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THIS LITERATURE REVIEW is intended to provide a short, understandable overview of the impact

of liberalisation. The paper is a component of the Asia-Pacific Economic Cooperation (APEC)

project entitled “The Impact of Liberalisation: Communicating with APEC Communities”.1 The

paper focuses on trade liberalisation, but it is also concerned with liberalisation of foreign direct

investment (FDI). The review addresses not only the economic rationale for trade, but also the

interface of trade with environmental, sovereignty, and other contemporary concerns. 

Finally, the review attempts to be forward-looking and somewhat more thought-provoking than

a conventional literature review.

The paper covers a lot of ground. It consists of nine sections: The Rationale for Trade and

Liberalisation; What is Liberalisation; Trade and FDI Liberalisation; Assessing Liberalisation;

Foreign Direct Investment; Trade and Policy Coherence; Trade and Adjustment; Trade and 

the Environment; and, Liberalisation, Governance, and National Sovereignty. Each of these sections

is designed to contribute to a better understanding of the particular issue addressed. As the reader

progresses through the sections, it is hoped that the linkages between the issues, and the complexity

of conceptualising and assessing how liberalisation impacts upon our lives, will become more

fully appreciated.

Introduction



The economic benefits of trade
and trade liberalisation are

widely recognised whether carried
out unilaterally, bilaterally, or mul-
tilaterally. By improving the alloca-
tion of factors of production, trade
is an important contributor to eco-
nomic welfare.2 Trade allows
economies to move beyond
domestic production possibilities
and constraints, and in so doing, to
enjoy a higher standard of living
than would otherwise be the case.

The benefits of trade can be
illustrated with an intuitive exam-
ple. Consider two APEC
economies; Korea and Indonesia.
Korea has little domestic oil pro-
duction, and requires imported oil
from Indonesia, or other oil pro-
ducers, to sustain its economic
activities. Without this oil, the
standard of living in Korea would
fall. Conversely, Indonesia
demands a range of consumer and
capital goods not produced domes-
tically, and requires imported
goods from Korea, or other goods
producers. Without these goods,
the standard of living in Indonesia
would fall. Trade thus is beneficial
for both of these countries. 

Another way of understanding
trade is to think of it as a technol-
ogy for the production of goods.3

Let us say there are two technolo-
gies for the production of cars in
Canada. The first technology
involves the physical production of
cars in factories in the province of

Ontario. The second technology
involves growing wheat in the
province of Saskatchewan and sub-
sequently exporting this wheat to
Japan in exchange for cars pro-
duced in Japanese factories. While
the two technologies differ in
respect to inputs used, the final
result is the same: Canada has the
cars. Consequently, whether
Canada uses the first or second
technology depends on which one
enables Canada to get the most
cars (or to get the same number of
cars with the least resources).

In a short article addressing
some myths and misconceptions of
trade, Paul Krugman highlighted
six points to consider in under-
standing trade:4

• International trade is an eco-
nomic activity like any other
and can be thought of as a pro-
duction process that transforms
exports into imports;

• Imports, not exports, are the
purpose of trade. A country
benefits from trade because of
the ability to import the prod-
ucts it wants. Exports are not
an objective in and of them-
selves. The need to export is a
burden that must be borne in
order to pay the suppliers of
imports;

• High productivity is beneficial,
not because it helps a country
compete with other countries,
but because it lets a country
produce, and therefore con-

sume more. This is true in a
closed economy, and it is no
more nor less true in an open
economy;

• Too much emphasis is put on
“high-value” sectors. Trade
allows all countries to benefit,
not only those specialising in
the “high-value” sectors;

• Employment is a broad macro-
economic issue, with policies,
such as tariffs, having little net
effect. Trade policy should not
be debated in terms of “phony
numbers about jobs created or
lost”; and,

• Government support of a spe-
cific industry may help that
industry compete against for-
eigners, but it also takes
resources away from other
domestic industries.
International trade does not
change the fact that govern-
ment favour of one domestic
industry will be at the expense
of others.

The economic literature draws
a distinction between the static and
dynamic effects of trade liberalisa-
tion. The static effects may be
thought of as a one-time response
by firms and consumers to changes
in relative prices. As national
prices become more closely
aligned with world prices,
resources are reallocated to adjust
to these price changes. Static
effects are thus the benefits result-
ing from a greater allocative effi-
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ciency in countries undertaking lib-
eralisation.5

Trade liberalisation also allows
for the greater exploitation of
economies of scale.6 By allowing
domestic producers greater market
access opportunities, the freer mar-
ket conditions allow firms to under-
take greater specialised production
runs that reduce the unit costs of
production.7 For countries with
small domestic markets, economies
of scale may be extremely
important.8 Economies of scale and
specialisation in specific product
lines also explain why two or more
countries may all produce, and
import and export, a particular
good, such as shoes. Each producer
can have a specific market niche.
This specialisation in production,
and the resulting increase in intra-
industry trade (both imports and
exports), however implies change for
the domestic industry. 

Although generally less well
understood and difficult to quantify,
dynamic effects are considered in the
literature to be of more importance
than static effects. They generally
refer to increased economic growth
in the medium term (such as several
decades) resulting from the greater
economic efficiency brought about
by liberalisation.9 This increased 
efficiency may stem from several 
factors. First, there is the facilitation
of FDI flows and the contribution
this investment makes to economic
growth. Second, liberalisation,

through increased competition from
abroad, may lead to greater “X-effi-
ciency” as producers are more
enticed to innovate to remain com-
petitive. “X-efficiency” is a term
used to describe improvements in
the organisation of the production
process, such as management and
plant layout, as well as “technology
transfer” aspects.10

Dynamic effects can also be con-
sidered in a policy-reform or a firm-
restructuring context, and how gov-
ernments and firms respond to the
opportunities and challenges of lib-
eralisation. However, the difficulties
of integrating dynamic variables and
policy issues into assessments of lib-
eralisation must not be understated.
Data on why firms pursue a particu-
lar business strategy, for example, are
often unavailable. This has led to the
observation that “given the compli-
cated nature of how dynamic vari-
ables interact and ultimately affect
policy reform, it is unlikely that we
will soon be capable of adding this
dimension in specific modelling
endeavours in the near future.”11 In
general, the economic literature
recognises the complexity and
uncertainties of identifying the ben-
efits of liberalisation, but these quali-
fiers are often expressed in technical
terms. The public therefore should
interpret specific economic studies
on the benefits of trade liberalisation
as indicative assessments, rather than
precise quantitative estimates.

Thus, the benefits derived from
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trade liberalisation arise from several
sources and, as indicated in the
above paragraphs, can be conceptu-
alised in various forms. The reduc-
tion or elimination of barriers to
trade encourages firms in countries
to produce and trade goods and ser-
vices in which they have a compara-
tive advantage.12 Economies will
concentrate on goods and services
that they produce efficiently,13 and
trade these goods and services for
what they produce less efficiently.

