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WTO: four principles, not just one

professor Danica Popović

The WTO policies are commonly understood to mean the reduction of import tariffs and conversion of non-tariff barriers to trade to tariffs. That is correct, but WTO is much more than that. WTO is based on principles underlying global trading rules that apply not only to goods but to services as well. Those principles —
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 non-discrimination (national treatment, most favored nation treatment)
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 encouraging competition and
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 predictable policies (transparency) —
are also principles upon which an economy can grow. In fact, as will be argued here, those principles are necessary elements of any strategy to gain the most from trade liberalization and thereby enhance economic growth.

The importance of membership. There are two principal reasons for this. First, when you are not a Member, your goods and services may be discriminated against when you try to export them to Member countries. Inversely, when you are a Member, you have recourse to clearly defined rules that protect your trading rights and provide remedies to counter unfair trade practices of other countries. Second, and more importantly, the liberalization of trade through application of WTO principles brings healthy competition to a country, encouraging efficient use of scarce resources, increasing foreign investment, and accelerating technology transfer, all of which contribute positively to sustainable economic growth. and the well being of the population.

The World Trade Organization currently has 148 Members
 that account for more than 95 percent of world trade in both goods and services. There are 25 countries in the process of acceding to the WTO, including Serbia, Montenegro and Bosnia and Herzegovina, the only countries in the region that are not yet members. The number of Members in the WTO coupled with the active pursuit of membership by those outside the club is a good indication of the importance of membership in WTO. 
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 Principle No.1: Trade Liberalization through Freer Trade
Freer trade requires reducing barriers to trade. There are two parts to this process. The first part requires eliminating non-tariff barriers to trade. Non-tariff barriers include import quotas (quantitative import restrictions in either volume or value terms), variable import levies (import duties that adjust on a consignment basis to bring the import value up to some target value), minimum import prices (disallowing imports of goods with prices below a certain minimum), discretionary import licensing (denying import permission to accomplish or complement economic or other policy goals), voluntary export restraints, discriminatory non-tariff measures maintained through state-trading enterprises, and similar border measures other than ordinary customs duties. These types of measures may not be used by WTO Members. And, all countries acceding to the WTO must forego use of such measures, often from the date of acceptance of their application for membership
. 

Acceding countries convert their non-tariff barriers to normal customs duties by computing the tariff equivalent of such measures. When a non-tariff import barrier exists for a specific commodity, the domestic price of that good is higher than the price on the world market. Therefore, the tariff equivalent is equal to the difference between the domestic price and the import price at the border. That difference is converted to a tariff by computing the ad valorem percentage that must be applied to the import price to make it equal to the domestic price. 
The second step in ensuring freer trade is reducing customs duties. All tariffs, including the tariff equivalents of non-tariff barriers, are subject to reductions. The magnitude of such reductions is determined by negotiation between the acceding country and current WTO Members. In general, acceding countries are expected to pay the same “entry fee” as original members of the WTO. Among developed country original members, the average reduction in tariff rates for industrial products was 40 percent. Tariff reductions by original developing country members varied considerably. Some countries reduced tariffs by 45-50 percent, on average, while others undertook more modest reductions. Countries that acceded to the WTO since mid-1995 agreed to 40-50 percent tariff cuts, usually phased-in over five to seven years.
Lowering of import duties is quite compatible with promotion of economic growth and prosperity. When implementing an export-led growth strategy, one has always have to bare in mind that FDIs, as major exporters, import the bulk of equipment, technology and know-how, and thus high protection rises their costs, which in turn hinders exports, employment and growth. The same applies to liberalizing the provision of services. It is important for acceding countries to recognize the fact that liberal and transparent regulations in the services sector, in line with GATS rules, are key elements enhancing development of those sectors and attracting foreign investment. This is  especially the case with sectors like telecommunications, financial services or transport, since increased efficiency and lower prices that result from liberalization in those sectors have direct effects on lowering costs for all other sectors of the economy. Furthermore, increases in factor flows result in spillovers of technology or skills, thus increasing productivity of national factors of production and income. This is demonstrated by a recent study
 that measured the effect of openness in the financial services sector and telecommunications on income growth. Those countries that fully liberalized financial services had, on average, 1 percentage point higher growth in income. When both financial services and telecommunications were fully liberalized, countries achieved a 1.5 percentage point addition to the long-term growth premium.
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 Principle No. 2: Trade Liberalization through Non-Discrimination

