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TRADE POLICY AND ECONOMIC GROWTH:

A SKEPTIC'SGUIDE TO THE CROSS-NATIONAL EVIDENCE

"It isn't what we don't know that kills us. It's what we know that ain't so."
-- Mark Twain

|. Introduction

Do countries with lower barriersto international trade experience faster economic
progress? Few guestions have been more vigorously debated in the history of economic thought,
and none is more central to the vast literature on trade and development.

The prevailing view in policy circlesin North Americaand Europe is that recent
economic history provides a conclusive answer in the affirmative. Multilateral institutions such
as the World Bank, IMF, and the OECD regularly promulgate advice predicated on the belief
that openness generates predictable and positive consequences for growth. A recent report by
the OECD (1998, 36) states: “More open and outward-oriented economies consistently
outperform countries with restrictive trade and [foreign] investment regimes.” According to the
IMF (1997, 84): “Policies toward foreign trade are anong the more important factors promoting
economic growth and convergence in developing countries."*

This view iswidespread in the economics profession aswell. Krueger (1998, 1513), for
example, judges that it is straightforward to demonstrate empirically the superior growth
performance of countries with "outer-oriented" trade strategies.?> According to Stiglitz (19984,
36), "[m]ost specifications of empirical growth regressions find that some indicator of external
openness--whether trade ratios or indices of price distortions or average tariff level--is strongly
associated with per-capita income growth."*

Such statements notwithstanding, if there is an inverse relationship between trade barriers
and economic growth, it is not one that immediately stands out in the data. See for example
Figures1.1 and 1.2. The figuresdisplay the (partial) associations over the 1975-1994 period
between the growth rate of per-capita GDP and two measures of trade restrictions. Thefirstis
an average tariff rate, calculated by dividing total import duties by the volume of imports. The

! The IMF quote cites research by Sachs and Warner and by Ben-David, which we shall review in this paper.

2 K rueger cites Sachs and Warner (1995).

3 Stiglitz here cites Sachs and Warner (1995) aswell. Elsewhere Stiglitz (1998b) writes: "there is by and large a
consensus among economists—based on a wealth of studies—that trade liberalization brings significant economic
gains' to contrast the apparent consensus on trade liberalization with the lack of consensus with regard to capital-
account liberalization.



second is a coverage ratio for non-tariff barriers to trade.* The figures show the relationship
between these measures and growth after controlling for levels of initial income and secondary
education. In both cases, the slope of the relationship is only slightly negative and nowhere near
statistical significance. Thisfinding is not atypical. Simple measures of trade barriers tend not
to enter significantly in well-specified growth regressions, regardless of time periods, sub-
samples, or the conditioning variables employed.

Of course, neither of the two measures we used above is a perfect indicator of trade
restrictions. Simple tariff averages underweight high tariff rates because the corresponding
import levelstend to be low. Such averages are al'so poor proxies for overall trade restrictions
when tariff and non-tariff barriers are substitutes. Asfor the non-tariff coverage ratios, they do
not do a good job of discriminating between barriers that are highly restrictive and barriers with
little effect. And conceptual flaws aside, both indicators are clearly measured with some error
(due to smuggling, weaknesses in the underlying data, coding problems, etc.).

In part because of concerns related to data quality, the recent literature on openness and
growth has resorted to more creative empirical strategies. These strategies include: (a)
constructing aternative indicators of openness (Dollar 1992; Sachs and Warner 1995); (b) testing
robustness by using a wide range of measures of openness, including subjective indicators
(Edwards 1992, 1998); and (c) comparing convergence experience among groups of liberalizing
and non-liberalizing countries (Ben-David 1993). This recent round of empirical research is
generaly credited for having yielded stronger and more convincing results on the beneficial
consequences of openness than the previous, largely case-based literature. Indeed, the
cumulative evidence that has emerged from such studies provides the foundation for the
previously-noted consensus on the growth-promoting effects of trade openness.

Our goal in this paper isto scrutinize this new generation of research. We do so by
focussing on what the existing literature has to say on the following question: Do countries with
lower policy-induced barriers to international trade grow faster, once other relevant country
characteristics are controlled for? We take this to be the central question of policy relevancein
thisarea. To the extent that the empirical literature demonstrates a positive causal link from
openness to growth, the main operational implication is that governments should dismantle their
barriersto trade. Therefore, it is critical to ask how well the evidence supports the presumption
that doing so would raise growth rates.

Note that this question differs from an alternative one we could have asked: Does
international trade raise growth rates of income? Thisis arelated, but conceptually distinct
guestion. Trade policies do affect the volume of trade, of course. But there is no strong reason
to expect their effect on growth to be quantitatively (or even qualitatively) similar to the
consequences of changes in trade volumes that arise from, say, reductions in transport costs or
increases in world demand. To the extent that trade restrictions represent policy responses to red
or perceived market imperfections or, at the other extreme, are mechanisms for rent-extraction,
they will work differently from natural or geographical barriers to trade and other exogenous

4 Data for the first measure come from the World Bank's World Devel opment Indicators 1998. The second is taken
from Barro and Lee (1994), and is based on UNCTAD compilations.




determinants. Frankel and Romer (1998) recognize this point in their recent paper on the
relationship between trade volumes and income levels. These authors use the geographical
component of trade volumes as an instrument to identify the effects of trade on income levels.
They appropriately caution that their results cannot be directly applied to the effects of trade
policies.

From an operational standpoint, it is clear that the relevant question is the one having to
do with the consequences of trade policies rather than trade volumes. Hence we focus on the
recent empirical literature that attempts to measure the effect of trade policies. Our main finding
isthat this literature is largely uninformative regarding the question we posed above. Thereisa
significant gap between the message that the consumers of this literature have derived and the
"facts’ that the literature has actually demonstrated. The gap emerges from a number of factors.
In many cases, the indicators of "openness' used by researchers are problematic as measures of
trade barriers or are highly correlated with other sources of poor economic performance. In other
cases, the empirical strategies used to ascertain the link between trade policy and growth have
serious shortcomings, the removal of which results in significantly weaker findings.

The literature on openness and growth through the late 1980s was usefully surveyed in a
paper by Edwards (1993). This survey covered detailed multi-country analyses (such as Little et
a. 1970 and Balassa 1971) as well as cross-country econometric studies (such as Feder 1983,
Balassa 1985, and Esfahani 1991). Most of the cross-national econometric research that was
available up to that point focussed on the relationship between exports and growth, and not on
trade policy and growth. Edwards evaluation of this literature was largely negative (1993,
1389):

[M]uch of the cross-country regression based studies have been plagued by empirical and

conceptual shortcomings. The theoretical frameworks used have been increasingly

simplistic, failing to address important questions such as the exact mechanism through
which export expansion affects GDP growth, and ignoring potential determinants of

growth such as educational attainment. Also, many papers have been characterized by a

lack of care in dealing with issues related to endogeneity and measurement errors. All of

this has resulted, in many cases, in unconvincing results whose fragility has been exposed
by subsequent work.

Edwards argued that such weaknesses had reduced the policy impact of the cross-national
econometric research covered in his review.

Our paper picks up where Edwards survey left off. We focus on a number of empirical
papers that either were not included in or have appeared since that survey. Judging by the
number of citations in publications by governmental and multilateral institutions, this recent
round of empirical research has been considerably more influential in policy circles. Our
detailed analysis covers the four papers that are probably the best known in the field: Dollar
(1992), Sachs and Warner (1995), Ben-David (1993), and Edwards (1998).

A few words about the selection of papers. The paper by Dollar (1992) was not reviewed
in Edwards survey, perhaps because it had only recently been published. We include it here
sinceit is, by our count, the most heavily cited empirical paper on the link between openness and



growth. Sachs and Warner (1995) is a close second, and the index of "openness’ constructed
therein has now been widely used in the cross-national research on growth.® The other two
papers are also well known, but in these cases our decision was based |ess on citation counts than
on the fact that they are representative of different types of methodologies. Ben-David (1993)
considers income convergence in countries that have integrated with each other (such as the
European Community countries). Edwards (1998) undertakes a robustness analysis using awide
range of trade-policy indicators, including some subjective indicators. Some of the other recent
studies on the relationship between trade policy and growth will be discussed in the penultimate
section of the paper.

Our bottom line is that the nature of the relationship between trade policy and economic
growth remains very much an open question. Theissueisfar from having been settled on
empirical grounds. We arein fact skeptical that there is a general, unambiguous relationship
between trade openness and growth waiting to be discovered. We suspect that the relationship is
a contingent one, dependent on a host of country and external characteristics. Research aimed at
ascertaining the circumstances under which open trade policies are conducive to growth (as well
as those under which they may not be) and at scrutinizing the channels through which trade
policies influence economic performance is likely to prove more productive.

Finally, it is worth reminding the reader that growth and welfare are not the same thing.
Trade policies can have positive effects on welfare without affecting the rate of economic
growth. Conversely, even if policies that restrict international trade were to reduce economic
growth, it does not follow that they would necessarily reduce the level of welfare. Negative
coefficients on policy variables in growth regressions are commonly interpreted as indicating
that the policiesin question are normatively undesirable. Strictly speaking, such inferences are
invalid.® Our paper centers on the relationship between trade policy and growth because thisis
the issue that has received the most attention in the existing literature. We caution the reader that
the welfare implications of empirical results regarding this link (be they positive or negative)
must be treated with caution.

The outline of this paper is asfollows. We begin with a conceptual overview of the
issues relating to openness and growth. We then turn to an in-depth examination of each of the
four papers mentioned previously (Dollar 1992; Sachs and Warner 1995; Edwards 1998; and
Ben-David 1993). The penultimate section discusses briefly three other papers (Lee 1993,
Harrison 1996; and Wacziarg 1998). We offer some final thoughts in the concluding section.

® From its date of publication, Dollar’s paper has been cited at least 80 times, according to the Social Science
Citations Index. Sachs and Warner (1995) is a close second, with 76 citations. Edwards (1992), Ben-David (1993)
and Lee (1993) round off the list, with 53, 25 and 16 citations respectively.

® Some of the main problems with economic growth as a measure of welfare are that: (i) the empirically identifiable
effect of policies on rates of growth--especially over short intervals--could be different from their effect on levels of
income; (ii) levels of per capitaincome may not be good indicators of welfare because they do not capture the
distribution of income or the level of access to primary goods and basic capabilities; and (iii) high growth rates
could be associated with suboptimally low levels of present day consumption. Hall and Jones (1999) come closest
to addressing the first of these problems by studying the effect of openness on output per worker. We shall criticize
their measure of openness--the Sachs-Warner openness dummy—in section 1V below.



[I. Conceptual issues

Think of asmall economy that takes world prices of tradable goods as given. What is the
relationship between trade restrictions and real GDP in such an economy? The modern theory of
trade policy asit applies to such a country can be summarized in the following three
propositions:

1. In static models with no market imperfections and other pre-existing distortions, the
effect of atrade restriction is to reduce the level of real GDP at world prices. Inthe
presence of market failures such as externalities, trade restrictions may increase real GDP
(although they are hardly ever the first-best means of doing so).

2. In standard models with exogenous technological change and diminishing returns to
reproducible factors of production (e.g., the neo-classical model of growth), atrade
restriction has no effect on the long-run (steady-state) rate of growth of output.” Thisis
true regardless of the existence of market imperfections. However, there may be growth
effects during the transition to the steady state. (These transitional effects could be
positive or negative depending on how the long-run level of output is affected by the
trade restriction.)