Trade liberalisation also increases
competition in both the foreign and
domestic markets. This implies that
firms will need to respond faster to
changing market conditions. Greater
competition is likely to provide an
incentive for firms to increase their
economic performance through
cost-saving innovations and to

enhance the quality of their prod-
ucts. More competition also leads to
lower prices for consumers.

Finally, trade liberalisation under-
taken in a bilateral or multilateral
context, and which establishes clear
trading rules, will reduce uncertainty.
Without such rules, a country may
face unilateral actions from its trade
partners. The reduction of uncer-
tainty, while providing more stable
access, will also allow firms to make
more informed business decisions.

In short, an economy under
autarky, or one with no international
trade, that must domestically pro-
duce all that it consumes, forfeits the
economic gains (and social benefits)
that are realised through international
trade.14 Trade, and the liberalisation
to make trade possible, are positive
propositions.
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To understand the benefits of
trade, an understanding of the

characteristics and institutional
context of trade liberalisation is
required. The focus will be on the
multilateral trading system.15 The
most visible trade barrier is the tar-
iff.16 Within a multilateral context,
first with the General Agreement
on Tariffs and Trade (GATT) and
then with the World Trade
Organisation (WTO), tariffs have
fallen considerably over the past 50
years.17 On a regional basis, in the
case of the European Union (EU),
intra-EU tariffs have been elimi-
nated.  Generally, tariffs are higher
in developing countries than in
developed countries.18 The GATT’s
Tokyo Round expanded the scope
and depth of trade negotiations –
moving inside the border – and
included agreements on subsidies
and on government procurement.19

Government procurement
illustrates that when considering
the degree of market openness, it
is necessary to address more than
just tariff levels. Government pro-
curement is the purchase of goods
and services by governments.20 It
becomes a trade issue in the con-
text of the market access foreign
suppliers have to government pro-
curement, as governments’ pur-
chasing decisions can significantly
influence trade opportunities as
well as investment decisions.
Procurement policies that favour
domestic producers can be consid-

ered non-tariff barriers and are, in
effect, protectionist, thus reducing
efficiency.21 International agree-
ments on government procure-
ment have been negotiated with
the aim of reducing the practice of
favouring domestic producers over
foreign suppliers. Government
procurement is estimated to repre-
sent 10-15% of GDP, thus open
access to this market is a significant
trade issue.22

Subsidies, either for domestic
production or for exports, have
long been recognised by govern-
ments as often having trade dis-
torting effects and requiring multi-
lateral discipline.23 To this end, a
complex set of rules in the GATT,
and clarified and elaborated in the
WTO’s Agreement on Subsidies
and Countervailing Measures and
the Agreement on Agriculture,
have been negotiated.24 A number
of key issues, particularly domestic
support and the use of export sub-
sidies for agricultural products,
which amount to billions of dollars
each year, and the trade effects of
such subsidies remain.  A WTO
multilateral negotiation on agricul-
ture is due to start before the year
2000. Many of the subsidy trade
liberalisation issues are likely to be
addressed in this negotiation.  

The Uruguay Round of
GATT negotiations, which result-
ed in the establishment of the
WTO, further expanded the mul-
tilateral trade rule framework to

include the negotiation of rights and
obligations pertaining to agriculture,
trade in services, trade-related
investment measures (TRIMS),
and trade-related intellectual prop-
erty (TRIPS) (such as patents,
copyright and trademarks), in
addition to reviewing and expand-
ing GATT rules and market access
opportunities for goods.25 TRIMS
include such measures as local
content requirements and export
performance requirements. Local
content requirements specify that
the production process must use a
certain proportion of inputs that
are produced in the host country,
while export performance require-
ments specify that a firm must
maintain a minimum volume or
value of exports. Multilateral disci-
pline on TRIMS influences busi-
ness decisions on the location of
investment and production.26 The
Round’s results also took steps to
phase out certain quantitative
restrictions, the use of which in
the view of the trade policy com-
munity, tends to offset the effects
of tariff reductions.27

Recognising the importance of
services to the world economy,
and the need for a set of rights and
obligations for trade in services,
the GATT contracting parties
negotiated trade in services during
the Uruguay Round. With the
entry into force of the WTO in
1995, the General Agreement for
Trade in Services (GATS), one of

What is Liberalisation



the legal texts of the WTO, also
came into effect. Services are an
important component to the econo-
my and trade28 since they cover a
wide range of economic activities,
including banking, insurance, trans-
portation, and telecommunications.29

Services account for more than two-
thirds of total employment and GDP
in most of the OECD countries,
and a significant share in all of the
APEC economies.30

World trade in services has risen
substantially from 1986-1996, but is
still small relative to trade in goods.31

In 1986, world exports of services
were about 400 billion in US dollar
value terms compared to 1.26 tril-
lion in 1996.32 For goods, exports
represented around 2.2 trillion each
in 1986, and were about 5.4 trillion
in 1996. From 1986 to 1996, the
share of world trade in services
(exports and imports) in total world
trade increased by 2 percent from
17% to 19%.

The GATS aimed to extend the
multilateral rules for the trade in
goods to trade in services. The
GATS was essentially concerned
with liberalising markets for trade in
services. The Agreement has three
key elements: 1) a basic framework
agreement that includes obligations
and disciplines; 2) several Annexes
that set out special rules for specific
services (such as on air transporta-
tion services and financial services);
and 3) schedules that set out each
Member’s specific market access
commitments. 

The GATS also defines four

modes of supply for services: 1) 

 

cross-
border – services supplied from the
territory of one Member into the
territory of another Member; 2) con-
sumption abroad – services supplied in
the territory of one Member into
the consumers of another Member;
3) commercial presence – services sup-
plied through any type of business
establishment of one Member into
the territory of another Member;
and 4) presence of natural persons – ser-
vices supplied by nationals of one
Member in the territory of another
Member. The concept of trade in
services or service transactions is
somewhat more complex than trade
when thought of in relation to
goods. The GATS, therefore, sub-
stantially broadens the economic
activities influenced by multilateral
rules pertaining to the international
trading system.

It should be noted that there are
severe data weaknesses with respect
to services and consequently with
estimating the effect of liberalisation
of services. Cross-country data on
the magnitude of barriers to trade in
services do not exist. A characteris-
tic of services is that since they tend
to be intangible, barriers to trade do
not appear as tariffs. Rather, regula-
tory measures may intentionally or
not act as barriers to trade. Many
observers have commented that the
nonexistence of tariffs and the com-
plex nature of regulatory regimes
and their influence on services
greatly complicates analysis or nego-
tiation of liberalisation of services.33

Dispute settlement is another
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important aspect of trade liberalisa-
tion.34 Without an effective dispute
settlement mechanism, trade liber-
alisation measures become less
secure and predictable for produc-
ers. Yet the dispute settlement
mechanism, while significantly dif-
ferent in nature than a tariff, also
influences a firm’s production
decisions and how it approaches
international trade. In considering
the benefits of trade liberalisation,
capturing the benefits of dispute
settlement and rules for such prac-
tices as anti-dumping measures, is
extremely difficult. The literature
generally recognises that a pre-
dictable and transparent global
market place with an effective dis-
pute settlement mechanism is ben-
eficial to importers, exporters, and
consumers.

