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Trade Policy in the Post-Neoliberal Era 
 

James Galbraith and Sara Hsu 
 
 
In this paper, we review the economic literature on development, growth and inequality in recent 
years, with a particular emphasis on the effect of trade policies. We find that the bias toward 
absolute free trade characteristic of the neoliberal era has largely been discredited by events and 
partly discarded by economists. In its place there is no fully-articulated doctrine, but we can 
discern a new willingness to review the lessons of development history, alongside those of recent 
experience, and to think carefully about the theoretical priors underpinning empirical work in 
this area. Considering that the serious consequences of basing policy on ideological universals 
are now widely appreciated, we regard this new eclecticism with a guarded measure of hope.  
 
I.  Trade Openness, Growth and Inequality 
 
The effects of trade openness on economic growth and on economic inequality have been the 
subjects of many empirical studies in recent years.  The question is of obvious policy 
importance, and the inquiry is open to repeated revision as new or improved sources of 
information appear. We believe, too, that the popularity of the issue as a research topic may be 
linked to the suspicion of protectionism that is native to the economics profession.  Surely if free 
trade has the benefits ascribed to it in theory, then with sufficient work those benefits will be 
found in the data.  Or so it appears that many believe. 
 
One problem with this belief is theoretical.  What, exactly, is the gain to growth that should flow 
from free trade?  The doctrine of comparative advantage, though widely cited as linking trade to 
growth, actually makes no such connection. In the Principles of Political Economy and 
Taxation,the gains that Ricardo stipulated would flow from reducing tariffs were explicitly 
limited to one-shot improvements in economic efficiency. These would have no effect on growth 
rates, once the adjustment was complete.  
 
The neo-Ricardian economist Luigi Pasinetti develops this insight in a key chapter of Structural 
Change and Economic Growth (Pasinetti, 1981).  The prime mover of economic growth, 
Pasinetti writes, is not trade but learning, for only learning can be built into domestic 
productivity gains, which are cumulative and which always remain within the country that 
generates them. Trade per se produces a one-time gain in allocative efficiency – including 
perhaps economies of scale – but no intrinsic improvement in productive technique.  The gain 
therefore lasts only as long as trade continues at the new scale. If trading relationships are 
disrupted, the gains are reversed.  The benefits of learning, on the other hand, are permanent and 
irreversible. Pasinetti’s argument therefore places a powerful priority on policies that promote 
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learning, including international technology transfer, which is a key element of national 
industrial policies. It obviously follows that some restrictions on trade may be justified, since the 
(temporary) loss of potential allocative efficiency gains can be out-weighed, in principle, by the 
(permanent and cumulative) technological improvements they make possible.1   
 
Erik Reinert (2004) explores the practical implications of another well-known theoretical 
concern: that the argument for comparative advantage is valid only under constant returns to 
scale.  Where – as everywhere on Planet Earth – the economy is divided into sectors yielding 
diminishing returns and those yielding increasing returns, the gains to specialization depend on 
which sectors enjoy the comparative advantage.  In the face of sharply increasing costs or 
diminishing returns to scale the gains to specialization are readily wiped out by the changing 
conditions, including ecological and resource limits, that may be encountered. Reinert’s case-in-
point is the tragedy of Mongolia in the early 1990s, where trade liberalization urged by the 
World Bank and IMF produced a collapse of the industrial sector, while specialization in land-
intensive cattle-herding produced an ecological catastrophe as the expanded herds grazed the 
sub-arctic steppe to desert. Of course, the liberalization-to-collapse scenario played out on an 
even larger scale in the former Soviet Union. There, a rush to openness in 1992 deprived home 
industries of their markets and induced an industrial collapse, entailing a collapse of living 
standards, which only began to be reversed following the ruble devaluation in the Russian 
Republic in 1998.   
 
Further issues with the pure principle of open trade can be associated with the core ideas of 
Joseph Schumpeter (1942) and the practical experience of many south-east Asian countries in the 
face of the rise of China as a world manufacturing center.  Creative destruction does not respect 
national boundaries. A country that opens and specializes – even in a relatively advanced sector 
such as semiconductors -- is vulnerable to unforeseen developments in the productive 
technologies it chooses to specialize in -- as well as to the more traditional problem of adverse 
movements in the terms of trade for agriculture or mining.  For this reason, Ha-Joon Chang 
(2002) has argued that diversification and development are practically synonymous, and that 
economic diversification has been, in practice, the achieved-objective of every large industrial 
country.  It is therefore unfortunate – and suspect -- that so many such countries now seek to 
“pull up the ladder” and prevent others from adopting strategies from which they themselves 
benefited in earlier times.   
 

                                                 
1  One can go further, to argue that given a long enough pay-back period, an effective industrial 
policy can always be justified on these grounds.  The issues are merely (a) whether a particular 
policy is effective, and (b) whether the gains occur quickly enough, to justify the cost in short-
term allocative efficiency resulting from any restriction on trade.  
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For these reasons, it seems clear that there should in principle be no  relationship between a one-
time change in trade openness and the subsequent rate of economic growth over the long term.  
Unless trade openness can be strongly linked to improvements in technology (via technology 
transfer, for instance), to knowledge improvements, or to increases in the savings rate, then from 
a growth modeling perspective policy changes toward trade openness do not satisfy the 
preconditions for endogenous growth.  Notwithstanding the claims of New Trade Theory 
(Krugman 1979), there are no compelling reasons, in pure theory or economic history, to make 
these linkages as a general matter. Although some literature on foreign direct investment and 
endogenous growth has suggested that trade does generate learning-by-doing, which in turn has 
resulted in endogenous growth, there is an equally large body of literature that remains skeptical 
of  these assertions. 
 
