7 2,699.0 4,859.7 8,427.4
Gross national savings (% of GDP) 23.1 18.2 21.3 19.4

Sources: World Bank, WDI online, available at www.publications.worldbank.org/register/WDI
(accessed 8 August 2004); OECD online, available at www.oecd.org; INEGI (2001).

Notes
* Indicates figures up until 2001 only, na indicates not available.
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process. Between 1985 and 1988, import licensing requirements were
scaled back to about a quarter of their previous levels, reference prices
were removed and tariff rates on most products substantially reduced.
Between 1986 and 1988, average tariffs fell from 24 per cent to only 11 per
cent. In 1989, Mexico also eased restrictions on the rights of foreigners to
own assets in the country. Thus ‘by 1989, Mexico was one of the most
open economies in the developing world” (Revenga, 1997: 22).

It is therefore misleading, as some observers do, to portray Mexican
trade liberalisation as principally the result of NAFTA. The process of lib-
eralisation had already been pursued for some nine years when NAFTA
came into force on 1 January 1994. Most analysts argue that the decision
to enter into a free trade agreement with the USA was based not only on
economic grounds, but also to ensure the irreversibility of the policy meas-
ures — to lock Mexico into a path of liberalisation and policy reform. That
the resulting agreement has been full of tensions, misunderstandings and
intentional blockages is well known — the United States has proved to be a
difficult partner, and has conceded to Mexico far less than the Mexican
administrations would have wished for. However, even in the dark period
of the ‘Tequila crisis’ (the severe financial crisis which hit the Mexican
economy the very year that NAFTA came into force — 1994), there has not
been any question of withdrawing from NAFTA, and in this sense, the
agreement has achieved its purpose from the Mexican side.

One policy which was key to this transformation process was the consol-
idation of the magquila industry, an investment attraction and export
promotion scheme that offers benefits to qualified firms regarding import
duties and other taxes. This policy actually predates the shift towards an
outward-oriented strategy by 20 years, being originally established in the
mid-1960s with the objective of mitigating the serious unemployment
problem in the border areas with the United States (Buitelaar and Padilla
Pérez, 2000). However, the maquila as a strategy for promoting exports
came into its own under the new economic strategy. Employment in the
maquila went from around 100,000 in 1980 to over a million by the end of
the 1990s.

Between 1982 and 2000, Mexico almost tripled the degree of openness
of its economy, expressed as total imports and exports as a percentage of
GDP (from 21 per cent in 1982 to 59 per cent in 2000). At the same time,
a remarkable inversion in the structural characteristics of exports
occurred - oil falling from 78 to only 20 per cent of total exports in 2003."
During the government of Miguel de la Madrid, total exports (excluding
oil) rose from US$6.3 billion in 1983 to US$13.9 billion in 1988, while
under the administration of Salinas de Gortari (1988-94) they reached
$53.4 billion by 1994. In total, that represents a growth of 750 per cent. In
relative terms, manufacturing export growth (excluding the maquila) was
even more dynamic, rising from US$4.6 billion in 1982 to US $24.1 billion
at the end of the administration of Salinas. If we include oil and maquila
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industry exports, total exports in 2000 reached US$166.5 billion, making
Mexico one of the ten most important exporters in the world. Only
during the first three years of the Fox government have these trends
reversed, with negative rates of growth for exports. To sum up, in terms of
achieving its principal objectives of an increase in the volume and compo-
sition of exports, the success of the new developmental model has been
truly impressive.

These structural changes have been accompanied by a sharp intensifi-
cation of the links between the US economy and that of Mexico. The USA
accounted for around 70 per cent of all exports at the beginning of the
1980s, but by the late 1990s accounted for almost 90 per cent. Mexico has
also become increasingly dependent on FDI from the USA, on average
accounting for two thirds of total inflows. Mexico has been drawn into the
economic cycle of the US economy; whereas in the 1980s, economic
performance was practically asymmetrical between the two countries, now
the growth cycles have converged (Kose et al., 2004; Garcés Diaz, 2003).
While the increase in manufacturing exports has lowered the vulnerability
of export revenue to changes in oil prices (OECD, 2004: 35), Mexico has
replaced a sectoral dependence on a single commodity with one based on
single market. An evaluation whether this strategy has been the correct
one would have to revolve around the long-term prospects of the US
economy, on which many analysts are quite pessimistic (Todd, 2002).

Liberalisation and structural change

In evaluating the impact of the new strategy on welfare, there are other
important features of the new model to be taken into account. Foreign
direct investment has played an increasingly important role in the dynam-
ics of investment in Mexico. The FDI/GDP ratio rose from 1.2 per cent in
the 1982-87 period to 3.1 per cent in 2000-02, and as a share of gross
fixed capital formation, FDI increased fourfold, from 5 per cent between
1981 and 1985 to 20 per cent in 2001 (Table 12.1 and UNCTAD FDI data-
base). Together with the indicators related to export performance, the
figures on FDI inflows have been widely praised by the IFIs and the finan-
cial press. Nonetheless, some caveats are worthy of mention.