Multilateral discipline is partic-
ularly important for smaller
economies that do not have the
economic power to resolve con-
flicts through bilateral means. This
is a useful perspective, as some
members of the public consider
the multilateral trading system to
be only in the interest of the
largest economies. On the con-
trary, while of interest to all
economies, smaller economies
stand to lose the most from its
deterioration. 

Trade liberalisation is also intri-
cately tied to the trade blurring or
“new” trade-linking agenda.
There is no consensus as to what
the scope of these linkages, or
“new” trade issues, are or should

be.35 As a practical matter, the
WTO has not turned a blind eye
to the “new” trade issues. While
the WTO does not at present have
a mandate to negotiate such issues,
its Members see a need to more
fully understand the relationships
between trade and other policy
areas. Soon after its creation in
1995, the WTO formally estab-
lished a Committee on Trade and
the Environment, and at its
Singapore Ministerial Conference
in 1996, the WTO agreed to create
Working Groups on the relationship
between trade and investment, 
and trade and competition policy
linkages.36

The Singapore Ministerial
Declaration also called upon the
WTO Council for Trade in Goods
to “undertake exploratory and
analytical work, drawing on the
work of other relevant internation-
al organisations, on the simplifica-
tion of trade procedures in order
to assess the scope for WTO rules
in this area.”37 While there is no
consensus in the WTO on the
meaning of “trade facilitation”,
this work involves information
collection, documentation require-
ments, policy dialogue, and the
harmonisation or mutual recogni-
tion of official processes, such as
how to designate the origin of an
import. The general objective of
trade facilitation is to remove
administrative burdens to trade and
to make the conduct of trade as
clear and simple as possible. 

Liberalisation is also applicable

to investment, where a range of
measures may impede FDI.38

Institutionally there are a large
number of bilateral investment
agreements, as well as in more
recent years, investment provisions
in regional arrangements. There is,
however, no multilateral invest-
ment regime comparable to the
legal and institutional structure of
the WTO. The members of the
OECD began negotiations on a
Multilateral Agreement on
Investment (MAI) in 1995. The
intent behind this initiative was,
and remains, to create a compre-
hensive multilateral framework for
international investment.
Cornerstones of the MAI are the
principles of National Treatment
and Most-Favoured-Nation
(MFN). These principles require
that investors from foreign coun-
tries be treated fairly and on an
equal basis as domestic investors.
The agreement, which has yet to
be finalised, recognises that coun-
tries have specific investment sensi-
tivities, and allows national reser-
vations or exceptions to the basic
rules of the MAI. The MAI is
intended to be a free-standing
agreement, open to accession by
non-OECD members.



Trade and FDI are interrelated
activities. Two sets of links

between trade and FDI are high-
lighted in the literature. The first is
the impact of trade policies on
FDI. The pattern of trade and
trade policies may influence the
size, direction and composition of
the FDI flows.40 Trade policies,
such as tariff barriers, can also
serve as incentives to FDI inflows,
intentionally or inadvertently.41

The interest in jumping a high tar-
iff, for instance, can induce foreign
direct investment in the local mar-
ket. Regional trade agreements
and multilateral liberalisation may
also influence FDI decisions of
firms.42 Larger market size, resulting
from liberalisation for example,
provides opportunities for investors
to take advantage of economies of
scale and therefore encourages
investment flows.43 Rules of
Origin, which distinguish between
products produced by countries
party to the regional agreement
and those that are not, also may
induce third country investment.44

The second set of links is the
impact of FDI on trade. FDI 
policies, by affecting investment
decisions, influence the size, direc-
tion and composition of trade.45

FDI can have significant and
dynamic effects on the host country
receiving the investment as they
stimulate capital formation, com-
petition, innovation, and produc-
tivity.46 All these factors can impact

on a country’s import and export
activities. Several studies, covering
a number of sectors, confirm a
positive relationship between FDI
inflows in the host country and the
total volume of host country’s
exports.47

There is some evidence to sug-
gest that in general affiliates of
multinational enterprises (MNEs)
have a higher propensity to export

than locally-owned firms. MNEs
often have better knowledge of the
international market and can
respond more quickly to changing
international demands.48 The size
and efficiency of their distribution
network may also give foreign
firms an advantage. Several studies
also show that foreign affiliates can
have a positive spill-over impact on
the export propensity of local
firms.49 Export performance may
also be mandated through FDI
policy. Investment policies, such as
those setting a mandatory require-
ment to export a certain portion
of the local production50 and/or
FDI policy biased towards export-

oriented sectors, are designed with
export promotion in mind
(TRIMS).51

The evidence on the relation-
ship between FDI and imports is
mixed. Some studies indicate that
the inflow of FDI reduces host
country’s imports52, while other
studies find that inward FDI raises
host country’s import levels.53

Affiliates often have a high propen-
sity to import intermediate inputs
from the home country, particular-
ly when such inputs are either not
available in the host country or the
quality of the local supplies is not
acceptable.54

An important question is
whether FDI is trade-enhancing or
trade-substituting. A study by
Investment Canada shows that the
foreign owned manufacturing affil-
iates in Canada display higher
import and export propensities and
are more outward-oriented than
their domestic counterparts.55 The
finding indicates that, in the
Canadian case, foreign affiliates are
not trade-substituting agents, but
rather trade-enhancing. The study
concluded that intra-firm trade
(for which FDI is a precondition)
has played a significant role in
Canada’s economic development. 
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There is a substantial amount of
literature on trade theory, trade

policy, investment, and the costs of
protection and the benefits of liber-
alisation. Two particularly readable
and insightful documents addressing
liberalisation have been written by
the World Bank and the International
Monetary Fund (IMF).56

The World Bank document con-
siders liberalisation from the perspec-
tive of the challenges it raises for
workers in an integrating global
economy. The document concludes
that international trade generally
benefits workers because:
• It gives firms access to much

larger markets in which to sell
their products therefore removing
constraints imposed by domestic
demand. In particular, it allows
firms to specialise and to upgrade
production on the basis of global
demand;

• It has been strongly associated
with poverty reduction in most
developing countries; and

• It allows workers access to con-
sumption goods where they are
cheapest, and permits firms to
purchase capital goods with the
latest technologies. The rapid
industrialisation in East Asia has
been to a large extent built on
imports of Western technologies
and machinery. 
The document also highlights

that liberalisation involves change in
policy responses:
• Economies must undergo often

painful adjustment if they are to
reap the benefits of trade, especially
if their economies have been
heavily protected. Changes in the
pattern of trade bring about social
transformations negatively affecting
workers who lack the flexibility
or the skills to leave sectors previ-
ously supported by trade barriers;