3. In models of endogenous growth generated by non-diminishing returns to reproducible
factors of production or by learning-by-doing and other forms of endogenous
technological change, the presumption is that lower trade restrictions boost output growth
in the world economy as awhole. But a subset of countries may experience diminished
growth depending on their initia factor endowments and levels of technological
development.

Taken together, these points imply that there should be no theoretical presumption in
favor of finding an unambiguous, negative relationship between trade barriers and growth rates
in the types of cross-national data sets typically analyzed.® The main complications are twofold.
First, in the presence of certain market failures, such as positive production externalitiesin
import-competing sectors, the long-run levels of GDP (measured at world prices) can be higher
with trade restrictions than without. In such cases, data sets covering relatively short time spans
will reveal a positive (partial) association between trade restrictions and the growth of output
along the path of convergence to the new steady state. Second, under conditions of endogenous
growth, trade restrictions may also be associated with higher growth rates of output whenever the
restrictions promote technologically more dynamic sectors over others. In dynamic models,
moreover, an increase in the growth rate of output is neither a necessary nor a sufficient
condition for an improvement in welfare.

" Strictly speaking, this statement is true only when the marginal product of the reproducible factors ("capital") tends
to zero in the limit. If this marginal product is bounded below by a sufficiently large positive constant, trade policies
can have an effect on long-run growth rates, similar to their effect in the more recent endogenous growth models
(point 3 below). Seethe discussion in Srinivasan (1997).

8 See Buffie (1998) for an extensive theoretical discussion of the issues from the perspective of developing
countries.



Since endogenous growth models are often thought to have provided the missing
theoretical link between trade openness and long-run growth, it is useful to spend a moment on
why such models in fact provide an ambiguous answer. As emphasized by Grossman and
Helpman (1991), the general answer to the question "does trade promote innovation in a small
open economy” is: "it depends."® In particular, the answer varies depending on whether the
forces of comparative advantage push the economy's resources in the direction of activities that
generate long-run growth (via externalities in research and development, expanding product
variety, upgrading product quality, and so on) or divert them from such activities. Grossman and
Helpman (1991), Feenstra (1990), Matsuyama (1992), and others have worked out examples
where a country that is behind in technological development can be driven by trade to specialize
in traditional goods and experience a reduction in its long-run rate of growth. Such models arein
fact formalizations of some very old arguments about infant industries and about the need for
temporary protection to catch up with more advanced countries.

The issues can be clarified with the help of asimple model of a small open economy with
learning-by-doing. The model is asimplified version of that in Matsuyama (1992), except that
we analyze the growth implications of varying the import tariff, rather than simply comparing
free trade to autarky. The economy is assumed to have two sectors, agriculture (a) and
manufacturing (m), with the latter subject to learning-by doing that is externa to individua firms
in the sector but internal to manufacturing as awhole. Let labor be the only mobile factor
between the two sectors, and normalize the economy's labor endowment to unity. We can then
write the production functions of the manufacturing and agricultural sectors, respectively, as.

X" =My
X&=Al- n)*
where n; stands for the labor force in manufacturing, a is the share of labor in value added in the
two sectors (assumed to be identical for simplicity), and t is atime subscript. The productivity
coefficient in manufacturing M is a state variable evolving according to:

M t =d Xtm ,
where an overdot represents atime derivative and d captures the strength of the learning effect.

We assume the economy has an initial comparative disadvantage in manufacturing, and
normalize the relative price of manufactures on world markets to unity. If the ad-valorem import
tariff on manufacturesist, the domestic relative price of manufactured goods becomes (1+t).
Instantaneous equilibrium in the labor market requires the equality of value margina products of
labor in the two sectors:

Al- n)*=(Lt )M P,

It can be checked that an increase in the import tariff has the effect of allocating more of the
economy's labor to the manufacturing sector:

d_nt >0.

dt

° Thisisaslight paraphrase of Grossman and Helpman (1991, 152).



Further, for a constant level of t, n; evolves according to:
. _aed ¢ a
= —A1- ,
N aag M
where a"" denotes proportiona changes.

Let Y; denote the value of output in the economy evaluated at world prices:
Y, =M. n* + A(l- n,)*.
Then the instantaneous rate of growth of output at world prices can be expressed as follows:

o xea gJ
Y =d[l, +c—HI, - 2
t [t gl'aé(t nt)]nt

where| ¢ is the share of manufacturing output in total output when both are expressed at world
prices(i.e, | ¢ = X{"1Y,).

Consider first the case whent = 0. In this casg, it can be checked that | ; = n; and the
expression for the instantaneous growth rate of output simplifiesto Y, =dl , n* , which is strictly

positive whenever n; > 0. Growth arises from the dynamic effects of learning, and is faster the
larger the manufacturing base n.. A small tariff would have a positive effect on growth on
account of this channel because it would enlarge the manufacturing sector (raise ny).

Whent > 0, the manufacturing share of output at world pricesis less than the labor share
in manufacturing, and | ¢ < n.. Now the second term in the expression for Y, is negative. The

intuition is as follows. The tariff imposes a production-side distortion in the allocation of the
economy's resources. For any given gap between | ; and n, the productive efficiency cost of this
distortion rises as manufacturing output (the base of the distortion) gets larger.

Hence the tariff exerts two contradictory effects on growth. By pulling resources into the
manufacturing sector, it enlarges the scope for dynamic scale benefits, thereby increasing
growth. But it also imposes a static efficiency loss, the cost of which rises over time as the
manufacturing sector becomes larger.'® Figure I1.1 shows the relationship between the tariff and
the rate of growth of output (at world prices) for a particular parameterization of this model.
Two curves are shown, one for the instantaneous rate of growth (based on the expression above),
and the other for the average growth rate over a twenty-year horizon (calculated as [1/20]x[InY2o
- InYp)). In both cases, growth increasesint until acritical level, and then diminishesint. This
pattern is, however, by no means general, and other types of results can be obtained under
different parameterizations.

The model clarifies anumber of issues. Firgt, it showsthat it isrelatively straightforward
to write awell-specified model that generates the conclusions that many opponents of trade

19 \We emphasize once again that these results on the growth of output do not transate directly into welfare
conseguences. In this particular model, the level effect of atariff distortion also has to be taken into account before
ajudgement on welfare can be passed. Henceit is possible for welfare to be reduced (raised) even though the
growth rate of output is (permanently) higher (lower).



openness have espoused--namely that free trade can be detrimental to some countries economic
prospects, especially when these countries are lagging in technological development and have an
initial comparative advantage in "non-dynamic" sectors. More broadly, the model illustrates that
there is no determinate theoretical link between trade protection and growth once real-world
phenomena such as learning, technological change, and market imperfections (here captured by a
learning-by-doing externality) are taken into account. Third, it highlights the exact sensein
which trade restrictions distort market outcomes. A trade barrier has resource-allocation effects
because it alters a domestic price ratio: it raises the domestic price of import-competing activities
relative to the domestic price of exportables, and hence introduces a wedge between the domestic
relative-price ratio and the opportunity costs reflected in relative border prices.* While this
point is obvious, it bears repeating as some of the empirical work reviewed below interprets
openness in a very different manner.

[11. David Dollar (1992)

As mentioned previoudly, the paper by Dollar (1992) is one of the most heavily cited
recent studies on the relationship between openness and growth. The principal contribution of
Dollar's paper lies in the construction of two separate indices, which Dollar demonstrates are
each negatively correlated with growth over the 1976-85 period in a sample of 95 developing
countries. The two indices are an "index of real exchange rate distortion” and an "index of real
exchange rate variability" (henceforth DISTORTION and VARIABILITY). Theseindicesrelate
to "outward orientation," as understood by Dollar (1992, 524), in the following way:

Outward orientation generally means a combination of two factors: first, the level of

protection, especially for inputs into the production process, is relatively low (resulting in

asustainable level of the real exchange rate that is favorable to exporters); and second,
thereisrelatively little variability in the real exchange rate, so that incentives are
consistent over time.
The indices DISTORTION and VARIABILITY are meant to capture these two dimensions of
"outward orientation."

In order to implement his approach, Dollar uses data from Summers and Heston (1988,
Mark 4.0) on comparative price levels. The Summers-Heston work compares prices of an
identical basket of consumption goods across countries. Hence, letting the U.S. be the
benchmark country, these data provide estimates of each country i's price level (RPL;) relative to
the U.S.: RPL, =100 R /(e R,s), where P; and Pys are the respective consumption price indices,
and g is the nominal exchange rate of country i against the U.S. dollar (in units of home currency

per dollar).”?> Since Dollar isinterested in the prices of tradable goods only, he attempts to purge
the effect of systematic differences arising from the presence of non-tradables. To do this, he

! Some authors have stressed the effects that the high levels of discretion associated with trade policies can have on
rent-seeking and thus on economic performance (Krueger, 1974; Bhagwati, 1982). These effects go beyond the
direct impact on resource allocation that we discuss. They are however related more directly to the discretionary
nature of policies than to their effect on the economy’ s openness. Discretionary export promotion policies--which
will make an economy more open--should in principle be just as conducive to rent-seeking as protectionist policies.

12 Our notation differs from Dollar's (1992). In particular, the exchange rate is defined differently.



regresses RPL; on the level and square of GDP per capita and on regional dummies for Latin
Americaand Africa, aswell as year dummies. Let the predicted value from this regression be

denoted RISLi. Dollar'sindex of DISTORTION is RPL, /RI5Li , averaged over the ten-year
period 1976-1985. VARIABILITY isin turn calculated by taking the coefficient of variation of
the annual observations of RPL, / RI5Li for each country over the same period.

Dollar interprets the variation in the values of DISTORTION across countries as
capturing cross-national differences in the restrictiveness of trade policy. He states: “the index
derived here measures the extent to which the real exchange rate is distorted away from its free-
trade level by the trade regime” (Dollar 1992, 524). Later on, referring to RPL;, he writes:

if there were no non-tradables, cross-country variation in these price levels could be taken

directly as a measure of inward or outward orientation caused by trade policy. For

instance, a country sustaining a high price level over many years would clearly have to be

acountry with arelatively large amount of protection (inward orientation).
Since this type of claim is often made in other work as well,*® we shall spend some time on it
before reviewing Dollar’ s empirical results. We will show that a comparison of price indices for
tradables is informative about levels of trade protection only under very restrictive conditions
that are unlikely to hold in practice. We will also show that the empirical relationship between
DISTORTION and growth identified by Dollar (1992) is not robust to the inclusion of standard
control variables, the use of updated Summers-Heston data, or to changesin the time period
anayzed.

Trade policies and price levels

We will not discuss further Dollar’ s method for purging the component of non-tradable
goods prices that is systematically related to income and other characteristics.** Assuming the
method is successful, the DISTORTION measure approximates (up to a random error term) the
price of a country’s tradables relative to the U.S. Letting P' stand for the price index for
tradables and neglecting the error, the DISTORTION index for country i can then be expressed

as R'/(gRjs).

Let us, without loss of generality, fix the price level of tradablesinthe U.S,, P);, and
assume that free trade prevailsin the U.S. The question is under what conditions will trade
restrictions be associated with higher levelsof P /(gPR).). Obviously, the answer depends on

the effect of the restrictionson P" (and possibly on g).