A product imported from a foreign country should be treated the same as the like product produced domestically. This is a key to reaping the benefits of competition. If foreign goods are allowed to come into a country, but then are discriminated against once they are in the country, competitive pressures are lessened. This means of diluting the value of trade liberalization is well understood by WTO Members. Article 3 of the GATT requires that imported goods, once duties have been paid, be given the same treatment as like domestic products in relation to any charges, taxes, or administrative or other regulations. This national treatment principle is also applicable in the case of sanitary and phytosanitary measures (e.g., border procedures undertaken to ensure protection of domestic plant and animal health and ensure safety of food) and the use of standards and other technical barriers to trade. 

The WTO agreements also require provision of the most preferential trade terms offered by any country to all WTO Members.
 That means that any more preferential trade terms, such as lower tariffs, that are offered to any other country must also be given to WTO Members. This means that goods exported to another country will be available freely to consumers in that country. In turn, that means that opportunities for exporting and subsequently earning foreign exchange are enhanced
.
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 Principle No. 3:  Transparency and Predictable Policies

Procedures and rules that are applied by institutions and thoroughly grounded in law are predictable. This means that market participants, whether producers, consumers, traders or regulators, know what is expected of them. Consistent application of procedures and rules reduces transactions costs which enables greater output for the same level of expenditure.
Consistent enforcement of law, especially in the area of intellectual property rights, is crucial to enhancing domestic competitiveness by enabling transfer of technology across borders. A Government that is committed to such rights sends a signal to potential investors that any creative or other intellectual property developed within the country will be adequately protected. Under such conditions, foreign and domestic companies will not hesitate to locate production facilities or bring cutting edge technologies or invest in research and development within the country. Because technology is always advancing and because technology enables producers to reduce costs, their ability to compete depends critically on consistent enforcement of law. In a country like Serbia this becomes a critical obstruction to FDI inflows. This is even more important when one has in mind the fact that FDIs are the most powerful prevention from brain-drain, which is the logical outcome in situations of high unemployment.

Economic and even non-economic policies promulgated by Governments should be based on facilitation of producers’ long term vision. That means Government must see and understand that vision. Only by sharing in that vision can Government understand producers’ needs and help them address obstacles to attaining that vision. For example, access to cost effective short, medium and long term credit is essential to developing a flexible, responsive supply side in an economy. Policies that foster provision of commercial credit do more for an economy than financial handouts can ever accomplish.
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 Principle No. 4:  Encouraging Competition

Only in a competitive environment producers can recognize their true potential. That is, they  can understand what is and what is not possible over the long run in their sector of the economy. Capital and labor mobility will eventually also start in Serbia, since  the government announced reducing subsidies and passed the new Bankruptcy law. 
There are two prerequisites for creating a competitive environment. The first one is privatization. The second one is liberalization, which is best competition policy a small country can have. The WTO principles act as an efficient tools for breaking domestic monopolies, especially in the case of a small country like Serbia. 
If producers are capable of discerning their own long term vision, government does not need to define the long term vision. The essential prerequisite is privatization and the enforcement  of the rule of the law. But even in that case an eventual government strategy can be abused, particularly by lobbyists. The experience of Russia (Yuadeva, 2003) was that studies on WTO accession were co-financed or exclusively financed by lobbyists. The results of these studies suggested that liberalization was bad for Russia, stressing upon problems of immediate rise in unemployment and insisting on low capabilities of Russian economy to answer to a strong competition pressure. There are grounds to assume that most transition economies share this  experience with lobbyists when trying to creating an official government strategy. 