FDI is widely assumed to act as a catalyst for rapid export growth (e.g.
OECD, 2002), and by 2000, nearly two thirds of Mexican exports came
from foreign affiliates (Palma, 2003: 6). However, the presumption that
increased FDI flows would lead to an improved trade balance for Mexico is
not well-founded. For instance, the early surge in FDI into the Mexican
automobile industry was accompanied by a steep rise in imports, especially
in parts from the USA, so the sector experienced only small trade sur-
pluses, and even deficits, up until 1994 (UNCTAD, 2002: 110). For the
multinational sector as a whole, estimates of a negative trade balance of
$6.9 billion rose in 1993 (up from $3 billion in 1990). If we also bear in
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mind the high rate of profit repatriation (see Palazuelos, 2001: 22), the
overall contribution of multinationals to the balance of payments is mas-
sively negative. This point is relevant because Mexico suffers from an
incipient balance of payments deficit, the root of the 1982 debt crisis and
the 1994 Tequila crisis; these crises, and the responses to them, are the
source of much of the deterioration in living standards witnessed in
Mexico over the whole reform period. This puts into question the long-
term sustainability of the export-oriented model — FDI has been associated
with a much higher import intensity on the part of multinational corpora-
tions and, as we shall see later, this has been a modus operand: which has
been generally copied by national manufacturing firms too. Thus, despite
the extremely rapid growth of exports, this has been more than matched
by import growth so there has been no sustained improvement in the
trade balance (Figure 12.1).

A second caveat is that, although Mexico has achieved a remarkable
success in promoting manufactured exports and foreign investment, this
may have been at the expense of the domestic market. Value added in
manufacturing as a share of total value added has decreased since the
process of opening up began in the mid-1980s. As Table 12.2 shows,
although Mexico’s share of world manufactured exports has increased
dramatically from 0.2 per cent in 1980 to 2.2 per cent in 1997, Mexico’s
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Figure 12.1 Exports, imports and trade balance, 1980-2003 (source: own elabora-
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tion, from World Bank, WDI online, available at: www.publications.
worldbank.org/register/WDI (accessed 8 August 2004)).
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Table 12.2 Share of world exports and value added of manufacturing in a selected
group of newly industrialising economies, 1980 and 2002 (percentage

shares)
Country Share in world exports of Share in world manufacturing
manufacturing value added
1980 2002 1980 2002
Brazil 0.7 0.7 2.9 2.2
India 0.4 0.7% 1.1 1.1
Indonesia 0.1 0.6* 0.4 1.0
Mexico 0.2 2.2% 1.9 1.1
Republic of Korea 1.4 3.1% 0.7 3.4
Taiwan 1.6 2.8% 0.6 1.4
Thailand 0.2 1.1 0.3 0.8
Turkey 0.1 1.2 0.4 0.6

Sources: UNCTAD (2002: 81) and UNIDO website, www.unido.org.

Note
* Indicates figures for 1997.

share of world value added in manufacturing has fallen, from 1.9 per cent
to 1.2 per cent. It does not seem unreasonable to suggest that something
might be amiss with a model of outward development which emphasises
the growth of manufacturing exports but fails to increase the overall share
of manufacturing in the economy.

A third point is the impact of the new strategy on the export structure
of the economy. Although 78 per cent of exports in 1982 were accounted
for by crude oil, there was a greater diversity in the relative contribution of
the different manufacturing sectors. Now, outside the maquila sector, it
could be argued that the subsequent export ‘success’ of Mexico has pri-
marily been dependent upon the contribution of just a few sectors — in
particular, metallic products, machinery and equipment, and its corre-
sponding subsectors. By 2003, this one sector accounted for 64.4 per cent
of manufacturing exports. This phenomenal growth in metallic products,
machinery and equipment has been principally due to the dynamism of
the auto industry in Mexico, with most exports destined for the North
American market (UNCTAD, 2002: 136).> Chemicals and textiles each
contribute another 7 per cent of manufacturing exports, again mostly to
the USA. Mexico has become the second largest single exporter of
apparel to the USA after China (Lopez-Cordoba and Moreira, 2003: 19).
Thus, at present, just three sectors are responsible for 80 per cent of
Mexican manufactured exports.

To summarise, NAFTA seems to have consolidated a trend that was
already underway since the mid-1980s when liberalisation started. NAFTA
has allowed Mexico to consolidate its position as a manufacturing goods
exporter, but with an increasing dependence on the North American
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market which has been focused on a few specific industries. Given the
vagaries of international markets and increasing competition from other
newly industrialising countries like China and India, this could easily turn
into a burden for the Mexican economy. There is evidence that this is
already happening, particularly in sectors like textiles, where Mexican
exporters will be exposed to the full force of competition from low-wage
exporters like India, Bangladesh and China.?

One final and disturbing aspect of the new model is that there appears
to be little relationship between the propensity to export and productivity
rises. Rising productivity that leads to higher wages will expand domestic
consumer demand, stimulating further production of goods and services
and, hopefully, creating a virtuous circle of growth (Polaski, 2003: 11). A
simple and suggestive analysis by Puyana and Romero (2001) of 49 manu-
facturing sectors over the period 1989-2000 reveals no association
between higher productivity growth and the propensity to export. Rozo
and Perez (2003) do not find strong evidence of a positive relationship
between export-oriented manufacturing sectors, foreign direct investment
and productivity. Indeed, in some sectors the estimated impact was negat-
ive. In more general terms, the economy has shown no productivity
improvement over the last decade (see Sistema de Cuentas Nacionales de
Meéxico (2003) vol. I, No. 94, pp. 183-4), a fairly damming indictment of a
model sold precisely on its ability to bring about a more efficient alloca-
tion of resources. Moreover, the trend in manufacturing industry, where
the bulk of the export growth has occurred, has actually been negative,
with employees suffering real cuts in their wages.

The social impact

Against the backdrop of an exceedingly impressive export and foreign
(though not domestic) investment performance, what has been the social
outcome of the new model? The evidence regarding income per capita is
not encouraging. Between the 1950s and the first debt crisis in 1982,
growth rates were high and relatively stable; there were only three years
during that entire 32 year period in which there was a decline in per
capita income. However, the performance in the last 20 years has been
markedly inferior, growth performance more volatile and per capita
income remains very low. Even if some recovery in per capita GDP growth
was registered for the period 1989-2000, compared with 1983-89, this was
mainly due to a higher rate of participation of the labour force and was
not propelled by productivity increases (Puyana and Romero, 2001).