¥ Eg., inBhallaand Lau (1992), whose index is also used in Harrison (1996). We will discuss Harrison's paper in
the penultimate section.

14 For agood recent discussion of the problems that may arise on this account see Falvey and Gemmell (1999).



10

Notethat P isan aggregate price index derived from the domestic prices of two types
of tradables, import-competing goods and exportables. Hence P" can be expressed as alinearly
homogenous function of the form:

R"=p(p",p’)
where p" and p*are the domestic prices of import-competing goods and exportables,

respectively. Since Summers-Heston price levels are estimated for an identical basket of goods,
the price-index function p(.) applies equally to the U.S.

Ris =P (Pls: Pls)
Next, define t™ and as t* the ad-valorem equivalent of import restrictions and export
restrictions, respectively. Assume that the law of one price holds (we shall relax this below).
Then, p"=e pJs(1+t™) and p*=e p)s/(1+t*). Consequently, the domestic price of tradables
relative to U.S. prices can be expressed as
M m Pis
PT _p(pls@+t").pls/(1+1)) _ WP (s gy gy
&R P (Pls: Pls) P (pls. Pls)

where we have made use of the linear homogeneity of p(.). Note that the nominal exchange rate
has dropped out thanks to the assumption of the law of one price.

Consider first the case where there are binding import restrictions, but no export
restrictions (t™ >0 and t*=0). Inthisinstance, it is apparent that P" > e P, and trade
restrictions do indeed raise the domestic price of tradables (relative to the benchmark country).
Judging from the quotations above, thisis the case that Dollar seems to have in mind.

On the other hand, consider what happens when the country in question rescinds all
import restrictions and imposes instead export restrictions at an ad-valorem level that equal s that

of the import restrictions just lifted (t™ = 0 and t*> 0). From the Lerner (1936) symmetry

theorem, it is evident that the switch from import protection to export taxation has no resource-
allocation and distributional effects for the economy whatsoever. The relative price between

tradables, p™/ p*, remains unaffected by the switch. Yet, because export restrictions reduce the
domestic price of exportables relative to world prices, it is now the casethat P™ < gP;. The
country will now appear, by Dollar’ s measure, to be outward oriented.

One practical implication is that economies that combine import barriers with export
taxes (such as many countries in Sub-Saharan Africa) will be judged less protected than those
that rely on import restrictions alone. Conversely, countries that dilute the protective impact of
import restrictions by using export subsidies (t< 0) will appear more protected than countries

that do not do so.

Hence the DISTORTION index is sensitive to the form in which trade restrictions are
applied. Thisfollows from the fact that trade policies work by altering relative prices within an
economy; they do not have unambiguous implications for the level of pricesin acountry relative
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to another. A necessary condition for Dollar's index to do a good job of ranking trade regimes
according to restrictiveness is that export policies (whether they tax or promote exports) play a
comparatively minor role. Moreover, as we show in the next section, thisis not a sufficient
condition.

How relevant is the law of one price in practice?

The discussion above was framed in terms that are the most favorable to Dollar’s
measure, in that we assumed the law of one price (LOP) holds. Under this maintained
hypothesis, the prices of tradable goods produced in different countries can diverge from each
other, when expressed in a common currency, only when there exist trade restrictions (or
transport costs).

However, thereisavast array of evidence suggesting that L OP does not accurately
describe the world we live in. In arecent review article, Rogoff (1996, 648) writes of the
"startling empirical failure of the law of one price." Rogoff concludes. "commodities where the
deviations from the law of one price damp out very quickly are the exception rather than the
rule" (Rogoff 1996, 650). Further, the evidence suggests that deviations from LOP are
systematically related to movements in nominal exchange rates (see references in Rogoff 1996).
Indeed, it is well known that (nominal) exchange-rate policies in many devel oping countries are
responsible for producing large and sustained swings in real exchange rates. Trade barriers or
transport costs typicaly play a much smaller role.

Dollar (1992, 525) acknowledges that "there might be short-term fluctuations [unrelated
to trade barrierg] if purchasing-power parity did not hold continuously,” but considers that these
fluctuations would average out over time. Rogoff (1996, 647) concludesin his survey that the
speed of convergence to purchasing-power parity (PPP) is extremely slow, of the order of
roughly 15 percent per year. At this speed of convergence, averages constructed over atime
horizon of 10 years (the horizon used in Dollar's paper) would exhibit substantial divergence
from PPP in the presence of nominal shocks.

Under this interpretation, a significant portion of the cross-national variation in price
levels exhibited in DISTORTION would be due not to trade policies, but to monetary and
exchange-rate policies. Unlike trade policies, nominal exchange-rate movements have an
unambiguous effect on the domestic price level of traded goods relative to foreign prices when
LOP fails: an appreciation raises the price of both import-competing and exportable goods
relative to foreign prices, and a depreciation has the reverse effect. Countries where the nominal
exchange rate was not allowed to depreciate in line with domestic inflation would exhibit an
appreciation of the real exchange rate (arise in domestic prices relative to foreign levels), and
correspondingly would be rated high on the DISTORTION index. Countries with aggressive
policies of devaluation (or low inflation relative to the trend depreciation of their nominal
exchange rate) would receive low DISTORTION ratings.

Transport costs provide another reason why DISTORTION may be unrelated to trade
policies, especially in alarge cross-section of countries. Dollar’sindex would be influenced by
geographic variables such as access to sea routes and distance to world markets, even when the
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L OP—appropriately modified to account for transport costs—holds. Hence in practice
DISTORTION islikely to capture the effects of geography as well as of exchange-rate policies.
Indeed, when we regress Dollar’s DISTORTION index on the black market premium (a measure
of exchange rate policy), a set of continent dummies, and two trade-related geographic variables
(the coastal length over total land area and a dummy for tropical countries), we find that these
explain 52 percent of the variation in Dollar’ s distortion index (Table I11.1, column 1). Not only
isthe additional effect of two trade policy variables (tariffs and quotas) minor in comparison
(column 2), but these enter with the wrong sign! Higher levels of tariffs and quotas seem to
induce, if anything, lower levels of price distortions according to Dollar’ s index, after relevant
geographic characteristics and exchange rate policy variables are controlled for.

To summarize, DISTORTION is theoretically appropriate as a measure of trade
restrictions when three conditions hold: (a) there are no export taxes or subsidies in use; (b) the
law of one price holds continuoudly; and (c) there are no systematic differences in nationa price
levels due to transport costs and other geographic factors. Obviously, all of these requirements
are counterfactual. Whether one believes that DISTORTION still provides useful empirical
information on trade regimes depends on one's priors regarding the practical significance of the
three limitations expressed above.™® Our view is that the second and third of these--the departure
from LOP and the effect of geography--are particularly important in practice. Weregard it as
likely that it is the variance in nominal exchange-rate policies and geography, and not the
variance in trade restrictions, that drives the cross-sectional variance of DISTORTION.

Why variability?

As mentioned previously, Dollar (1992) uses his measure of DISTORTION in
conjunction with a measure of VARIABILITY, the latter being the coefficient of variation of
DISTORTION measured on an annual basis. Heis driven to do this because the country
rankings using DISTORTION produce some "anomalies." For example, "Koreaand Taiwan
have the highest distortion measures of the Asian developing economies" and "the rankings
within the developed country groups are not very plausible” (Dollar 1992, 530-531). The ten
least distorted countries by this measure include not only Hong Kong, Thailand, Malta, but also
Sri Lanka, Bangladesh, Mexico, South Africa, Nepal, Pakistan and Syrial Burma's rating (90)
equals that of the United States. Taiwan (116) isjudged more distorted than Argentina (113).
Our discussion above indicated that DISTORTION is highly sensitive to the form in which trade
policies are applied and to exchange-rate policies as well as omitted geographic characteristics.
S0 such results are not entirely surprising.

Dollar states that the "number of anomalies declines substantially if the real exchange
rate distortion measure is combined with real exchange rate variability to produce an outward
orientation index" (Dollar 1992, 531). He thus produces a country ranking based on a weighted
average of the DISTORTION and VARIABILITY indices. Since these two indices are entered

'3 The sensitivity of Dollar'sindex to these assumptions highlights a generic difficulty with regression-based indices
which use the residual from aregression to proxy for an excluded variable: such indices capture variationsin the
excluded variable accurately only as long as the modél is correctly and fully specified. If some variables are
excluded from the estimated equation, they will form part of the index.
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separately in his growth regressions, we shall not discuss this combined index of "outward
orientation" further.

However, we do wish to emphasize the obvious point that the VARIABILITY index has
little to do with trade restrictions, as commonly understood, or with inward- or outward-
orientation per se. Remember that DISTORTION is the (adjusted) price level of tradables
relative to aforeign benchmark. Consider what happens when this relative price fluctuates
because of movements in the domestic price of tradables. Suppose first that the prices of non-
tradables move in synch with the price of tradables. In thiscase, VARIABILITY captures the
movement of the entire domestic price structure in relation to foreign prices, and whatever
"distortions’ or "biases" are thereby created do not discriminate between tradables and non-
tradables (and much less among tradables). Alternatively, suppose that the prices of tradables
fluctuate against non-tradables as well. Now, domestic relative prices do exhibit instability, but
the effect of this on relative production and consumption incentives cannot be deduced a priori.
Since the tradable and non-tradabl e sectors share a common relative price, one of these sectors
cannot experience greater price risk without the other doing the same. The economy-wide risk
may result in lower investment overall, but there is no presumption that this makes the economy
more inward oriented.

What does VARIABILITY really measure? The ten countries with the highest
VARIABILITY scores are Irag, Uganda, Bolivia, El Salvador, Nicaragua, Guyana, Somalia,
Nigeria, Ghana, and Guatemala. For the most part, these are countries that have experienced
very high inflation rates and/or severe political disturbances during the 1976-85 period. Itis
plausible that VARIABILITY measures economic instability at large. In any case, it is unclear
to us why we should think of it as an indicator of trade orientation.

Empirica results

We check the robustness of Dollar's (1992) empirical results by extending them in two
directions. First, we rerun his regressions in a more conventiona form, following standard
practice in recent cross-national work on growth. Second, we redo his calculations for the
DISTORTION and VARIABILITY indices using more recent Summers-Heston Mark 5.6 data to
see whether his regression results hold with the revised data.

The first column of Table 111.2 shows our replication of the core Dollar (1992) result for
95 developing countries. Dollar's benchmark specification includes on the right-hand side the
investment rate (as a share of GDP, averaged over 1976-85) in addition to DISTORTION and
VARIABILITY. As shown in column (1), DISTORTION and VARIABILITY both enter with
negative and highly significant coefficients using this specification. (Our results are virtually
identical to those in Dollar (1992), with the difference that our t-statistics are based on
heteroskedasticity-corrected standard errors.)

None of Dollar's runs include standard regressors such as initial income, education, and
regional dummies. The other columns of Table I11.2 show the results as we alter Dollar's
specification to make it more compatible with recent cross-national work on growth (e.g., Barro
1997). First, we add regional dummiesfor Latin America, East Asia, and Sub-Saharan Africato
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ensure that the results are not due to omitted factors correlated with geographical location
(column 2). Next we drop the investment rate (column 3), and add in succession initial income
(column 4) and initial schooling (column 5).2* The dummies for Latin America and Sub-Saharan
Africa are negative and statistically significant. Initial income and education also enter
significantly, with the expected signs (negative and positive, respectively).