The key obligation of  a credible government is to create a competitive business environment, and to correct for market failures (monopolies, etc). In case of Serbia, this also includes an urge of judiciary reform and modernization, which turns out to be a key obstacle to more abundant FDI inflow in the country. Also, in case of Serbia, there are two strategic questions which have immediately to be addressed. 
1) Who will be in charge of improving competitiveness, is it the government or is it the private sector? If it is the government, than the country would need a continuous maximum protection, abundant subsidies and inevitably Government will have to rind means to finance a rising quasi fiscal deficit. This is not only contrary to the WTO principles, but also is an inferior and unsustainable development strategy. 
2) Is the government giving up the strategy of maximum FDIs attraction and creating environment for export-led growth? If that strategy is still valid, that the government has to reject the protectionist arguments like the one previously mentioned, i.e. that «protection has been lowered below the level sustainable for the economy in this shape» (Jefferson institute (2003)). Otherwise, the government could end in protecting the most efficient multinational companies (MNCs), which would gladly accept such a risk-free, cost-free rise in returns. Even more gladly they would finance the studies on appropriateness of keeping protecton in the sectors they belong to.
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 Winners and Losers from Liberalization
Initially, losers from liberalization and from transition are those low profitable socially and government owned firms, with surplus labor and without big chances to ever [image: image9.png]FIGURE 9.1.
Winners and Losers from Reform
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neutralize the resistance of oligarchs, insiders, and state sector workers.

Source: Authors.




become competitive to firms from private sector. The biggest losers at all stages of transition are certainly workers in the state sector, namely those with too few qualifications and too many years of age. The more transition evolves, the worse their position will be, and the curve showing their position will always be in the negative area, dipping ever lower as the time elapses. They were best off in point R0, the starting point of the coordinate system, at the very beginning of transition.  But what makes the first stage of transition so painful is precisely the fact that at the first stage of reform the real winners become only oligarchs, lobbyists and insiders. Insiders and oligarchs gain the most in an undeveloped institutional framework, and their power is diminished only when, or better to say if, liberalization and privatization are accompanied by the strengthening of discipline (meaning the judiciary and the rule of law) and by the creation of the favorable investment. Only in such conditions, new investors and new employees become the main winners in the transition process, and only then a new line of winners on the previous graph appears and begins to steadily grow: new investors and new employees in their firms. And only then, when the new investors and new employees take the lead, transition can be considered successful, although, in all likelihood, not also completed.

The role of the WTO is utterly important: besides helping on creation of a competitive environment, the governmets of new WTO applicants also get a good political backup for  impelmenting some unpopular measures, like reducing protection and breaking some important monopolies within the country, etc.
[image: image10.png]


 Trade Liberalization Requires Coordination and Preparation
All this illustrates the fact that trade liberalization requires more than lower tariff rates and conversion of non-tariff barriers to tariffs. This is critically important to any debate about trade liberalization. When tariffs are reduced but competition is otherwise stifled or if policies, procedures and rules are applied haphazardly, or if some suppliers are treated better than others, the economic model that yields positive social benefits from trade liberalization can easily fail. In fact, trade liberalization can easily yield negative results if the institutions, laws and policies that are assumed to underlie the economic model are lacking.

This concept is well understood by WTO Members and it is therefore reflected in the process of accession to the WTO. The WTO requires that acceding countries have, before membership is granted, the necessary legal foundation to uphold the WTO agreements
 which govern all areas that directly or indirectly influence foreign trade. In addition, the authorities or institutions within a country that will oversee application of the legal foundation and ensure compliance with WTO rules and requirements must be clearly identified. And, policies that violate WTO principles will be identified and will have to be repealed.

To truly gain from trade liberalization, it must be understood that this set of principles, these components of trade liberalization, are not just rules but a way of thinking that must adopted and implemented by governments in all areas of activity (economic, regulatory, etc.). If foreign trade is the only area being subjected to this set of principles—that is, if this way of thinking is not applied in other areas as well, trade liberalization will not have the effect that WTO Member countries anticipated when forming and adopting the global trade rules. That is the main reason why trade liberalization of some countries accomplished through WTO accession did not result in those results predicted by conventional economic wisdom. It is simple—when the underlying assumptions of an economic model are violated, the results cannot equal the theoretically predicted outcome. Therefore, close adherence to those assumptions—those necessary components of trade liberalization—are critical ingredients in any recipe for successful trade liberalization and its positive contribution to economic prosperity.
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Annex 1: 

