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1. Introduction

Impacts of trade reforms on developing countries (DCs) have be-
come a cornerstone of the World Trade Organization (WTQ) negotia-
tions which are part of the Doha Development Agenda (DDA)
launched in November 2001 at Doha. The question of rich country
agricultural support and its potential impacts on rural poverty in de-
veloping countries has been one of the major concerns during the
Doha Round. Poverty reduction is now widely accepted as a primary
objective of the international agenda in which the Millennium Devel-
opment Goals defined by the United Nations in the Millennium Decla-
ration (UN, 2000) commit the international community to halve pov-
erty by 2015 and promote a more open, rule-based trading system as
an important means of reaching the Millennium Development Goals.

Historically, many WTO rules have evolved to reflect the perceived
interests of developed countries in an era in which the participation of
DCs was limited. As DCs have become more actively involved in the
WTO, the challenge is to design rules that promote development that
requires the active involvement of DCs in the whole negotiation proc-
ess.

In contrast to the preceding General Agreement of Tariffs and
Trade (GATT), all WTO agreements and disciplines, with few excep-
tions, apply to all members regardless of the level of development al-
though, in many cases, transition periods and rules apply to DCs. A
consequence of this so-called “Single Undertaking” and the expansion
in the coverage of multilateral rules to new areas such as intellectual
property rights and trade in services was that DCs were confronted
with a significant implementation agenda as well as new policy con-
straints.

In practice, ensuring that the liberalization agreements promote de-
velopment in DCs means prioritizing reforms which yield the largest
benefits to poor countries. In order to assure a development path of
this kind, governments must be helped to move towards good trade
policies and deal effectively with the implementation constraints faced
by DCs. Reform proposals should therefore be prioritized with a view
to maximizing the welfare gains for all WTO members. The potential
gains from liberalization in different areas are not homogeneous and
depend on the structural economic features of each country (Charlton
and Stiglitz, 2005). In particular, the welfare gains associated with ag-
ricultural liberalization are substantial for DCs if there are appropriate
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domestic and international complementary policies which correct the
market and institutional failures characterizing most DCs. The Doha
Round has actually reached a deadlock due to the contrasting positions
of developing and developed countries, mainly on agriculture. More
generally, although the DDA reflected the obvious fact that DCs were
central to the new trade liberalization agenda, three key difficulties
emerged during negotiations (Collier, 2006): i) there are currently
radically different aspirations among WTO members where DCs ex-
plicitly aspire to transfers from developed countries in contrast with
the reciprocal characteristic of multilateral negotiations; ii) a large
group of WTO members are highly marginalized from the world
economy and see themselves as having no basis for bargaining mutual
advantage; iii) the necessity to negotiate over all sectors (not sepa-
rately) increases the difficulties that DCs face in participating in the
bargaining process.

These three aspects have exacerbated the contrasting positions of
the DCs who want significant domestic trade reforms to be made by
developed countries and pro-development exemptions in favor of the
DCs themselves. The developed countries, on the other hand, are ori-
ented towards fully reciprocal concessions by both groups of coun-
tries.

The aim of the paper is to analyze the DCs’ negotiating positions in
agricultural liberalization and try to understand which factors mainly
affected the failure in the negotiation process.

The rest of the paper is organized as follows. Section 2 generally
describes the terms of the debate on the role of DCs in the Doha
Round with a special focus on the agricultural issues that heavily in-
fluenced the current deadlock. Section 3 gives a comparison of some
empirical results on possible outcomes of the Doha Round and focuses
on agriculture and impacts in terms of poverty reduction for DCs.
What strongly emerges from this comparison is that the positive ef-
fects in favor of DCs predicted by simulation exercises are inadequate
compared with expectations. These results help us to understand why
DCs are highly unsatisfied by achievements in the Doha Round. The
main explanations for these limited welfare improvements are linked
to market and institutional failures Section 4 and the problem of
preference erosion occurring in the agricultural sector Section 5. Sec-
tion 6 offers some concluding remarks.



WTO Agriculture Negotiations and Developing Countries 11

2. The Doha Round and Agricultural Negotiations

The agricultural sector has been one of the most contentious issues
in the multilateral trade negotiations that have been taking place since
1999 when the Ministerial Conference of the WTO was held in Seat-
tle. Discussions on the agricultural sector determined the delay in the
adoption of the DDA so that the new negotiation round for trade liber-
alization could be open to all WTO members. The dramatic events in
the United States on September 11" were one of the major reasons for
opening the Doha Round, launched by the 2001 Ministerial Declara-
tion.

The Uruguay Round Agreement on Agriculture (URAA) took a
major step forward by bringing the agricultural sector within the WTO
multilateral trading rules but its success in opening up the sector to
global competition was limited. Today, agriculture remains one of the
most contentious issues and special efforts from developing-country
bargaining coalitions have been made in order to achieve ambitious
results in terms of improving market access in developed countries.

Although DCs have an interest in promoting all of the areas under
negotiation, they have repeatedly made it clear that agriculture is the
key issue that will determine whether or not they sign up to a deal for
two main reasons. The first is because many DCs see potential oppor-
tunities once the large trade distortions in world agriculture markets
are either eliminated or substantially reduced. The second is because
many DCs, and particularly Least Developed Countries (LDCs), have
deeply vulnerable people who depend on agriculture. There is a need
to ensure that integration of the agricultural sectors of these countries
into any emerging reform framework takes their interests into account.
These concerns shape the offensive and defensive interests of DCs in
these negotiations (Matthews, 2005a).".

2.1  The role of developing countries in agricultural negotiations

During these long negotiations, the DCs have emerged as a signifi-
cant political force. In particular, after the failure of the WTO Ministe-

! The requests of DCs are well reflected in one recent report published by Ox-
fam (2005) which affirms that for every US$100 generated by world exports today,
about 97 per cent goes to high- and middle-income countries and only 3 per cent
goes to low-income countries.
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rial Conference in Cancun (September 2003), it was clear to industri-
alized countries that the hegemony of the United States and the Euro-
pean Union (EU) in the negotiation process had been reduced. The
leading actor on the scene was the G20, a group of heterogeneous DCs
including powerful members such as Brazil, China and India which
obtained a great consensus from advanced and very poor DCs (Nar-
likar and Tussie, 2004; Panagariya, 2002a). Since the Ministerial Can-
cun meeting, the G20 has criticized the farm policies and agricultural
tariffs in developed countries. In the last two years, 2004 and 2005,
DCs have extracted some concessions from developed countries in
terms of dropping out of EU export subsidies and obtaining the prom-
ise of substantial reduction of highly protective tariffs.

Another coalition coordinated by Indonesia and Philippines, the
G33, was also established on the eve of the Cancun Conference. The
main concerns of G33 are that issues such as food security, rural live-
lihoods and rural development should become an integral part of the
negotiations. During the Cancun Conference, it wanted to introduce
two specific instruments for DCs, one being the possibility to use an
ad hoc category of Special Products (SPs) only in favor of DCs and
the second, a Special Safeguard Mechanism (SSM) which were both
embodied in the modalities of the WTO agricultural negotiations.

A further grouping was the G90 - an alliance of African, Caribbean
and Pacific countries (ACP), African Union states and LDCs - with a
platform that was essentially oriented towards protection from the
negative impacts of trade liberalization of particularly vulnerable
economies which are largely dependent on long-standing preferences
for their economic development. The G90 also required a binding and
meaningful Special and Differential Treatment (SDT) in favor of poor
countries in all areas of the DDA and, in general, greater efficacy of
aid flows and assistance for DCs.

The consolidation of developing country coalitions appeared to
deepen in the last Hong Kong Ministerial Conference with the crea-
tion of a grand coalition called the G110 which grouped together G20,
G33 and G90, representing 80 per cent of humanity (Oxfam, 2005).
This result goes well beyond the expectations of the developing coun-
try coalitions during the Cancun meeting to remain a stable political
force in the Doha Round negotiations.

The DCs and the bargaining coalitions are divided into heterogene-
ous groups: subsistence agriculture (much of Africa and part of South
East Asia, or the G90 and G33), export agriculture (particularly Ar-
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gentina and Brazil, or the G20) and those breaking out of agriculture
and becoming increasingly centered on manufacturing (from a range
of coalitions).

If we consider simple data, the sector’s share of global GDP for DCs
is around 11 per cent whereas for developed countries, it is signifi-
cantly lower (Table 1). Furthermore, the annual growth rate of agricul-
tural value added as a share of GDP for DCs over the last ten years
was twice the growth rate for developed countries. Agriculture’s share
of global merchandise trade is almost the same for both developed and
developing countries (7%) but substantially higher for Sub-Saharan
Africa (13%). Furthermore, 57 per cent of total population in DCs
lives in rural areas (64% for Sub-Saharan Africa) whereas figures for
advanced economies are significantly lower. These divergences show
two main aspects: agriculture is still an important sector for livelihood
in DCs and especially LDCs and, at the same time, rural populations
in DCs on average are considerably less productive and hence poorer
than those employed outside agriculture (FAO, 2005a). For this rea-
son, improving the incomes of small-scale farmers is an essential step
toward achieving poverty reduction and equality in income distribu-
tion (Polaski, 2005).

For agricultural exporters, the failure to liberalize trade in agricul-
ture and remove subsidies has been particularly costly and this may
well explain the offensive position of the G20 in negotiations. Trade-
distorting measures of industrialized countries displace the agricul-
tural exports of DCs by reducing the world prices by 3.5-5 per cent for
many agricultural commodities including wheat, other grains and oil-
seeds (Dimaranan et al., 2003). Elimination of protectionism and sub-
sidies of the industrialized world’s agriculture would therefore bring
high benefits for DCs’ net agricultural trade.?

