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“The Purpose of trade liberalization should be to phance the global gains from trade
and in particular to empower the developing countres with greater trade
opportunities. Yet, aid dependence has increased amg many developing countries,
raising concerns over the effectiveness of aid. Wieeare the problems? Discuss the
efficacy of trade liberalization and scepticism o&id with empirical evidence.”

Matthew Grimson
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1. Introduction

“One thing that nearly all economists have almbsags agreed about is the desirability of free érad
(Krugman, 1993When viewed from a holistic perspective the litisegion of trade ‘appears’ to be a
good thing, with observably positive results. Teusipled with plentiful theoretical understandinglan
support; the case for liberalising trade is a diffi one to ignore.

Is this an over simplistic view point? Does tlasib framework of trade liberalisation alwaysd
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across different types of nation? Or, are thereessitniations where trade liberalisation is actually
damaging?

The other main tactic concerning developed counisdoreign aid. Unlike liberalising trade, the
effectiveness of foreign aid polarises the opinioheconomists.

In some cases aid is a vital lifeline and may leedifference between an individual living or dyirigut
how effective is aid? Can aid stimulate real ecoicagrowth?

Also, it is apt to assess the donors. Is aid alpateuistic act of generosity? Or is it a tool fmuntries

to gain influence and support?

Throughout this assignment | will seek criticallyadyse the effects of aid and trade liberalisatidsing

empirical evidence and data | have researched.

2.Trade

“Trade openness allows economies to better cafiterpotential benefits from increasing returnsdales
and economies of specialisatiorKiif et al, 2009 This sentiment is echoed throughout the academic
world.

Since the inception of the Adam Smith’s (1775) tlyeaf ‘absolute advantage’ and Ricardo’s (1817)
supporting paper outlining ‘comparative advantdfete has been a solid theoretical framework to
explain the gains from trade. Ultimately, when dos ‘specialise’ in that which they have an adage
to produce, total production capacity and thugstoe@ possible surplus can be realised.

What can trade potentially do for a country? Muabuight follows the same basic path. “The case for
freer trade is enriched by including the facts thede liberalization increases the variety of ggaihd
raises productivity by providing less expensivénigher quality intermediate goodsDd@rnbusch, 199p
Ultimately, we as consumers stand to benefit gydedim trade. In an ‘ideal world’ trade enablestais
experience the biggest choice and the highesttgdafithe lowest cost. When this is the case emegy
is able to maximise his or her own utility functsotHowever, we must be careful not to ignore paaént

problems that are also present.
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2.1 Growth

The net result of trade liberalisation should begen up the developing world to growth.

Below is a graphical representation of the effe€teconomic freedom’ and GDP growth as presented b
theWorld Bank
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This displays strong evidence supporting the flaat when economic freedom (i.e. liberalising trade)

applied; the result is a positive effect on thairdoes growth rate.
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This second graph supplies further evidence in@pand unlike the previous graph is over a much
longer timescale.
This graph is important because it shows the cmsére experiencing ‘real’ growth. There may b&eca

where inflation would cause an illusion of growthem the numbers were looked at in isolation.

The simple truth is there is a consensus that fibdealisation can induce ‘real’ growth. Although
countries differ in terms of infrastructure and Wwtireey export and import, the basic framework ag th

growth is easy to observe and possible for manytr@s to achieve in the long-run.

2.1a Growth Case Study: Latin America and East Asia
Table 4

TABLE 1
GROWTH AND EXPORTS IN LATIN AMERICA aAND EasT Asia: 1965-1989
fl‘l‘:ﬂ(.:l‘.'N'l'.‘l(;l‘: D]ﬁ'I'HIHL"['I(]r\':l

Annual Rate of Annual Rate of Annual Rate of
Growth of Real Growth of Manu- Growth of
GDP facturing Exports
196550 198089 196580 198089 196580 1958089
A. Selected Latin American Countries
Argentina 3.5 -0.3 2.7 —0.6 4.7 0.6
Brazil 5.8 3.0 9.8 2.2 9.3 3.6
Chile 1.9 2.7 0.6 2.9 7.9 4.9
Colombia 5.8 3.5 6.4 3.1 1.4 9.8
Mexico 6.5 0.7 7.4 0.7 7.6 3.7
Peru 3.9 0.4 3.8 0.4 1.6 0.4
Venezuela 3.7 L0 5.8 4.9 —-9.5 11.3
Latin America &
Caribbean (Average) 6.0 L6 7.0 1.5 —1.0 3.6
B. Selected East Asian Countries .
Hong Kong 5.6 7.1 n.a. n.i. 9.5 6.2
Indonesia 8.0 5.3 12.0 12.7 9.6 2.4
Korea 9.6 9.7 157 13.1 27.2 13.8
Malaysia 7.3 4.9 —_ 5.0 4.4 9.8
Singapore 10.1 6.1 13.2 5.9 4.7 8.1
Thailand 7.2 7.0 11.2 5.1 5.5 12.8 Edwards 1993
East Asia (Average) 7.2 7.9 10.6 12.6 10.0 10.0

| have taken this table to act as a miniature ‘sagdy’ regarding the different fortunes of LatimArica
and East Asia as a direct result of their attittdeshange. To provide some context to this tabknd

this period Latin America were extremely inwardkom where as East Asia were taking big steps
towards liberalisation.