ALONGSIDE WITH FOUR PRINCIPLES, 

THERE ARE FOUR STAGES TO WTO MEMBERSHIP

Any state or customs territory having full autonomy in the conduct of its trade policies may join (“accede to”) the WTO, but WTO members must agree on the terms. Broadly speaking the application goes through four stages: 
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First, “tell us about yourself”. The government applying for membership has to describe all aspects of its trade and economic policies that have a bearing on WTO agreements. This is submitted to the WTO in a memorandum which is examined by the working party dealing with the country’s application. These working parties are open to all WTO members. 
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Second, “work out with us individually what you have to offer”. When the working party has made sufficient progress on principles and policies, parallel bilateral talks begin between the prospective new member and individual countries. They are bilateral because different countries have different trading interests. These talks cover tariff rates and specific market access commitments, and other policies in goods and services. The new member’s commitments are to apply equally to all WTO members under normal non-discrimination rules, even though they are negotiated bilaterally. In other words, the talks determine the benefits (in the form of export opportunities and guarantees) other WTO members can expect when the new member joins. (The talks can be highly complicated. It has been said that in some cases the negotiations are almost as large as an entire round of multilateral trade negotiations.)
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Third, “let’s draft membership terms”. Once the working party has completed its examination of the applicant’s trade regime, and the parallel bilateral market access negotiations are complete, the working party finalizes the terms of accession. These appear in a report, a draft membership treaty (“protocol of accession”) and lists (“schedules”) of the member-to-be’s commitments.
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Finally, “the decision”. The final package, consisting of the report, protocol and lists of commitments, is presented to the WTO General Council or the Ministerial Conference. If a two-thirds majority of WTO members vote in favour, the applicant is free to sign the protocol and to accede to the organization. In many cases, the country’s own parliament or legislature has to ratify the agreement before membership is complete.

Box 1: Is regional average tariff rate lowest in Serbia?  





Most producers in Srbia consider that the innitial trade liberalization from 2001. was excessive. The oppinion on the second trade liberalization is even worse, since «the protection has been lowered below the level sustainable for the economy in this shape» (Jefferson institute (2003)) . 





				Tariff averages in Serbia, 2000-2005





Unweighted �
Weighted �
�
2000�
2001�
2003�
2000�
2001�
2003�
�
14.43�
9.48�
7.5�
9.71�
7.5�
6.1�
�
		Source: Federal Statistical Office, mimeo.





Tariff Averages in Western Balkans, 2002


�
Unweighted�
Weighted �
Bands�
�
Albania�
8.1�
n.a�
2,10,15�
�
BIH �
6.8�
n.a�
0,5,10,15*�
�
Croatia�
7.0 �
7.0�
100+ rates�
�
Serbia�
9.5 (7.5**) �
7.5 (6.1**)�
1,5,10,15,20,30�
�
Kosovo�
10.0�
10.0�
Uniformna stopa�
�
Montenegro�
3.0 (6.1**)�
n.a�
1,3,5,10,15�
�
* for 250 agricultural products (HS)


** as of  2003.





In spite of the stereotype which is axiomatically accepted in Serbia, the «liberalization» from 2001. had no other purpose but to introduce tariff equivalents of non-tariff barriers and to reduce tariff dispersion to the interval 1-30%. The analysis of the winners and loosers shows that protection increased in sectors of food production, furniture, coffee, cars and mineral fuels, while protection of sugar, meat, ceramics, zinc and textiles, alluminium and processed wood was reduced. (Popović, Jovičić (2003)). After second liberalization from 2003, average weighted tariff rate fell from 7.5% to 6.1% (Zdravkovic, Milivojević (2004). 





Box 2: High protection can be harmfull 





A WTO research shows that when the US limited Japanese car imports in the early 1980s, car prices rose by 41% between 1981 and 1984 — nearly double the average for all consumer products. The objective was to save American jobs, but the higher prices were an important reason why one million fewer new cars were sold, leading to more job losses. 