For this reason, many DCs claim a substantial improvement in
market access by developed countries in the Doha Round and declare
that most efforts in tariff reduction during the Uruguay Round were
made by DCs whereas developed countries applied lower reduction
rates to their own tariffs (Finger and Winters, 2005). DCs also had to
take on costly commitments embodied in the Sanitary and Phytosani-

2 According to Diao et al. (2003), protectionism and subsidies by industrialized
nations cost DCs about US$24 billion annually in lost of agricultural and agro-
industrial income. Trade-distorting measures also displace more than US$40 billion
of net agricultural exports per year from DCs.
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tary Measures (SPS) and Trade-Related Aspects of Intellectual Prop-
erty Rights (TRIPS) agreements and in the Doha Round they would
contemplate the opening of their markets only if developed countries
commitments for further market access were significant. One of the
main requests made by the DCs is the adoption of stronger SDT provi-
sions, considering three core areas: preferential access to developed-
country markets, typically without reciprocal commitments from DCs,
exemptions or deferrals from some WTO rules and technical assis-
tance to help implement WTO mandates.

Table 1 — Main Statistics for Agricultural sector, 2003 (% values)

Developed Developing Sub-

World . . Saharan
Countries  Countries .

Africa

Agriculture value added rela-

tive to GDP 6.3 2.4 115 16.8

Agriculture value added rela-

tive to GDP (annual growth 24 1.2 3.1 3.7

rate 1992-2003)

Rural popula_tlon relative to 51 27 57 64

total population

E_cor!omlce_llly active popula- 43 6 53 60

tion in agriculture

Agricultural exports relative to 71 70 74 13.7

total exports

Agricultural exports relative to 36.2 74.4 19.4 20.2

agriculture value added

Source: FAO (2005a)

The 2001 Doha Ministerial Declaration emphasized the importance
of SDT, stating that provisions for special and differential treatment
were an integral part of the WTO agreements and paragraph 44 explic-
itly called for a review of SDT provisions with a view to “strengthen-

ing them and making them more precise, effective, and operational”.’

2.2 Special and Differential Treatment for DCs

The intellectual foundations of SDT was laid in the Prebisch-Singer
hypothesis which argued that developing-country exports were mainly

3 For a very useful description of the dynamics in agriculture negotiations in the
Doha Round, see Aggarwal (2005).
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concentrated in commodities with volatile and declining terms of trade
(Prebisch, 1950; Singer, 1950). That theory was based on the argu-
ment that DCs needed to foster industrial capacity to reduce import
dependence and diversify the economic system, shifting factors away
from the production of traditional commaodities towards the industrial
sector. These policies were justified by the declining terms of trade of
traditional commodities in the long term, often affected by short-term
price volatility. In practice, the protection of the infant industry was
reached with the creation of trade barriers to reduce import flows. In-
ternational specialization along the lines of static comparative advan-
tage had excluded developing countries from the fruits of technologi-
cal progress that has so enriched the industrialized world (Cuddington,
1992). At the same time, it was acknowledged that exports were im-
portant as a source of foreign exchange and that the local market
might be too small for local industry to be able to capture economies
of scale. Therefore, in 1968, the Generalized System of Preferences
(GSP) was launched under UNCTAD auspices and called for devel-
oped countries to provide preferential access to developing-country
exports on a voluntary basis.

Because GSP programs violate the GATT’s Most-Favored Nation
(MFN) rule, in 1979 at the conclusion of the Tokyo Round, permanent
legal cover for GSP was obtained through the Decision on Differential
and More Favorable Treatment, Reciprocity and Fuller Participation
of Developing Countries, better known as the “Enabling Clause”
which called for preferential market access for DCs and limited recip-
rocity in GATT negotiating rounds to levels consistent with develop-
ment needs.

SDT became an integral part of the URAA and was further empha-
sized in the DDA. Currently, SDT provisions in the WTO rules call
for preferential access to developed country markets, exemptions from
certain rules and promises of development assistance (Table 2).

One of the main problems during recent negotiations is how much
SDT DCs should demand. If too much is requested, the chance for a
satisfactory outcome to the round is reduced. If too little, the DCs may
lose opportunities for ad hoc measures (Josling, 2005). The political

* An important feature of the Enabling Clause was that SDT was to be phased
out when countries reached a certain level of development. That level was never
defined, however, leaving eligibility for trade preferences to the discretion of prefer-
ence-granting countries.
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economy problem is complicated by the fact that SDT would not bring
the same benefits for all DCs but the effects are well differentiated. If
the actual classification of developing country members in the WTO
remains unchanged, effective liberalization in the DDA would bring
scarce results for DCs themselves, reducing substantially the possibil-
ity to increase South-South trade flows (Anderson and Martin, 2005;
Bouet, 2006).

Table 2 — SDT main provisions

Category Developing country Developed country
Smaller tariff reductions over ~ Take into account erosion of
a longer period preferences
Designation of special prod-

Reduce tariff escalation
ucts

Longer implementation period

Concessions for elimination of export sub- Liberalization of tropical

products markets

in tariff sidies

schedules Smaller cuts in domestic sup-  Market access for alternative
port over a longer period products
Higher de minimis for domes-  Increased technical assistance
tic support for trade capacity
No reduction commitments Duty- and quota-free access
for LDCs for LDCs, where possible

Decision on low-income food-
deficit countries

Export credits

Ad hoc temporary finance for
developing country imports

Special safeguard mechanism
Differentiation
in rules Special consideration for State
Trading Enterprises

Source: Josling (2005)

In order to make SDT more effective in providing real compensa-
tion to losers in the liberalization process, a greater differentiation
among DCs - based not only on a self-declaration system as before but
on quantitative assessment of vulnerability to trade liberalization
process - could be a source of compensation for those countries which
would effectively face welfare losses after the Doha Round. Nonethe-
less, DCs are not generally favorable to a hard differentiation and such
a position can be explained in two ways: on the one hand, DCs as a
single group would be more powerful in the bargaining process and,
on the other, more advanced countries such as Brazil, China and India
would not lose the more favorable treatment permitted to DCs
(Evenett and Hoekman, 2006; FAO, 2005c; Hoekman, 2005; Kleen
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and Page, 2005; Matthews, 2005b).

Considering the explicit position by DCs not to concede any differ-
entiation criteria in order to apply gradual SDT provisions on the basis
of the development status of DCs, it is clear that the outcome of the
negotiations is quite ambiguous. The question as to whether self-
designation should be allowed remains on the ground whereas in re-
cent years, the developing country status was not conceded to any new
WTO member but only the LDC status was adopted. There are com-
pelling political reasons for taking SDT provisions seriously. A degree
of SDT that is satisfactory to DCs will be necessary for an agreement
in the Doha Round because developing country groups such as G20,
G33 and G90 are committed to meaningful SDT although DCs differ
considerably on the real impact of SDT on their economic systems.

Most DCs have requested SDT with the possibility of exemption
from further tariff reductions or, alternatively, a greater flexibility to
set tariffs at whatever levels they deem appropriate, justifying the case
using four key arguments (Matthews, 2005a):

e The case for development tariffs where high tariffs are necessary to
provide adequate incentives for producers in DCs in order to en-
courage agricultural growth with its accompanying poverty alle-
viation and multiplier effects;

e The case for food security tariffs where levels of food self-
sufficiency at world market prices or with low tariff bindings are
insufficient to provide the level of national food security that DCs
desire;

e The case for stabilization tariffs where tariff bindings should be
sufficiently high to give DCs the ability to vary applied tariffs in
order to offset most or all of price volatility arising from world
market prices;

e The case for compensatory tariffs - high tariffs in DCs are justified
as a countervailing measure as long as developed countries con-
tinue to provide significantly larger amounts of trade-distorting
support.

To this end, Hoekman (2005) states that self-designation criterion
is likely to survive but that specific SDT provisions could be targeted
to particular circumstances that can themselves be monitored. A de-
veloping-country category itself would therefore become less attrac-
tive as the SDT provisions cover more objective subsets of countries.
At the same time, Josling (2005) underlines that this solution raises
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the question as to whether the multilateral trade system should en-
courage the proliferation of groups of countries treated differently in
the rules, in a trade system based on non-discrimination.

2.3 Main issues of agricultural negotiations affecting the Doha
Round deadlock

The negotiations to reach further agreement on agriculture by the
Hong Kong Ministerial Conference (December 2005) took place
based on the Framework to Establish Modalities in Agriculture at-
tached to the Doha Work Program agreed by the WTO General Coun-
cil on 1 August 2005 (WT/L/579), generally known as the July
Framework Agreement (FA).

After the Ministerial Conference held in Hong Kong in December
2005, few noticeable results emerged from a long negotiation process
and the July 2006 deadline for establishing modalities was missed
leading to a Round standstill.”

During the past five years, the requests from DCs find general
agreement on two main issues:

e Demands for a high level of ambition in disciplines in the three
main pillars under negotiation — market access, export competition
and domestic subsidies, including extension of duty-free and
quota-free access for LDCs. Support for this request is partially
moderated by the concerns of preference recipients about the im-
pact of reduced tariffs on their preferential margins.

e A defensive interest in retaining the maximum policy space to take
account of particular vulnerabilities such as food security, liveli-
hood security and rural development concerns. These issues are all
addressed in the proposal of a Development Box, next to the three
existing Amber, Blue and Green boxes. Support for this demand
and, more generally, for SDT is tempered by concerns expressed
by the mainly Latin American agricultural exporting countries that
other DCs may substantially reduce the potential South-South
trade flows emerging from a deep liberalization.