It is therefore somewhat surprising that so many empirical papers have gone looking for a 
trade/growth relationship, and even more surprising that so many of them have reported a 
positive association between the two variables. Krugman (1995) advanced one quite plausible 
explanation. He argued that the very espousal of policies of trade openness (alongside 
privatization, deregulation and the other neoliberal virtues) were taken as a “good housekeeping 
seal of approval” by foreign investors, who then rewarded countries for putting on a convincing 
show in this regard with credit at lower interest rates. The result would be a positive short-run 
effect on growth rates. Unfortunately, this sort of “gain from trade liberalization” has nothing to 
do with the traditional notion of a gain from trade, nothing intrinsic to do with productivity or 
knowledge improvement, and no prospect of proving durable. Experience has amply shown that 
the influx of capital cannot last, that development cannot be financed on commercial terms, and 
that the practice of designing development policy around the fickle affections of foreign 
investors is destined to end in disappointment. 
 
The relationship in theory between trade openness and economic inequality can be (and has 
been) argued in many directions; despite the stature of the Samuelson-Stolper theorem there is in 
the literature no single consensus hypothesis.2 But this too strikes us as surprising; we think the 
issue is much more straightforward than the discussion of trade and growth. In the first place, the 
                                                 
2  Meschi and Vivarelli (2007) criticize the Heckscher-Ohlin model of trade, which predicts that 
economic income convergence should occur, and the accompanying Samuelson-Stolper theory, 
which predicts that trade will benefit a country’s relatively abundant factor. In general in North-
South trade, this would imply an increase in demand for unskilled Southern labor and a rise in 
the associated wages. In practice, however, this effect, and the associated notion that within-
country inequality will diminish, have been shown not to be the case. A simple model of HOSS 
assumes that there are two countries, the North and the South, and two factors of production, 
skilled and unskilled labor; if these assumptions are relaxed, the results become unpredictable. 
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relationship to be specified is between two static variables -- openness and inequality -- each 
measureable at a specific moment in time.  A state change in the former can very plausibly be 
expected to produce a state change in the latter.  And it should not be difficult to form a general 
hypothesis around the likely direction of change.  
The function of protectionism is to protect.  Protectionism is, moreover, the historic weapon of 
working class movements, aimed at buttressing the position of their industries and therefore the 
capacity of the industrial working class to bargain for higher wages.  It is not a favored tool of 
plantation owners or of employers in the services sector, for whom cheap imports are a useful 
palliative for low wages. Moreover, socialist (though not social democratic) economies are (or 
were), practically without exception, highly protectionist in real life.  
 
This common sense notion suggests to us that the normal relationship would be for trade 
liberalization to produce a squeeze on industrial working-class incomes and therefore an increase 
in economic inequality.  However, the normal relationship need not always hold, and the Rehn-
Meidner model, as implemented in Scandinavia, provides an alternative possibility.  Strict 
regulation of wage rates, preserving wage compression, can have the effect of changing the 
composition of industry over time, favoring advanced over declining sectors and accelerating the 
rate of technological change.  In this way, an egalitarian result can be made compatible with 
trade openness, and with progressive improvement in relative living standards over time. 
 
It is fair to say that neither the common sense view that “protection protects” nor the 
Scandinavian exception dominates theoretical preconceptions of the relationship between trade 
and inequality in the literature we have reviewed.  Instead, the emphasis is on the effect of 
openness on poverty, and whether growth – presumably related to openness – “is good for the 
poor.” Thus the argument relating trade policy to inequality has been made to run through the 
supposed relationship between trade liberalization and growth. In this way some fairly long 
chains of logical reasoning have been constructed, justifying in their turn an empirical inquiry.  
So be it: the proof of pudding is notoriously in the eating.  
 
In this section, we first examine the existing literature on the relationship between openness and 
growth, and between openness and inequality, with no clear generalizations.  We then look at 
disparities between countries associated with policies, cost advantages and other factors. 
 
A.  Openness causes growth? 
 
Is there a positive relationship between trade openness and economic growth?  Dollar (1992) 
used the Summers and Heston international comparison of price levels, corrected for country 
factor endowments, as a measure of outward orientation, and real GDP per capita as a measure of 
growth, to find that the most open countries grew faster than less open or closed countries.  
Sachs and Warner (1995), also using Summers and Heston, found that poorer countries can 
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achieve higher-than-average growth rates (convergence) between 1970 and 1989 through 
adopting the policies of trade openness and protection of property rights -- although natural 
resource exploitation may lead to declines in long run growth. 
 
Edwards (1998) used nine indices of trade policy to find that more open countries experienced 
faster total factor productivity growth: the Sachs and Warner Openness Index, the World 
Development Report Outward Orientation Index, Leamer’s Openness Index, the black market 
foreign exchange premium, the average import tariff premium on manufacturing, average 
coverage on non tariff barriers, the Heritage Foundation Index of Distortions in International 
Trade, the Collected Trade Taxes Ratio, and Wolf's Index of Import Distortions.  Edwards used 
data on total physical capital, human capital, and GDP between 1960 and 1990 to calculate total 
factor productivity. 
 
Dollar and Kraay (2004) supported the claim that trade openness leads to more rapid growth, 
arguing that countries that have had the largest ratios of trade to GDP have also had the largest 
increases in GDP among developing countries, throughout the 1980s and 1990s. The authors 
used decade-over-decade changes in the volume of trade to reflect changes in trade policy, in 
order to eliminate the effect of any correlation of trade- to-GDP ratios with indicators like 
country size or proximity to markets. 
 