The official data on poverty (see Cortés ef al., 2002), based on the
national poverty line, give the impression that poverty has not worsened in
relative terms over the last decade, fluctuating at around 44 per cent of the
population (Table 12.3). However, the absolute number of persons below
the poverty line did increase from 19.1 million to 23.8 million between 1992
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Table 12.3 Percentage of people living in poverty, national poverty lines,

1992-2000

1992 1994 1996 1998 2000
Households
Line 1 17.4 16.1 28.8 26.8 18.6
Line 2 21.8 22.7 36.5 32.9 25.3
Line 3 44.1 46.8 60.8 55.6 45.9
Persons
Line 1 22.5 21.1 37.1 33.9 24.2
Line 2 28.0 29.4 45.3 40.7 31.9
Line 3 52.6 55.6 69.6 63.9 53.7

Source: Cortés et al. 2002: 15.

Notes

Criteria of poverty as defined by the Comité Técnico para la Medicion de la Pobreza.

Lines of poverty are monetary measures based exclusively on income or spending by house-

holds and/or persons.

Line 1: income is insufficient to acquire a basic food basket.

Line 2: income insufficient to acquire basic food basket plus health, clothes, shoes, housing,
transportation and education.

Line 3: line 2 plus other non-food goods considered socially necessary.

and 2000 (Cortés et al., 2002: 15). The most worrying aspect has been the
way that the macroeconomic shocks have impacted upon the poorest
sectors of the society — those living in extreme poverty, defined as indi-
viduals who do not even satisfy their basic food needs. The size of the fall in
purchasing power in the aftermath of the Tequila crisis was dramatic, esti-
mated at an average of 30 per cent in the years 1995-97 ( Lustig, 2001: 102).
As a consequence, whilst at the beginning of the decade, only 22.5 per cent
of the population lived in extreme poverty, by the middle of the 1990s, that
figure had reached 37.1 million people, equivalent to 28.8 per cent of total
households. Although poverty subsequently fell in the last years of the
decade it was still at a higher level than at the beginning of the decade.

Based on more recent survey data, the World Bank (2004a) reports
some positive achievements over the last two years regarding poverty
reduction, particularly in rural areas. However, bearing in mind the negat-
ive GDP per capita growth in 2001 and 2002 (Table 12.1), this improve-
ment is hardly attributable to an improved economic performance. As the
authors of the report concede, it is probably best explained in terms of
higher remittances from Mexican migrants (which have almost quadru-
pled in value from $2.5 billion in 1990 to $9.8 billion in 2002, see Table
12.1), and better focused social policies.

Finally, there is also a growing regional divide in welfare. In 1980, for
example, the per capita GDP of Chiapas was 75 per cent of the national
average but by 1993 had fallen to 46 per cent of the national average
(Campbell et al., 1999: 140).
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Econometric analysis of the contribution of the export
sector

To investigate the relationship between export and income growth we opt
for an econometric analysis in the form of an augmented Cobb-Douglas
function (see Fosu, 2000; Medina-Smith, 2001). The model to be estimated
is derived from the classical Cobb-Douglas production function, Y= f[(L,
K); X] where Yis real aggregate output, L and K denote labour and capital
inputs respectively, and Xis exports. Although Xis not a proper argument
of the production function, in that it is not an input in the neoclassical
sense, it is intended to reflect international factors that may influence pro-
ductivity but are not captured in L or K. Thus, X may be viewed as a system-
atic error term affecting Y, so that the conditional expection E(XIL, K) is
non-zero. Hence estimates of the impacts of L and K on Y may be biased or
inconsistent unless the effects of Xare controlled for.

The production function can be differentiated to be expressed in terms
of growth rates and elasticities. For estimation purposes, the modified
version is written as:

y=c+bl+bk+bx+e (1)

where y, /, k and x are the growth rates of Y, K, L and X respectively, and
the 0,(i=1, 2, 3) are the respective coefficients to be estimated (inter-
preted as growth elasticities for I, Kand X), cis the constant term, and € is
the stochastic perturbation. In principle, the model is easily estimated.
However, as is frequent in time-series analysis, in practice there are consid-
erable problems of non-stationarity with this type of estimation, which
means that OLS could lead us to mistakenly accept spurious results. Pre-
liminary tests using the Augmented Dickey-Fuller test for stationarity con-
firmed our suspicions that the series was non-stationary.

The annual data used in the analysis was taken from Penn World
Tables (version 6.1), expressed in constant 1996 Mexican pesos, for the
period 1950-2000. One serious limitation to the dataset was the lack of a
homogeneous series for employment over the whole time period. The
Mexican government has been supplying data on employment on a com-
prehensive basis only since 1995. Even when those data are available, the
size of the informal sector and the very low level of social security pay-
ments means that official employment and unemployment figures need to
be taken with a healthy degree of circumspection. As a consequence, as in
Medina-Smith (2001), we were forced to use the population series avail-
able on Penn World Tables as a proxy for the level of employment. A
dummy variable was included (DUM = zero before 1987, one thereafter)
to account for the policy change towards an outward-oriented model initi-
ated in 1985, but whose consequences were not really noticeable in terms
of the elimination of tariffs until 1987 (Revenga, 1997).
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Although co-integration tests reveal the existence of at least two co-
integrating vectors,' we employ the error correction model (ECM)
method that allows us to combine data in both levels and differences in
the same equation. The results in Table 12.4 are at least consistent with
our observations that the New Economic Model (NEM) has not been com-
patible with a rise in the growth rate of the economy — the dummy vari-
able is negatively signed and highly significant. This implies that growth
has slowed down in the years after the implementation of the NEM. The
regression analysis suggests that, whereas investment has been a major
determinant of income growth, neither the employment proxy nor the
export variable are significant.