According to an OECD calculation, imposing a 30% duty on imports from developing countries would actually reduce US unskilled wages by 1% and skilled wages by 5%. Part of the damage that can be caused by protectionism is lower wages in the protectionist country.. Also, If Australia had kept its tariffs at 1998 levels, Australian customers would pay on average A$2,900 more per car today. In 1995, aluminium users in the EU paid an extra $472 million due to tariff barriers.


The absence of such considerations in case of Serbia by all means comes as a consequence of the lack of hard budget constraints. The government still covers losses most large socially owned firmes. In this case, protection seems to be superior to building competitive environment. Also, nobody looses jobs, even if wages are not pages for months in some cases. In this environoment, it is difficult to stimulate animal spirits, cost reduction and competitive behaviour of economic agents. This situation is unsustainable, and government did announde privatization of all 80 large firms in social and in government property, which employ 300.000 people and which make a third of Serbian GDP. Two WTO principles work in favour of changing this tipe of business climate in Serbia: trade must become freer, and all imports have to get national treatment. 





Box 3: 	Exemptions to MFN rule 





There are two exceptions to this most favored nation or MFN rule—


preferential trade terms under a free trade agreement For example, countries can set up a free trade agreement that applies only to goods traded within the group — discriminating against goods from outside. 


Or they can give developing countries special access to their markets. (GSP, Generalized System of Preferences). This means that developed countries can unilaterally reduce their own protection, in order to boost growth in less developed countries. This is sometimes considered as a fifth principle of the WTO. 


Or a country can raise barriers against products that are considered to be traded unfairly from specific countries. And in services, countries are allowed, in limited circumstances, to discriminate. 


The exception with respect to a free trade agreement (FTA) only applies to FTAs which satisfy the WTO definition of such. The national treatment and MFN provisions which guarantee non-discrimination between imported and domestic goods ensure a level playing field for foreign goods relative to domestic goods. 








� Faculty of Economics and Center for Liberal-Democratic studies, � HYPERLINK "http://danica.popovic.ekof.bg.ac.yu" ��http://danica.popovic.ekof.bg.ac.yu�. 


� On April 7th, see � HYPERLINK "http://wto.org" ��http://wto.org� 


� Some members of the WTO believe that acceding countries should be subject to “standstill” provisions on WTO-inconsistent measures and on tariff increases during the accession process.


� Mattoo, Aaditya, Rathindran, Randeep and Sunramania, Arvnd, 2001, “Measuring Services Trade Liberalization and its Impact on Economic Growth: An Illustration”, World Bank Research Working Paper, No. 2655, Washington, D.C.: The World Bank





� It is so important that it is the first article of the � HYPERLINK "http://www.wto.org/english/docs_e/legal_e/legal_e.htm" \l "GATT94" �General Agreement on Tariffs and Trade (GATT)�, which governs trade in goods. MFN is also a priority in the � HYPERLINK "http://www.wto.org/english/docs_e/legal_e/26-gats_01_e.htm" \l "ArticleII" �General Agreement on Trade in Services (GATS)� (Article 2) and the � HYPERLINK "http://www.wto.org/english/docs_e/legal_e/27-trips_03_e.htm" \l "art4" �Agreement on Trade-Related Aspects of Intellectual Property Rights (TRIPS)� (Article 4), although in each agreement the principle is handled slightly differently. Together, those three agreements cover all three main areas of trade handled by the WTO.


� Preferential trade terms may be given to other countries in a free trade area if the trade among members is governed by a legal document, free trade is applied to substantially all goods, and any phase-in period for tariff elimination is ten years or less.


� Recent pubilc complaints of the Serbian foreign direct investor - firm Henkel (Merima), were foccused on  «excessive imports of foreign detergents into Serbia» , which shows that their animal spirits recognized a profit opportunity rising from a wave of economic populism and claims for larger protection of Serbian firms from foreign competition. 


� These include agreements on customs valuation, rules of origin (of goods), import licensing, agriculture, sanitary and phytosanitary measures, technical barriers to trade, protection of intellectual property rights, use of quantitative import restrictions, free trade agreements, state trading, remedies for dumping, subsidization and remedies therefor, government procurement, foreign investment and GATS.
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