After the Hong Kong Declaration, very few pro-development re-
sults in the three main negotiation areas, better known as the three pil-

® For an exhaustive examination of political obstacles to a final Doha Round
Agreement and possible solutions, see Collier (2006).
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lars, were reached and the majority of hot issues remained open.

Specific issues of market access involving DCs regard the effects
of a formula approach to tariff reduction and the existence of SP and
SSM for development purposes.

An important issue for some DCs is how to reconcile a formula ap-
proach to tariff reductions with SDT where in the Uruguay Round this
meant that commitments by DCs averaged two-thirds of those under-
taken by developed countries (Matthews, 2005a). If this is to be re-
peated in the Doha Round, the question is whether this commitment
should be built into the formula to be used. Application of the same
formula can lead to different outcomes depending on the initial struc-
ture of tariffs. There are considerable differences between the struc-
ture of bound tariffs in both developed and developing countries as
well as between developed and developing countries. The difficulty
arises when DCs start with very high and uniform-bound tariffs ini-
tially. Many DCs are in this position because, in the implementation
of the URAA commitments, they opted for a ceiling binding on prod-
ucts not previously bound on the basis of appropriate protection
bounds deemed autonomously. Although SDT in the formula would
mean that DCs would be treated more leniently than developed coun-
tries with the same tariff structure, the differences in the initial tariff
structures could mean that, in practice, the average cuts to be under-
taken by many DCs would be considerably greater than the average
cuts undertaken by developed countries.®

The Hong Kong Declaration officially introduced two specific ex-
emptions for DCs on the basis of SDT rules. DCs will have the flexi-
bility to self designate an appropriate numbers of Special Products to
be exempted from commitments. Criteria for the eligibility of SPs are
food security, livelihood security and rural development needs in line
with the position of G33 (defending the position of Net Food Import-
ing Developing Countries, NFIDCs).

Furthermore, DCs worried that trade liberalization could leave
them vulnerable to import surges or a price collapse on world markets
in a situation in which they have very limited ability to protect pro-

® Using a tiered approach with the explicit aim of harmonising tariffs, there will
be a wide dispersion in the average tariff reduction achieved among developed coun-
tries. DCs often have tariff structures with most of the tariff lines corresponding to
notified bound rates at 100% or above. Dividing tariff lines into tiers with decreas-
ing cutting commitments corresponds to higher cuts for higher tariffs.
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ducers through purely internal measures. The G33 asked for a Special
Safeguard Mechanism (SSM) for DCs only, along with the concept of
SPs.

While the Hong Kong Declaration officially introduced an SSM for
DCs in the agricultural negotiations, the modalities for such a provi-
sion — and for the great part of agricultural issues - were not estab-
lished by the end of April 2006, with the consequent collapse of the
Round.

Another developing country specific issue in the market access pil-
lar is the negative effect related to tariff escalation. Tariff escalation
occurs when tariffs rise along processing chains in such a way that
tariffs on the processed products are higher than on the corresponding
primary products. An escalating tariff structure of this type creates
greater protection for the domestic processing sector, acting as a sub-
sidy to the activity of transformation whereas it acts as a disincentive
for exporting processed products for exporters. A recent contribute by
Sharma (2006) denotes the positive impact of formula cuts proposed
by EU, G20 and US during October 2005, in terms of reduction of tar-
iff escalation. For eight DCs (Brazil, Egypt, India, Indonesia, Paki-
stan, Philippines, Sri Lanka and Turkey) and seven products (cocoa,
coffee, fruits, sugar, oilseeds, grains and rice), the proposed formula
cuts would reduce tariff escalation from 40 percentage points on aver-
age in the URAA to 15-21 percentage points. Whether these reduc-
tions are sufficient or not is a matter of judgment, depending on the
desired degree of tariff escalation. Furthermore, it is necessary to con-
sider the real impact of tariff escalation in accounting for the role of
preferential agreements. Chevassus-Lozza and Gallezot (2003) note
that countries benefiting from a preference with the European Union
(ACP in particular) face quite homogeneous tariff rates for all agro-
food chains whereas Clark and Bruce (2006) show a similar regularity
for the US tariffs (e.g., with the other members of NAFTA).

The limited political efforts made by WTO members to solve this
problem have only achieved the result that “[t]ariff escalation will be
addressed through a formula to be agreed” (paragraph 36 of the FA)

’ The flexibility argued by DCs both on price and volume for the SSM is per-
fectly in line with the specific features of the existing Special Safeguard (SSG)
available for all countries. Valdés and Foster (2005) have argued that price triggers
should be better because volume triggers require up-to-date reliable information,
which may be difficult to provide in DCs. A volume trigger could also be caused by
a shortfall in domestic production rather than a change in external circumstances.
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and paragraph 17 of the Hong Kong Declaration only adds that “there
is full agreement on the need for this to be done and a genuine recog-
nition of the particular importance of this for commodities exporters”.

Probably the most apparently incisive decision provided by the
Hong Kong Declaration is the decision no. 36 (Annex F of the Decla-
ration) where duty- and quota-free market access will be provided by
2008 for all LDCs for at least 97 per cent of products. The proposal is
much less generous than the original Doha mandate of full duty- and
quota-free access. The exemption of 3 per cent corresponds to some
300-400 tariff lines in developed countries, allowing them to continue
to protect the very sensitive products produced more competitively by
LDC exporters (Oxfam, 2005).

With regard to the third pillar, few DCs have entitlements to pro-
vide trade-distorting domestic support beyond de minimis levels. Their
interest in this pillar of the negotiations is therefore offensive. The
G20 has made the most detailed proposal for reductions in aggregate
measure of support (AMS) and in overall trade-distorting domestic
support among the developing country groups. The FA recognizes the
existence of a SDT in domestic support, partly adopting the proposal
from the G20 where DCs with no AMS entitlements should be ex-
empted from any reduction requirement in their de minimis level (cur-
rently twice than the levels allowed for developed countries). The FA
states that DCs that allocate almost all de minimis programs for sub-
sistence and resource-poor farmers will be exempt from any reduc-
tions in de minimis levels.

3. Winners and Losers in the Doha Round

The bargaining positions of DCs are often directly linked to a po-
litical economy process. In any case, if we look at the empirical results
provided by a large body of literature, the requests addressed by DCs
seem to be coherent with the forecasted economic effects of the
Round.

Several assessments of the effect of a potential agricultural agree-
ment in the Doha Round have been produced in recent years, mainly
analyzing simulations with Computable General Equilibrium (CGE)
models, with special attention paid to the consequences of the DDA
on DCs.

Very broadly, the welfare effects of trade liberalization are domi-
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nated by two factors: i) the change in allocative efficiency and ii) the
change in terms of trade.

Gains from allocative efficiency are realized when market distor-
tions are removed, permitting the economy to reallocate its resources
to the most productive use. By eliminating import tariffs, consumption
surplus is increased and productive factors are allocated to more effi-
cient utilizations. These gains are obtained regardless of what trade
partners are carrying out. These benefits accrue largely to the liberaliz-
ing region itself. This is the main explanation for the unequal distribu-
tion of welfare gains in agriculture where the larger benefits go in fa-
vor of developed countries such as the EU, the US and Japan where
agricultural domestic supports are very high. The terms of trade effect
comes from changes in a country’s export prices relative to its import
prices. According to the results of simulation exercises, agricultural
market prices should be higher after the liberalization process and
terms of trade for exporting DCs should be more favorable. This is the
main explanation for the relatively high proportion of welfare gains
going in favor of large exporting DCs which are the core members of
the G20, characterized by an offensive position in the negotiations
which moves in the direction of a full liberalization of developed
country markets. At the same time, consumers in DCs could lose due
to increasing market prices for agricultural products and the net effect
of a wide-ranging agricultural reform depends on the composition of a
country’s exports and imports of different commodities and the price
sensitivity of those commodities to liberalization.

Another important feature to be addressed in the analysis of the
welfare effects of liberalization is the agricultural trade balance across
countries. There is a division between temperate products (program
crops and livestock), where DCs are largely net importers and devel-
oped countries net exporters, and tropical products for which DCs are
largely net exporters. Program crops are those which would experi-
ence the largest price increases because they are the most subsidized
in developed countries. Therefore, in many simulations, most DCs
would face increasing prices for their agricultural imports. It is not
surprising that many DCs are worse off as a result of the terms of
trade effects after agricultural trade reforms.

Considering the specific perspective of LDCs, three special condi-
tions should be more closely considered. First, in recent decades, the
constant decreasing trends of agricultural products on world markets
caused by protection and output and export subsidies by the developed
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countries have oriented the consumption path of LDCs towards large
imports of agricultural products. As importers, LDCs have access to
these low prices. Once the subsidies and protection are eliminated, the
world prices rise and harm importers. For many LDCs who are large
importers of agricultural products, these losses can be substantial
(Panagariya, 2005).