Aggregate production functions at an economy-wide level are of course
extremely controversial instruments to use, with some authors claiming
that, at that level of aggregation, variables are virtually meaningless (Fine,
2003). Whilst accepting in some degree these criticisms, our simple model
yields at least indicative results to corroborate some important points:

1 Exports do not appear to have been a significant driving force for eco-
nomic growth in Mexico over the last 50 years.

2 The dummy variable, representing the policy change in the mid-1980s
towards an open model of development, has a negative and significant
sign. This suggests that the policy change has coincided with a deterio-
ration in the long-term growth performance of the Mexican economy.

3 It appears that it is investment which is the principal motor of growth
in the Mexican economy. To the extent that the NEM has been associ-
ated with a relative fall in gross capital formation, the current model is
not compatible with a high rate of income growth.

Table 12.4 ECM, Mexican aggregate production function, 1953-2000

Dependent variable A(LnGDP)
Included observations: 48 after adjusting endpoints
A(LnGDP(—1)) 0.028 [0.114]
A(LnGDP(—2)) —0.078 [—0.313]
A(LnINVESTMENT(—1)) 0.111 [2.016]
A(LnINVESTMENT(—2)) 0.045 [0.898]
Constant —1.144 [—1.915]
InEXPORTS 0.027 [1.240]
InPOPULATION 0.222 [1.432]
DUM —0.093 [—2.831]
Adj. R-squared 0.198
F-statistic 2.450

Log likelihood 164.671

Log likelihood (d.f. adjusted) 154.705

Note

Figures in square brackets are t-statistics.
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Explanations for the weak linkages

A number of possible explanations can be posited as to why the phenome-
nal export growth of the Mexican economy has not translated into faster
economic growth or poverty reduction — rather it has coincided with a
stagnation in average living standards and poverty levels. We highlight six
different but interrelated explanations for the decoupling of export
growth from income and welfare improvements. The first two could be
considered more or less orthodox explanations related to processes of
bilateral and multilateral liberalisation. The last four deal with structural
issues associated with the change in the economic model.

Trade diversion

Many economists are sceptical about the advantages of regional integra-
tion schemes, seeing them as an impediment to the multilateral system,
and claim that most processes of regional integration divert more trade
from existing trading partners than they create with the associate
members, thus risking welfare losses. Panagariya (2004) is one of the most
vociferous critics in this context, and specifically cites the case of Mexico
as an example of a country that chose and implemented preferential liber-
alisation but failed to achieve high rates of growth. NAFTA rules of origin
in some sectors certainly have serious protective effects that shift trade
and investment patterns from lower to higher cost sources. For instance,
most clothing produced in Mexico gains tariff-free access to the North
American markets only if inputs are almost all sourced in North America
(World Bank, 2000: 76). Moreover, following the Tequila crisis, Mexico
increased tariffs on non-NAFTA imports of clothing from 20 to 35 per
cent in March 1995, just as it was reducing tariffs on NAFTA imports.
Mexican imports from the rest of the world fell by 66 per cent between
1994 and 1996, while those from the United States increased by 47 per
cent (World Bank, 2000: 42).

Whether the diversion of trade in itself is capable of explaining the fall
in welfare observed above is a moot point. Trade diversion implies import-
ing from a higher cost source instead of the lowest cost provider — in our
case, imports from the US or Canada. The well-known Kemp-Wan
theorem points out that if item-by-item trade flows with the rest of the
world are no smaller after the formation of a regional free trade agree-
ment than they were prior to it, then the agreement must have benefited
the partner countries. Krueger (1999), using a combination of ‘shift-share
analysis’ and a econometric gravity model, finds no evidence of significant
trade diversion away from existing partners after the instigation of
NAFTA. The author did however warn that the time passed since NAFTA
had come into force was short, and thus her findings did not preclude
significant trade diversion at a later date. A more general point is whether
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NAFTA was a good agreement for Mexico. During the negotiations, it was
clear that the Mexican administration aspired to achieve a lot more than
was finally conceded by the US government. For example, Mexico
obtained no benefits in terms of technology transfer (Rosenburg, 2002)
and the rules of origin have been interpreted as excessively strict. The use
of unfair trade practices by the United States related to antidumping and
countervailing duties have also recently been singled out for criticism by
the World Bank (2004c).

The impact of multilateral liberalisation

Although authors like Panagariya (2004) extol the virtues of multilateral
versus regional integration, some Computable General Equilibrium
studies suggest aggregate losses for particular developing countries due to
the implementation of the Uruguay Round. For example, Brown et al.
(2001) estimate losses for Mexico, primarily from the elimination of the
Multi Fibre Agreement (MFA) and increased competition in agriculture.
Relatively small gains in manufactured exports were deemed to be insuffi-
cient to offset these large losses. While these estimates are derived from
model simulations, the losses correspond fairly well with the contempor-
ary situation in Mexico, with a languishing agricultural sector and an
increasingly vulnerable textile sector.

Segmentation of the Mexican export industry

An intrinsic part of Mexico’s outward-oriented strategy has been its
reliance on export-processing zones (EPZs). Neo-classical analysis suggests
that EPZs have a negative welfare effect on the country: the creation of
zones will increase inefficiency by distorting production away from its
comparative advantage (Madini, 2000). Despite evidence that EPZs rarely
achieve much integration with the local economy, they are usually
defended on the grounds that they create employment and bring in much
needed foreign exchange. A number of objections can be made to these
arguments — the opportunity cost of resources dedicated to establishing
the EPZs (in terms of infrastructure provision, tax breaks, etc.) may be
excessively high; foreign exchange earnings are minimised because of the
high import intensity of foreign firms; employment creation may be low,
creating low-paid jobs in unstable circumstances and with high rates of
turnover.