But some doubt. Harrison (1996) showed that there is a positive linkage between economic 
growth and trade openness, but the strength of the linkage depends on whether cross-section or 
panel data is used. Harrison used several measures of trade openness, including indices based on 
exchange rate and commercial policies, tariff and nontariff barriers, black market premia, share 
of trade in GDP, movements toward international prices as well as Dollar’s (1992) 
transformation of these prices, and indirect bias against agriculture. Correlations with cross 
sectional data were generally not significant, while panel data showed a significant positive 
relationship between openness and growth. 
 
Using information from updated purchasing power parity (PPP) data on income levels as the 
dependent variable, Wacziarg and Welch (2003) extended the Sachs and Warner openness 
indicator (a binary indicator based on the presence or absence of trade barriers) into the 1990s, 
and found that the indicator was not a significant determinant of growth during this period.  
Using another indicator of openness based on date of liberalization, the authors found that trade 
liberalization nevertheless has a positive effect on growth, however with country variations that 
resist generalization. 
 
Chang, Kaltani and Loayza (2006) argued that the impact of trade openness on economic growth 
depends on additional reforms, such as those that affect labor market flexibility, public 
infrastructure, and human capital – in other words on variables that can help a country take 
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advantage of international competition.  The authors used panel data from 82 countries, using the 
average rate of real GDP per capita growth as the dependent variable and the ratio of real exports 
and imports to real GDP as a measure of trade openness. Using a policy measure of trade 
openness, Mattoo, Rathindran and Subramanian (2006) found a similar result.  
But these findings are not beyond dispute, not only in terms of the relationship of openness 
indicators on growth, but in terms of the quality of the indicators themselves. Rodriguez and 
Rodrik (2001) reviewed the then-existing literature, to find that previous measures of openness 
have been poor, and that the evidence is actually inconclusive.   Later technical analyses of 
openness measures used by Dollar (1992), Sachs and Warner (1995), Edwards (1998), Ben-
David (1993), and Frankel and Romer (1999) are strongly critical. In particular, Rodriguez 
(2007) reviewed the studies of openness and growth performed by Warner (2003), Dollar and 
Kraay (2002), and Wacziarg and Welch (2003), to find that the relationship between openness 
and growth remains inconclusive.3 
 
In sum, the theoretical arguments for a relationship between trade openness and growth rates 
(beyond a short-run adjustment period and abstracting from favorable capital flows) remain 
vague, ad hoc and uncompelling, while the empirical evidence continues to be disputed. This 
state of the literature contrasts sharply with the confident policy assertions often made by the 
advocates of free trade as a universal policy prescription.  It is reasonable to believe that if the 
case were as good as all that, the evidence in favor would be far stronger than it apparently is.  
 
B. Openness causes inequality?  
 
Empirical work into the relationship between openness and inequality depends – as with all 
empirical work -- on the quality of the measurements, and in the area of economic inequality 
these are highly problematic, as Atkinson and Brandolini (2001) have argued and as Galbraith 
(2007) summarizes.  A finding of no effect in either direction may be attributable to noisy or 
incomplete data, where an effect exists in fact. Conversely, the finding of an effect is more likely 
to prove credible, if such a finding overcomes major gaps and other deficiencies in the available 
data. 
 
Dollar and Kraay (2002) examined the relationship between growth and poverty. They found that 
the average incomes of the poorest quintile in 92 countries rise proportionately with average 
incomes, hence no systematic relationship between growth and inequality.  The authors used 
PPP-adjusted per capita income from the Summers-Heston dataset to measure income and 158 
country-year observations on the Gini coefficient in the UN-WIDER dataset. The authors also 
                                                 
3 Goldberg and Pavcnik (2004) discuss the shortcomings of using exports and imports as proxies 
for country openness, since they are produced simultaneously with the outcome variable, and the 
advantages of using tariff rates as proxies for openness. 
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used trade as a proportion of GDP, the Sachs-Warner openness indicator, WTO membership, and 
the ratio of import taxes to total imports as openness indicators.  They found no evidence of a 
negative impact of trade openness on the incomes of the poor, but rather a positive impact of 
trade openness, macroeconomic stability, and private property rights. 
Dollar and Kraay (2004) continued in the same vein, examining developing countries that have 
had large tariff reductions and simultaneous increases in trade volumes since the 1980s. They 
found that developing countries are converging to developed country GDP levels through 
accelerated growth rates. The authors also found no systematic relationship between an increase 
in trade volumes and household inequality.   
 
Then there are studies that find a positive relationship between openness and inequality. Using 
data from Deininger and Squire, Lundberg and Squire (2003) developed independent models of 
growth and inequality to model the impact of controls such as policy changes on each variable. 
They then combined the two equations to find out whether the causal variables, assumed to be 
mutually exclusive, affect growth and inequality.  They found that the determinants of growth 
and inequality are not mutually exclusive, and thus that trade openness may result in increased 
inequality even if it also generates increased growth.  
 
Ravallion (2001) used household data to show that the poor in a given country gain from 
economic growth and suffer from economic contraction, but to degrees that vary widely between 
countries, and belie distributional changes that may occur even as there are zero average changes 
in inequality.  Initial inequality has an impact on pro-poor growth and further reductions in 
inequality. 
 
Using household budget surveys and openness as measured by the share of trade to GDP, 
Milanovic (2004) found that at a very low average income level, the rich benefit from trade 
openness.  This situation is reversed as the average income level rises.  Thus, trade liberalization 
is likely to cause increased inequality in poorer countries.   
 
In an extensive literature review, Goldberg and Pavcnik (2004) found some common patterns in 
empirical work on the subject. Because the most heavily protected sectors in developing 
countries are normally associated with unskilled low wage workers, trade liberalization 
disproportionately (and adversely) affects this group.  The authors also found that there is little 
large-scale labor reallocation across sectors after liberalization.  In sum, trade liberalization does 
lower wages -- but can account for only a fraction of increases in wage inequality. 
 