Secondly, under preferential regimes such as the Everything But
Arms (EBA) initiative of the EU, LDCs have quota- and duty-free ac-
cess to the EU market (with the exception of few products). This
means that they can sell their exports at the internal EU price that is
kept artificially high to protect EU producers. With some exceptions,
the EU internal price is far more lucrative than the price that could be
obtained in a condition of free trade. With the ending of export subsi-
dies and a decrease in tariffs and production-enhancing subsidies,
world agricultural prices are likely to go up. Higher prices and better
access to agricultural markets in developed countries should benefit
DCs, whose comparative advantages often lie in agriculture. However,
not all DCs are net exporters of agricultural products and not all net
food-importing DCs have the capacity to increase production. The
food-import bill could therefore increase thus enhancing the vulner-
ability of the economic system. This is particularly likely for DCs that
export agricultural products under specific preference agreements. Af-
ter the trade liberalization process, the productivity structure of these
countries would no longer be competitive, losing market quotas and
increasing food imports. These economies are often characterized by
high specialization in products with preferential treatments and the
reduction of this preferential treatment would not be compensated by a
shift to other more efficient productions.

Thirdly, in the presence of persistent unemployment, trade liberali-
zation may simply move workers from low productivity protected sec-
tors into unemployment. This lowers the country’s national income
and increases poverty (Polaski, 2006). High unemployment rates,
weak safety nets and poor risk markets are all features of DCs that
have to be taken into account in a comprehensive analysis of welfare
effects related to trade liberalization. Historical evidence, not only
simulations, suggests that without complementary policies, trade alone
is unlikely to promote the absorption of agricultural labor force into
more productive sectors (Polaski, 2005).

After a brief description of the main results from CGE models with
specific attention to poverty reduction effects, we will try to highlight
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some general issues on trade and poverty (par. 4) and preference ero-
sion (par. 5) which could help to explain the small welfare effects
commonly found in the simulation exercises of a Doha Agreement
scenario.

The most recent results from simulation of alternative liberalization
scenarios in this negotiation round are described in Anderson et al.
(2005a; 2005b), Bouét et al. (2005b), Bouét (2006), Francois et al.
(2005b), Hertel and Winters (2006), Polaski (2006) and a useful com-
parison of trade impacts on poverty reduction is described in Acker-
man (2005). All these experiments reflect the effects of a trade reform
scenario using benchmark data from 2001, updated with the key
events occurred recently, namely the accession of China to the WTO,
the phase out of the worldwide bilateral quota scheme for textiles and
clothing and the 2004 enlargement of the EU to 25 members as well
as the implementation of European reforms that were part of the so-
called Agenda 2000 plan.

Following Anderson et al. (2005a), in a full liberalization scenario,
welfare gains in favor of DCs would be 45 per cent of total gains, a
percentage well above their share of global GDP. Their welfare would
increase by 1.2 per cent, compared with an increase of just 0.7 per
cent for all countries (Table 3). DCs would reap substantial efficiency
gains from reforming their own protection, in many cases higher than
developed countries’ tariffs structure. This higher share is partly be-
cause they have relatively high tariffs themselves and would therefore
reap substantial efficiency gains from reforming their own markets
and partly because their exports are more concentrated in those prod-
ucts whose tariffs in developed-country markets are consistently
higher. Results in Francois et al. (2005b) are partially different where
liberalization of domestic and export subsidies by the rich nations —
the EU and US in particular — would produce larger efficiency gains in
these countries. Moreover, these reforms would raise the world price
of food. Because some developing nations are net food exporters and
some other are net food importers, a narrow focus on rich-nation agri-
cultural liberalization would show mixed effects on DCs. Some of the
biggest developing country agro-food exporters — Argentina and Bra-
zil — will face substantial gains in terms of increasing agricultural ex-
ports (and this is also confirmed in the analysis by Winters, 2005) but
at the same time consumers in almost all DCs could be negatively af-
fected by very uneven impacts in terms of food security and nutrition.
In this case, all the considerations about possible negative impacts of
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trade reforms on poverty must be accounted for, especially in terms of
distributional impacts.

Comparing the available studies, a common result emerged where
it seems that for DCs most gains from trade liberalization are due to
textiles and clothing and other manufacturers whereas agricultural lib-
eralization would even produce welfare losses for DCs if a realistic
Doha Round scenario were set (Bouét et al., 2005b). In particular,
most of the welfare losses in an agricultural trade reform scenario
would affect vulnerable economies as some ACP, Mediterranean and
Sub-Saharan African countries where preference erosion would pro-
duce significant negative effects. This particular result is closely re-
lated to the more accurate modeling of preferential trade agreements
in Bouét et al. (2005b), confirming that where the effective rate of
utilization of preferential regimes are quite high, negative effects in
terms of preference erosion are more likely.

Bouet (2006) presents simulations where imperfect competition
and product differentiation in industry and services bring negative im-
pacts for countries specializing in the primary sector after trade liber-
alization. Therefore, agricultural specialization has a cost even for ex-
port oriented countries such as Argentina, Australia, Brazil or New
Zealand because trade reform gives agricultural countries incentives to
reallocate productive factors in the primary sector, thus reducing posi-
tive effects related to economies of scale and varieties.

The simulation exercise provided by Polaski (2006) represents one
of the most recent models, including a Doha scenario accounting for
Hong Kong Declaration. One specific aspect of this model is the rep-
resentation of the labor market which is divided into three types: agri-
cultural labor, urban unskilled labor and urban skilled labor. In urban
unskilled labor, there is unemployment whereas wages in the agricul-
tural labor market are lower than urban unskilled wages. The rural and
urban unskilled labor markets are linked by migration. Depending on
the scenario, the gains to DCs are about 2 to 6 per cent less if labor
forces are modeled separately rather than as a single, unskilled labor
group.

Apart from specific consideration about different assumptions in
the modeling procedures, two common results can be drawn by this
comparison: i) agriculture is not always the main source of welfare
gains, as Bouét (2006) and Polaski (2006) clearly show; ii) the overall
effects linked to the agricultural sector would be followed by a de-
creasing welfare level especially for vulnerable economies with non-
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competitive farm households which correspond perfectly to the poor-
est individuals. Such common results should be taken into account
during the negotiation process in order to assure adequate compensa-
tion for such welfare losses.

Following Hertel and Ivanic (2006), if substantial tariff cuts were
adopted by DCs, global trade reform would bring large welfare gains
for DCs, thus enhancing South-South trade flows. Domestic reforms
implemented by DCs would be positive for two reasons: the first ef-
fect would be to enlarge demand markets whereas the second one
would be to reduce inefficiencies in production (Fabiosa et al., 2005).
As underlined in Ackerman (2005), if we look at a “Doha scenario”,
DCs would gain less than in a full liberalization scenario. Considering
that in analyzed simulations the main difference in the two scenarios
depends on reduced trade reforms applied by DCs, the role of prefer-
ential agreement and SDT emerges as a major cause of reduced wel-
fare gains for DCs themselves. On the contrary, Polaski (2006) states
that few losses arise from the erosion of preferences that DCs cur-
rently benefit from rich countries. A more fundamental problem is the
structure of the agricultural sector in many DCs, often characterized
by low productivity and small-scale subsistence farming markets.

These contrasting results are perfectly in line with contrasting posi-
tions between developed and developing countries where developed
countries claim for a full reciprocal trade liberalization while many
DCs claim for stronger SDT provisions. Deeper differentiation in the
implementation of SDT could be a possible solution, especially in re-
lation to the higher commitments for relatively advanced DCs such as
Brazil, China and India which could be the major engine for the de-
velopment of South-South trade flows, opening their markets to LDC
exports.

In this sense, an effective reform of SDT seems to be necessary.
SDT accorded to fast growing economies such as Brazil, China and
India substantially reduced the possibility of South-South trade flows.
In particular, looking at results in Bouét et al. (2005b), the average
simulated tariffs faced by Sub-Saharan Africa on agricultural exports
only decrease by 2.2 percentage points. In contrast, the cut amounts to
4.6 percentage points for relatively advanced members of the G20.
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Table 3 — Welfare impacts in recent simulations of Doha Round negotiations

Authors

Assumptions for the agricul-
tural sector

Scenarios

Welfare effects

gains in 2015 compared to baseline calculated as the annual ~ World DCs
gains as % of base GDP
Anderson Products as imperfect substitutes Agriculture®  0.44 0.76
et al. Factor markets with perfect compe-  Global* 0.7 1.2
(2005a) tition Global with 1.1 2.2

Labor and capital mobile between productivity

sectors Changez

Full employment Dohasce- 0.3 0.39

All preferential agreement are taken nario with

into account productivity

change®

Francois Products as imperfect substitutes Agriculture* 0.1 0.35
etal. Factor markets with perfect compe-  Global* 0.5 1.06
(2005b) tition

Labor and capital mobile between

sectors

Full employment
Bouétet Products as imperfect substitutes ~ Agriculture®  0.08 -0.03°
al. Capital market perfectly mobile Global 0.33 0.8
(2005b)  Dual labor market with totally elas-
and Bouét tic supply of unskilled labour for
(2006) modern sector

Labor imperfectly mobile between

agricultural activities and other sec-

tors

All preferential agreement are taken

into account
Polaski  Labor market distinguished in three ~ Global* 0.53 1.2
(2006a)  types: agricultural labor, urban un-  Agriculture  0.02 -0.009

skilled labor, urban skilled labor, Doha’

with unemployment in urban un- Doha sce- 0.19 0.42

skilled labor. Agricultural wages nario’

lower than urban unskilled wages.  Hong Kong  0.14 0.3

scenario®

Notes:

L Full liberalization scenario implemented globally.
2 Sector-specific labor productivity is allowed to respond to changes in sectoral

openness.