• Since society as a whole gains, the
challenge for policy makers is to
facilitate transition to freer trade
by upgrading the skills of the labour
force, and to avoid protection. 
The IMF document takes a

growth strategy approach to its
analysis of liberalisation, and reaches
similar conclusions:
• With respect to developing

countries, the performance of
the outward-oriented economies
has been superior to that of the
inward-oriented economies
where tariff and non-tariff barriers
have been high and where there
has been a bias against exports in
favour of import substitution;57

• The costs of trade restrictions and
isolation from the competitive
forces of world markets are amply
illustrated by the former centrally
planned economies. Decades of
central planning, including man-
aged trade, resulted in unproduc-
tive investments and an obsolete
capital stock; and

• Most developed countries have in
place complex policies to protect
domestic agriculture. These poli-
cies are extremely costly, and

Assessing Liberalisation
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influence production, employ-
ment, consumption, and trade.

In the last year, four particular-
ly important studies addressing the
effects of liberalisation have been
published. These are the
Organisation for Economic Co-
operation and Development’s
(OECD) Open Markets Matter: The
Benefits of Trade and Investment
Liberalization, the Asia-Pacific
Economic Cooperation (APEC)
Economic Committee’s The Impact
of Trade Liberalization in APEC and
The Impact of Investment

Liberalization in APEC, and an
Australian Government study enti-
tled Trade Liberalisation: Opportunities
For Australia.58 Taken together,
these studies provide a comprehen-
sive and insightful understanding
of the impact of liberalisation.

The OECD study takes a mul-
tidisciplinary approach and synthe-
sises a large amount of work
undertaken by that organisation,
and elsewhere, largely over the past
few years. The core message of the
study is that, on balance, trade and
investment liberalisation in the
long-term is beneficial to society.

The study gives a balanced
assessment of the strengths and
weaknesses of trade, including
drawing attention to the fallacy of
“exports are good and imports are
bad” argument. Trade liberalisation
influences both imports and
exports. Access to low cost
imports, for example, plays an
important role in enhancing con-
sumers well being, as well as allow-
ing domestic firms to have access
to competitively priced inputs. 

The study also highlights for-
eign investment as a central pillar
of globalisation. Over the past

 

The Philippines’ Experience

The Philippines embarked on a series of trade policy reforms in the 1980’s in response to a rapidly changing
global economic environment. Encouraged by the success of other developing economies who adopted an out-

ward looking orientation, trade liberalisation was earmarked as the fundamental element in injecting dynamism
into the industrial sector.

A recent study explores the impact of the Philippines’ Trade Policy Reform (TPR) on the manufacturing sector,
particularly eight industries: textiles and garments, motorcycles and parts, meat and dairy processing, appliances,
packaging, synthetic resin and plastic, agricultural machinery and shipbuilding/repair and boat building. The study
offers empirical evidence on the importance of trade policy reforms in shaping industrial efficiency and performance.

The study illustrates that the trade policy reforms positively affected the manufacturing sector. Heightened
competition became a catalyst to the improvement of efficiency levels. The trade policy reforms reduced entry barri-
ers, consequently providing firms with relatively greater access to supply and lower import prices of capital equip-
ment and other inputs to production. In turn, the reduction in entry barriers encouraged new players, particularly,
small and medium size enterprises. Unlike the pre-reform period, which was characterised by a high-degree of
concentration due to government protectionist policies and industry specific privileges, the post-reform period was
marked by a substantial reduction in market concentration that was brought about by a shift in the structure of
industries to small and medium enterprises. The shift in size structure of industries was consistent with, if not
directly attributable to the improvement in allocative efficiency and a more desirable pattern of resource flows. 

Medalla et al, Catching the Next Wave, Vol. II, Makati: Philippine Institute for Development Studies, 1996.
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decade, FDI has become a significant
instrument in integrating economies.
The study addresses both inward 
and outward FDI, and the benefits
associated with such investment. FDI
outflows in particular must be
thought of in a dynamic sense.
Outward investment allows firms to
broaden their investment choices
and contributes to increasing their
competitiveness. Moreover, for cer-
tain firms, such as professional ser-
vices or retail trade, outward invest-
ment may be the only commercially
practical option. 

The Impact of Trade Liberalisation 
in APEC study concludes that
implementation of envisaged trade
opening measures by APEC members
will bring substantial economic ben-
efits.59 The study results indicate that
the real GDP of APEC economies as
a whole will be raised about 0.4 per-
cent, in other words, a permanent
increase of US $69 billion per year
in 1995 prices.60 The corresponding
benefits to the world as a whole
would be US $71 billion in 1995
prices, or 0.2 percent of global output.
The APEC liberalisation impact of
0.2 percent is equivalent to one
fourth of the estimated full impact of
implementation of the Uruguay
Round results (0.8 percent of global
GDP).

The APEC study suggests that all
APEC members gain from increased
liberalisation, however, differences
do occur and which reflect such
considerations as the relative size of

the economies (the larger the econ-
omy, the larger the gains in dollar
terms) and the degree of liberalisation
undertaken (economies that liberalise
the most gain the most).61 The
results indicate that, in percentage
terms, all of the developing and
newly industrialised economies will
gain more than the APEC average of
0.4 percent of GDP, while among
the five industrialised APEC members,
only New Zealand will exceed the
APEC average gain, all other things
equal.

Of particular note is the study’s
distinction between trade liberalisation
and trade facilitation. The impact of
trade facilitation, such as streamlining
customs procedures, exceeds that of
trade liberalisation, such as tariff
reductions. Trade facilitation creates
a gain of about 0.26 percent of APEC
GDP (or about US$45 billion),
while the gain from trade liberalisation
is 0.14 percent of GDP (about US$23
billion).

The Australian Government
study assessed the impact of trade
liberalisation in Australia from the
mid-1980s. The study found that
liberalisation had a positive impact
and contributed to a stronger indus-
trial base, export growth, and access
to the latest technologies.  In regard
to globalisation and trade, the paper
observes that globalisation continues
regardless of Australia’s policy choic-
es, and that trade liberalisation tends
to be a scapegoat for the adverse
effects of a range of changes in the
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way people live. The key messages
of the paper are that: tariffs create
distortions in production and con-
sumer prices; contrary to popular
perceptions, tariffs cannot guarantee
long-term job security; more
exports mean you can afford to
import more, and thus benefit from
a wider range of imports at generally
lower prices; trade liberalisation cre-
ates losers as well as winners, as
resources are channelled to more
productive uses; and, progressive
trade liberalisation over more than a
decade has served the Australian
economy well. 