From 1980-89 East Asia enjoyed an average grovithofa/.6% where as Latin America was a modest

1.6%. In this brief example it is clear East As#s ltomparatively benefited from trade.
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2.2 Effects on people

A policy brief by the QECD, 1999 proposes that one of the most effective wayshicwto improve the

living standards of those in the world is tradefddisation.

The rewarids of openness:
Trade orientation and living standards in developing countries

Average annual growth
of GNP per capita

1986-92

1974-85

1963-73

B Strongly Outward-Oriented Meoderately OQutward-Oriented
Moderately Inward-Oriented Strongly Inward-Oriented

Source: Greenaway ef af (1989) and |MF, World Economic Outiook (selected years)

Using this graph first produced by the IMF, it igtilighted how a countries attitude to trade cdactf

peoples prosperity (as measured by GNI per capita.)

The message from all three decades is clear. Tdms#ries who were ‘strongly outward orientated’
enjoyed the most per capita growth. Where as tivitbestrongly inward-orientated policies remained

stagnant or even decreased.

These findings should act as a catalyst for mamytees to liberalise trade with the rest of the'ldo
Any policy that addresses the trade situationdouwntry must have its inhabitant’s interests atrtédia
People can gain from higher wages and increasednacdhen it is within the governments best intarest

to act.

2.3 Trade Ramifications for the Environment

The first potential issue with trade liberalisatisrihe potential environmental effects. Consities t
example: A small developing country grows food tlsataten and consumed locally. The environmental

footprint associated is much smaller than if tloatck is flown all over the world.
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Although in a trade relationship two countries baymonetarily better off, there may come a timemwhe
the disutility of consuming fossil fuels outweigth® extra utility gained from exporting.

“The European union had been prepared to takeghé&ristance by agreeing to a 30% cut in greenhouse
emissions by 2020, which would have increased ddrf@mncarbon permits.”"Marketwatch.comPolicy
makers are becoming more sensitive to environmesgaes. If trade liberalisation results in incezhs
carbon consumption then as a result of discussio@®penhagen this will become much more

expensive.

However, this remains very much a two-sided delfateport published by thgOECD 1999)laims “by
promoting a more efficient use of resources anthguag growth, can make a vital contribution todsar
creating the conditions necessary for environmentptovement.” My interpretation of this is
liberalisation should make economic relationshipsrtmost ‘allocative efficient’, in the proces®th
agents will seek to improve any technologies assediwith production which may in turn be the

birthplace of environment saving technologies.

Table 3
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Sowurce: Dasgupta, S. et al. (1995), “Environmental Regulafion and Deaveloprment:
A Cross-Country Empirical Analysis”, Policy Research working Paper 1448,
Washington, D.C.: The World Bank. (April).

This graph seems to go someway to backing up thevant for trade benefiting the environment. There

is an obvious correlation between high-income ceesitand environmental performance.
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2.4 Problems with Liberalisation Theory

Not all people are able to unanimously agree uperpbsitive effects of liberalisatio&iixon et al,

2006 highlights “Critics point to tenuous links betwekberalisation, openness, growth and poverty
reduction.” There are arguments that some of thepdhave highlighted above are over simplistic.
There is also a large anomaly regarding liberabisadind growth in our current society. In an engaiki
study Rodrik, 1999 noted, “the star performers of the last few desadhina and Vietham have grown
fast behind high trade barriers.” This is diffictdtignore, despite the links between growth and
liberalisation we have established.

However, “it is simply misleading to say that higitotection in China and Vietnam has not deterrstl fa
growth, or even contributed to it. The central pagrthat, starting from near autarky, the haveritized
external trade.”Erixon, et al 2005 So perhaps these countries are not as libesthadards set by other

countries but they are certainly moving towardsHddtisation.

There is a case to be answered where by libenalsabuld harm a country, According tdqdaro et al,
2009 “The share of international investment receivgdhg poorest countries is falling rather than
rising.” There is a rising fear that in a questédfficiency, some countries will get bypassed and
consequently isolated from the rest of the world.