From the point of view of the interaction between poverty and trade,
focusing too much attention on the maquila may not be merited — its con-
tribution to total employment is little more than 3 per cent. However,
from the point of view of its contribution to the trade balance, its role is
fundamental, now accounting for a little under half of all exports. Indeed,
if it were not for the net contribution to the balance of payments of
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maquila exports, the deficit in visibles would probably be unsustainable
(Table 12.5). Moreover, the mere existence of the maquila has obliged
the Mexican administration to replicate elsewhere the kind of incentive
structure for export markets that are present in the maquila (Bouzas and
Keifman, 2003: 162).

Unfortunately, in other spheres, the maquila policy has been far less
successful, for a number of reasons. The most commented negative char-
acteristic of the maquila is the low-level of local value added (Table 12.6).
It is estimated that barely 1 per cent of the purchases of the maquila are

Table 12.5 Net trade balance, maquila and non-maquila, 1995-2003

Year  Exports Imports Balance ($m)

Total ~ Magquila  Total — Magquila  Total Magquila  Non-maquila
$m (%) Fm (%)

1995 79.5  39.1 725 36.1 7.1 4.9 2.2
1996 96.0 38.5 89.5 34.1 6.5 6.4 0.1
1997 1104 409 109.8  33.1 0.6 8.8 —8.2
1998 1175 45.2 1254  33.9 -7.9 105 —18.4
1999 136.4 46.8 142.0  35.5 —56 134 —19.0
2000 166.5  47.7 1745 354 -8.0 17.8 —25.8
2001 1584 485 168.4  35.2 —-10.0 176 —29.2
2002 160.8 48.6 168.7 35.2 -79 188 —26.7
2003 1649 47.0 170.5  34.6 —56 184 —24.0

Source: INEGI

Table 12.6 Overview of maquila industry, 1990-2003

Year % value Employment Change in Productivity Salaries
added employment index index
1990 19.7 451,169 - 100.0 100.0
1991 17.6 434,109 —3.8 97.9 99.1
1992 18.1 503,689 16.0 99.8 100.6
1993 16.9 526,351 4.5 100.0 100.2
1994 14.6 562,334 6.8 103.6 104.9
1995 13.2 621,930 10.6 104.0 96.7
1996 12.8 748,262 20.3 103.5 91.5
1997 12.3 903,736 20.8 975 93.2
1998 11.4 1,014,023 12.2 97.0 94.2
1999 10.7 1,143,499 12.8 96.7 95.0
2000 9.9 1,291,498 12.9 97.4 105.0
2001 9.5 1,202,954 —6.9 94.5 111.8
2002 8.4 1,087,746 —9.6 95.0 114.3

Source: own calculations from INEGI (2001).

Notes
Valued added is expressed as a percentage of the value of production. Salary figures are
average yearly figures for workers, deflated by the consumer price index.
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made locally. The booming export economy generates little demand for
local industry, being highly dependent as it is on imported intermediate
products, and hence little employment and investment outside of the
maquiladora zone (Buitelaar and Padilla Pérez, 2000: 1636). Thus,
because local value added is basically limited to the contribution of
labour, this fall reflects the success that firms have had in constraining
wages in the sector. Because of the massive presence of FDI in the
maquila, it might be expected that wages in maquiladoras would be
higher than in the rest of the manufacturing sector.” However, the
Mexican case is atypical — maquila earnings are, on average, less than two
thirds of those paid in the rest of the manufacturing sector and, in the particu-
larly low wage industries like textiles (which is dominated by a female
workforce), are considerably lower than this.

Productivity growth has also apparently been neglible over the last
decade, while the share of skilled labour in the maquila has barely risen,
from 6.6 per cent to 7.2 per cent in 1998 (and most of that in just one
sector — the machinery sector). The technological diffusion that many
expected from the maquila sector is not taking place, or at best a very slow
pace (Sadni-Jallab and Blanco de Armas, 2004: 23). Thus, broadly speak-
ing, the maquila corresponds with a ‘Lewis-type’ response to the market
opportunities opened up by NAFTA, ‘based on both an unlimited supply
of cheap (and relatively unskilled labour) and on a large amount of
“complementary investment” ... there has been neither productivity
growth or wage growth associated with it’ (Palma, 2003: 12; see also
OECD, 2004: 29).

Labour market impact

Trade theory suggests that trade between two countries creates pressure
for the convergence of factor prices between them, in our case the USA
and Mexico. This was, of course, precisely what Mexican policymakers
were hoping for by pursuing a policy of deeper integration with the USA.
In principle, convergence of factor prices would be good for Mexican
labour — wages, and the demand for unskilled labour, would rise. In prac-
tice, things have taken quite a different turn. Real wages for most Mexi-
cans today are lower than when NAFTA took effect, mainly attributable to
the peso crisis of 1994-95. Far from converging with US levels, as has been
seen in countries like South Korea, real wages have fallen to as low as 11
per cent of US wages (Figure 12.2).