The paper concludes that
Australia has benefited substantially
from trade liberalisation, despite sig-
nificant short term adjustment
costs.62 It also concludes that trade
liberalisation alone will not solve
Australia’s economic problems or
magically deliver a prosperous
future, but that trade liberalisation is
a big part of the answer to contin-
ued Australian prosperity. Effective
policy must involve trade liberalisation
and a range of coordinated policies,
such as labour market flexibility.

The Institute for International
Economics has published a number
of books that explore the cost of
protection in a number of countries.
Hufbauer has summarised the results
of this research on the cost of pro-
tection.63 A major conclusion is that
there are considerable costs associat-
ed with maintaining production and
employment in protected sectors,
and that for every job “saved” con-
sumers pay a significant price, some-

times in the hundreds of thousands
of US dollars.

The Institute’s work indicates
that trade barriers on agricultural
and industrial goods still impose
major costs both on developed and
developing countries.64 High protec-
tion and large consumer costs in
each country are usually concentrat-
ed in a handful of industries, such as
in the agricultural sector. For exam-
ple, in the case of Korea, the study
notes that protection is highly con-
centrated on labour-intensive agri-
culture and light industry, with the
result that the percentage of the
work force shielded by trade barriers
is high compared with the figures
for United States or Japan.
Consequently, each country faces
unique structural adjustment chal-
lenges.

These studies and others con-
clude that protectionism is not a
viable long-term strategy for
improving living standards.65

Attempting to maintain a status quo
industrial structure in the face of
global change is a short-sighted
strategy. Although high tariffs and
levels of protection insulate domestic
producers from competition, over-
time, as international competitors
increase productivity, the gap
between domestic and foreign pro-
ducers grows. So too will the gap in
living standards. Moreover, the
longer protection lasts the more dif-
ficult it becomes politically to liber-
alise as the adjustment shock to
domestic producers will be greater.

Indeed, these studies support
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Adam Smith’s observations made
in 1776 on the competitive effects
of protectionist trade policies, “By
restraining, either by high duties,
or by absolute prohibitions, the
importation of such goods from
foreign countries as can be pro-
duced at home, the monopoly of
the home market is more or less
secured to the domestic industry...”.66

A case study approach has also
been used to analyse the impact of
trade and investment liberalisation.
Case studies, while focusing on a
specific industry or even a firm,
allow for direct consultation with
business and consumer interests to
obtain data and opinions on the
costs and benefits of a policy change.

The Pacific Economic
Cooperation Council (PECC)
recently published two sectoral
case studies that provide overviews
and analysis of the impacts of lib-
eralisation. The first, Switching On
– The Effects of Liberalisation in
Asia’s Electronics Industry considers
the electronics sector in China,
Indonesia, Malaysia, and the
Philippines, and discusses how
trade liberalisation and openness to
capital flows has encouraged spe-
cialisation of production and
changed the product mix in these
economies.67 The study notes that
a contributor to the growth in
output in all these economies has
been the inflow of foreign capital,
which has intensified competition
in domestic markets, promoted the
growth of exports and accelerated
the transfer of technology to local

producers. Consumers have also
directly benefited from liberalisa-
tion, from lower tariffs on imports,
and from greater competition
which has led to lower prices,
higher product quality and a wider
product variety.68

The second, Pulling the Threads
Together – The Effects of Liberalisation
in Asia’s Textile and Clothing Industry,
illustrates the likely pattern of
trade to emerge in a more open
environment. Among the four
economies studied, China and
Indonesia are more likely to devel-
op an integrated industry, while
Malaysia and the Philippines are
likely to specialise in niches within
the industry. It concludes that for
each economy there will be an
increase in two-way trade. The
paper also highlights the role that
foreign investment plays and how
it has facilitated adjustment in the
industry.69

The counterfactual – what
would have been the repercussions
of a collapse of the Uruguay Round
of trade negotiations – has also been
addressed in a World Bank paper.70

The unanimous conclusion of this
analysis is that countries would not
only have lost the benefits coming
out of the Round, but that a fail-
ure could have rolled back gains
already made, and raised protec-
tionist pressures. Such a develop-
ment would have been particularly
harsh for the economies in transi-
tion, whose economic reform is
being facilitated by access to open
global markets.
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FDI is not simply an interna-
tional transfer of capital, it is

also an extension of a firm, includ-
ing some degree of its entrepre-
neurial and management skills,
into a foreign country.71 Increases
in flows of FDI have contributed
to greater economic integration.
Global firms are enterprises that
have adopted global corporate
strategies to increase their efficien-
cy. Global firms establish produc-
tion facilities on an international
basis, pursue strategic alliances
with foreign firms, and obtain
inputs for production internation-
ally.72 The literature reviewed
recognises that FDI can have a
range of positive affects, such as
employment creation,73 physical
capital formation74 and domestic
investment,75 human capital devel-
opment,76 transfer of technology77

and increased productivity,78 and
finally, economic growth.79

FDI is not only important for
goods, but also for services.
Hoekman observed that many ser-
vices are not tradeable, in the sense
that cross-border interaction or the
temporary physical movement of
providers and consumers is not
enough to make a transaction fea-
sible.80 The long-term physical
presence of producers may be
required, that is, engaging in FDI.
Not surprisingly, investment in
services accounts for a large share
of the total stock of inward FDI in
most host countries. Since the

early 1990s, some 50 percent of
the global stock of FDI has been in
the service sector. The share of
annual flows of FDI to many
countries has been over 60 percent
in recent years. 

In 1997, the APEC Economic
Committee published a study on
the impact of investment liberalisa-
tion in APEC.81 The study draws
on case studies from several APEC
economies (Canada, Chile, Korea,

the Philippines, and Chinese
Taipei) and sectors (semiconduc-
tors, retail trade, telecommunica-
tions, and financial services) and
derives lessons about the process of
liberalising investment.

The study concludes that the
experience of the economies
reviewed confirms that investment
liberalisation and the resulting
increase in FDI inflows has
brought important benefits.82

These benefits have included
increased output, incomes,
employment and exports; significant
transfers of advanced technology to
the domestic economy; and advan-
tageous “spill-over” effects, engen-

dered by competition forces, onto
the domestic economy. In a wider
context, FDI has been a key
instrument for integrating APEC
economies into the global economy.