We find that the VARIABILITY index is robust to these changes, but that DISTORTION
isnot. In fact, as soon as we introduce regional dummies in the regression, the estimated
coefficient on DISTORTION comes down sizably and becomes insignificant. Whatever
DISTORTION may be measuring, this raises the possibility that the results with thisindex are
spurious, arising from the index's correlation with (omitted) regional effects.'’

Dollar's original results were based on data from Mark 4.0 of the Summers-Heston
database (Summers and Heston 1988). In Table111.3, we carry out asimilar exercise using the
more recent version (Mark 5.6) of the Summers-Heston data. We have re-calculated Dollar's
DISTORTION and VARIABILITY indices using the revised data, but have confined ourselves
to the same period examined by Dollar (1976-85). The revised data allow us to generate these
indices for 112 developing countries. We show results with Dollar's original sample of 95
countries also.

The correlation between the revised and original DISTORTION measures, athough
positive, is only moderately high (0.56).*® The correlation between the two VARIABILITY
indicesis higher (0.71). One consequence is that the benchmark Dollar specification now has a
much poorer fit (an R? of 0.16 versus 0.38 in the original version). Moreover, the estimated
coefficient on DISTORTION is positive, small, and statistically insignificant, even without the
addition of regional dummies (Table I11.3, column 1). Two countries, Ghana and Uganda, have
much higher values for DISTORTION in the revised data than in the original. Including a
dummy for these two countries renders the estimated coefficient on DISTORTION negative and
statistically significant at the 90 percent level (column 2). With the inclusion of regional
dummies, DISTORTION turns insignificant once again (columns 3 and 4). The results with the
origina 95-country sample are similar (columns 5-8), except that DISTORTION is now
statistically significant (at the 90 percent level) when all the controls--including, most critically,

16 The income variable comes from the Summers-Heston (Mark 4.0) data set used in Dollar (1992). Schooling is
from Barro and Lee (1994).

7 An dlternative interpretation is that there is insufficient intra-regional variation in trade policy to distinguish its
effect on growth from that of omitted regional effects. Note, however, that in columns 2-5 DISTORTION is
insignificant while the Latin America and Sub-Saharan Africa dummies have statistically significant coefficients.
Thus the effect of the regional dummies appears to be stronger than that of the trade policy indicators, shedding
doubt on the interpretation that they are picking up only trade policy effects.

18 This correlation isin great part influenced by two large outliers, Ghana and Uganda, which have much higher
price levelsin the more recent data. If one takes these two outliers out, the correlation between the two indicesis
.68
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the dummy for Ghana and Uganda--are introduced (column 8).° The estimated coefficient on
VARIABILITY is negative and statistically significant throughout.

We have carried out a number of similar exercises for cross-sections over different
periods, as well as panel regressions with fixed effects.?® We don't report those results here for
reasons of space. However, the bottom line that emergesisin line with the regressions just
discussed: the estimated coefficient on VARIABILITY is generally robust to aterationsin
specifications; the coefficient on DISTORTION is not.

V. Jeffrey Sachs and Andrew Warner (1995)

We turn next to the paper “Economic Reform and the Process of Global Integration” by
Jeffrey Sachs and Andrew Warner (1995). This extremely influential paper® is an ambitious
attempt to solve the measurement error problem in the literature by constructing an index of
openness that combines information about several aspects of trade policy. The Sachs-Warner
(SW) openness indicator (OPEN) is a zero-one dummy, which takes the value O if the economy
was closed according to any one of the following criteria:
it had average tariff rates higher than 40% (TAR);
its nontariff barriers covered on average more than 40% of imports (NTB);
it had a socialist economic system (SOC);
it had a state monopoly of major exports (MON);
its black market premium exceeded 20% during either the decade of the 1970s or the
decade of the 1980s (BMP).#

grODNE

The rationale for combining these indicators into a single dichotomous variable is that
they represent different ways in which policymakers can close their economy to international
trade. Tariffsset at 50 percent have exactly the same resource-allocation implications as quotas
at alevel that raised domestic market prices for importables by 50 percent. To gauge the effect
of openness on growth, it is necessary to use avariable that classifies as closed those countries

¥ This significance isin great part driven by Zaire. When an additional dummy for Zaire is introduced into equation
8, the t-statistic on the distortion variable dropsto 1.11.

% 1n four replications of Dollar’s baseline specification for different decades we were able to find a negative effect
of DISTORTION on growth only for the 1976-85 subperiod. Fixed effects and random effects panel estimates (with
five or ten year averages as time periods) reveal no significant negative effect of DISTORTION on growth after a
set of standard cross-country regressors are added. VARIABILITY has a negative and significant coefficient in all
regressions except for the 1960-69 subperiod.

2 A partia listing of papers that have made use of the Sachs-Warner index includes Hall and Jones (1998),
Wacziarg (1998), Sala-i-Martin (1997), Burnside and Dollar (1997), and Collins and Bosworth (1996).

%2 5achs and Warner use data from the following sources: Lee (1993) for non-tariff barriers, Barro and Lee (1993)
for tariffs, World Bank (1994) for state monopoly of exports, Kornai (1992) for the classification of socialist and
non-socialist countries, and International Currency Analysis (various years) for black market premia. There are 6
economies which Sachs and Warner rate as open or closed relying on information not contained in any of these data
sets. These are Morocco, South Africa, Haiti, Luxembourg, Australiaand New Zealand. For those economies, they
either make a general assessment of their trade policies or rely on information from other reports on the level of
protection. The resultsin this paper hold irrespective of how one classifies these six economies.
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that were able to effectively restrict their economies’ integration into world markets through the
use of different combinations of policies that would achieve that result. Furthermore, if these
openness indicators are correlated among themselves, introducing them separately in aregression
may not yield reliable estimates due to their possibly high level of collinearity.

The Sachs-Warner dummy has a high and apparently robust coefficient when inserted in
growth regressions. The point estimate of its effect on growth (in the original benchmark
specification) is 2.44 percentage points: economies that pass al five requirements experience on
average economic growth two and a half percentage points higher than those that do not. Thet-
statistic is 5.50 (5.83 if estimated using robust standard errors). This coefficient appears to be
highly robust: in arecent paper which subjects 58 potential determinants of growth to an
exhaustiz\ge sengitivity analysis, the average p-value for the Sachs-Warner index isless than 0.1
percent.

In this section we ask several questions about the Sachs-Warner results. First, we ask
which, if any, of the individual components of the index are responsible for the strength of the
Sachs-Warner dummy. We find that the Sachs-Warner dummy’ s strength derives mainly from
the combination of the black market premium (BMP) and the state monopoly of exports (MON)
variables. Very little of the dummy's statistical power would be lost if it were constructed using
only these two indicators. In particular, thereislittle action in the two variables that are the most
direct measures of trade policy: tariff and non-tariff barriers (TAR and NTB).

We then ask to what extent the black-market premium and state monopoly variables are
measures of trade policy. We suggest that their significance in explaining growth can be traced
to their correlation with other determinants of growth: macroeconomic problems in the case of
the black-market premium, and location in Sub-Saharan Africain the case of the state monopoly
variable. We show that the Sachs-Warner indicator is not robust against alternative indicators
that combine measures of macroeconomic distress with location in Sub-Saharan Africa. We
conclude that the Sachs-Warner indicator serves as a proxy for a wide range of policy and
institutional differences, and that it yields an upwardly-biased estimate of the effects of trade
restrictions proper.

Which individual variables account for the significance of the Sachs-Warner dummy?

In Table 1.1 we show the simple correlations between economic growth and the
components of the SW dummy during the 1970-89 period, the period analyzed by Sachs and
Warner (1995). These correlations suggest that two of the underlying variables used to construct
the index are significantly associated with growth: whether the economy has a state monopoly of
its main exports (MON) and whether its black market premium exceeded 20% in the 1970s or
1980s (BMP).?* In Table V.2 we see that this result is confirmed when the variables are

% Sdai-Martin (1997). The variable used by Sala-i-Martin is the number of years an economy was open according
to the Sachs-Warner criteria, whereas here we follow Sachs and Warner’ s (1995) original article and use a dummy
which captures whether or not the economy was open during the 1970-89 time period.

24 The strength of the BMP variable isin part derived from its dichotomous nature. The correlation of the black
market premium with growth is -0.29 for the 1970s and -0.26 for the 1980s. See the next subsection for more
discussion of this point.
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inserted simultaneously in a growth regression. We use the same controls used by Sachs and
Warner (1995), most of which are standard in the empirical growth literature.”> The variables
BMP and MON are highly significant, whereas the rest are not (column 2). An F-test for the joint
significance of the other three components (SOC, TAR and NTB) yields a p-value of 0.25.%°
(Note that the number of observationsis lower in the regression where the components are
entered individually because not al of the 79 countries in the original sample have data for each
of the five SW components.)

Another way to check whether BMP and MON drive the Sachs-Warner result is to ask
the following question: suppose that we had built a dummy variable, in the spirit of Sachs and
Warner, which classified an economy as closed only if it was closed according to BMP and
MON. That is, suppose we ignored the information the other three variables give us asto the
economy’s openness. How significant would the coefficient of our variable be in a growth
regression? How different would the partition between open and closed economies that it
generates be from that generated by the SW dummy? Suppose alternatively that we also
constructed an openness dummy based only on the information contained in SOC, NTB, and
TAR. How significant would that variable be in a growth regression? And how correlated would
it be with openness?

Columns (3)-(6) of Table V.2 address the question of significance. We denote asBM a
variable that takes the value 1 when the economy is "open" according to criteria4 and 5 above,
whereas SQT equals 1 when the economy passes criteria 1, 2 and 3. We substitute these variables
for the SW openness index in the regression Sachs and Warner present in their paper. Entered on
itsown, BM is highly significant, with an estimated coefficient that is very close to that on
OPEN (2.09 versus 2.44; see column 3). When SQT is substituted for BM, the estimated
coefficient on SQT is much smaller (0.88) and significant only at the 90 percent level (column
4). We next enter BM and SQT simultaneoudly: the coefficient of SQT now has at-statistic of
1.59, whereas the coefficient on BM retains at-statistic of 5.09 and a point estimate (2.12) close
to that on the openness variable in the original equation (column 5). Once the investment rate
and investment prices, which are likely to be endogenous, are taken out of the equation, the t-
statistic on SQT dropsto 1.30 and that on BM rises to 5.94 (column 6).

The comparability of the resultsin Table 1V.2 is hampered by the fact that the sample
size changes as we move from one column to the next. As noted above, thisis because not all of
the 79 countries in the sample have data for each of the individual Sachs-Warner components.
To check whether this introduces any difficulties for our interpretation, we have also run these
regressions holding the sample size fixed. We restricted the sample to those countries which
have the requisite data for all the components, using both the original specification (n=71) and a
specification where we drop two of the Sachs-Warner regressors with t-statistics below unity

% These are log of GDP in 1970, secondary schooling in 1970, primary schooling in 1970, government consumption
as a percent of GDP, number of revolutions and coups per year, number of nations per million population,
relative price of investment goods, and ratio of investment to GDP.