® Doha scenario is based on possible negotiation outcome of the Doha Round con-
sidering realistic tariff cuts and exemption for DCs as SDT provisions, and exemp-
tions for developed countries as sensitive products and the green box.
* Partial liberalization scenario implemented globally, where all trade protection
instruments are reduced globally by 50%, as is domestic support for agriculture in

the OECD.
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® Partial liberalization scenario is only based on an agricultural agreement following
on from last negotiation outcomes as the modalities described in the FA.

® This figure depends strictly on negative results for Mediterranean and Sub-Saharan
African countries which would face consistent losses caused by preference erosion.

" Doha scenario, entails an ambitious expansion of market access for manufactured
goods (50% reductions in applied tariffs by developed countries and 33% by devel-
oping countries) and a less ambitious expansion of market access for agricultural
products (36% reduction in applied tariffs by developed countries and 24% by de-
veloping countries)

® Hong Kong scenario entails a 36% reduction in applied tariffs by developed coun-
tries and 24% by developing countries in both agricultural and manufacturing sector.

This last result could explain the G20 requirements for hard liber-
alization on one side and the contemporary request for SDT for DCs
in order to protect the poorer partners of the G20 and the other large
coalition (G90) comprising LDCs and NFIDCs. The position of the
G20 could be interpreted as highly ambiguous, when the requirement
of a SDT which is not differentiated for DCs would substantially re-
duce the South-South trade flows. This position corresponds to a spe-
cific political will where less advanced economies would agree on the
negotiation agenda of the G20, increasing the bargaining power of
DCs as a whole, whereas differentiation criteria would inevitably re-
duce the cohesion within and between developing country coalitions.

In the valuation of the potential gains for DCs linked to increasing
South-South trade flows, it must be remembered that industrialized
economies constitute 75 per cent of the world’s GDP and 77 per cent
of total import flows, meaning that access to Northern markets re-
mains critical for DCs (Polaski, 2006). Moreover, South-South trade is
actually increasing without any intervention from the WTO and, dur-
ing the 1990s, it grew at nearly double the rate of global trade. There-
fore, there could be a strong case for a strategic position assumed by
developed countries when claiming for welfare gains from South-
South trade means an augmented market access for export flows com-
ing from rich countries and directed to DCs (Oxfam, 2005).

The simulations previously described allow a strength analysis on
poverty reduction linked to multilateral trade reforms. Following
Anderson et al. (2005b), under a full merchandise trade liberalization
scenario, extreme poverty in DCs (those earning less than $1/day)
drop by 32 million in 2015 compared with the baseline level of 622
million, a reduction of 5 per cent. The majority of the poor by 2015
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are projected to be in Sub-Saharan Africa where the reduction is esti-
mated to be 6 per cent. The approach of the authors has been to take
the change in the average per capita consumption of the poor, apply
estimated income-to-poverty elasticity and assess the impacts on the
poverty headcount ratio by calculating the change in the real wage of
unskilled workers and deflating it by the food/clothing consumer price
index which is more relevant for the poor than the total price index.
The real wages grow and the assumption is that the change in un-
skilled wages is fully passed onto households. Furthermore, the clo-
sure of the model has been made considering that losses in tariff reve-
nues would be replaced by increasing direct household taxation which
mainly affects skilled workers and high-income households in the
DCs.

Under the Doha scenario, the poverty impacts are more modest.
The SDT for DCs and the exemptions in favor of rich countries such
as the sensitive products and domestic support under the green box
would substantially reduced the welfare gains of a trade liberalization
reform, especially in the agricultural sector. The number of poor living
on $1/day or less would fall by 2.5 million for the core Doha Scenario
(of which 0.5 million are in Sub-Saharan Africa). If only agriculture
were addressed in a scenario of liberalization, global poverty allevia-
tion would be less than full liberalization and almost zero for Sub-
Saharan Africa.

Such analysis seems to be quite unambiguous without making spe-
cific considerations on real factor mobility (in particular the unskilled
labor force). The liberalization process in agriculture would bring up
market prices, especially for cash crops and exported commodities in
general. As described in Section 4, the capacity to use such increasing
demand markets and increasing goods prices are generally available
for efficient farms which do not correspond to poor farm households.
Scarce market infrastructures typically occur in DCs, especially for
crops sold in the local markets where international prices affect only
imported goods. For low-skilled farm workers, increasing market
prices would only correspond to increasing wages if there was a natu-
ral unemployment rate and the rural population was employed in the
exporting sector.

The explicit assumptions made for these simulations only take into
account welfare poverty in terms of pure income per capita for people
living under the poverty line. These assumptions are far from the
measurement and assessment of real poverty conditions where in-
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vestment poverty matters as well (Reardon and Vosti, 1995) and the
definition of welfare is very narrow if we consider only an increasing
GDP per capita as a result. Focusing on a more general dimension of
poverty as lack of access to resources, the situation changes due to the
consideration that even the investment of gains from trade is impor-
tant.

As we have seen, two specific aspects concerning DCs are often
emphasized. One is the role of market structure and market failures,
particularly related to labor market and rural poor behavior, and the
other, the effects of preferential regimes and preference erosion.

4. Factors Influencing the Trade-Poverty Nexus

Openness and trade liberalization have been a major component of
conventional economic policy advice in recent decades. There is wide
acceptance that, in the long run, open economies fare better in aggre-
gate than closed ones and that relatively open policies contribute to
long-run development. The general tendency of the empirical evidence
on dynamic effects — both form cross-section and case studies — is in
the direction of positive correlation between trade openness and eco-
nomic growth (Dollar and Kraay, 2004; Frankel and Romer, 1999;
Greenaway et al., 2002). Many contributes stress, however, that in the
short run, trade liberalization produces negative impacts on certain
actors and that even in the long run, successful open regimes may
leave some behind in poverty. In some cases, an open economy is
more exposed to shocks that generate uncertainty and undermine pol-
icy measures designed to alleviate poverty and redistribute income. To
be fully effective, trade liberalization needs to be part of a package of
measures promoting greater use of the market, more stable and less
arbitrary policy intervention, stronger competition and macroeco-
nomic stability (Rodriguez and Rodrik, 2001; Rodrik, 1998).

Considering that the described CGE models adopted for Doha sce-
nario simulation are mainly static, the main static effects will be de-
scribed below with specific attention to market and institutional fail-
ures and households’ behavior which are difficult to model in a gen-
eral equilibrium context but which are crucial when describing the ef-
fective impacts on poverty reduction.

As underlined by Winters (2002, 2004, 2005), three groups of vari-
ables are useful when exploring the effects of trade policy on poverty:
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households’ behavior, factor markets and the role (and size) of gov-
ernment. All these issues can have both positive and negative impacts
in terms of poverty reduction and considering them all together leads
to non-univocal solutions.

First of all, a general important aspect of any analysis of poverty is
the definition and measurement of the phenomenon itself. The major-
ity of analyses - which quantify the impacts on poverty from trade lib-
eralization process aggregating (or comparing) different countries -
adopts an absolute consumption metric. This entails that poverty is
held to have fallen if fewer people fall below a fixed threshold in
terms of their purchasing power over goods and services.®

On the contrary, poverty is a multi-dimensional phenomenon: there
are many reasons why people are poor and even within broadly de-
fined groups, there are huge differences in the circumstances of indi-
vidual households. Thus, the effects of many shocks will differ among
poor people depending on the poverty ‘profile’, or consumption, pro-
duction and employment activities of the poor which can be very het-
erogeneous in the same country (Winters, 2002).

Following Ravallion (2003), the differences among alternative
poverty measures are very important in the quantification of impacts
on trade liberalization and most of the simulations on WTO negotia-
tions account for a pure consumption measurement as the income per
capita and an absolute poverty line as the number of people living
with less than $1 a day. If we consider the alternative development
theories widely diffused in the recent literature such as the human de-
velopment paradigm (UNDP, various years) and the capability ap-
proach (Sen, 1979, 1985, 1999), it is clear that different poverty (or
lack of entitlements) measures give different results.

Trade liberalization reforms, and, more generally, the globalization
process have great importance in terms of both intra-country and inter-
country inequality effects. Although many scholars analyze the em-
pirical evidence of increasing or reducing intra-country inequality,
less attention has been paid to the potential negative effects of rising
global inequality. Following Griffin (2003), this second aspect has
been described as “asymmetric globalization” and considers two spe-
cific aspects of global economic integration which are extremely
harmful to poor countries. The first is the restriction on the movement

& In most of the cases, this choice is constrained by the fact that modelling gen-
eral impacts of trade policies in a global context is a quite difficult task.
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of low-skilled labor that has been applied de facto in many rich coun-
tries in recent decades. Freer movement of labor would be advanta-
geous for DCs and would allow greater efficiency in resource alloca-
tion, raise income and improve the distribution of world income. In
this sense, advanced economies may reduce these negative effects im-
plementing the “mode 4” commitments of GATS, therefore favoring
the temporary migrant labor from DCs to developed countries (Ox-
fam, 2005). The second important issue in inter-country inequality is
the continuing discrimination against products which are of particular
importance to low income countries (i.e., tropical products, cotton,
textiles and clothing) where the process of trade liberalization has
generally occurred more slowly than in other products.® The status of
WTO negotiations clearly reflects that even a deep agricultural reform
implemented by advanced economies, without adequate progress in
other “hot” topics, would not lead to hard welfare improvement for
poor economies.