The literature reviewed also
addresses outward foreign direct
investment by domestic firms, for
example, outward direct invest-
ment, and the implications of the
outward flow of investment for the
home country. Contrary to some
public concerns that outward FDI
has strong negative repercussions
on the home country, it has been
found that the home country’s
firms and labour can benefit from
outward FDI. Foreign investment
by domestic firms can create
employment by raising exports of
capital goods, and, in the long run,
by influencing demand for domes-
tically produced intermediate
components, replacement parts,
and associated goods and services.83

Economic growth in the recipient
country may also increase the
demand for products from the FDI
source country. Outward FDI, for
example, has been identified as an
important factor in the Japanese
electronics sector success. The
industry’s success is partly due to a
strategy of maintaining profitability
of new product development by
investing in ASEAN and China for
outsourcing labour-intensive com-
ponents.84
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While liberalisation of trade
and investment is an

important component in improving
living standards, it is only one
component. A coherent set of
policies is required to achieve a
durable improvement in living
standards.85 This is an important
conclusion as it stresses that an
overall assessment of the costs and
benefits of liberalisation are depen-
dent upon choices made in other
policy areas.86

Trade and FDI, as well as other
international economic activities,
are linked with a complex mix of
“domestic” economic, and even
social, policies.87 How the oppor-
tunities of liberalisation are seized
and benefited from, in large part, is
dependent upon domestic policy
decisions and how firms respond
to these decisions.  These policy
links include the effect on trade of
domestic policies that affect human
resource development, economic
infrastructure, environmental stew-
ardship, adjustment to technology,
and promotion of innovation.88

Clearly, the intersection of inter-
national trade with traditionally
domestic policy areas raises
increasingly sensitive trade-off
questions. This is particularly rele-
vant and of broad public interest in
respect to issues surrounding struc-
tural adjustment, such as labour
market policies. Public interest is
also high in regard to the linkages
of liberalisation and the environment. 

Trade liberalisation, by opening
markets to increased competition
and accentuating the on-going
structural adjustment process, makes
the costs and benefits of domestic
policy choices more transparent.
Poor policy choices, however, with
or without trade, have a cost. Turner
emphasised this point with respect
to Europe by observing that Europe’s
unemployment problem is not due
to a failure of competitiveness in

the face of a global challenge, but
due to a failure of economic flexi-
bility in the face of developments
most of which would have occurred
even if trade and capital flows were
no more global than in the 1960s.89

The trade-domestic policy
interface raises the question of pol-
icy coherence. Part of the coher-
ence concept is to encourage
countries to improve their capacity
to respond to trade liberalisation
opportunities.90 This challenge
requires that a distinction be made
between governance as norm set-
ting and rule making, as opposed
to governance as results determin-

ing. Governments, through the
negotiation of rights and obliga-
tions within the trading system,
create trade opportunities. Such
opportunities may or may not be
seized by firms and individuals.
The benefits of trade liberalisation
are thus partly dependent upon
decisions made outside of the for-
mal trade governance apparatus of
the trading system.91

This is also true for investment,
where FDI is undertaken for a
number of reasons. Investment is
only one of a number of factors
that firms consider in their strate-
gic planning. Graham Vickery has
set out the following five major
objectives motivating FDI: 1) to
facilitate the penetration of foreign
markets; 2) to take advantage of
the opportunities provided by
technological change; 3) to secure
a presence in all major centres of
production and consumption; 4) to
keep costs down; and 5) to increase
global flexibility in production and
distribution.92 In deciding where to
locate new investment, these moti-
vating objectives, as well as a num-
ber of related factors such as the
reliability of transportation and
communications networks, politi-
cal stability and social considera-
tions, are taken into account by
firms.93 It is worth noting that
access to low cost labour is but one
of a number of factors influencing
a firm’s decision to undertake FDI
in any particular location.
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Trade and trade liberalisation
by definition imply that the

composition of production and
employment changes in the coun-
tries involved. This, however, in
no way implies that trade is the
singular or most important factor
contributing to pressure for labour
force adjustment. Labour markets
are in constant flux. At any given
time, different sections of the
economy are growing or contract-
ing at different rates. Nor should it
be understood that changes in the
labour force or pressure for
change, from whatever source, are
an adverse economic development.  

The economic benefits stem-
ming from trade liberalisation
require adjustment, including
labour market adjustment. The
OECD has summarised the empir-
ical results of a number of studies
conducted on the employment
effects of trade liberalisation.94 It
concluded that the net impact of
trade liberalisation on employment
is in general small at the aggregate
level of the overall economy. The
labour adjustment required is also
likely to be small with respect to
changes occurring for other rea-
sons, such as technological change
or the emergence of new products.
In an average year in developed
countries, 20 percent of the work
force will change jobs. The
OECD report concluded that “the
number of additional workers who
would have to change jobs as a

result of trade liberalization would
be likely to be only a fraction of
the normal rate of labour turnover,
particularly if the trade liberaliza-
tion were spread over a number of
years.”95

The employment effect is more
important, however, at the sectoral
level, although smaller employ-
ment changes occur due to other
causes, such as technological devel-
opments. The OECD found that
trade liberalisation and increased
trade in goods, especially with
developing countries, tends to
intensify structural change in the
OECD countries through a
labour-saving effect that reduces
demand for unskilled workers
while stimulating demand for
skilled workers. On a sectoral
basis, employment in low-wage
and low-technology industries in
OECD countries is adversely
affected by imports while high-
wage and high-technology indus-
tries experience gains in employ-
ment.96 The OECD also noted
that social “problems may arise if
the job displacements tend to con-
centrate on groups of the labour
force who are disadvantaged any-
way, eg, unskilled labour.”97 From a
political perspective, highly visible
and concentrated sectoral job loss-
es may not offset the more diffused
job gains.

The central conclusion of the
OECD work – that the role of 
liberalisation in labour market per-

formance is much smaller than
many believe – has also been
reached by others.98 Thygesen,
Kosai, and Lawrence conclude that
in the US case the slow rise in
average compensation since 1979
reflects slow domestic productivity
growth in sectors that are not sub-
ject to international competition.99

Further, growing wage inequality
in the US results primarily from
changes in production methods
and technologies.100 And finally,
trade with developing countries in
particular appears to have had a
small impact on the wages of less-
skilled workers.101

Trade liberalisation implies that
short-term structural adjustment is
necessary for longer-term prosper-
ity. This creates challenges for
other policy areas, and raises the
question of how governments can
most effectively intervene to facili-
tate adjustment by firms and indi-
viduals to new conditions. It also
raises the question about whether
those experiencing pressure to
adjust from foreign sources should
be treated any differently than
those facing pressure from domes-
tic sources.

Analysts have noted that the
type of trade and the type of struc-
tural adjustment pressures that
occur can influence the public’s
perception of whether or not trade
is beneficial.102 Trade amongst
OECD countries can be charac-
terised as intra-industry, such as,

T H E  I M P A C T  O F  L I B E R A L I S A T I O N :  C O M M U N I C A T I N G  W I T H  A P E C  C O M M U N I T I E S

Trade and Adjustment



trade in similar products. In this
case, the gains from trade are
realised from increasing specialisa-
tion. Adjustment in this case
involves shifting employment and
other factors of production within
a firm to new production lines, or
shifts within an industry. There is
no major deindustrialisation of a
sector, and the foreign competitors
are not often regarded by the pub-
lic as low-cost competitors with
major differences in factor endow-
ments.

Inter-industry trade, the trade
of different products from different
industries in different countries, is
often associated with OECD
member country trade with devel-
oping countries. This type of trade
can require that adjustment be
made by an entire industry. The
entire workforce of an industry
could face change due to new
low-cost producers. This type of
industry adjustment, which is visible
in the media, prompts demands
from the industry and employees
to remove the threat of foreign
producers. 