Meschi and Vivarelli (2007) found that developing countries that liberalize may face increases in 
inequality through skill-enhancing trade. Using data from 70 developing countries between 1980 
and 1999, the authors find a connection between increased trade with high income countries and 
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inequality in middle income countries. Data include the UTIP-UNIDO inequality indicators and 
trade as a percentage of GDP as an openness indicator.  
 
Finally, Galbraith, Hsu and Zhang (2009), in a paper that accounts for the type of political 
regime, and using the UTIP-UNIDO data set, find that trade openness has small positive impact 
on inequality.   
 
The empirical verdict is therefore mixed: some studies find no association between trade 
openness and inequaliity, while others find a positive association, especially in lower-income 
countries.  However, a balanced assessment cannot simply rest at this point.  It is important to 
note that there are no studies, so far as we know, that provide even weak evidence of a negative 
link between trade liberalization and inequality, as might be predicted by the Stolper-Samuelson 
framework.  Second, as the quality and coverage of the data set improve from one study to the 
next, the finding that trade liberalization increases inequality gathers strength.  Since this finding 
is also in accord with our common-sense theoretical position, we are inclined to treat the 
evidence that trade liberalization increases inequality in poor countries as persuasive.  
 

C.  Indirect Causes of Trade-related Inequality 

1. Skilled vs. unskilled labor 

Contrary to the Heckscher-Ohlin and Stolper-Samuelson theorems, which argue that skill-
intensive production increases generated by expanded trade do not increase inequality, empirical 
evidence and more recent trade models argue that they do.  

For example, Acemoglu (2003) looked at skill differences over time and across countries to 
assess the impact of trade on inequality.  He found that trade increases skill-biased technical 
change as well as inequality in both developed and developing nations.  Aghion, Burgess, 
Redding and Zilbotti (2003) also argued that trade liberalization can affect technological change 
and inequality.  In Aghion et al., trade liberalization induces increased profits and growth in 
industries with more developed technology, widening the disparities between those industries 
and all others.  The authors argue that empirical evidence for India supports the model.  
Therefore, trade liberalization is better for industries that are better developed in terms of 
technology, and worse for industries that are further behind in technology, increasing inequalities 
between richer and poorer countries. 

2.  Natural resources 

The well-documented relationship between having abundant natural resources and low growth 
has been dubbed the “resource curse” (Sachs and Warner 1999, 2001; Gelb 1988). Although, as 
in Sachs and Warner (2001), trade openness in general may have increased per capita economic 
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growth to a small extent, countries whose exports consist largely of natural resources experience 
a negative effect on growth following the expansion of trade.  

The explanation for this (somewhat counterintuitive) finding lies partly in the behavior of 
exchange rates: countries with high resource endowments have overvalued currencies and high 
labor costs, deterring investment in other industries, particularly manufacturing. In addition, 
government rent-seeking may hinder growth (Auty 2001).  And there is the long shadow of 
diminishing returns: extractive industries tend not to be technologically progressive, and are 
vulnerable to substitution against their output and to secularly declining terms of trade.  

It follows that countries with large amounts of natural resources need a growth strategy, one that 
enables them to use their endowments so as to transition effectively toward highly developed 
human capital and high-value-added activities.  A general policy of trade openness, especially if 
accompanied by capital market liberalization, may preclude the successful development of the 
knowledge, skill and capital base required for that transition. 

3. Technology 

The literature identifies important differences in the impact of trade on growth among countries 
with varying levels of technology. For instance, Busse and Groizard (2007) and Connolly (2003) 
found a positive linkage between technology imports and per capita income growth, particularly, 
as Connolly argued, in developing countries.  Technology can also assist export-oriented 
countries in moving up the value chain to produce goods with higher profitability and the 
potential to support higher wage rates.   

Nevertheless, there remains some dispute about the role of technology in trade.  Krugman (2000) 
criticized the typical specification of the role of technology in trade, constructing a model that 
showed trade to have a limited impact on wages, with technology in and of itself having a much 
larger effect, separating skilled from unskilled workers within countries.  In other words, 
Krugman argued that the role of technology is generally growth-enhancing, but that its role in 
trade remains controversial.  This, of course, brings us back to Pasinetti’s seminal argument.  

4. Macroeconomic Policies 

Although the “Washington Consensus” (or neoliberal) policies have called for fiscal discipline 
and tax reform in conjunction with trade liberalization, there is little literature on the connection 
between fiscal policy, trade openness, and economic growth per se.  Empirical studies on the 
correlation between fiscal policy and growth, excluding trade considerations, have shown mixed 
results for the effects of different types of government expenditure and taxation on growth 
(Kneller, Bleaney, Gemmell 1999).  

A recent fad in monetary policy has been inflation targeting (Bernanke and Mishkin 1997), 
although this is less applicable for countries with fixed exchange rates, and was largely 
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abandoned in the face of the emergency of 2007-2008. Most recently, the global financial crisis 
may have changed the direction of monetary policy -- where autonomous monetary policy is 
available to countries (which is to say, not in Europe) -- toward crisis management, the 
avoidance of financial meltdown, and perhaps toward limiting the role of credit cycles in future 
economic development. 

Although the literature on the effect of fiscal policy on growth is unclear, particularly in its 
interaction with trade openness, and although the direction of monetary policy going forward is 
unknown, that macroeconomic stability as a general goal rather than as a detailed program is 
desirable is taken for granted in most work.  But it is fair to say that the prescription is nearly 
empty in practice.  The difficulty lies in defining what constitutes stabilizing fiscal and monetary 
policy in each particular circumstance, and in establishing an effective, associated regulatory 
framework for the financial sector, overcoming the tendencies toward financial instability of 
which the Great Crisis has made the world so graphically aware.  

