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[. INTRODUCTION

1. In I'ine with the Central Asi a Regional Economi

Policy Strategic Action Plan (TPSAP), endorsed in November 2008, participants in the 10th
Trade Policy Coordinating Committee (TPCC) meeting in May 2009 requested the preparation
of a paper on trade and the institutional environment that would examine the relationship
between institutions and trade expansion in CAREC countries.

2. The rationale for such a paper is the recognition that addressing institutional
impediments to trade is as important as dealing with traditional tariff and non-tariff barriers when
encouraging trade and economic growth. Many countries have made considerable progress on
reducing the traditional impediments to trade (tariffs and non-tariff measures), but continue to
lag on improving the quality of institutions. The significance of institutions for trade in the
CAREC region has been emphasized in several studies by international experts. These studies
have noted the importance of having efficient procedures for clearing goods at borders,
licensing for exports and imports, well-organized border-region trade, and effective domestic
regulations for investment, production, and business operations.*

3. An early draft of this study and some preliminary ideas on possible institutional
measures to improve trade were presented for discussion at the 12" TPCC meeting in April
2010.2 The present document, for discussion at the 13" TPCC meeting, reiteratesd in a
summarized formd the main findings of that study and presents an agenda of broad measures
to improve the institutional quality in the CAREC region. The proposed measures are based on
the key findings of the existing literature on institutions and trade, analysis of institutional
indicators related to trade, and on inputs provided by country delegates.

4. This study is structured as follows. First, it reviews the most recent developments of the
global crisis and their potential consequences for future developing country exports. Second, it
summarizes the current consensus in the economic literature on the relation between the quality
of institutions and trade. The paper then turns its focus to the trade-related institutional
environment in CAREC countries. Finally, on the basis of the reviewed literature and the
del egatesd submissions, i t urpsrto jmmpreve the teade-elated
institutional environment.

II. THE GLOBAL CRISIS AND DEVELOPMENT COUNTRY EXPORTS

5. In 2008-2009 the global economy suffered a severe downturn, compared by many to the
Great Depression of the 1930s. * Although recently the world economy has begun to show signs
of a modest but steady recovery in advanced economies and stronger growth in emerging and
developing countries, downside risks have risen sharply.”

6. While the first half of 2010 showed encouraging signs of growth in private demand, there
is a threat of escalation of financial stress and contagion, prompted by rising concern over

! In addition to the list of references, a list of selected papers and presentations on CAREC countries is
Erovided in Appendix 1.

The full version of the background study can be found at
http://www.carecinstitute.org/index.php?page=12th-tpcc-meeting.
® This section draws on the IMF World Economic Outlook (WEO) and WEO Updates, the UNESCAP
Asia-Pacific Trade and InvestmentReport ( 2009) , and Ghba EcdnondicaPnokpécss (2010).
* IMF, WEO Update, July 2010.
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sovereign risk. The ultimate effect could be lower global demand, given the existing trade and
financial linkages. In addition, growth prospects in advanced economies could suffer if an overly
severe or poorly planned fiscal consolidation stifles still weak domestic demand. There are also
risks stemming from uncertainty about regulatory reforms and their potential impact on bank
lending and economy-wide activity. Other downside risks are the possibility of renewed
weakness in the US property market and insufficient international collaboration to address the
challenges.

7. These downside risks to growth complicate macroeconomic management in some of the
larger, fast-growing economies in emerging Asia and Latin America. Many observers fear that
the depth of this global crisisd the very large macroeconomic imbalance between advanced
economies with sizeable current account deficits and dynamic exporters with large surplusesd
would require such a sharp correction that imports by advanced economies from developing
countries could not continue expanding as in previous decades. In particular, prospects for
newcomers would be closed off, which also raises concerns about the efficiency of export-led
strategies.

8. The question of whether the crisis has affected prospects for continued expansion of
developing country exports is of direct relevance to the work of the TPCC, given CAREC
count r i efselpanding rrade. This paper argues that the crisis will result in a more
competitive trading environment that calls for enhanced trade policy measures, including
improvements in the quality of institutions. The question also arises as to whether the policy
agenda and work program of the TPCC and other CAREC committees should be adjusted to
take into account these recent developments.