As we have seen, market and institutional failures are the first ex-
planation for low welfare gains in favor of DCs. In particular, house-
hold behavior, factor markets (labor market, above all) and the role of
government have been considered.

4.1 Household behavior

The effect of a single price change on household welfare is propor-
tional to its net supply position in that goods are expressed at current
prices as a proportion of total expenditure. In practical terms, in order
to quantify the exact poverty effects, we must know the price changes
implied by shocks and poor households’ net supply positions. Respon-
siveness to price shocks is particularly important when considering the
vulnerability aspects of poverty.'® Policies which reduce households’
ability to cope with negative shocks might induce households to dis-
place income from investment activities (with long term positive ef-

® For an exhaustive literature review on the trade-poverty linkages and the wide
range of different approaches to analyze both the micro and macro effects on pov-
erty related to a trade reform, see Hertel and Reimer (2005).

19 Trade liberalization will typically affect both the means and variances of a
household’s sources of income, and could affect vulnerability in four ways: changes
in mean incomes; changes in the portfolio of activities undertaken by households;
changes in the variability of existing income sources; and poverty traps (Winters,
2004).



WTO Agriculture Negotiations and Developing Countries 33

fects) to immediate consumption. The ability to switch between activi-
ties is an important aspect of adjusting to potentially impoverishing
shocks. If labor market conditions are not favorable to immediate em-
ployment alternatives, trade shocks that produce, for example, higher
price volatility could be a source of decreasing income per capita for
households dependent on liberalized goods thus increasing uncertainty
and risk aversion.

In addition, it is important to note that for small-open economies,
the price of goods that are traded internationally will be largely deter-
mined by the world price, hence the prices of such goods will not
change further as the market equilibrates and all the adjustment will
be in internationally traded quantities. At the other extreme, if goods
are only traded locally — because of transportation difficulties or other
infrastructures deficiencies — the trading domain is very small and the
price is likely to sustain only part of the adjustment.

In particular, agricultural liberalization is mainly considered effec-
tive for poverty alleviation because it produces demand spillovers that
are heavily concentrated on relatively employment intensive and lo-
calized activities from which poor people gain the larger part of their
income. This particular result is true for countries (households) where
there are possibilities to specialize in the production of goods experi-
encing increasing prices due to trade liberalization (Anderson et al.,
2005b). For wvulnerable economies (i.e., countries benefiting from
preferential agreements), the real capacity of such specialization is not
so obvious because most of the economic resources have been in-
vested in the production of goods benefiting form the preferential ac-
cess to rich countries markets.

Moreover, in some cases, farmer (peasant household) behavior is
the opposite of a specialization in cash (tradable) crops, even if cash
crops undergo a price increase and appear to become the most remu-
nerative choice. This paradoxical behavior has been explained with
the presence of market failures in DCs.

In particular, the case for a non-Pareto optimal has been partly ana-
lyzed by Newbery and Stiglitz (1984) where the authors have demon-
strated that lack of a complete set of risk markets for agricultural pro-
duction in the case of trade openness would lead to adverse welfare
effects both for consumers and producers.

An alternative explanation is the observation that poor people sim-
ply cannot afford the risks of being entrepreneurial and therefore
switch from subsistence to cash crops. This situation is very familiar



34 Valeria Costantini

when investment poverty occurs (Reardon and Vosti, 1995) and poor
farmers do not have adequate means to start with cash crops.™* Fur-
thermore, the inability of poor farmers to deal with the risks involved
in producing cash crops (because, for example, a price decrease would
push them below subsistence) might explain the unwillingness to pur-
sue higher returns created by trade.

In the same venue, de Janvry et al. (1991) observe that further mar-
ket failures could explain this behavior. In a fashionable definition, the
authors highlight that in some cases market failures are not commod-
ity specific but household specific where “general markets exist but
they selectively fail for particular households, making the correspond-
ing commodity a non-tradable for that household” (pp. 1401). There
are many conditions — opportunity cost of time involved in selling
(search costs) and buying (recruitment costs), risks associated with
uncertain prices, lack of infrastructures and information - that are con-
ducive to more advantages for the peasant household to be self-
sufficient rather than a net buyer or seller on the market. The greater
the price elasticity of demand of a household that tends to be a net
seller, the more likely it is to stay self-sufficient as supply fluctuates.
Considering that trade liberalization could be accompanied by increas-
ing price volatility (with rising risks and uncertainties), farmers’ be-
havior could lead to a reduction in cash crop supply rather than an ex-
pected increase. Price instability in the agricultural sector is not a
common issue for all the cash crops but the question of the persistence
of low prices is certainly a major concern for agricultural producers
(\Valdes and Foster, 2005).

4.2 Factor markets

Considering the factor markets, price changes affect the incentives
to produce particular goods and the technologies they use. The sim-
plest analysis of these incentives has been provided by the Stolper-
Samuelson Theorem which states that — under certain conditions — an
increase in the price of the good that is unskilled labor-intensive in
production will increase the unskilled real wage and decrease that of

" In many cases, cash crops are produced by large farmers, with adequate
transmission channels to deliver goods to international markets. On the contrary,
poor farmers are usually confined to local markets and lack of infrastructures can be
a significant trade barrier.
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skilled workers. In agricultural liberalization, DCs should have com-
parative advantages in the production of agricultural goods - typically
an unskilled labor-intensive sector. As farmers increase production,
jobs are created either on the farm or in related activities such as trad-
ing, transporting food, and equipment manufacturing. Increased prof-
its from agriculture encourage farmers to convert available land into
agriculture and further increase development in this sector. Farming
attracts additional investment and increases economic growth. An im-
proved climate for investment leads to advances in technology which
serve to increase productivity.

All these positive spillover effects are not a necessary outcome of a
multilateral trade reform but other conditions are important such as
labor market characteristics and the real impacts on unskilled labor
force. The market failures often affecting agricultural sector in DCs
are the conditions influencing the final results (FAO, 2005a).

Considering the labor market, an increase in the demand for un-
skilled labor will not increase wage if unskilled labor is available in
perfectly elastic supply. The wage will then be fixed exogenously and
the adjustment will only take place in terms of employment. Suppos-
ing that the formal wage to unskilled labor is no more than the subsis-
tence wage, this transfer will have very little effect in terms of poverty
reduction (Winters et al., 2004).*2

More generally, if wages are pushed up from poverty line to higher
levels or the expanding sectors offer above poverty-line wages, then
headcount poverty will fall. If, on the other hand, wages do not cross
critical thresholds, recorded poverty could be unaffected, despite
changes in welfare (Ravallion, 2003).

Moreover, international capital mobility tends to increase the ef-
fects, positive or negative, of trade liberalization. An inflow into a sec-
tor that has gained from liberalization is likely to boost wages and/or
employment which will increase the welfare benefits and the poverty
alleviation benefits of trade liberalization. If trade reform increases the
demand for labor-intensive products, it boosts the demand for labor,
pushing up employment and wages. However, if the poor are mostly
in completely unskilled families and it is semi-skilled labor that re-
ceives the improvement, poverty will be unaffected (Stiglitz, 2000). In

12 More generally, this will be the case because the formal sector can draw ef-
fectively infinite amounts of labour out of the informal sector or subsistence agricul-
ture at the subsistence wage (Lewis, 1954).
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many cases, the fear is that technological advance provided by capital
investments hurts the poor by reducing the demand for unskilled la-
bor. If trade liberalization is accompanied by skill-biased technical
change which can mean that skilled labor may benefit compared with
unskilled labor, or similarly, if the unskilled are employed primarily in
non-traded sectors while exports draw mainly on semi-skilled work-
ers, then trade liberalization will have adverse effects on unskilled la-
bor, with no results in terms of poverty reduction (Polaski, 2006).

Finally, the role of infrastructures — as transport costs and the exis-
tence of local markets — is critical for ensuring that low-income coun-
tries are able to benefit from trade opportunities. Rural population of-
ten suffers from constraints in credit, marketing, insurance and other
infrastructure (road, power, irrigation), meaning that trade reforms
will only be effective if domestic policies and governance change.*?
Many countries remain largely without the appropriate institutional
frameworks and systems to manage their trade policy and trade costs
severely limit the competitiveness of developing-country firms in ex-
port markets. Transport costs are often the single most important cost
component for exporters. In addition, the fragmentation of markets
and remoteness of many farming communities, combined with nu-
merous informal fees, lead to high transaction costs, lack of basic
post-harvest marketing infrastructure and a pervasive degradation of
natural resources. To improve competitiveness and extend the benefits
of trade to the poorer segments of the population, trade liberalization
should be followed up with other domestic and international policy
measures.

4.3 The role of government

The role of institutions and government expenditures in a trade re-
form scenario can be analyzed from two different perspectives.

The first one is that a trade reform could have a great impact on
government revenues due to reducing tariff rates. The early stages of
trade liberalization involve converting quantitative restrictions and
regulations into tariffs and reducing high tariff rates. If the latter is ac-
companied by a reduction in the scope of tariff exceptions and exemp-
tions, this stage is likely to increase tariff revenue rather than reduce

13 For a useful overview of many aspects concerning trade-rural poverty link-
ages, see Bardhan (2006) and Nissanke and Thorbecke (2006).
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it."* Apart from this specific situation, trade liberalization will reduce
tariff rates so far that government revenue falls. A reduction of gov-
ernment revenues will induce policy makers to curtail expenditure on
social and other poverty-alleviating policies and/or to levy new taxes,
reducing the income of the poor. The reduction of safety nets and the
lack of investments for better market infrastructures, institutions, sani-
tation and education for rural people, would predictably worsen the
negative effects of trade reforms on poor people in terms of food inse-
curity and increasing poverty and vulnerability (FAO, 2005a).