Also in the case of the ‘Prebisch-Singer’ thesmyrdries “find themselves locked in a stagnaniasitun
that perpetuates their comparative advantage.tharavords countries will be trapped making a

particular good for increasingly poor terms of #ad

2.5 Protecting Infant Industries

Developing countries will look to nurture particuladustries to spearhead future growth in the tgun
However, in the early stages, an industry will hate the same advantages of more established firms
elsewhere in the world (e.g. will not be able talisee economies of scale). As a result of thisweld
price’ will be lower than the domestic price. Openthese industries up to world markets will foticeir
prices down to a point where operation may notustasnable.

In this scenario the developing country could biriefm protecting this infant industry (e.g. anport
tariff) until such time where they have become neffieient and realised economies of scale through
growth.

Using this form of protectionism may assist a coptdwards future growth
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3.Aid
“There has been a growing disenchantment with therpial for development in the poor countries and
with the role foreign aid can play in developmei@anbur, 2003 There is much ‘economic’ skepticism

around aid and the true magnitude of its effectsti@ other hand, on a ‘micro’ level aid is saJings

of individuals on a daily basis.

3.1 Allocation and Distribution of Aid
According to Todaro et al, 200p*Official Development Assistance is allocatedsmme strange and

arbitrary ways.”

Table 5: ODA by region, 2005
Region ODA Per Capita (U.S$) GNI Per Capita (U.S$) GNI Per Capita (PPP) ODA as Share of GNI (%)

Middle East and North Africa
Sub-Saharan Africa

Latin America and Carribean
East Asia and Pacific

South Asia

Europe and Central Asia

This table asks some probing questions regardstglalition. The lowest GNI per capita region irsthi
table is South Asia, so it stands to reason tregt §hould receive the most aid. Despite this thotyedly
receive some of the lowest ODA per capita. Thiohezs even more questionable when we consider the
Middle East has nearly double the GNI per capitéréceives 15 times the ODA per capita. Why vgat

are helping those who don’t need as much help?
I will now outline the reasons for this, namely;H& pattern of aid giving is dictated by politicalda

strategic considerations(Alesina et al, 2000).
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3.1a Former Colonisation

Table 6

Table 2. Bilateral aid to former colonies,
1970 to 1994

Donor Colony Share (percent)
Australia 555

Belgium 537

France 570
Germany 26

Ttaly 90

Japan 63
Netherlands 171

New Zealand 225

Portugal 996

Spain 48

United Kingdom 780

United States 29

AEE 196

Alesina suggests that the decision to give aidrewd much to actually give is heavily dependant on
whether the recipient was a former colony. As yan see fronTable 6the amount of aid received by
former colonies is disproportionately high.

When aid data was subject to an econometric steglyrding this topic “the own colony statistic was
highly significant in some cases with a t-statisti®.10.” (Alesina et al, 2000In other words countries
are deliberately favouring these countries.

The reason for this are two fold. Since aid is useehcourage countries to act in the donors istere
(discussed later) there is a higher chance formlenes are more aligned with the donors. This is
because the donors have laid much of the poliéindlsocial infrastructure down in the past. Seggndl
donations are often made on “whims and ad hoc jueégés of donor decision makers.” (Todaro et al,
2009) These decisions are made by individuals lamcttore may come laden with political or even

emotional ties with the former colony.

3.1b Aid as Payment for Political Support

There is evidence to suggest aid is used as aibarg&ool to gain political support.
The Alesina paper provides a telling example. Withie UN, on average developing countries votes

matched those of France 64% of the time. Howevegeession using data from the I1a6tyearsshowed
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that when this correlation increased to 73% thewarhof aid France gave to these countries increhged
96%.
This is the darker side of aid, and in some respaetiolation of public perception regarding the

intentions of aid. In situations such as this iittke more than a payment to accrue political pow

3.1c Aid as Incentive for Trade Liberalisation

Relating to the other main theme of this repodoantries openness to trade very much effects haahm
aid they are likely to receive.

“Open economies get about twice as much as clases|, geteris paribus.Alesina et al, 2000in a

broad sense there appears to be some kind of resysiein for operating a liberal trade system.

| believe that it is perfectly viable to use aidrduce political change, if the motivations fordsehange
benefit the recipient country. As we have seerydeatle liberalisation can induce growth so donor
countries armed with this information should uskas leverage to bring about reform in trade.

This would appear to be the only viable optionviraning’ countries off aid and hopefully propelling

them on a path towards sustainable growth.