II. Trade and National Development Policy 

The attitude of scholars toward national development policy has changed dramatically over the 
years, starting with the case for import-substituting industrialization (ISI), as early as the 1930s, 
moving on to the promotion of manufactured exports beginning in the 1970s, and continuing 
through the development of the “Washington Consensus” and its collapse in the crises of the late 
1990s.  

Prebisch (1950) and Singer (1950) independently formalized the argument in favor of ISI, which 
was based on the observation that terms of trade between exports of primary goods and imports 
of manufactured goods had a tendency to deteriorate over time.  This implied that over time, rich 
countries would remain rich while poor countries would remain poor (Bruton 1998), unless the 
latter changed their reliance on primary products. The policy implication was to favor tariff and 
non-tariff barriers to protect sectors formerly reliant on imports, particularly for manufactured 
goods (Grabowski 1994), where increasing returns and cumulative gains from learning were to 
be observed.   

Much of the justification for ISI policies came from the notion that export-oriented development 
paths for developing nations were unstable, due to the low price and income elasticities of 
demand for primary products, as well as to price distortions between traditional and modern 
sectors in the home economy. The infant-industry argument provided a rationale for 
protectionism, together with the hope that in time protectionist measures could be lifted as the 
home industry became competitive in international markets.  The experience of the 1960s and 
1970s showed that for most countries this hope was likely never to be realized; small countries 
could not developed broadly efficient manufacturing sectors or keep pace with the technological 
change generated in the advanced countries. This recognition spurred a desire for openness, 
particularly among economic elites seeking access to the world’s best goods; meanwhile a rapid 
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rise in indebtedness to commercial banks following the oil boom of the early 1970s provided the 
leverage external powers needed to force markets open when the crash came. 

The export promotion strategies that then came into fashion emphasized a greatly reduced role of 
the state (Ray 1998). Export promotion policies were based on the idea that comparative 
advantage could better allocate resources, export to areas with larger demand, and encourage 
entrepreneurship through expanded potential markets (Grabowski 1994). Those favoring this 
approach often cited the success stories of Korea and Southern Asia, while glossing over or 
neglecting entirely the role that industrial policies, and prior success with import substitution, 
had played in the creation of an export-competitive industrial base. Still, observers with 
knowledge of the cases (for instance, Kim and Leipziger 1993 on Korea) continued to emphasize 
the strategic choices and the role of public policy (as well as political links between exporter and 
importer) in crafting an effective strategy of export-led growth.  

As the crises of the 1980s and 1990s deepened, both ISI and export promotion policies – to the 
extent that the latter required strategic decisionmaking--were replaced by structural adjustment 
programs in many countries.  Export promotion became part of the structural adjustment package 
pursued by the World Bank and IMF in the 1980s and 1990s, but it was to be pursued largely 
through trade openness and marketization (Corbo and Fischer 1994), rather than by industrial 
policy or other strategic measures. The IFIs encouraged both import and export liberalization per 
se as part of a package of neoliberal reforms that also included fiscal austerity, privatization, and 
currency devaluation. Structural adjustment tended to favor a return toward primary-product 
exports, but the main burden of adjustment, in most cases, fell on imports. This made it very 
difficult for most countries to acquire the machinery, infrastructure and technologies required for 
the implementation of strategic policy decisions.  The significant exceptions – China and India – 
were those who had steered clear of involvement with Western commercial banks and therefore 
of the debt crisis, and who therefore lay largely outside of the sphere of influence of the IFIs on 
macroeconomic matters. The emergence of China, especially, as a major manufacturing power 
further complicated the competitive position of other countries, since Chinese expansion into any 
given market niche could easily overwhelm the market position of a smaller competitor who was 
specialized in, and therefore dependent on, that niche. To the extent that growth continued in 
small developing countries around the world during these “lost decades,” it tended to be driven 
by foreign direct investment, to follow the priorities of the foreign sector (often involving real 
estate and financial services in the major metropolises), and to be episodic and strongly subject 
to the contagious spread of financial crises.  

After the East Asian Crisis of 1997, it was widely recognized that the Washington Consensus 
approach to development was at a dead end. The IMF, in particular, came under sharp criticism 
for mismanaging the crisis, and in much of Asia there arose a “never again” attitude in response.  
Over the following decade, most countries in Asia (excepting only Turkey) and in Latin America 
disengaged themselves from the policy direction of the IMF, repaying outstanding loans and 
developing their own, gradualist approaches to social development.  The 2002 Argentine crisis 
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added another element – unilateral debt default – to the policy kit of developing countries.  
Meanwhile credit conditions eased dramatically, commodity prices rose, and semi-autonomous 
development strategies came back into favor, with notable successes in many parts of the world.  
In international circles the focus shifted to sustainable development, including poverty reduction 
and the Millennium Development Goals. Chang and Grabel (2004) summarize the arguments 
that led many to reject the neoliberal policies put forth under the rubric of structural adjustment.  

The doctrine of free trade and generalized liberalization has accordingly suffered a major loss of 
reputation, with many leading economists now taking the view that national commercial and 
industrial development strategies, entailing departure from free trade, are not only justified but 
essential. Recent works in this vein include Stiglitz (2000), Bhagwati (1998), and Singh (2005).  
However, even among these economists, there is disagreement about how to restrict and regulate 
capital flows: for instance Stiglitz (2000) argues in favor of FDI as a primary strategy, while 
Singh (2005) makes the case for restricting FDI, as intrinsically an unstable source of 
development finance.   