Can the export dynamism of the past four decades continue?

9. The early signs of recovery are good news, but it is still possible that corrections of
imbalances will restrict future export opportunities, especially for low-income countries, which

are slower to integrate into global markets.® Cline (2008) argued even before the crisis that the

correction of imbalances will result in a substantial reduction in the capacity of large-deficit

countries to continue absorbing imports from developing countries. For US and UK, the share of

these imports in total consumption of manufactured goods rose from 6 percent in 1998 to 11

percent in 2006. Although the numbers for other advanced economies are somewhat lower, the

recent increase in imports may be unsustainable, raising fears of import restrictions. But even if

that does not happen, the fact that the US needs to reduce its external deficit (over 6 percent of

GDP) would by itself slow the growth of imports. This has come to be calledthe new fAexport
pessimismo0 i n reference to an analogous concern in t
fEast Agisan eXipgea i enced an export boom.

10. Nevertheless, developing countries6exports are likely to continue growing, albeit at a
slower pace. Some slowdown will not be surprising given the earlier upward trend in
globalization (Figure 1). The good news, however, is that protectionist measures in advanced
economies have so far been limited;® many countries have a much stronger position than the
US; and the leading exporters, as the Asian Tigers did earlier, are moving toward more
sophisticated products, leaving room for new exporters. Opportunities for developing countries
to trade with each other are today far greater and growing (Havrylyshyn, 2010). Whereas such

® For a more detailed discussion, see Havrylyshyn (2010).
®Bown (2010) notes many fAactionso are threatened but no
mid-2009, and the total of such measures around the world affects only about 0.5 percent of world trade.
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trade comprised one fifth or less of exports in 1988, by 2008 this was between one third (low-
income countries) and one half (upper-middle-income countries). The importance of trade
among developing countries is also emphasized in UNESCAP (2009), which points out that
Asian intra-regional trade is by now at least one half of the continentd sxports. The implication
for CAREC countries is that it is not only advanced economy markets that need to be targeted,
but also other emerging markets where the competitive edge of labor costs is much sharper.

Figure 1: World Exports to GDP, 19291 2006
(In percent, unless otherwise indicated)

Percentage
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Sources: Maddison (2001), Table Fi5 merchandise exports only. World Bankd dNorld Development
Report Table 4.8 includes services.

Implications for CAREC countries and the TPCC agenda

11. While the signs of recovery are comforting and suggest that excessive pessimism about
global prospects was perhaps not justified, the risks of continued global difficulties remain. For
individual CAREC countries, this means that their competitive edge must be enough to
penetrate the new opportunities in rapidly growing developing countries. Export strategies need
to be even more refined in this new environment. They should include not only consideration of
the traditional instruments of liberalizing tariffs and non-tariff measures, but also look at the
increasingly constraining effects of institutions at the border and behind the border.

. HOW INSTITUTIONS AFFECT TRADE: THE INTERNATIONAL EXPERIENCE

A. Global Evidence on the Role of Institutions

12. While some differences of opinion emerge on the relative importance of institutions, the
wider consensus on the links between trade and institutions can be summarized as follows:

" Appendix 1 lists several papers and presentations discussed at the earlier TPCC meetings, which
elaborate on trade impediments in general. A more detailed review of the empirical literature on the
importance of institutions for trade can be found in the background study presented at the 12" TPCC in
April 2010: http://www.carecinstitute.org/index.php?page=12th-tpcc-meeting.
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1 Institutional environment and trade facilitation conditions have an increasingly important
effect on trade expansion, as traditional trade restrictionsd tariffs and non-tariff measuresd
have declined considerably around the globe. This means that country policies must attempt
to improve the quality of institutions affecting trade both directly and indirectly.

1 The magnitude of trade expansion effects from improvements in the quality of institutions
varies, but the consensus is that it can be very large, and often at least as large as the effect
of continued tariff and non-tariff barrier reductions.