Trade is not the main cause of
income inequality in OECD or
non-OECD economies. Through
liberalisation, low-skilled workers
in developing countries can bene-
fit because the demand for their
labour increases. Thus, it has been
observed that international trade
does not necessarily worsen
income inequality in a global con-

text.103 In developed countries,
skill-biased technological change
has increased relative demand for
more skilled workers.104 The
appropriate policy response is to
assist the adjustment of workers in
a knowledge-based economy
whatever the sources of change.

Increased competition means
that unless firms match the pro-
ductivity gains of their competi-
tors, the wages of their workers
will suffer. In the longer term,
trade protection does not upgrade
the skills of workers or contribute
to a more flexible workforce.
Overall, the literature suggests that
the blame attributed to trade and
investment liberalisation as the
cause of social disintegration and
instability in economies is often
overstated. Moreover, even though
adjustment is a “cost” in the short-
run, it is a “benefit” in the longer-
run. Lustig summarises this view:

It may be important to note that
even if trade protection may
bring small, short-term relief for
unskilled workers, this will be at
the expense of lower growth
and living standards – including
those of less-skilled workers – in
the future. A more fruitful 
alternative would be to pursue
policies designed to upgrade the
education and skills of the
working population.105
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The public has expressed some
anxiety with respect to

potentially negative environmental
effects of trade and trade liberalisa-
tion, particularly that through
adverse effects on the environ-
ment, trade may lower the overall
quality of life.106 Addressing this
concern in an objective manner
may well be the key to maintain-
ing public support for an open
trading system and building sup-
port for a strengthened and more
open multilateral trading system,
including investment.
Liberalisation and a high quality
environment share the common
objective of improving living stan-
dards. To achieve this objective,
cooperation is required because of
the interdependence of countries
on both of these issues. While
there is some literature available on
the trade and environment inter-
face, more analytical work is
required to develop a more sound
understanding of the relationship.107

Trade and environmental con-
cerns interact in a number of ways.
Some of these are direct, such as
the import and export of environ-
mentally friendly or hazardous
products. Others are indirect, such
as the influence of trade on living
standards. Higher standards of liv-
ing can have both positive and
negative implications for the envi-
ronment. Krueger and Grossman
outlined three mechanisms on how
trade and foreign investment policy

can affect the level of pollution
and the rate of resource deple-
tion.108 These mechanisms are the
scale effect (where an increase in
trade and investment liberalisation
leads to an expansion of economic
activity), the composition effect
(where liberalisation leads to a
change in the composition of
products an economy produces)
and the technique effect (where
technological change is associated
with trade and investment).

When assessing the impact of
trade on the environment, envi-
ronmental policy must also be
considered.109 Trade and invest-
ment are not necessarily adverse
for the environment. When envi-
ronmental policies are set at appro-
priate levels, available evidence
suggests that trade and investment
activities usually will have a posi-
tive impact on the environment.
When environmental policies are
not set at appropriate levels, trade
and investment activities can
aggravate environmental problems.
A significant factor is the nature of
the environmental policy itself.110

There appears to be broad
agreement that certain types of
subsidies may contribute to envi-
ronmental degradation.111 A World
Bank report stated that: “Some
government polices are downright
harmful for the environment.
Notable here are distorted prices
in general and subsidised input
prices in particular.”112 A key mes-

sage of the report was the impor-
tance of removing subsidies that
encourage excessive use of fossil
fuels, irrigation water, pesticides
and logging. The Worldwatch
Institute has documented how
subsidies for such activities as 
mineral production, logging, 
fishing, agricultural inputs and
production, and energy use have
contributed to a range of environ-
mental problems.113

If prices for products are dis-
torted, such as through subsidies,
trade and trade liberalisation may
have an adverse environmental
impact. This, however, does not
imply that trade or trade liberalisa-
tion should be avoided, nor that
trade measures are the most appro-
priate response to subsidisation of
resource use.114 Rather, an appro-
priate domestic environmental
policy, crafted to internalise envi-
ronmental costs, is required to
avoid negative environmental
impacts.115 In particular, subsidies
to producers or consumers of
energy and agricultural products
often contribute to trade distor-
tions as well as having negative
environmental implications. The
reduction or elimination of these
types of subsidies has both a bene-
ficial effect on trade and the effi-
cient use of resources as well as the
environment.

The fear that differences in
environmental standards will pro-
mote widespread FDI and the
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relocation of firms to economies
with lower effective environmental
standards, such as, “pollution
havens”, and result in a race to the
bottom for environmental standards,
does not have a sound empirical
basis. The OECD has made observa-
tions in response to this fear.116 First,
there is little empirical evidence
indicating that countries lower their
environmental standards in order to
attract so-called “dirty” industries.
Second, there is not much evidence
of firms relocating to countries with
lower environmental standards in
order to take advantage of the lower
standards.

While firms do move from high
to low standard countries, the rea-
sons for doing so usually have little
to do with environmental standards
in either country. Very few firms
undertake foreign investment with
reduced environmental compliance
costs as their primary objective. This
said, the study notes that the threat
of industrial relocation is often used

by firms who would like to have the
burden of environmental policies
reduced. And that in effect, “the
threat of industrial migration based
on “pollution havens” (rather than
the reality of this migration) may be
generating a “political drag” on
environmental policy-innovations in
OECD countries.”117

Moreover, trade and investment
in environmentally-preferred prod-
ucts and services are important
mechanisms through which liberali-
sation can benefit the environment.
The key to this relationship is tech-
nology, and what products embody-
ing the latest technologies and ser-
vices providing technologies imply
for the environment. International
diffusion of technology and the use
of efficient (resource-saving) prod-
ucts can be facilitated by freer trade
and liberal investment policies. 118

FDI and technology transfer also
imply that the links between trade
and the environment need to be
considered in a long-run framework.
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Liberalisation, and rules setting
out rights and obligations, has

evoked fears on the part of a num-
ber of individuals and organisations
that national policy autonomy, or
even sovereignty, has been gradual-
ly undermined to the detriment of
society.119 The OECD describes
this concern as “the perception
that increased global competition,
underpinned by global trade and
investment agreements, is eroding
the capacity of governments to
exercise national ‘regulatory’ sov-
ereignty; that is, to independently
determine national policy objec-
tives and implement regulatory
decisions on both economic and
social issues”.120 Yet constraints on
independent action, with no
regard to international repercus-
sions, should not be considered as
an inevitably negative development.