The second one is that the role of government could substantially
change in a more open economy. To this end, Rodrik (1998) has un-
derlined that there is a positive association between trade exposure
and the scope of government, contrary to the widely diffused pre-
sumption that the effectiveness of government intervention is lower in
economies that are highly integrated with the world economy. The
main explanation focuses on the role of external risk where societies
seem to receive an expanded government intervention as a form of
social insurance for increasing exposure to external shocks. Following
on from this first result, Rodrik has added a number of ancillary hy-
potheses: 1) increasing external risk must lead to greater volatility in
domestic income and consumption; 2) a larger share in GDP of gov-
ernment purchases of goods and services must reduce income volatil-
ity; 3) the risk-mitigating role of government spending should be dis-
played most prominently in social security and welfare spending; 4)
causality nexus should run from exposure to external risk to govern-
ment spending.

If we consider the main concern about reducing revenues from du-
ties and tariffs with a trade liberalization process, the consequent re-
duction in government budget and the contemporary increase of expo-
sure to external shocks and risk, these two simultaneous conditions
could lead to welfare reduction for particularly vulnerable countries.

All these market and institutional failures should not be included in
a CGE model and results from simulations could be biased especially
in the evaluation of poverty reduction impacts of multilateral trade
liberalization. As suggested by Hertel and Reimer (2005), probably
the best way to address such difficulties is to link and compare the re-

 This first stage corresponded for many DCs with access to the WTO and the
implementation of the Uruguay Round Agreements with the so-called tariffication
process.
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sults from CGE models with results from micro-models applied to
specific countries/products.

5. The Problem of Preference Erosion for Developing Countries

The comparative results from simulation exercises concerning the
Doha Round potential agreements have revealed that, in many cases,
the effective welfare improvement for selected groups of DCs is re-
duced by market and institutional failures and the households’ behav-
ior is not always coherent with the opportunities related to a more
open international market. In this context, the question of preference
erosion plays an important role where some specific vulnerable
economies could face a welfare decrease after the trade reform.

In order to understand the real impact of preference erosion, a brief
description of preferential regimes and their effective utilization rate
could help to trace the terms of the problem.

5.1 Theoretical aspects of preferential regimes and preference ero-
sion

The Enabling Clause of 1979 provided the legal cover for exemp-
tions to the MFN rule allowing reciprocal preferential agreements and
unilateral preferences granted to DCs. The rationale for grants of pref-
erential access to developed country markets emerged as one of the
factors included in SDT provisions, partly reflecting the development
thinking based on import-substitution policies for domestic support to
the infant industries.

There are two alternative provisions for trade preferences exclu-
sively in favor of DCs in the GATT/WTO system. First, developed
countries can give DCs one-way trade preferences, on the basis of the
GSP which is explicitly designed to promote exports from DCs. Sec-
ondly, under the Enabling Clause, DCs can exchange virtually any
trade preferences among DCs themselves. Under the Enabling Clause,
preferences need not lead to a full free trade area; partial preferences
across a subset of goods are permitted. All preferential trade areas
among DCs — as the MERCOSUR, or the ASEAN Free Trade Area
(AFTA) - were formed under this provision (Panagariya, 2000).

In addition to the GSP, high-income countries maintain a variety of
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schemes granting preferences either under preferential regimes linked
to economic development criteria - as the specific regimes offered to
LDCs by EU under the Everything But Arms (EBA) initiative - or on
a geographical basis — such as the EU Lomé/Cotonou agreements with
ACP countries, or the US Africa Growth Opportunity Act (AGOA),
and the Caribbean Basin Initiative (CBI) — which are of considerable
importance to some DCs (OECD, 2005; Panagariya, 2002b).

This extensive range of preferences could alter the empirical as-
sessments of their effects, a task further complicated by the difficulty
of identifying the specific impact of preferences as opposed to other
factors.

First, OECD preference programs explicitly differentiate between
DCs (by region, level of development and export capacity) and im-
pose significant “conditionality” in the determination of the eligibility
and product coverage, including rules of origins and non-trade re-
quirements. This conditionality represents a barrier for DCs who en-
counter considerable difficulties in the coverage of all criteria to reach
the OECD markets. This is one of the requests of DCs in the Doha
Round in order to simplify rules of origin and grant a wider (real) ac-
cess to OECD markets at preferential rates.

Secondly, trade preferences granted by developed countries are
voluntary. They are not WTO obligations. Donor countries determine
eligibility criteria, product coverage, the size of preference margins
and the duration of the preference. Developed-country governments
have rarely granted deep preferences in sectors where DCs had the
largest export potential. Indeed, preferences tend to be the most lim-
ited for products protected by tariff peaks (Hoekman, 2005).

To this end, Francois et al. (2005a) estimated that the threshold
level for preference margin in terms of tariff difference (preferential
margin as difference between MFN and preferential tariff) to be con-
venient is about 4-4.5%, otherwise, the transaction costs for satisfying
the rules of origin and other administrative constraints are larger than
the benefits from the preferential trade regime. Thus, preferential tariff
must be 4-4.5 percentage points lower than third country tariffs for
traders to request preferences. This threshold level means that in many
cases preference margins are not utilized because they are not eco-

1> Preferences are often limited by design. Market share or value thresholds
limit the extent to which recipients can export on preferential terms.
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nomically convenient.'®
The resulting uncertainty can only have a negative impact on incen-

tives to invest in export sectors, reducing the convenience of preferen-

tial agreements. A relatively small number of mostly middle-income
countries are the main beneficiaries of GSP programs (excluding

LDCs preferential treatment) and have the capacity to exploit the op-

portunities offered by meeting the administrative requirements

(Hoekman et al., 2005a, 2005b).’

However, some small countries have benefited significantly from
preferential access to markets where high tariffs, subsidies, or other
policies are used to drive domestic price of the product to levels well
above the world market price (World Bank, 2004).*® Therefore, the
potential reduction of MFN tariffs and domestic subsidies imple-
mented by developed countries could reduce preferential margins for
DCs and lead to negative effects caused by preference erosion.

The assessment of real impacts of this phenomenon should account
for a number of conditionalities which are necessary to understand the
bulk of the problem of preference erosion, the real negative impacts
and the potential policy responses:

e Preferences can only have an impact if there is a non-zero tariff in
the importing market;

e There are general equilibrium effects to consider, especially the
impact of changes in policies in other countries, both those that do
and those that do not grant preferences: such changes may affect
demand and supply and thus world prices of the product concerned
(Anania, 1989; Stern and Deardorff, 2006);

e There must be a high utilization rate of the preferential regimes, in

'8 The European Union excludes from GSP eligibility certain products from
large countries, regardless of their per capita income. Examples include Brazil,
China, India, and Indonesia. In this case a sort of differentiation among countries is
practically applied. Moreover, the EU has a safeguard clause allowing preferences to
be suspended if imports cause or threaten to cause serious difficulties to a Commu-
nity producer.

71n 2001, 10 of the 130 eligible countries accounted for 77 per cent of US im-
ports under GSP provisions (India, Indonesia and Thailand alone account for 44% of
the 10).

'8 The share of LDCs in total imports of the United States and the EU has not
increased significantly in recent years. In the case of the EBA Initiative, for exam-
ple, this may reflect that the products that matter most to a number of LDCs, ba-
nanas, rice, sugar, will be liberalized only in 2006 (bananas) or 2009 (rice and
sugar).
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order to have a robust negative impact in terms of preference ero-

sion;

e To the extent there is market power on the part of either import-
ers/distributors or the transport and logistics sector, the benefits of
preferential tariff reductions will be captured at least in part by in-
termediaries with market power rather than the exporters (Hoek-
man et al., 2005b);

e For preferences to have value, the beneficiary countries need to
have an export capacity in the products for which preferential ac-
cess is granted.

More generally, the magnitude of costs and benefits for granting
and beneficiary countries depends on underlying supply and demand
responsiveness to price changes as well as the degree of substitution
between preferential and non-preferential suppliers. On net, trade
preference therefore involves a mix of benefits for preferential export-
ers, costs imposed on third-country exporters and potential losses for
importer as well (Panagariya, 2000).

5.2 The real utilization of preferential regimes

Several recent studies have made estimates of the use of commer-
cial preferences, granted by the EU and the US especially, showing
that, contrary to widespread belief, commercial preferences granted to
DCs have high utilization rates (OECD, 2005). In both the EU and the
US, only a very small share (about 11%) of eligible agricultural prod-
ucts were exported outside a preferential regime,'® and among exports
from DCs the trade flows eligible are essentially exported under these
preferences (Bureau et al., 2005a, 2005b, 2006).

Nonetheless, the utilization rates of preferences are different for
different countries and products and the impacts related to a MFN tar-
iff reduction in terms of reduction of preference margin are not there-
fore univocal and their effective quantification depends on a number
of factors (Low et al., 2005).

The utilization rate of preferential regimes is a key factor to con-
sider when assessing the erosion of preference margins. If the utiliza-
tion rate is not so high, the case of economic losses due to preference

9 These rare cases of eligible exports under the MFN regime are largely ex-
plained by small trade flows and/or low MFN tariffs, meaning that the importer did
not consider meeting the eligibility criteria worthwhile.
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erosion is smaller. The exact estimation of the utilization rate of pref-
erential regimes is strictly dependent on the measurement of the effec-
tive preference granted to beneficiary countries. As a first approxima-
tion, the value of the preference for the preference receiving country is
often measured by the preference margin which is measured as the
difference in percentage points between MFN and preferential tariff
rate for each tariff line. Considering this simple indicator, the com-
parison of the preferences received by LDCs and all DCs shows that
the bulk of preferences accrue to non-LDCs, reflecting the small share
of LDCs on total developing country exports.