% Theresult is not due to multicollinearity: the R?s from regressions of either of SOC, NTB and TAR on the other
two are, respectively, 0.02, 0.05. and 0.05.
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(primary schooling and revolutions and coups) to gain additional observations (n=74). In both
cases, our results were similar to those reported above: Regardless of whether BM and SQT are
entered separately or jointly, the coefficient on BM is highly significant (with a point estimate
that is statistically indistinguishable from that on OPEN) while the coefficient on SQT is
insignificant.”’

Hence, once BM isincluded, thereis little additional predictive power coming from
regime type (socialist or not), level of tariffs, or coverage of non-tariff barriers.®® The strength of
the Sachs-Warner index derives from the low growth performance of countries with either high
black market premia or state export monopolies (as classified by Sachs and Warner [1995)).

This point is underscored by Figures IV.1 and V.2, which show the partial associations
between economic growth and these two aternative indicators of openness (based on column 5
of Table 2). The partial association between BM and growth is quite strong, while that between
SQT and growth is weak.?

The reason why BM performs so much better than SQT is that BM generates a partition
between closed and open economies that is much closer to that generated by OPEN than the
partition generated by SQT. Only six economies are classified differently by BM when
compared to OPEN, while OPEN and SQT disagree in 31 cases. The disagreement between
OPEN and SQT is concentrated in 15 African and 12 Latin American economies which SQT
failsto qualify as closed but BM (and therefore OPEN) does: the African economies are found to

" The largest t-statistic we obtained for SQT in these runsis 1.4. These results are not shown to save space, but are
available on request.

% A different form in which the "horse race” can be run, suggested to us by Jeffrey Sachs, is to introduce OPEN and
BM together in the regression, to see if OPEN clearly "wins." When we do this, we find that the point estimate of
the coefficient on OPEN is generally larger than that on BM, but that the two coefficients are statistically
indistinguishable from each other. Thisistrue regardless of whether we rely only on the raw data to classify
countries or use Sachs and Warner's qualitative evaluation for six economies. The respective coefficients on OPEN
and BM are 1.31 (1.86) and 0.99 (1.78) when we use the raw data, and 1.64 (2.64) and 0.99 (1.79) when we use the
Sachs-Warner subjective evaluations (t-statistics in parentheses). The two coefficients cannot be distinguished
statistically because OPEN and BM are highly collinear with each other (as we discuss further below). On the other
hand, when OPEN and SQT are entered together, SQT has the wrong (hegative) sign and the equality of coefficients
can be rgjected eadily.

% This conclusion is true regardless of how we rate the countries in which Sachs and Warner’s classification did not
correspond to the values of the underlying data. As noted in a previous footnote, there are 6 economies for which
Sachs and Warner rely on qualitative assessments and information from other reports instead of their primary datato
classify them as open or closed. Asit isnot always clear what dimension of trade policy these general assessments
pertain to, the resultsin the text rate an economy as closed according to BM and SQT when it was rated as closed
according to this additional information. 1f we base our classification only on the raw data and ignore these
supplementary assessments, the t-statistic on SQT goesdown to 1.21. Thet-statistic on SQT can be made to
increase up to 2.01 if one classifies New Zealand as a closed economy in terms of quotas but not in terms of other
trade policies, as Sachs and Warner’ s comments on New Zealand seem to imply. Thisis still well below the t-
statistic on BM of 5.07. Furthermore, the characterization of New Zealand as a closed economy on the basis of its
guotasis inconsistent with the definition of the NTB variable for other countries, which use data for 1985-88 (Lee,
1993), atime by which New Zealand' s Fourth Labor Government had already started an aggressive liberalization
program bringing quotas down below the threshold level of 40% (Laird and Y eats 1990, Table 4.2; Roper 1997).
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be closed because of their state monopolies of exports and those of Latin America because of
their high levels of black market premia. The average rate of growth of these economiesis 0.24,
much lower than the sample average of 1.44.

Our result is not due to an arbitrary distinction between BM and SQT. SQT performs
more poorly than any other openness index constructed on the basis of three of the five indicators
used by Sachs and Warner, and BM performs more strongly than any index constructed with two
of these five indicators (Table V.3, upper panel). A similar result appliesto partitions along
other dimensions: those constructed using four indicators which exclude either BMP or MON do
more poorly than any of those which include them; and either BMP or MON individually do
better than any of the other indicators (Table 1V.3, lower panel).

In view of the overwhelming contribution of the black market premium and the dummy
on state monopoly of exports to the statistical performance of the Sachs-Warner openness index,
we next ask what exactly these two variables measure. To what extent are they indicators of
trade policy? Could they be correlated with other variables that have a detrimental effect on
growth, therefore not giving us much useful information on trade openness per se? We turn now
to these questions, first with an analysis of the state monopoly of exports variable, and then with
adiscussion of the black market premium variable.

What does the State Monopoly of Exports variable represent?

Sachs and Warner’ s rationale for using an indicator of the existence of a state monopoly
on major exports is the well-known equivalence between import and export taxes (Lerner 1936).
The MON variable is meant to capture cases in which governments taxed major exports and
therefore reduced the level of trade (exports and imports). Sachs and Warner use an index of the
degree of distortions caused by export marketing boards, taken from the World Bank study
Adjustment in Africa: Reforms, Results, and the Road Ahead (World Bank 1994).%°

We note that the World Bank study covers only 29 African economies that were under
structural adjustment programs from 1987 to 1991. Thisresultsin adouble selection bias. First,
non-African economies with restrictive policies towards exports automatically escape scrutiny.
Second, African economies with restrictive export policies but not undergoing adjustment
programs in the late 1980s are also overlooked. Since Africawas the slowest growing region
during the period covered and economies that need to carry out structural adjustment programs
are likely to be doing worse than those that are not, the effect is to bias the coefficient on
openness upwards on both accounts.

How this selection bias affects the country classification can be illustrated by two
examples: Indonesia and Mauritius. Both of these economies are rated as open in the Sachs-
Warner sample. Both are excluded from the sample used to construct the state monopoly on
exports variable: Indonesia because it is not in Africa, and Mauritius because, due to its good
economic performance, it was not undergoing a World Bank adjustment program during the late

%0 sachs and Warner (1995) cite a different source in their paper, but World Bank (1994) appears to be the correct
source.
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1980s. Yet both of these economies would seem to satisfy the conditions necessary to be rated
as closed according to the export monopoly criterion: Indonesian law restricts oil and gas
production to the state oil company, PERTAMINA, and Mauritius sells all of its export sugar
production through the Mauritius Sugar Syndicate.** Indonesia and Mauritius are also among the
ten fastest growing economies in the Sachs-Warner sample.

One of the problems that this selection bias causes in the Sachs-Warner estimation is that
it makes the MON variable virtually indistinguishable from a sub-Saharan Africa dummy.*
There are 13 African countries (out of 47) in the Sachs-Warner study that are not rated as closed
according to MON. (Twelve of these were not included in World Bank study.) But for all but
one of these observations MON adds no additional information, either because they are dropped
from the sample due to unavailability of other data or because they are rated as closed by other
trade policy indicators used to construct the index. The result is that the only difference between
having used an export marketing board variable to construct the Sachs-Warner index and having
used a sub-Saharan Africadummy is asingle observation. That observation is Mauritius, the
fastest growing African economy in the sample.®

We conclude that the export marketing board variable, as implemented, is not a good
measure of trade policy and creates a serious bias in the estimation. Except for Mauritius, whose
classification as open seems to us to be due exclusively to selection bias, the inclusion of MON
in the Sachs-Warner dummy is indistinguishable from the use of a Sub-Saharan Africa dummy.
In that respect, the only information that we can extract from it is that African economies have
grown more slowly than the rest of the world during the seventies and eighties.

What does the Black Market Premium variable measure?

The second source of strength in the Sachs-Warner openness variable is the black market
premium. Indeed, the ssmple correlation between the openness dummy and BMPis0.63. A
simple regression of growth on the black market premium dummy and all the other controls
gives a coefficient of -1.05 with at-statistic of nearly 2.5 in absolute value. How good an
indicator of openness is the black market premium?

3! See Pertamina (1998) for Indonesia and Gulhati and Nahari (1990, 22) as well as World Bank (1989, 6) for
Mauritius. Qil represented 61.2 % of Indonesian exports and sugar represented between 60-80% of Mauritius
exports during the period covered by the Sachs-Warner study (see World Bank 1983, Table E, and 1998). Although
manufactures have recently outstripped sugar as Mauritius' s main export, thisis a recent development: in 1980 sugar
represented 65% of Mauritius stotal exports and agriculture was surpassed by manufacturing as the main source of
exports only in 1986 (World Bank 1998).

* This s true despite the fact that the Sachs-Warner dummy’s coefficient is still significant after the estimation is
carried out controlling for a Sub-Saharan Africadummy. The reason isthat the SW dummy still has substantial
explanatory power left due to its use of the Black Market Premium variable.

% Both Lesotho and Botswana had higher growth rates than Mauritius but Lesotho was not rated due to insufficient
data (Sachs and Warner 1995, 85) and Botswana is dropped from their sample because of unavailability of
government consumption data.
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The black market premium measures the extent of rationing in the market for foreign
currency. The theoretical argument for using the black market premium in this context is that,
under certain conditions, foreign exchange restrictions act as atrade barrier. Using our notation
from the previous section (but omitting country subscripts), the domestic price of import-
competing goods relative to exportables can be expressed as follows:

pm_e"p™ (+t")(@+t¥)
px ex px*
where an asterisk refers to border prices. We now allow for the possibility that the exchange

rates applicable to import and export transactions (€™ and €, respectively) can differ. Foreign
currency rationing can drive a wedge between these two exchange rates.

Suppose the form that rationing takesis as follows: all imports are financed at the margin
by buying foreign currency in the black market, while all export receipts are handed to the
central bank at the official exchange rate. In this case, €"/€" = (1+BMP), and the presence of a
black market premium works exactly like a trade restriction (by raising p™/p).3* On the other
hand, if at the margin exporters can sell their foreign-currency receipts on the black market as
well, then the wedge between €™ and €" disappears. In this case, the black-market premium does
not work like a trade restriction.®

But there is a deeper problem with interpreting the black-market premium as an indicator
of trade policy. Sachs and Warner rate an economy closed according to BMP if it maintains
black market premiain excess of 20 percent for a whole decade (the 1970s or the 1980s). Such
levels of the black market premium are indicative of sustained macroeconomic imbalances.
Overvauation of this magnitude is likely to emerge (i) when there is a deep inconsistency
between domestic aggregate demand policies and exchange rate policy, or (ii) when the
government tries to maintain alow level of the exchange rate in order to counteract transitory
confidence or balance of payments crises. Such imbalances may be sparked by political
conflicts, external shocks, or sheer mismanagement, and would typically manifest themselvesin
inflationary pressures, high and growing levels of external debt, and a stop-go pattern of policy-
making. In addition, since black market premiatend to favor government officials who can trade
exchange rate allocations for bribes, we would expect them to be high wherever there are high
levels of corruption. Therefore, countries with greater corruption, aless reliable bureaucracy,
and lower capacity for enforcement of the rule of law are also likely have higher black market
premia.