Observers of China, India, and even Brazil in recent years have increasingly come to doubt 
whether industrialization, poverty reduction and development actually require, or benefit from, 
large-scale investment from the outside. It is now clear that practically all strategies predicated 
on eventually repaying foreign investors at commercial rates of return are flawed, since basic 
infrastructure and human development–both  of them costly elements of successful development 
--cannot be provided to a poor population on such terms. The strategy undertaken by the 
successful developers after 2000 has largely rested on effectively mobilizing internal resources 
for these purposes; the challenge facing smaller countries now is how to do so effectively in the 
face of the divide-and-conquer tactics with which the international financial institutions have 
pressed their liberalizing agendas over the years. Bolivia–with its hydrocarbon reserves– 
provides an interesting recent example of success in this area.4 

A. Empirical Rejection of Trade Openness as a Development Strategy 

The “BRIC” countries of Brazil, Russia, India, and China, first grouped together by O’Neill at 
Goldman Sachs as emerging markets with large future growth potential, cover 25% of the 
world’s land mass and contain 40% of the world’s population (Hult 2009). In recent years these 
countries have taken different economic pathways to growth. Yet all four have effectively 
rejected the path of neoliberal reform, including an open-ended commitment to open trade. 

In recent decades, Russia and China exemplify the extremes of marketization processes, with 
Russia moving toward marketization through a “big bang,” while China moved very gradually, 
continuing to maintain tight external controls, especially over capital flows.  

                                                 
4 Bolivia, which has recently rejected neoliberalism under the leadership of Evo Morales, has been a successful 
example of growth.  Bolivia has embraced countercyclical fiscal policy, export diversification, and pro-poor policies 
(Weisbrot, Ray, and Johnston 2009). 
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In Russia, the overnight transition to privatization and openness went against Polanyi’s order of 
transformation, which first includes a transformation of production, then a social and political 
transformation (Burawoy 2001).  Without a gradual, institutionally-oriented transformation, 
Russia’s reforms resulted in superficial economic policy changes and shifts in economic power – 
the rise of the oligarchs. Mechanisms for redistribution were cut off and the consolidation of 
resources in the hands of an elite rapidly impoverished workers as deregulation and liberalization 
occurred. 

Between 1992 and 1995, Russians suffered an economic contraction worse than that of the Great 
Depression (Holstrom and Smith 2000).  As prices were liberalized, inflation rose dramatically 
and living standards fell. Enterprises faced bankruptcy and wages were delayed.  Property was 
concentrated into the hands of former political leaders and property managers – the emergence of 
the oligarchs. 

Inequality in Russia has become a major social and economic issue.  The non-elite were denied 
firm ownership due to the failed voucher system, and to Yeltsin’s “loans-for-shares” policy.  
Official government statistics (Rosstat) show an increase in inequality from 0.29 Gini at the fall 
of the Soviet Union to 0.41 Gini in 2006 (Bank of Finland 2008); other analysts report even 
higher numbers. Much of the increase in inequality has been shown to be a result of price 
liberalization undertaken in the first stages of neoliberal reform (Shleifer and Treisman 2005).  
Inequality also resulted from trade liberalization. 

Sharp rouble devaluation and external debt default in August 1998 led the economy into chaos, 
but the devaluation coupled with high oil prices later helped the Russian economy revive 
(Koliandre 2001), returning (to a degree) to domestic production.  Eventually the Putin 
government undertook a mixed path, with partial repression of the oligarchs and a return to a 
much stronger state presence in the economy than had been the case in the Yeltsin years. 

Brazil offers a mixed counter example to Russia’s quick liberalization and its aftermath.  Over 
the period 1988 to 1995, Brazil reduced tariffs from an average of 43 percent to 14 percent 
(Ferreira, Leite, and Wai-Poi 2007). Some trade liberalization with continuing protection 
benefited some industries that were mature, such as the aerospace and automobile industries.  
However, in industries still in an early stage of development, trade liberalization posed barriers 
to increases in exports and arguably caused deindustrialization (Shafaeddin 2005). Meanwhile, 
Brazil benefited from a world-wide climate of low interest rates and strong commodity prices in 
the decade after 2001, and was able to continue a policy of gradually expanding the welfare state, 
providing an example (heretofore almost entirely lacking) of stable left-leaning government and 
marked social gains in a democratic country. 

The fastest growers among the BRIC countries have been China and India.  India implemented 
trade liberalization in the 1990s, but acceleration of economic growth began there well before 
Narasimha Rao and Manmohan Singh moved toward open policies (DeLong 2001).  The advent 
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of a steady three percent growth rate came in the early 1980s, and was made possible, in part, by 
India’s prior isolation from global capital markets and therefore its relative immunity to the 
1980s global debt crisis. It was sustained through the 1980s, in part, by falling energy prices and 
improved agricultural conditions, both of which relieved resource constraints. Moreover, even 
following the 1992 reforms trade liberalization is not complete.  Tariff reductions have been 
restricted to industrial goods, and trade liberalization in services has also occurred gradually, 
while sectoral caps on FDI also remain (Panagariya 2004). 

China has also moved toward increased trade openness, but it has not done so with the end goal 
of becoming fully open, and in no sense is China’s post-revolutionary economy -- with public 
ownership of enterprises at all geographic levels, public ownership of land, and public direction 
of the banking system – an adopter of Western notions of “free enterprise” or market 
fundamentalism. China follows a pragmatic strategy in which exports and the associated 
technology transfer play an important but not free-standing role. Staunch in its rejection of 
neoliberalism as an ideology, China has maintained capital controls, state control of enterprises, 
market regulation, and exchange rate targeting. Chinese success at urbanization, consequent 
reduction of mass poverty, and relatively rapid adjustment to the global crisis by a policy of 
massive turn toward public investment, all show the advantages of this approach.  

Thus, we can conclude that the BRIC countries, now being held up as models of growth 
potential, have taken an anti-neoliberal approach to marketization. The exception of post-
Communist Russia, since substantially reversed in the Putin era, as a case in point provides an 
extreme demonstration of the consequences of neoliberal reform. Clearly the emergence of the 
BRICs -- and now their relative success in withstanding the Great Crisis of 2008 – represents an 
ideological transformation as well as a shift in the balance of global economic power.  