Investigating why this is so and what has been happening in the labour
market is key to understanding the lack of linkage between trade perform-
ance, income growth and poverty reduction. Hanson (2003) provides an
exhaustive review of the evidence on this point for Mexico. He notes that
whereas trade liberalisation is supposed to contribute to raising demand
for unskilled labour, given Mexico’s presumed comparative advantage in
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Figure 12.2 Hourly compensation costs for workers as a share of US average, South
Korea and Mexico, 1975-2002 (source: US Bureau of Labor Statistics).

low-skill activities, in reality in Mexico the opposite seems to have
occurred — there seems to have been a significant increase in the demand
for skilled workers. This increase in the skill premia is reflected in figures
on income distribution, which show a rise in inequality (partially offset by
losses to the highest quintile due to exposure to the Tequila crisis). A
number of possible explanations can be suggested. At the time when
Mexico began to lower its trade barriers, labour-intensive sectors had the
highest tariff barriers. Hanson and Harrison (1999) suggest that tariff
reductions in Mexico due to NAFTA have been larger in more skill-
intensive sectors, implying that the final stage of trade reform may halt the
increase in skill premia. Paradoxically, therefore, they argue that tariff
reductions have increased relative demand for skilled labour. It has also
been argued that the large inflow of FDI has created another channel for
increasing demand for skilled labour (Feenstra and Hanson, 1995;
Revenga, 1997). The popular analogy that the wages of poor Latin Ameri-
cans are set in Beijing, but those of rich Latin Americans are set in New
York, would seem to be true in the case of Mexico.

Before accepting these arguments too readily, it is worth reflecting on
the general plausibility. Palma (2003: 47) notes that the point at which
Latin American income distribution differs from that in the rest of the
world concerns the income-share of the top 10 per cent of the population.
This would certainly appear to be true in the Mexican case — the marked
increase in income inequality in Mexico during the 1980s reflected largely
an increase in the income gap between the very rich and the rest (Corba-
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cho and Schartz, 2002: 12). Moreover, this situation was not reversed in
the 1990s — apart from a small reduction in the aftermath of the Tequila
crisis, inequality continued to rise throughout the 1990s (Lustig, 2001:
89). In this context, workers — no matter how skilled they are — will hardly
be found at the top end of the distribution of income. Thus it is not
particularly credible that, by introducing new technologies which
increases the demand for skilled labour, trade liberalisation has inadver-
tently increased wage dispersion and inequality. In all likelihood, the
causes of the higher levels of inequality reside elsewhere.

Palma (2003: 48) suggests that it is the result of both radical institu-
tional changes in the Mexican labour market and a drastic reduction in
the bargaining power of the Mexican labour movement. The remunera-
tion of workers has certainly been a decreasing component of GDP
throughout the period of liberalisation. Labour surpluses and weak labour
laws in Mexico preclude substantial upward pressure on wage rates for
many years (Moon, 2000: 175). The large and burgeoning informal sector,
estimated as contributing around a third of domestic GDP and almost half
of total employment, must also contribute to the downward pressure on
wages (OECD, 2004: 32-3). As noted earlier, during the NAFTA period,
productivity growth has not translated into wage growth, as it did in earlier
periods in Mexico. Liberalisation has been associated with an increase in
Mexico’s already high levels of inequality, something which makes the task
of poverty reduction all the more difficult.

Impact on domestic consumption

An alternative line of analysis is to investigate the way that liberalisation
has impacted on the different demand-side components of growth.
UNCTAD (2004: 143) hypothesises that there is a weaker relationship
between export expansion and private consumption growth per capita in
countries, where export expansion predominates as the major demand-
side component of economic growth, than in countries where there is a
more balanced form of economic growth in which export expansion,
domestic demand and import substitution all contribute. This hypothesis
stems from the observation that there is no logical necessity, from an
accounting point of view, for average private consumption per capita to be
growing if economic growth is predominantly achieved through export
expansion. Domestic demand expansion can of course be based on
increases in investment, private or public consumption. Broadly speaking,
however, average private consumption per capita is likely to rise in coun-
tries where domestic demand expansion makes a significant contribution
to overall output growth. On reviewing the evidence for the 49 least
developed countries, the authors of the UNCTAD report observe a fairly
regular empirical regularity between trends in average consumption
per capita and the incidence of poverty, and thus conclude that poverty
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reduction is likely to be more effective in economies in which domestic
demand expansion is the most important contribution to growth.

This can be shown by a simple decomposition of the demand-side com-
ponents of growth in GDP (Y) into domestic demand (D=Y+ M—X),
total supply (S= Y+ M), total exports of goods and services (X), total
imports of goods and services (M). Where a = GDP as share of total supply
(Y/S), t=final year of period and ¢— I=Iinitial year of period, the decom-
position can be expressed:

(Yt _thl) =0 (Dt - Drl) + (0(1 - at,l)St +0L171 (Xl - thl)
GDP domestic import export
Increase demand substitution effect

contribution contribution contribution

For comparative purposes, this exercise was carried out for Mexico, Brazil
and South Korea. To detect clearly any changes due to policy shifts, the
computations were carried out for four periods of 11 years, between 1962
and 2002. Countries were classified according to the relative contributions
of domestic demand (DD), import substitution (IS) and export effect
(EE), labelled by whichever was the major demand-side determinant of
economic growth. In DD1 countries, the export contribution is in excess
of 20 per cent of GDP.

The results are in Table 12.7a—c. These show quite clearly the shift in
the Mexican growth model. During the period between 1962 and 1982,
domestic demand played the major role in economic growth. By the
period 1982-92, although domestic demand was still the main demand-
side component, exports were now contributing 41 per cent of growth. By
1992-2002, exports were the most important contributor to aggregate
growth. The exaggerated dependence on demand from the export sector,
and the fact that the productivity gains that exist are not being shared out
in the form of wage rises, means that growth is having a minimal impact
on consumption growth and, by implication, poverty reduction.® In the

Table 12.7a GDP growth decomposition Mexico, 1962-2002

GDP increase Domestic Import Export  Country
(constant 1995 demand substitution effect classification
$ millions) (DD) % % (EE) % (by type of real
GDP growth)
1962-72 63,866 = 923 + 2.5 + 5.1 DD
1972-82 109,296 = 799 + 2.8 + 17.3 DD
1982-92 46,779 = 125.1 + —66.1 + 41.0 DD1
1992-2002 88,239 = 853 + —84.8 + 99.5 EE