Hence it is reasonabl e to suppose that the existence of sizable black market premia over
long periods of time reflects awide range of policy failures. It isaso reasonable to think that
these failures will be responsible for low growth. What is more debatable, in our view, isthe
attribution of the adverse growth consequences exclusively to the trade-restrictive effects of
black market premia.

% The distributional effects can differ of course, asimport tariffs are paid in to the treasury while scarcity rentsin
the foreign-currency market can be appropriated by individuals.

% |n one respect, Sachs and Warner (1995) treat BMP differently from atrade restriction: the cutoff for tariffs
(TAR) is set at 40 percent while that for BMP is set at 20 percent.
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Asshown in Table V.4, many of the relationships just discussed are present in the data.
The simple correlations of black market premiawith the level of inflation, the debt/exports ratio,
wars and institutional quality are al sufficiently high to warrant preoccupation. Indeed, of the 48
economies ranked as closed according to the BMP criteria, 40 had one or more of the following
characteristics: average inflation over 1975-1990 higher than 10 percent, debt to GNP ratio in
1985 greater than 125 percent, a terms-of-trade decline of more than 20 percent, an institutional
quality index lessthan 5 (on ascale of 1 to 10), or involvement in awar.

Table V.5 shows that there are also important threshold effects in the black market
premium. If weinsert the black market premium in the 1970s and 1980s as continuous variables
in the regression, the estimated coefficients are extremely weak and they fail to pass an F-test for
joint significance at 10 percent.*® The strength of the Sachs-Warner result comes in great part
from the dichotomous nature of the BMP variable and from the fact that the 20 percent threshold
allows more weight to be placed on the observations for which the black market premia--and
probably also the underlying macroeconomic imbalances--are sufficiently high.

That the effect of the black market premium is highly sensitive to the macroeconomic and
political variables that one controls for is shown in Table V.6, where we present the results of
controlling for each of the indicators of macroeconomic and political distressin TableIV.4. In
three out of 5 cases, each one of these variables individually is enough to drive the coefficient on
BMP below conventional levels of significance. If weinsert all our controls together, the
estimated coefficient on BMP goes down by more than half and the t-statistic drops below 1.

This kind of evidence does not by itself prove that higher black market premia are
unrelated to growth performance. The resultsin Table IV.6 can be due to high multicollinearity
between the black market premium and the indicators of macroeconomic and political distress
that we have chosen. But what they do show isthat there is very little in the data to help us
distinguish the effect of high black market premia from those of other plausible right-hand side
variables relating to macroeconomic distress. 1n other words, they show that the black market
premium is not a good measure of trade policy, because it is also a proxy for many other
variables unrelated to trade policy.

Sensitivity of results

The interpretational problems with the State Monopoly of Exports and Black Market
Premium variables would not be so important if these two were responsible for only part of the
effect of the Sachs-Warner index on growth. But the fact that they seem to be its overwhelming
determinant makes us worry about the extent to which the results speak meaningfully about the
role of trade policies.

The arguments in the previous two sections have shown that the individual coefficients
on MON and BMP are not very robust to controlling for variables such as an Africa dummy or
indicators of macroeconomic and political distress. However, much of the force of the Sachs-

% Their joint inclusion raises the adjusted R? from 0.359 to 0.382.
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Warner variable comes from its combination of the effects of MON and BMP.*" Thereason is
that the Sachs-Warner dummy uses MON to classify as closed all but one of the economiesin
Sub-Saharan Africa and then uses BMP to classify as closed a set of economies with
macroeconomic and political difficulties. It thus builds a*®super variable” whichis 1 for al non-
African economies without macroeconomic or political difficulties. Thisvariable will be
statistically stronger than either an Africa dummy or macroeconomic controls because it jointly
groups information from both.

To show how the Sachs-Warner approach works, we use two indicators of economic and
political disequilibrium, which are similar in method of construction to the Sachs-Warner
variable. These are two synthetic indicators of macroeconomic and political distress and
ingtitutional quality. The first indicator, ICRG, is an index of ingtitutional quality based on
underlying numerical evaluations relating to the rule of law, bureaucratic quality, corruption,
expropriation risk, and governmental repudiation of contracts (taken from Knack and Keefer
1995). It ranges from O to 10, with higher values indicating superior institutions. The second
indicator, which we call DISEQ), is adummy variable which is equal to one if the country
exhibited signs of macroeconomic or political distress such as a debt-GNP ratio greater than
125%,%® an average inflation greater than 10%, a declinein its terms of trade of more than 20%,
or involvement in war. DISEQ isalso equal to O if the country was in Africa.®

The correlations of DISEQ and ICRG with OPEN are respectively 0.64 and 0.72. Indeed,
if one introduces DISEQ and ICRG in a growth equation along with openness, the coefficient on
openness falls to less than half its original value and the t-statistic on it is barely above 2
(regression 2, Table IV.7). Moreover, the Mauritius and Indonesia observations are key here: the
t-statistic fallsto 1.62 if one classifies these countries as closed because of their export
monopolies (regression 3), and to 1.25 after regional dummies for Sub-Saharan Africa, Asiaand
Latin America are introduced (regression 4).*

Alternatively, ssimply controlling for ICRG and a set of continent dummies also drives the
openness coefficient below conventiona significance levels (regression 5). Even though this
coefficient can be rendered significant again if one controls for the central government budget

37 For example, if MON and BMP are inserted, together with an Africa dummy and a measure of institutional quality
neither MON nor BMP are individualy significant and the p-value for ajoint significance test is 0.09. (If we add
NTB, TAR and SOC, the p-valuerisesto 0.31), but OPEN gets a t-statistic of 3.06 and BM one of 2.93 (SQT gets
1.46).

% Our source data for the debt/GDP ratio is World Bank (1995). Although this data covers only developing
countries, OECD (1998) indicates that for no OECD country did the gross government public debt exceed 125% of
GDP in 1985.

¥ Therationale for including an Africadummy in this regression is our argument that the MON variableis
essentialy an Africadummy. The Africa dummy therefore puts DISEQ on an equal footing with the Sachs-Warner
dummy.

“0 The t-statistic can fall even further (to 0.72) if one changes Sachs and Warner's questionable classification of New
Zealand as a closed economy (see footnote 8).
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surplus and population growth, the t-statistic on the openness variable remains barely above 2,
with an absolute value less than half of that in the original regression (regression 6).

Statistically, the explanation for the fragility of the results on the coefficient of OPEN is
that we have introduced in the regression a set of measures of macroeconomic and political
distress which are highly correlated with growth and with the Sachs-Warner variable. 1ndeed,
the high variability of the estimated coefficientsin Table 7 is strongly indicative of
multicollinearity.

Therefore, we do not pretend to have answered in this analysis the question of whether it
is macroeconomic and political disruption that cause trade policy or the other way around.** Nor
do we give an answer to the question of whether all of these are determined in turn by some
other underlying variables such as poor institutions or anti-market ideology. What we believe
we have established is that the statistical power of the Sachs-Warner indicator derives not from
the direct indicators of trade policy it incorporates, but from two components that we have
reasons to believe will yield upwardly biased estimates of the effects of trade restrictions. The
Sachs-Warner measure is so correlated with plausible groupings of alternative explanatory
variables--macroeconomic instability, poor institutions, location in Africa--that it is risky to draw
strong inferences about the effect of openness on growth based on its coefficient in a growth
regression.

V. Sebastian Edwards (1998)

The third paper that we discuss is Sebastian Edward’ s recent Economic Journal paper
“Openness, Productivity and Growth: What Do We Really Know?’ (Edwards 1998). The
papers by Dollar and by Sachs and Warner deal with data problems by constructing new
openness indicators. Edwards takes the alternative approach of analyzing the robustness of the
openness-growth relationship to the use of different indicators. As Edwards states, “ the
difficulties in defining satisfactory summary indexes suggest that researchers should move away
from this area, and should instead concentrate on determining whether econometric results are
robust to alternative indexes’ (1998, 386). The presumption is that the imperfections in specific
indicators would not seem quite as relevant if the estimated positive coefficient on opennessis
found to be robust to differences in the way openness is measured.

To carry out this robustness analysis, Edwards runs regressions of total factor
productivity growth on nine aternative indicators of openness (as well asinitial income and a
measure of schooling).** His estimates of total factor productivity growth are the Solow
residuals from panel regressions of growth on changes of capital and labor inputs. The nine

! The Sachs-Warner view is that causality goes from restrictive trade policies to macroeconomic instability
(personal communication with Sachs). For the purposes of the present paper, we are agnostic about the existence or
direction of any causality. An argument that macroeconomic imbalances are largely unrelated to trade policiesis
not difficult to make, and receives considerable support from cross-national evidence (see Rodrik 1999, chap. 4).

“2 In an earlier and heavily cited paper, Edwards (1992) carried out a similar analysis for growth rates of real GDP
per capita using a somewhat different set of nine alternative indicators of trade policy distortions. We focus here on
Edwards (1998) because it is more recent and the data set used in the earlier paper was not immediately available.
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indicators of openness he uses are: (i) the Sachs-Warner openness index; (ii) the World Bank’s
subjective classification of trade strategies in World Development Report 1987; (iii) Edward
Leamer’s (1988) openness index, built on the basis of the average residuals from regressions of
trade flows; (iv) the average black market premium; (v) the average import tariffs from
UNCTAD viaBarro and Lee (1994); (vi) the average coverage of non-tariff barriers, also from
UNCTAD viaBarro and Lee (1994); (vii) the subjective Heritage Foundation index of
Distortionsin International Trade; (viii) the ratio of total revenues on trade taxes (exports +
imports) to total trade; and (ix) Holger Wolf’s regression-based index of import distortions for
1985.

The results Edwards presents are weighted least squares (WLS) regressions of TFP
growth on (i)-(ix), where the weighting variable is GDP per capitain 1985. They are shown in
column 1, rows 1-9, of Table V.1: six of the nine indicators are significant and al but one have
the expected sign. He repeats the analysis using instrumental weighted least squares (column 1,
Table V.2), and finds 5 of 9 indicators significant at 10% (3 at 5%) and all having the "correct"
sign.*® He also builds an additional indicator as the first principal component of (i), (iv), (v), (vi)
and (ix), which he finds to be significant in WLS estimation (row 10, Table VV.1). He concludes
that “these results are quite remarkable, suggesting with tremendous consistency that thereisa
significantly positive relationship between openness and productivity growth.”

We will argue that Edwards' evidence does not warrant such strong claims. The
robustness of the regression results, we will show, islargely an artifact of weighting and
identification assumptions that seem to us to be inappropriate. Of the 19 different specifications
reported in Edwards (1998), only 3 produce results that are statistically significant at
conventional levels once we qualify these assumptions. Furthermore, the specifications that pass
econometric scrutiny are based on data that suffer from serious anomalies and subjectivity bias.

The problem with weighting

The justification for the resort to weighted least squares estimation is not provided in the
paper, but it is presumably to correct for possible heteroskedasticity in the residuals. |If
disturbances are not homoskedastic, ordinary least squares estimates will be inefficient. If the
form of the skedastic function is known, then it is appropriate to use weighted least squares.
Thisisindeed what Edwards implicitly assumes when he uses GDP per capita as his weighting
variable. If it isunknown, one can use White's (1980) heteroskedasticity-consistent covariance
matrix estimator, which is not dependent on the form taken by the heteroskedasticity.