B. Commercial Policies for Trading Firms 
 
Trading firms must comply with international trade and commercial regulations, given by the 
domestic country and the foreign country, based on bilateral and international trade policy and 
domestic regulation.  However, countries have varying levels of power over what and how to 
trade.  Countries that are lower on the value chain face intensive competition, which may be 
combated through increasing value added through knowledge or technology improvements, i.e., 
moving up the supply chain.  Countries with low levels of knowledge, skills or technology 
receive lower profits from trade. 
 
 1.  Transnational Corporations (TNCs) 
 
As trade restrictions have fallen, growing trade has been driven by value chains and TNCs.  
Bernard et al. (2007) note that the top 10% of all US exporters account for 96% of US exports.  
They also note that many scholars have found that larger, more productive, more skill-intensive 
firms the world over become exporters and/or importers.  According to Zeale (2003), in most 
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years, intrafirm transactions account for 33% of US exports and 40% of US imports.  Exports 
from US parents to foreign affiliates account for 20-25% of all trade.  Intrafirm trade with parent 
companies abroad constitutes about 10% of all trade.   
 
Foreign direct investment (FDI) has generally been considered a more stable form of foreign 
investment since it tends to be a long-term flow, as TNCs build up physical plants and capital on 
the ground.  TNCs build a relationship with their foreign subsidiaries, and transfer capital and 
sometimes knowledge5.   
 
But despite the prevalence and more long-term nature of FDI, there has been some evidence 
showing that FDI is not wholly stable and must be regulated to some degree (Singh 2005; 
Claessens et al 1995; UNCTAD 1998). One argument has been that it is possible to liquidate 
physical capital, and doing so may become more desirable in times of crises (Claessens et al. 
1995).  What is more, a large portion of FDI is in the form of retained profits, which is also a 
volatile capital flow (Singh 2005).  FDI has shown some volatility in its many applications.  
Therefore, although to some degree less liquid than short-term capital inflows, wholly 
unregulated FDI is undesirable. 
 
 2. Value Chains 
 
More than half of all manufactured imports are intermediate goods, part of a value chain (OECD 
2007). Within a value chain, intense competition can produce falling terms of trade.  However, 
economic rents are available by moving to different links in the value chain, through the 
application of new knowledge (Kaplinsky 2004).  Kaplinsky and Morris (2001) and OECD 
(2007) noted that government policies can be constructed to assist firms’ competitiveness, 
increasing economic rents (as in Ricardo or Schumpeter) to firms’ owners and moving them up 
the value chain6. These dynamic rents may include technology rents, human resource rents, 
organizational rents, marketing rents, relational rents, resource rents, policy rents, infrastructural 
rents, or financial rents. Associated policies would include human resource policies (skills), 
entrepreneurship policies, cluster policies, public relations policies (to attract investment), and 
intellectual property rights policies.   
 
Value chains may or may not be associated with TNCs.  Both TNCs and value chain networks 
use trade finance, which is also procyclical.  Since FDI is somewhat more stable than other types 
of export capital, non-FDI trade finance is at higher risk for cyclical reversals.  Trade credit 
becomes constricted as sellers’ banks tighten credit to buyers’ banks (Ellingsen and Vlachos 
2009).   However, as a percentage of short-term capital inflows trade credit is quite small (Rodrik 

                                                 
5 Knowledge and technology transfer may occur in some circumstances, although scholars argue over whether FDI 
results, on average, in these benefits. 
6 Trade policies in the final markets of the value chains have dominated other policies (Kaplinsky and Morris 2001).   
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and Velasco 1999).  This does not mean that trade credit is not of concern in short-term capital 
inflows, but only that it is not an issue of primary concern. 
 

3. Trade volatility 

Both exports and imports are procyclical (Zimmermann 1999, Engel and Wang 2008).  Trade 
finance is also procyclical. This can pose a problem as the demand for goods falls sharply in 
countries experiencing a crisis, driving down the terms of trade and transmitting crisis effects to 
trading partners. Countries that are highly export-dependent may experience large increases in 
unemployment and potential balance of payments crises. 

It has been shown that external trade agreements can reduce terms of trade volatility (volatility of 
export versus import prices) (Mansfield and Reinhardt 2008).  While domestic policies such as 
social insurance or state intervention can reduce terms of trade volatility, states can also manage 
their own risks of market openness from the outset through external agreements.  External 
agreements may also put in place environmental and labor standards. 
 
Managing terms of trade stability is particularly important when nations rely on foreign 
exchange earnings from exports to pay for imports.  A swift reversal in terms of trade can bring 
on a balance of payments crisis. 

Domestic policy is necessary to ensure proactive government industrial policy in terms of firm 
competitiveness, international trade competitiveness, environmental monitoring and regulation, 
labor standard monitoring and regulation, and income redistribution.   

 4. The World Trade Organization’s (WTO) Doha Round 
 
The WTO -- previously organized as the General Agreement on Tariffs and Trade (GATT) 
started in 1947 and restructured as the WTO in 1995 -- regulates trade between member 
countries.  Although the Uruguay Round of trade negotiations (1986-1994) was successful in 
creating the basic structure for trade in goods, the Doha Round, underway since 2001, has been 
unable to reach an agreement to improve trade rules for developing countries. 
 