Source: own elaboration based on World Bank WDI online, available at www.publications.
worldbank.org/register/WDI (accessed 8 August 2004).
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Table 12.7b GDP growth decomposition Korea, 1962-2002

GDP increase Domestic Import Export  Country
(constant 1995 demand substitution effect classification
$ millions) (DD) % % (EE) % (by type of real
GDP growth)
1962-72 47,365 = 96.3 + —9.2 + 129 DD
1972-82 87,239 = 87.1 + —14.0 + 27.0 DD1
1982-92 223,136 = 88.1 + =105 + 224 DD1
1992-2002 286,937 = 45.0 + —21.9 + 76.9 EE
Source: as for Table 12.7a.
Table 12.7¢ GDP growth decomposition Brazil, 1962—-2002
GDP increase Domestic Import Export  Country
(constant 1995 demand substitution effect  classification
$ millions) (DD) % % (EE) % (by type of real
GDP growth)
1962-72 139,625 = 99.9 + -39 + 4.0 DD
1972-82 211,152 = 90.3 + 4.5 + 52 DD
1982-92 110,533 = 77.2 + 1.8 + 21.0 DD1
1992-2002 201,601 = 915 + —12.6 + 21.2 DD1

Source: as for Table 12.7a.

Mexican case, at least, there is no obvious positive relationship between
export and consumption growth (Figure 12.3). Mexico is not alone in
exhibiting this kind of pattern — there is also evidence of increasing
export orientation in the South Korean and, to a lesser degree, Brazilian
cases. This reflects the extent to which liberalisation policies have been
accepted by developing countries since the 1980s. In comparison with
South Korea or Brazil, Mexico seems to be singularly dependent on
demand emanating from the export sector.

Impact on the rural sector

Many critiques of the liberalisation programme have pointed to the negat-
ive impact of liberalisation on the agricultural sector. Endemic rural
poverty has been a constant in the economic history of Mexico during the
twentieth century. Ten years after the beginning of NAFTA, Mexico’s agri-
cultural exports (including livestock, processed food, beverages and
tobacco) have nearly doubled and there has been a significant diver-
sification of export products. Nevertheless, the Mexican agricultural
sector continues to struggle and has not achieved the benefits that were
expected from liberalisation (OECD, 2004: 189). From a balance of pay-
ments perspective, whereas in 1982 the agricultural and forestry sectors
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Figure 12.3 Change in consumption and exports, 1961-2001 (source: see Figure
12,1).

contributed a positive trade balance of some $182 million, by 2003 this
had become a deficit of $1.53 billion. In certain products, such as rice and
corn, the deficit has become a particularly sensitive issue as the increased
imports are from more efficient (but subsidised) US producers (Lopez-
Cordova, 2001: 24). This is a threat to some 18 million Mexicans who
depend on maize for their livelihood.

On the other hand, there has been a sharp increase in exports of horti-
cultural products, although the employment generated has not been suffi-
cient to offset the losses in manufacturing. Mexico exports products like
coffee, fresh fruits and vegetables to the US market, but only 0.09 per cent
of the agricultural production units in the country actually export (Dussel
Peter, 2000: 61). The model of agricultural development being pursued
resembles what Carter and Barham (1996) have described as a highly-
exclusionary model, with diminished peasant land access and falling sec-
toral employment. Whatever the fundamental cause of the job losses in
agriculture, whether NAFTA or multilateral liberalisation (see above), it is
clear that the export-oriented model is not providing the employment
opportunities to offset the reduction of employment in the primary
sector.

Towards the ‘maquiliacion’ of the Mexican economy?

The story we have told until now has been a fairly standard story of the
establishment of export-processing zones with few linkages with the rest of
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the economy. However, what is less recognised in the literature is the way in
which this lack of linkages has spread to national firms. By inviting the entry
of foreign firms into the Mexican market, national firms in many sectors
have been obliged to copy the sourcing strategies of the multinational firms,
importing an increasing amount of intermediate products. In the early
years of the maquila programme, companies were obliged to export 100 per
cent of production if they were to qualify for the corresponding tariff dis-
pensations. However, since 1983 there has been a progressive relaxation of
this requirement. From 2001, maquiladora firms were allowed to sell all
their product on the domestic market. The logic of the maquila programme
will, of course, eventually be undermined when, in 2010, NAFTA will have
provided full duty-free access of products of Mexican origin on the US
market. The maquila programme will cease to be operational.

Despite all the emphasis on export-orientation, Mexico has once again
a quite substantial trade deficit (Figure 12.1). How has this come about
under a policy expressly designed to improve the trade balance? The
determining factor of the trade balance now is the role that imports play
within the context of a process of globalisation of the Mexican economy.
Under the previous import substitution model, the productive activity of
multinational firms was oriented towards the domestic market: the import
of capital goods was required to support the process of import substitu-
tion, but there was increasing demand for nationally produced intermedi-
ate goods. In this way, the activity of the multinationals contributed to the
creation of a sector of national producers and the growth of the domestic
market. However, as can be appreciated from Table 12.8, even outside the
magquiladora sector, intermediate goods now represent almost two thirds
of all imports while capital goods imports account for barely 20 per cent.
And, as Table 12.9 reveals, approximately 60 per cent of all imports are
now exclusively associated with the export sector.