The preference margin has a number of limitations as a measure of
the value of a preference. One is that it ignores the question whether
the advantage given to the preference receiving country effectively
helps the latter to export to the preference giving country. Similarly,
preferences given in sectors where the receiving country is very inef-
ficient may not be sufficient to trigger exports. In addition, tariff rate
quotas may significantly limit the actual preference margin since pref-
erences are limited to a certain quantity of exports whereas the calcu-
lation of the preference margin or preference erosion refers to the
beneficiary country’s overall exports.

More generally, one factor explaining attenuated utilization is lim-
ited supply response capacity in the beneficiary countries. Other fac-
tors are intrinsic to the preference schemes themselves, including
product exclusions where export potential exists, country exclusions
on a variety of economic and non-economic grounds, restrictive rules
of origin and administrative costs incurred in gaining access to the
schemes.

Furthermore, actual gains from preferences enjoyed by exporters
may be lessened if monopsonistic distributors are operating in the im-
porting market, or if third parties not receiving preferences strategi-
cally cut their prices. Finally, the net effects on export volumes under
preferential regimes are highly differentiated, depending on the possi-
ble entrance of new exporters on the granting-country markets when
MFN tariffs were reduced. In this case, other exporting countries will
become more efficient and countries that previously benefited from
preference margins will lose their market share.”

20 A number of alternative measures of preference margin have been proposed
(Bureau et al., 2006; Hoekman and Prowse, 2005; Low et al., 2005):
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5.3 Dealing with preference erosion: potential policy responses

Given the great uncertainty about the real utilization of preferential
schemes and the difficulties in the assessment of negative impacts in
terms of preference erosion, there is great concern about this issue at
international level, especially among DCs. From the comparison of
the most recent global simulations of trade reform scenarios, there
emerge as a general result that only a limited number of small sized
economies could be significantly affected by preference erosion as
ACP and Mediterranean countries and the Sub-Saharan African region
(Anderson and Martin, 2005; Anderson et al., 2005b; Bouét et al.,
2005b; Brenton and lkezuki, 2005; Bureau et al., 2005b; Hertel and
Winters, 2005; 2006). Nonetheless, a significant effort from DCs was
employed during the negotiation process to find a feasible solution to
this problem and, more importantly, to include specific provisions in
the official agricultural negotiation that acknowledge the problem with
the requirement of ad hoc corrective measures. The most likely expla-
nation is that the countries affected by preference erosion correspond
to the poorest and most vulnerable economies in a trade reform con-
text where the DDA states that all WTO members should benefit from
the multilateral trade system.

At international level, two different approaches have been proposed
to reduce the negative impacts of preference erosion: the first one

e Potential coverage: the ratio between products covered by a scheme and the
dutiable imports originating in beneficiary countries.

e Apparent rate of utilization: the ratio between imports that actually receive pref-
erential treatment and those that are in principle covered.

e Actual rate of utilization: the ratio between the volume of imports of the good
eligible to the GSP scheme and the volume of imports eligible to the GSP
scheme, including those imported under the MFN regime.

e  Utility: the ratio of the value of imports that get preferences to all dutiable im-
ports from the exporter (the lower this number, the less generous the preference
scheme).

e Trade-weighted value of the preference margin: the preference margin per unit
of imports multiplied by the bilateral import value. A second adjustment has
been suggested by Low et al. (2005) in order to account for the erosion of pref-
erences due to the existence of other exporters benefiting from the same prefer-
ential scheme. A “competition-adjusted preference margin” is calculated as the
percentage point difference between the weighted average tariff rate applied to
the rest of the world and the preferential rate applied to the beneficiary country,
where weights are represented by trade shares in the preference granting mar-
kets.
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completely within the WTO rules and the second one claiming for the

intervention of external organizations.

The first approach mainly consists of different measures (Hoekman
and Primo Braga, 2005; Hoekman and Prowse, 2005; Matthews,
2005b):

e In implementing their tariff reduction commitments, developed
countries should maintain the nominal margins of preferences and
other terms and conditions of preferential arrangements they ac-
cord to their developing trading partners;

e Enhancing existing preference programs by widening access - by
harmonizing preferential regimes around liberal rules of origin and
reducing compliance costs - or extending their coverage, leverag-
ing utilization rates and increasing their effectiveness (permanent
and comprehensive schemes with no product exclusions);

e The domestic investment environment in beneficiary countries
must be improved so that producers and investors can exploit the
opportunities that arise from trade preferences to develop competi-
tive business that will survive once those preferences are eroded;

e DCs need to diversify into a broader range of exports and not be-
come dependent on the preferential access granted for a narrow
range of products;

o Beneficiaries should ensure preferences are integrated as one ele-
ment of a strategy for broad-based export expansion;

e Implementation of new preferential trade regimes by non-OECD
importers. Some DCs as Brazil, China and India may constitute
large import markets for LDCs;

o Differentiation of DCs in the concession of preference regimes in
order to facilitate more vulnerable economies.

Solutions adopted within the trading system may impose significant
opportunity costs from the perspective of global efficiency if they re-
sult in additional discrimination and substantially reduce the overall
level of ambition of MFN reforms in the Doha Round.

The second approach is focused on the role of development assis-
tance financed both by existing mechanisms for international adjust-
ments or ad hoc aid-for-trade initiatives (Hoekman and Prowse, 2005;
Hoekman et al., 2005a; Page, 2005). Possible aid-based solutions for
preference erosion include:
¢ Relying on existing financial mechanisms for adjustment financing

such as the IMF’s Trade Integration Mechanism, or integrating
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trade-related investments and technical assistance into the broader

Poverty Reduction Strategy Papers made by the World Bank in or-

der to transfer responsibility as much as possible to countries ef-

fectively involved;*
e Establishing new stand-alone, grant-based compensation funds;
e Addressing the preference erosion as part of an aid-for-trade effort.

This last proposal finds its justification in the fact that, as shown by
the simulations on trade liberalization scenarios, only a limited num-
ber of countries could be significantly affected by preference erosion.
Therefore, measures to help mitigate the problem could be targeted
closely on the country at risk. An appropriate response might be for
the OECD countries to convert the implicit “preference transfers” (the
value of current preferences) into equivalent development assistance.
Aid transfers have the advantage of not distorting trade flows and be-
ing able to target the countries concerned.

The only official response to the problem of preference erosion that
emerged during the agricultural negotiations is the recognition of the
issue as a main concern for poor countries in the FA of July 2004
where paragraph 44 states that: ‘The importance of long-standing
preferences is fully recognized. The issue of preference erosion will be
addressed.” Even in the Hong Kong Declaration, preference erosion is
declared as an important issue for development of poor countries but
nothing more has been established. Only paragraph 48 highlights the
importance of contributing to reducing the supply side constraints af-
fecting LDC markets, affirming that the WTO members “continue to
attach high priority to the effective implementation of the Integrated
Framework [...] as a viable instrument for LDCs’ trade development,
building on its principles of country ownership and partnership.”
Thus, it is hardly surprising that the Doha Round is deadlocked if al-
most all the development-oriented issues remained undefined.

6. Concluding Remarks

This paper has surveyed theoretical and empirical issues concern-
ing the impacts of multilateral trade liberalization on DCs with par-

2! The effectiveness of the mechanism could be reduced by restrictive terms if
the country concerned by preference erosion is not able to satisfy IMF criteria, struc-
tural adjustments and so on. This is the case for many LDCs.
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ticular emphasis on the agricultural sector.

The results obtained to date in the Doha negotiations are not ambi-
tious trade reforms and there are no large positive impacts in favor of
DCs, thus explaining the negotiation failure. Furthermore, the empiri-
cal investigations on potential impacts of Doha agreements have em-
phasized the existence of heterogeneous results for different groups of
DCs. Welfare improvements and poverty reduction are not a common
result for poor economies where some of the most vulnerable coun-
tries could face losses in a multilateral trade liberalization scenario.
When comparing empirical results from global simulations with theo-
retical analysis of trade and poverty relationships and the more spe-
cific issue of preference erosion, it would seem that poor countries
will only gain from agricultural trade reform if additional policy
measures are adopted. One important issue is clearly the need to in-
crease trends in South-South trade flows. Increasing market access for
goods exported by poorer DCs, even in dynamic economies such as
Brazil, China and India, would provide significant welfare gains for
poorest exporting economies. Other additional measures should be
settled in order to compensate welfare losses due to preference ero-
sion. Many alternative solutions have been proposed by developed and
developing countries as well as academicians and international ex-
perts. Whatever solution is adopted, it must have positive long-term
effects and help the poorest countries to reduce their sources of under-
development such as high income inequality, market failures and lack
of infrastructures.

As a concluding remark, a true development round has to go well
beyond agriculture. Despite the common view that agriculture is the
dominant development issue, DCs clearly have interests in other areas.
The agenda must include agriculture because successful agricultural
reform will have a large development impact, but at the same time,
DCs should also be pushing for progressive market access reform in
manufactured goods, especially the elimination of tariff peaks on la-
bor-intensive goods, and for significant progress in unskilled labor
mobility.
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