The Doha round has sought to lower trade barriers in order to improve trading conditions for 
developing countries.  A key issue in the negotiations has been the subsidizing of agriculture in 
developed countries. Anderson, Martin and van der Mensbrugghe (2005) make the case, using 
the GTAP database and the World Bank’s Linkage model of the global economy, that moving 
toward free merchandise trade throughout the world would substantially improve the income 
levels of the poorest countries in Sub-Saharan Africa. The authors specifically assume (and seek) 
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that (wealthy) members reduce import tariffs, agricultural export subsidies and commitments to 
domestic support of farmers.7 
 
Despite or perhaps because of arguments in favor of “stronger” free trade versions of Doha, no 
agreement has been reached, and the most recent Doha proposals have been criticized for their 
ineffectiveness (Mattoo and Subramanian 2009).  These new proposals would leave tariff rates 
for agricultural goods alone, and would only slightly reduce tariff rates for manufactured goods.  
In addition, unilateral increases in tariffs would still be allowed.  It is evident that the developed 
countries have no intention of giving up the protections currently enjoyed by their own farmers, 
nor the food security enjoyed by their own populations. For this reason, proposals to advance 
development by transferring the core functions of agriculture to the global South are destined to 
be still-born.  
 
Conclusion: Trade Relations in a Broader Context 
 
Ever since the mid-19th century, the advocates of free trade have held a hegemonic position – or 
if one likes the status of a Platonic ideal -- in Anglo-Saxon economics, notwithstanding the 
demonstrated efficacy of infant-industry tariffs and industrial policy in Germany and the United 
States, and their continuing successful use in early Soviet Russia, in post-war Korea and Japan, 
and in China under reforms. However the application of free trade principle even in the postwar 
Western world was conditioned on the successful management of global macroeconomics. The 
charter of the IMF itself permitted (indeed, expected) the continuation of restrictions on capital 
flow and stabilized exchange rates as preconditions for a broadly liberalized trading regime. 
Moreover, the application of the GATT remained subject to broad categorical limitations and 
escape clauses. 
 
It was not until the 1980s that a doctrine of global liberalization for its own sake captured the 
commanding heights of world policymaking, greatly simplifying the problem of global 
governance as the same principles could now be applied everywhere, without troubling to assess 
their applicability to local or regional conditions. The reign of that doctrine proved (in the larger 
scale of things) both comparatively short – a matter of several decades -- and plainly disastrous.   

                                                 
7  Ivanic (2005) finds similar results using the same data, for the most liberal version of Doha 
regulations, with somewhat different assumptions. While the core Doha scenario -- in which 
developed countries reduce their export subsidies and domestic support and developing countries 
reduce some tariffs -- actually increases average poverty among participants, a scenario in which 
further and reciprocal tariff cuts are made in developing countries reduces overall average 
incidence of poverty. However, Ivanic also found that full liberalization leads to much stronger 
poverty reduction – suggesting that this model implicitly incorporates the neoliberal argument. 
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As we write, the ideological rejection of this doctrine is far advanced around the world, with 
significant exceptions mainly in countries which never applied it to themselves. 
 
What will come after?  We do not expect an early return to the post-war dream of effective and 
benign global governance, forged by the genius of Keynes and White in an environment of 
bilateral (US-UK) economic power, the prestige of imminent victory in war, and the pressure of 
competition from the communist ideological challenge and the then-rising power of the Soviet 
sphere.  All of that is behind us now.  What we face today is a post-Cold War world, dominated 
by increasingly pressing environmental threats, lacking both credible national leadership in the 
most powerful countries and credible mechanisms of international decision-making.  In 
particular, it is very clear that the international financial institutions, both the International 
Monetary Fund and the World Bank, have largely lost their credibility and their authority as 
impartial advocates and arbiters of economic policy choices. Indeed there is a general perception, 
as a rule of thumb out in the world, that economic success is in direct proportion to the 
willingness to defy the advice of international expert advisers.   
 
In this environment, it is natural for peoples and countries to seek solutions closer to home.  In 
the case of large countries – the BRICs, notably – it seems that the die is cast for nationally-
directed development policy, adjusted to the resource conditions, social needs and terms-of-trade 
of each major country, and that this pattern will persist for the immediate future.  There is no 
reason to expect that such countries, once having arrived as major players on the world scene, 
will yield easily to pressure to relax control over their own destinies–though they may be willing 
to engage in bilateral or multilateral bargains when concessions are reciprocal and the results 
plainly in their own interest. 
 
Smaller countries are in a different position. They can be expected to make a variety of choices, 
depending on their particular conditions and power relationships with the advanced world.  For 
some, the path will be toward more complete integration with the global North – as has been the 
pattern in recent years of Mexico, Chile, and Costa Rica (with the United States) in the 
Americas, for example.  For some, there will be stronger integration with a neighboring BRIC, as 
Argentina with Brazil, Taiwan and Hong Kong and parts of Central Asia with China; Belarus 
with Russia. And for others–perhaps notably in Southeast Asia, in the Andean region, and in East 
Africa–we see tentative steps toward regional networks of governance and finance, intended to 
offer a measure of protection for the small and weak in the face of indifferent global leadership 
and hostile economic forces. Whether these measures can or will prove effective remains very 
much to be seen. 
 
In an important sense, the economic theory that may best explain emerging patterns of economic 
alliance, mutual financial support networks, and commercial integration remains to be written. 
Despite the collapse of the COMECON region, the rise of NAFTA, and (perhaps most of all) the 
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emergence of modern Europe as an integrated–yet deeply troubled--continental economy, even 
the theorists of the rich countries have done comparatively little on the complex structures and 
patterns of economic integration we are now seeing.  An appropriate theory requires a sense of 
categories, of interregional relations, and of response to instability and crisis–all of them 
underdeveloped topics in an economic doctrine still largely stuck in a developmental theory of 
the nation-state and its trading relationships, governed (if at all) by a benign, universally-
accepted global framework of rules and regulations.   
 
It seems to us that the day of that model is coming rapidly to a close.  
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