Table 12.8 Imports (FOB) by type of product, 1962-2001

Year Consumption goods Non-maquila Total

US$ (m) % of  Intermediate goods — Capital goods
total

US$ (m) % of  US$ (m) % of
total total

1962-64 270.7 209 427.0 33.0 594.3 46.0 1,292.0
1972-74 924.0 22.0 1,613.0 38.4 1,658.7  39.5 4,195.7
1982-84 992.3 8.7 7,330.3 64.2 3,090.7 27.1 11,413.3

1992-94 8,308.7 16.0 31,709.0 61.0 11,962.7 23.0 51,980.3
1999-2001 16,211.0 154  66,401.0 63.2 22,3853 21.3 104,997.3

Sources: 1970-75: Nafinsa, La Economia Mexicana en Cifras, 1982. 1976-98: Banco de
México, Indicadores Econémicos.
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Thus the trade deficit now has a very different cause — the export-
oriented strategy has encouraged the substitution of national intermediate
products by imported intermediate goods. This negatively affects the
industrialisation of the country and has led to the contraction of the
domestic market. The policy has not been helped by a consistent overvalu-
ation of the Mexican currency (OECD, 2004).

There is little doubt that both this extraordinary necessity to absorb
imports as economic growth accelerates (even at a very slow rate), and
the insistence of the Mexican policy makers to allow the capital
account of the balance of payments to determine the exchange rate,
will restrict Mexican economic growth to a stop—go cycle for many
years to come. Inevitably, there is a sense of déja vu.

(Palma, 2003: 32)

As a consequence, the quantity of national inputs which contribute to
exports has reduced since the model of export promotion was initiated in
the 1980s: whereas in 1983, over 90 per cent of the value of exports was
added nationally, by 1992 the percentage had fallen to just over 40 per
cent, reaching 58 per cent by 2002.

One could thus argue that the whole of the Mexican manufacturing
industry is transforming itself into a kind of maquiladora, replicating the
experience of the maquila zones in the north of the country. In terms of
the creation of employment, it is undeniable that the maquiladora has
played a positive role in the frontier states with the United States.
However, in view of the weaknesses of the maquila discussed previously,
this can hardly be considered as an effective model of development for
this region of the country, let alone for the whole country.

Conclusion

This paper has attempted to explain the disjuncture between trade policy,
performance and poverty reduction in Mexico. Our main conclusion
would be that the type of export-oriented policy pursued by Mexico since
the 1980s has had only a limited impact on sustainable growth of the
economy, and no positive effect on poverty reduction. The Mexican story
is far from unique. For example, Tanzania experienced impressive growth
in the volume of exports during the 1990s, but declining commodity
prices meant that export earnings fell, so trade performance offered little
for poverty reduction (UNCTAD, 2004: 138). Beyond the events that we
have described here, it is worth stressing the depths of the historical roots
of inequality and poverty in Mexico. Whereas in the United Status in the
early 1900s, 75 per cent of the household heads owned land, in Mexico
that figure did not reach more than 2.5 per cent. In societies that began
with extreme inequality, such as Mexico, institutions evolved in such a way
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as to favour the elite in terms of access to economic opportunities, and
thus contributed to the persistence of extreme inequality over time
(World Bank, 2004b: 184). Trade is not responsible for this situation in
Mexico, but neither has it acted as a mitigating factor, as trade theory
suggests.

To the extent that most of the decline in social welfare during the
1990s can be attributed to the peso crisis, it is perhaps true that the trade
strategy was not the cause of increasing poverty. Chief among the culprits
are the financial liberalisation of 1988-94, which provoked a massive
inflow of foreign capital, the overvaluation of the exchange rate, and a
concomitant collapse of domestic savings (Lustig, 2001; Palma, 2003;
Polaski, 2003). Nonetheless, bearing in mind that trade liberalisation was
part and parcel of the policy reform programme, it is hard to avoid the
conclusion that the trade strategy was at least a contributory factor to a set
of generally flawed policies. Another contributory factor has been the
nature of the NAFTA agreement, which is certainly biased towards US
interests (Stiglitz, 2003) and may even be harmful to the long-term inter-
ests of Mexico.

What broader conclusions can be made from our case study? The rela-
tionship between trade and poverty is complex, and depends fundament-
ally on the kind of trade being promoted. The same remarks apply to
related areas of policy: the impact of FDI, for example, can vary enor-
mously depending on the kind of investment and the role of the sub-
sidiary (Mold, 2004). Another fundamental lesson is that markets based
purely on external demand are vulnerable and probably unsustainable, as
they have weak linkages with the local economy. Economists such as
Porter (1990) have stressed that long-term export success is based on a
strong domestic market, not the other way around. The de-linking of the
performance of the export sector from the domestic economy, as Mexican
policy over the last two decades has managed to achieve, is very prejudicial
to the long-term development of the economy.

Notes

1 It is interesting to note that General Equilibrium Models of the impact of
NAFTA, which were cited extensively in the early 1990s to support the case for
NAFTA, were very much wide of the mark, seriously underestimating the rate of
export growth between Mexico and the United States (Kehoe, 2003).

2 The irony is that the automobile sector is an activity that has not faced full inter-
national competition and for which a sectoral development policy exists. Follow-
ing the Automobile Decree of 1989, assembly firms and manufacturers of auto
parts were obliged to maintain a percentage of national value added from
Mexican sources (Puyana and Romero, 2001: 17).

3 The Economist, 24 July 2003, “The sucking sound from the East’.

4 Details available on request.

5 Empirical evidence suggests that wages paid by multinational enterprises tend to
be higher than wages paid to equivalent workers in domestic firms.
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6 It should be stressed that there is no contradiction between these findings and
our earlier econometric findings regarding the lack of long-term relationship
between economic growth and export growth. From an accounting perspective,
one thing is the absolute contribution of the export sector to total growth in the
economy, and quite another the impact of export growth on the dynamism of
the domestic economy.
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