Constraints on governments
may be positive as they add predi-
cability to the conduct of interna-
tional relations and allow for a
world-wide trade regime to func-
tion.121 In other words, the WTO
is not a cost to be endured, rather
it is a benefit to be actively sup-
ported.122 For smaller economies
which would otherwise be sub-
jected to discriminatory trade poli-
cy actions from larger economies,
this is particularly important.
International commitments may
also act as a counterweight to pro-
tectionist forces and short-term
political opportunism.123 To the

extent that there is a dilution of
unrestrained sovereignty, it can be
offset through the use of influence
by national governments in inter-
national organisations and the
establishment of international
rules. Globalisation, and the inter-
national governance that has
accompanied it, should not be
seen as the death of the nation
state nor as the reckless throwing
open of vulnerable domestic
economies to chaotic forces.124

Keohane has asked why inter-
national institutions, in a world
dominated by sovereign states,
exist if they are seen as opposed to,
or above, the state? He asserts that,
in fact, international institutions
are viewed as devices to help states
accomplish their domestic objec-
tives.125 In this sense, governments’
participation in trade and invest-
ment liberalisation negotiations
constitutes the exercise of their
sovereignty rather than a surrender
of it; and the negotiating process
reflects the need for governments
to move forward toward a set of
rights and obligations in a manner
that is consistent with their domes-
tic political choices. The evolution
of the multilateral trading system,

from GATT to WTO, was brought
about by a series of political choic-
es made over almost fifty years.
The argument that participation in
multilateral agreements is actually
an exercise of sovereignty is sup-
ported by many. Looking beyond
liberalisation, Slaughter suggests
that international organisations like
the United Nations cannot func-
tion effectively independent of the
major powers that compose it, nor
will those nations cede their power

and sovereignty to an international
institution.126

Trade liberalisation and trade
governance is manifest in interna-
tionally negotiated rights and
obligations. Governance is about
giving direction, but it is also
about providing an analytical
framework for issue formulation.
In an international context, with
the recognition that new policy
tools and international cooperation
will be required, Renato
Ruggiero, the current Director-
General of the WTO, has charac-
terised this governance challenge
as the risks and benefits of
“Inventing the Future”.127

Does trade liberalisation, or
globalisation more generally,
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require a dismantling of national
social welfare mechanisms and a
race toward minimal government?
The answer to this is not likely.
The fear that governments are
unable or have been unable, to
implement regulatory decisions on
social issues is not supported by
the evidence. Krugman and
Lawrence have emphasised that
governments retain substantial
autonomy in regulating their
economies, designing their social
policies, and maintaining institu-
tions that differ from those of their
trading partners.128

Rodrik believes that a key
component of the implicit postwar
social bargain in the industrial
countries was the provision of
social insurance and safety nets at
home in exchange for the adop-
tion of freer trade policies.129

Rodrik further explains the histor-
ical context of the postwar period
which witnessed two trends: the
growth of trade and the growth of
government. Prior to the Second
World War, government expendi-
tures averaged around 20 per cent
of the GDP of today’s industri-
alised countries. By the mid-
1990’s, that figure had more than
doubled. Rodrik concludes that
there is a surprisingly strong asso-
ciation across countries between
the degree of exposure to interna-
tional trade and the importance of
the government in the economy.

In addition to the increasingly

evident links with domestic policy
areas, there is an intertemporal
dimension that may influence indi-
vidual views on the nation state
and its linkage with liberalisation.
Governments engage in “gover-
nance” activities that can be char-
acterised as focusing on either the
short-term or the long-term.
Short-term activities are con-
cerned with the “here and now”
or the immediate, political costs
and benefits. The long-term activ-
ities are focused on future costs
and benefits, as well as how cur-
rent costs may be required to
enable or to increase future bene-
fits. All governments place priori-
ties, often undefined, on the rela-
tive importance of these time hori-
zons. The intertemporal dimen-
sion is important when consider-
ing trade. It allows structural
adjustment in response to new
trade policies and trade patterns,
which may be costly in social, eco-
nomic, and political terms in the
short-run (and therefore seen as
threats to the nation state), to be
seen in a broader perspective.130

With respect to FDI, fears that
foreign investors will be less likely
than domestic investors to identify
with or accept/support the host
government’s public policy goals
are unsubstantiated, as is the asser-
tion that foreign investors are sys-
tematically poor corporate citizens.
The assertion of a loss of economic
sovereignty on the basis of the

level of foreign ownership is also
suspect as government policies can
be applied irrespective of the own-
ership of the firm. 

With liberalisation in the broad
self-interest of economies, and not
detrimental to the exercise of
national sovereignty, why is it that
countries maintain and at times
strengthen restrictions? There
appears to be two explanations.
First, understanding trade and
investment and the links with the
domestic economy is not an easy
or straight forward task.
Consequently, the public may be
misinformed and any misunder-
standing is likely to translate into
less political support for liberalisa-
tion than would otherwise be the
case. Second, there is a political
economy explanation for protec-
tionism.131

This literature draws attention
to the fact that some firms and
individuals gain, sometimes quite
considerably, from protected mar-
kets. Protection influences the dis-
tribution of income, with the
income gains being concentrated
in the few who actively support
political regimes that are willing to
allow the protection to continue
or even increase. The losses are
spread over a large section of the
public, and on a per capita basis are
often not large enough to stimulate
collective and coordinated action
to act as a political counterweight
to those seeking protection.132



It is hoped that this short paper,
summarising contemporary views

on liberalisation, has contributed to
developing a realistic view of trade
and investment liberalisation.
Liberalisation is not the root cause of
the world’s economic ills, nor is it
the panacea. The literature highlights
three key interrelated themes. First
and foremost, on balance in the long-
term, trade and FDI liberalisation is
beneficial to society. Liberalisation
promotes efficiency, encourages
innovation, raises incomes, and gives
consumers a greater choice of
goods. Liberalisation is a means to
an end, rather than an end in itself. 

A second major theme is that
while liberalisation of trade and
investment is an important compo-
nent in improving living standards, it
does not stand alone. Liberalisation
is only a component. A coherent set
of policies is required to achieve a
durable improvement in living stan-
dards. This is important as it stresses
that the cost and benefits of liberali-
sation are dependent upon choices
made in other policy areas. This is
particularly relevant with respect to
issues surrounding structural adjust-
ment such as labour market policies
and sustainable development. 

Third, short-term structural
adjustment is necessary for longer-
term prosperity. This creates chal-
lenges for other policy areas.
Particularly, there is a need to facili-
tate adjustment, and for the gains
from liberalisation to be as widely

shared as possible. This requires poli-
cies to help, in particular, those most
affected by adjustment.

The concerns over trade and
investment liberalisation inducing
social disintegration are not justified.
Liberalisation is not the main cause
of income inequality. Rather, skill-
biased technological change has
increased demand for more skilled
workers and reduced that of
unskilled labour. Moreover, in the
longer term, trade protection does
not upgrade the skills of workers or
contribute to a more flexible work-
force, and this has its own negative
social consequences. The appropri-
ate policy response is to facilitate the
adjustment of workers in increasing-
ly knowledge-based economies,
whatever the sources of change.
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