When there is heteroskedasticity, the standard deviation of the disturbance in the growth
eguation varies systematically across countries. Edward’s decision to weight his observations by
the level of GDP per capitaimplies an assumption that the standard deviation of the disturbances
in the growth equation is inversely proportional to the square root of the level of GDP per capita
in 1985. In other words, if the United Statesis-—-asit in effect wasin 1985 according to the
Summers-Heston data—59 times wealthier than Ethiopia, the standard deviation of the growth

“3 In his paper, Edwards erroneously claims that two additional variables are significant in the IV-2SL S estimation:
Leamer’sindex and Tariffs. This mistake was apparently due to two typographical errorsin his Table 4, p. 393.
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rate conditional on having the United States income is 7.7 (59Y2) times higher than conditional

on having Ethiopia’sincome. Using the estimates of the residuals’ standard deviation from one
of the Edwards equations, we can calculate the implied root mean squared error of the growth
rate conditional on having the incomes of the United Sates and of Ethiopia. The former is.8
percentage points, whereas the latter is 6 percentage points. It may be reasonable to suppose that
growth data for poor countries are less reliable than that for rich countries, but the errors implied
by Edwards weighting assumption for poor countries growth data seem to usto be
unreasonably high. Asamatter of fact, it is hard to think of areason to be doing regression
analysis on abroad cross-section of primarily poor countries if we believe that underdevel oped
nations' economic data are this uninformative.

Column 2 of TablesV.1 and V.2 repeat Edwards' regressions using the log of 1985 per
capita GDP as the weighting variable. In terms of our calculations above, the ratio between the
US and Ethiopian standard deviations would now be a more reasonable 1.31. This set of
regressions resultsin six of the eighteen coefficients having the “wrong” sign. Five out of nine
coefficients are significant among the least squares regressions (four at 5%), and two out of nine
in the instrumental variables regressions. The coefficient on the principal components variable
now becomes insignificant.**

One way to put aside doubts about the appropriateness of aternative assumptions
regarding the nature of the skedastic function is to use White's (1980) heteroskedasticity-
consistent standard errors, which are robust to the form of heteroskedasticity. We show these
estimates in column 3 of TablesV.1 and V.2. Four out of nine coefficients are now significant
among the least squares regressions (three at 5%) and two out of nine among the IV regressions.
Only twelve of the eighteen coefficients have the correct sign. The principal components
variable is aso insignificant.

The problem with identification

The two significant 1V coefficientsin Table V.2 are moreover quite sensitive to the
specification of the instrument lists. In particular, equations 12 and 17 in Table V.2 are two of
the only three equations in which the Heritage Foundation Index of Property Rights Protection is
used as an instrument by Edwards.*”® If this instrument is not excludable from the second stage
regression, Edwards IV estimation will give biased estimates of the coefficient of openness on

“ Why does weighting by GDP give such different results? The reason seemsto be that there is a relationship
between the openness indices used by Edwards and TFP growth at high levels of income. This relationship in itself
is apparently driven by the fact that the great majority of economies with restrictive trade practices and high levels
of GDP per capitain 1985 were oil exporters. Because of their high incomes, these economies are weighted very
heavily in the WLSregressions. It iswell-known that oil exporting economies had very low rates of growth during
the 1980s (see for example the studiesin Gelb, 1988). If one redoes regressions 1-19 using GDP per capita weights
but including a dummy for oil exporters one gets very similar results to those in column 3 of Tables 1 and 2: only
the coefficients for the World Devel opment Report Index (equations 2,12), the Heritage Foundation Index
(equations 7,17) and the least squares estimate of the collected taxes ratio (equation 8) remain significant, and the
least squares coefficient on quotas changes sign.

“% His other instruments include: TFP growth in the 1970s and the black market premium, export/GDP, import/GDP
and terms of trade changes for the 1975-79 period.
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growth. Theoretically, it seems to us unreasonable to assert that the protection of property rights
can effectively be assumed not to be an important determinant of growth, given the extensive
literature concerned precisely with such an effect.*® In Table V.3 we show that, if property rights
are included in the second-stage regression for these two equations, this term gets a significant
coefficient in equation 12 (World Development Report Index) and a positive albeit insignificant
coefficient in Equation 17 (Heritage Foundation Index). Chi-squared tests of the overidentifying
restrictions also reject the null hypothesis that these restrictions hold for equation 12.
Furthermore, in both equations the t-statistic on the openness proxy fallsto well below .5in
absolute value.

If we take seriously the fact that property rights are not excludable from the productivity
growth regressions, we are left with the conclusion that, among 19 different specifications, we
find evidence of a negative and statistically significant correlation between trade-restricting
policies and productivity growth in only 3 cases. Those are the ones that use the Collected Taxes
Ratio, the World Development Report Index, or the Heritage Foundation Index. We take up
some problems with these indices in the next subsection.

Dataissues

Edwards reports that the Collected Taxes Ratio (which measures trade tax revenue as a
proportion of total trade) is calculated from raw data provided by the IMF. We are puzzled by
this data because many of the numbers for developing countries are implausible. India, a country
with one of the world's highest tariff rates, islisted as having an average ratio of 2.4 percent,
lower than the sample average and barely above the value for Chile (2.3 percent). The mean
value of the Collected Taxes Ratio in the sample is 2.8 percent, which strikes us as very low.

We have attempted to replicate Edwards' results using data from the World Bank’ s most
recent (1998) World Development Indicators. This source, which was not available at the time
the Edwards analysis was first conducted, provides collected trade tax ratios for imports and
exports separately, which we have combined to derive an index in the spirit of Edwards
variable*” According to thisindex, India's average trade tax is 37.3 percent (a more plausible
figure than Edwards 2.4 percent). We replicate equation 7 of Table V.1 with this data, and the
results are shown in Table V.4. The coefficient on average duties is now positive albeit
insignificant (column 2). If we introduce import and export duties separately (column 3), import
duties in fact get a positive and significant coefficient (contrary to the expected negative
coefficient) and export duties are insignificant. One shortcoming of these specifications

“6 Barro (1997) names “the importance of institutions that ensure property rights and free markets,” for economic
growth as one of the “dominant themes’ of his recent research (p. xiv). For examples of the literature emphasizing
the importance of property rights for economic growth, see Clague, Knack, Keefer, and Olson (1996), Acheson and
McFetridge (1996), Jodha (1996), Tornell (1997), Park and Ginarte (1997) and Grossman and Kim (1996).

" As our earlier discussion showed, when imports and exports are both taxed, their distortionary effect is
multiplicative rather than additive. So instead of summing import and export taxes, we use the formula
(1+mdut)x(1+xdut) - 1, where mdut (xdut) isimport (export) duties as a percent of imports (exports). We take the
average of observations for 1980-85. Our results (on the sign and insignificance of the coefficient on trade taxes)
are unchanged, however, when we take the simple sum mdut + xdut.
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(including Edwards) is the small sample size (between 43 and 45). Since export duties are not
reported for many countries, one way of increasing the sample size is to introduce only the
import duty variable from the World Development Indicators database. This increases the
sample size to 66 countries. The estimated coefficient on import duties is once again positive
and insignificant (column 4).

These results are in line with others we have reported earlier: there is little evidence that
simple averages of trade taxes are significantly and negatively correlated with growth.

The other two variables that are significant are the subjective indexes constructed by the
World Bank and the Heritage Foundation. It is striking that two subjective indexes are the only
variables that are robust to our econometric analysis, since subjective indexes are well known to
suffer from judgment biases. Indeed, alook at the two indexes reveals some striking contrasts.
In the Heritage Foundation Index, for example, Chile and Uganda are in the same category (4 on
ascaeof 1to5, where 5 is most protected), and Boliviais as open as the United States (with a
score of 2).

Thereis an additional problem in the use of the Heritage Index, aside from subjectivity
bias. Theindex rates trade policy restrictions in 1996, well after the end of the period covered by
Edwards dependent variable (1980-1990). Changesin trade policy that occurred in the late
1980s or after 1990 should not be relevant for explaining TFP growth between 1980 and 1990.
For example, there are several countries--such as Bolivia and Turkey--which liberalized their
trade regimes significantly in the second half of the 1980s and which get high openness ratings
from the Heritage Index, but would be classified quite differently for the early 1980s.

To gauge the magnitude of the problem, we recalcul ate the Heritage Foundation Index
using the same methodology but with tariff and non-tariff barrier data from 1985-88 from Lee
(1993), the earliest date for which there is systematic information.*® The resulting index is
highly correlated with the Heritage Index (the simple correlation is 0.71). But it enters with an
insignificant coefficient (with at-statistic below 1) when we replicate equation (7) using it
instead of the 1996 Heritage Foundation Index (Table V.4, column 6). We conclude from this
exercise that the significance of the Heritage Index variable in Edwards' regressions probably
derives from changes in trade policies that took place after 1990 (perhaps because faster growing
countries liberalized faster in the late 1980s and early 1990s).

The remaining significant variable is the World Bank’ s 1987 World Development Report
subjective index. Thisindex divides countries into four groups using primary data on the
effective rate of protection, use of non-tariff barriers, use of export incentives, and degree of
exchange rate overvaluation. Since thisindex rates only a small number of countries, regression
(2) in Table V.1 uses only 32 observations. Again the anomaliesin thisindex are striking: high-
growth Koreais rated as more open than moderate-growth Malaysia despite having higher tariff

8 Wefollow as closely as possible the procedure described in the Heritage Foundation Report (Johnson and
Sheehy 1996, 27). Specifically, we rate a country according to the maximum of itstariff rate and non-tariff barrier
coverage ratio: higher than 20%: "very high" (arating of 5); between 15 and 20%: "high" (4); between 10 and 15%:
"moderate” (3); between 5 and 10%: "low" (2); and between 0 and 5%: "very low" (1).
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rates and non-tariff barrier coverage (according to Lee 1993), higher exchange rate distortions
(according to Dollar) and alower export/GDP ratio. Moderate-growth Tunisia, which had
average tariffs of 21% and average non-tariff coverage of 54%, is classified in the same group as
Chile, Malaysiaand Thailand. In fact, in his 1993 literature review, Edwards (1993, 1386-1387)
himself drew attention to serious problems with thisindex. As he noted, Chile, which in other
studiesis rated as the most open economy in the developing world, was grouped in the second
category (moderately outward oriented); Koreawas classified in the group of most open
economies for both the 1963-73 period and the 1973-85 period despite the fact that during 1963-
73 the Korean trade regime was considerably more restrictive than in the latter subperiod. Given
that the primary data which was used to construct this index is no different from that used in
some of the other empirical work we have discussed in this and other sections of our paper, we
believeit islikely that its significance derives from the subjective biases that have entered into
the process of classifying countries.

In sum, we do not concur with Edwards' s assertion that the cross-country data reveal the
existence of arobust relationship between openness and productivity or GDP growth.”® In our
view, thereis little evidence to support such an assertion. The results reviewed in this section are
for the most part highly dependent on questionable weighting and identification assumptions.
The trade-policy indicators whose significance is not affected by these assumptions either are
subjective indexes apparently highly contaminated by judgement biases or lack robustness to the
use of more credible information from alternative data sources.