3.2 Consumption or Growth Issues

Giving aid is very good and noble. But, how is thid being consumed? If people are using it in an
inefficient way then a percentage of the aid iste@s

It is touted that growth in developing countrieslifficult to achieve, as it requires a large ialitamount
of investment funded by a large savings surplusghvis often not present. “The model is
straightforward. Economic growth depends on investinas a share of GDPEd#sterly, 2008

If aid is not stimulating investment then ultimatédk effect on growth will be limited. Due to the
destitute nature of recipients a lot of aid is sgenconsumable goods to service the ‘short tefasterly
reflects this idea and also adds owlyen “incentives to invest were favourable” iagtually observed.
There may even be situations discouraging investnasrthe recipient countries feels they must ooieti
to display poverty to be eligible for more aid.

“Aid induced investments expand the role of goveznts in society and provide incentivesdbtock and

slow down market reforms.” (Erixon et al, 2006) tAg point highlights if aid does actually atixl
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investment this increases the role of a governwéiatare potentially ill informed and can potentall

make bad decisions particularly in relation to &rad

3.3 Aid today
“Development aid is at its highest level ever iR20(OECD). In 2008 the amount of aid from other

nations had increased 10.2% in real terms to 1bdlioé dollars.

Table 7
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These figures are difficult to interpret, as iha&rd to disentangle how much aid is through a sehse

altruism and how much is necessary due to depepdanaid.

| believe the more aid we give, the more dependawneloping nations become on this aid. The more we
increase aid the less incentive we are giving a@sto seek genuine alternatives to achieve growth
These larges increases in aid will ultimately daentige world economy due to the opportunity costaif

investing them in more lucrative opportunities.

“Aid can be effective in any country where it icampanied by sensible economic policies.” (Easterly
2003) Some of the selectivity highlighted in thestdbution’ section can be a ‘good’ thing. Govermis
must target their aid in places in which it will kesthe most difference. But more importantly thet fa

aid cannot be given alone. In many cases the westerld is donating to extremely corrupt and
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kakistocratical nations where aid without consitéassistance is an utterly futile pursuit.

3.3a Aid and Growth: A Mixed Relationship
Table 8

Aid and Growth in Africa
{ 10-year moving averages)

T 2.00%
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2 T 1.50%5%
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= o
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T.00% +
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This graph displays evidence to suggest aid hagfaot (or even a negative effect). It is obvioumsi

the table that as when aid increases growth in Gi2aBually declines.

This graph may well be hiding an important factectsas rapidly growing population that is distagtin
the figures. However, if we take this graph at faakie it is not a reason to abandon aid altogether
Instead we should concentrate our efforts into tstdading how we can adapt the aid to become more
effective and realise its aims. This graph doekllggt the fact that at its worst aid is very ineént

over time.

Aid may be very ineffective if it's indiscriminatebiven. It should instead be cleverly masqueraated

stimulant for investment and growth.

4. Conclusion: Aid and Trade Liberalisation United

Globalisation is defined as; “a trend away frontidig national economic units toward one huge dgloba
market.” (Hill, 2007) Globalisation isevitable and is now difficult to reverse. So in many respect
markets have decided that trade liberalisatiohasaay forward for future growth. As | have disas

trade liberalisation at its strongest can causaadnt growth but perhapsore important, through this,
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improve the lives of those living in developing atries. This is not to say that this method is fess,
there are situations in which countries could sufEemage. Extremely poor countries cannot compete
and will thus be condemned to a difficult and stagrexistence.

Taking this into account a developing country sbdadopt a ‘flexible’ approach in the face of trade
liberalisation and exploit the opportunities whiay come. Protectionism can be an ugly process at
times but it may be necessary in some cases tegiredme countries from becoming the ‘losers’ aulér

liberalisation.

But how can we push countries towards this?

Perhaps the easiest way to push these countriesdsuhis isAid. As | have discussed aid is a difficult

concept. Although it has the power to do good #u i it is_very inefficientall the way through the

cycle of giving it. Quite often aid is given to tixeong people, or to the right people who use thm

wrong way. Also, aid dependency is increasing shgwio signs of slowing down.

| believe aid needs to first, become united, asmore effective when it is coordinated from o h
Secondly, aid needs to become the incentive ferdilising trade as that is a way in which we can
seriously increase a countries chance of achieyiogth.

At the very soul of aid is altruism. It is easybcome disillusioned with the figures and its olrgio

inefficient nature. But, the fact is aid helps pleopfor one am willing to accept aids inefficiees if |

believe it is making a difference to individualeds; which | truly hope that it is.

In many situations a developing country cannotea@hit with one of these factors alone. Only when
‘receiving aid’ and trade liberalisation is sucdabyg juxtaposed at both ends of the relationskil, this

become a possibility.
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