VI. Dan Ben-David (1993)

The last of the papers we discuss takes an altogether different approach to studying the
impact of openness on economic growth. Dan Ben-David’'s 1993 QJE paper “Equalizing
Exchange: Trade Liberalization and Income Convergence’ measures the effect of trade policies
on income by asking whether trade liberalization leads to a reduction in the dispersion of income
levels among liberalizing countries (i.e., whether it contributes to what has been called s-
convergence). We pick Ben-David as an example of astrand of the literature which has centered
on studying the effect of trade on convergence. Another example can be found in Sachs and
Warner’s BPEA paper discussed in Section IV, in which the authors show that countries that
were open according to their definition experienced faster growth if their initial income levels
were low (b-convergence) while countries that were closed showed no relationship between
growth rates and initial income levels. In addition, a distinctive aspect of Ben-David'swork is
that it is non-parametric and not regression-based.

The expectation that trade liberalization might lead to income convergence is grounded in
the factor price equalization (FPE) theorem. According to trade theory, free trade in goods leads
to the equalization of factor prices under certain conditions (including an equal numbers of goods
and factors, identical technologies, and absence of transport costs). As barriersto trade are

“9 Our results are basically unaltered if we use growth of GDP per capita from 1980 to 1990 instead of TFP growth
as the dependent variable. In this case the World Bank and Heritage Foundation indexes remain significant but the
Collected Trade Taxes Ratio is now only significant at a 10% level and the Black Market Premium is insignificant.
Similar results emerge for instrumental variables estimation.
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relaxed (and assuming in addition that differences in capital-labor ratios and labor-force
participation ratios do not countervail), a tendency towards FPE can be set into motion, resulting
in convergence in per capita incomes.

In arecent critique of this strand of the literature, Matthew Slaughter (1997) has argued
that a great part of the convergence experienced by the European economies studied by Ben-
David and by Sachs and Warner's "open" economies occurs because of convergence in capital-
labor ratios rather than factor prices. It isless clear how this convergence could be caused by
trade liberalization.

Let us however assume that there isavalid channel of causation from trade liberalization
to convergence in capital-labor ratios. Initself, there is no necessary relationship between the
level of dispersion in incomes and the growth rate. Countries could in principle be converging to
lower levels of GDP per capita. But in the case of the European Community, on which Ben-
David concentrates, the convergence experienced was indeed to higher level of incomes. Overall
growth from 1945 to 1994 of the EC5 (Belgium, France, the Netherlands, Italy, and Germany)
was 3.45 percent, compared to 1.21 percent between 1900 and 1939 and 1.16% from 1870 to
1899. Therefore, if Ben-David's claim isright, convergence in the EEC was achieved by raising
the income of poor countries rather than by lowering that of rich countries.

That a decrease in the dispersion of incomes among European economies coincided with
economic integration is straightforward to establish. The dispersion of log incomes among
Belgium, France, the Netherlands and Italy is reproduced as the solid line in Figure VI.1. This
seriesis taken from Ben-David' s paper, which relied on Maddison’s (1982) long-run growth
data. It isevident that there is a pronounced decrease in dispersion during the post-war period.>

Ben-David' s argument, of course, goes beyond ssimply ascertaining that a decrease in
dispersion occurred during the postwar era. Hetriesto show that trade liberalization caused this
decrease by discarding other plausible alternatives. Thus he argues (i) that the observed
convergence was not simply a continuation of along-term convergence trend unrelated to
postwar economic integration; (ii) that the European countries that chose not to enter afree-trade
agreement did not experience the same levels of convergence as the EEC; (iii) and that other
subsets of economies in the world which were not economically integrated did not experience
convergence. We examine each of hisargumentsin turn.

\Was European convergence a continuation of along-term trend?

In support of the argument that the reduction in dispersion was not ssimply the
continuation of along-run trend, Ben-David argues that the series of per capitaincome
dispersion (solid line in Figure V1.1) does not show any visible downward tendency before the
postwar era. When presenting this series, Ben-David excludes Germany from the cal culations,>*
arguing that not doing so would bias the conclusion in favor of convergence:

%0 Similar results obtain if one uses the Summers and Heston data.

> Luxembourg is also excluded because Maddison does not provide data for it.
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Germany was always among the poorest, in per capitaterms, of the six countries. Today,
it isone of the wealthiest countriesin Europe. Asaresult of its heightened prosperity, it
might be claimed that all of the convergence that has been witnessed within the EEC is
due to the behavior of Germany. Thus, its exclusion should bias the results away from
convergence. (Ben-David 1993, 662)
Note however that the purpose of Figure V1.1 (Figure V11 in Ben-David' s paper) is not only to
establish the existence of convergence following postwar liberalization, but also to establish the
absence of along-term trend in convergence pre-dating it. Thus the exclusion of Germany from
the series, which biases the results against convergence, would also bias the results in favor of
the hypothesis that there was no pre-war convergence trend, had Germany's convergence
occurred before the post-war period.

That isindeed what happened. Between 1870 and the eve of World War |1, Germany’s
income went from less than 50% to 87% of the average for the remaining members of the EEC.
And by 1958, one year after the EEC was formed, Germany had surpassed Belgium as the leader
of the five. The exclusion of Germany therefore has the effect of understating the fall in
dispersion before the creation of the EEC. The dashed linein Figure V1.1, which calculates
dispersion of log per capita incomes including Germany, shows this. Once Germany is included
in the sample, it appears that dispersion has been on a downward trend since 1870. The
hypothesis that postwar convergence was simply a continuation of along-term trend can no
longer be rejected easily, raising doubts about the conclusion that convergence was caused by
postwar trade policies.>

Figure V1.2 plots the standard deviation of log incomes for the original members of the
EEC, now using Maddison’s more recent (1995) estimates and including Germany. We reach
the same conclusion as in Figure V1.1:> dispersion has followed a downward trend since the
beginning of the 20™ century. From a peak of 0.36 in 1897, dispersion had fallen to 0.25 in
1930, and 0.19in 1939. By thetime the EEC was created, it had fallen to 0.16. It appears
therefore that the further reduction in dispersion that followed the creation of the EEC (to 0.06
by 1994) was a continuation of along-term trend that predated European integration. Moreover,
this conclusion is not sensitive to whether Germany is included in the sample: that is because
Maddison's (1995) revised estimates suggest that there was a uniform pattern of convergence

*2 Ben-David (in personal communication) has pointed out to us that much of the pre-war convergence is due to the
fact that "while the other countries were in the Depression, Germany surged ahead as Hitler built his war machine.”
Indeed, dispersion appears trendless from 1900 to 1932, and starts falling only as Germany’ s income rises during the
National Socialist period. But we are not sure of what to make of that fact. Germany's income remained high after
the war--compared to other European countries--suggesting that not all of the convergence was due to the policies of
the Nazi period or to the buildup of the war machine. 1n any case, Nazi Germany pursued highly protectionist
policies, so that its experience sheds doubt on the argument that poor countries that close their economies experience
dower growth. Finaly, the observation for 1870 in Figure V1.1 suggests that dispersion was much higher in the late
nineteenth century than in 1930. The last point is confirmed when we examine Maddison's (1995) more recent
estimates (see Figure V1.2), which provide afuller picture of trendsin dispersion since 1820. These estimates were
not available to Ben-David at the time his paper was written.

>3 Figure V1.2 may strike the eye as different from Figure V1.1 because it plots dispersion since 1825 (Figure VI.1
startsin 1870) and uses yearly data for the 1870-1900 period (Figure V1.1 had just 1 observation for 1870 and yearly
observations for 1900 on).
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during the pre-World War | period, with Italy, France, and Germany all catching up with
Belgium and the Netherlands.

A closer look at Figure V1.2 suggests that there isin fact very little association between
episodes of economic integration and s-convergence over time (see adso Table VI.1). The period
leading up to 1878 was an era of continuous trade liberalization, at the level of both national
markets and international ones. This period witnessed the creation of the German Zollverein
(1833) and the unification of Italy (1860), as well as the signing of free trade agreements
between Prussia and Belgium (1844), France and Belgium (1842), France and Prussia (1862),
France and Italy (1863), and France and the Netherlands (1865).>* Most of these bilateral
agreements had most favored nation clauses, extending the benefits of bilateral liberalization to
third countries. Y et, despite increasing economic integration, dispersion more than doubled from
1820 to 1880 (from 0.14 to 0.29).%

The retreat from free trade started during the 1880s, with Germany’s Tariff Act of 1879.
Italy raised tariffsin 1878 and 1887, Francein 1881 and 1892.%° Thisrisein protection followed
the depression of the 1870s and was motivated by the desire to protect European farmers from
the influx of cheap American grain imports (which began to undersell German grain in 1875)
while at the same time compensating industry for the increased wages of their workers.*’
Nevertheless, as Figure V1.2 shows, the period from the 1880s to World War | was, if anything,
one of convergence.®

The breakdown in world trade that followed World War | and the spread of beggar-thy-
neighbor protectionist policies adopted during the great depression seem also to have had very

> The discussion in this and the following two paragraphs borrows heavily from Chapter V of Pollard (1974).
Above we list treaties between countries included in Figure V1.2, but the extent of trade liberalization from 1820 to
1878 in Europe was impressive. Prussia signed free trade treaties with Britain (1841 and 1860), Turkey (1839),
Greece (1840), Austria (1868), Spain (1868), Switzerland (1869), Mexico (1869) and Japan (1869), France with
Britain (1860), Switzerland (1864), Sweden, Norway, the Hanse Towns and Spain (1865), Austria (1866) and
Portugal (1867), Belgium with Britain (1862), Italy with Britain (1862), Turkey and Greece (1839-40). Aside from
the MFN clause, measures were taken to ease international trade such as the inclusion in the Treaties of Berlin of
clauses extending commercial freedoms to foreign citizens (1878, 1885). There were even attemptsto create
customs unions between France and Germany and France and its neighbors.

> A caveat applies here: for the 1820-1850 period, we rely on just two observations: one for 1820, and another one
for 1850. Since the 1850 observation for Italy was not available, we constructed it as the result of alinear
interpolation between the 1820 and the 1870 observation. Even if we disregard the evidence before 1870, the yearly
data from 1870-1880 indicate that the increase in dispersion predated the first protectionist measures.

%6 Again, tariff adoption was widespread, with only Holland and the United Kingdom resisting the reversion towards
protectionism.

> |n effect, high tariffs worked to the detriment of labor in what came to be known in Germany as the “ compact of
rye and iron.” See Gerschenkron (1943) and Rogowski (1989) for detailed discussions of thisera. As Rogowski
points out, the reversion towards protectionism was more accentuated in capital poor countries such as Germany,
Italy and France than in capital rich countries such as Belgium and the Netherlands.

8 O'Rourke's (1997) econometric study of this period (1975-1914), covering a panel of 10 countries, finds that
higher tariffs were correlated with faster economic growth, and that the estimated effects are quantitatively large.
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little effect on dispersion. Even though fascist governmentsin Italy and Germany raised
agricultural tariffs and other protectionist barriers, and in France the power of agricultural groups
was high enough to drive the French price of wheat in 1939 to three timesits price in London
(Cobban 1965, 156), on the eve of World War |1 dispersion stood at its lowest level since the
1860s.

In sum, Figure V1.2 shows no long-run tendency for trade liberalization to be associated
with greater convergence in per-capitaincomes. If anythi n%,