9 Institutional impediments have become more important over time, but traditional restrictions
are still high enough that further reduction of protection (especially non-tariff-measures and
maximum tariff rates) will yield significant trade expansion.

13. Analyzing empirically the role of institutions in promoting trade, investment, and growth
has now become possible, as many organizations provide data sets measuring institutional
quality (Appendix 2). This paper summarizes some of the main ideas, ongoing debates, and
empirical evidence in this area based on several studies relating trade openness to institutions
at a general level.? The reliability of the institutional indices is discussed in Appendix 3.

14. On the determinants of growth, a recent extensive review of growth and poverty
reduction experiences is contained in the Spence Report (2008) commissioned by the World
Bank. The report recognizes that globalization can have negative consequences; that it requires
complementary policies ensuring macroeconomic stability and effective institutions and
governance; and that inward-oriented policies can occasionally and temporarily succeed.
Nevertheless, the Spence Report is very clear in its principal conclusion that the historically
unhear d tbof7 pegcent per year sustained over 25 years (was made) possible only
because the world economy is now more open and integrated.0 This confirms the broad
consensus in the development community that trade liberalization, outward orientation, and
generally market-friendly policies are more effective in promoting growth than inward oriented
and government-directed efforts.

15. On the issue of understanding how institutions affect trade, lkenson (2008)
summarizes the recent literature on institutions and trade by saying, i C o u n tan degve large
gains from the trading system by engaging in reforms often referred to as trade facilitat i o n .

16. In general, there is a strong consensus that institutions are important. However, a
concern arises that, since empirical studies use only broad measures of institutions, they cannot
tell policy makers how to improve these institutions. As Hoekmann and Nicita (2008) note, much
work needs to be done t o Mhichirstitukiohs atemessimportaat?
What actions can be taken in different countries to improve institutions?

B. Institutions and Trade: The Asian Experience

17. A s i axpesience with the role of institutions in trade has also been a subject of many
new studies, including analytical papers by academics and researchers of international
organizations. In particular, extensive work has been done under the aegis of the Asian
Development Bank Institute (ADBI) and UNESCAP-ARTNeT. ° Several recent reports of the

® Details on various studies and a full list of references can be found in the full version of the paper at
http://www.carecinstitute.org/index.php?page=12th-tpcc-meeting.

? Asia-Pacific Research and Training Network on Trade. Information on the network, reports, bulletins and
all working papers are available online at www.artnetontrade.org.
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ADBI and UNESCAP have not only summarized the main findings of such studies, but have
also gone far towards elaborating practical policy actions aimed at improving the institutional
environment and reducing impediments to trade. The main conclusions of the relevant studies
can be summarized:

1 The relative importance of institutions and trade-facilitating measures has increased over
time in Asia.

1 Within Asia there is a wide diversity in the quality of institutions, with East Asian
economiesandt he Peopl e d LhirRd€PRA)O the dynamid exportersd having
achieved far better positions than others regarding institutional impediments and trade
facilitation measures.

1 In general, the landlocked economies, including Central Asia, are less advanced on
institutional development, although there are individual exceptions.

18. International financial institutions (IFls), and UNESCAP have ongoing activities with the
goal of improving institutional conditions. The full complex of national and regional activities
addressing institutional improvement in Asia is the subject of two recent reports: UNESCAP
(2009) Asia-Pacific Trade and Investment Report; and the joint report of ADB and UNESCAP
(2009) Designing and Implementing Trade Facilitation in Asia and the Pacific. More specifically
for CAREC countries is the parallel work of the CAREC Customs Cooperation Committee,
detailed in the 2009 ADB Report CAREC Transport and Trade Facilitation: Partnership for
Prosperity.

IV. INSTITUTIONAL IMPEDIMENTS TO TRADE IN CAREC COUNTRIES

19. Various studies on Asia analyze the differences in institutional environment and trade

facilitation in sub-regions,andconcl ude t hat fi | a(which ioctudteealtl CARECU Nt r i e s
countries except PRC) do least well in the rankings, whether the indicator used is trading-
across-borders, number of documents required, time for document preparation, or the general

logistics performance indicator. The analysis of CAREC countries presented here confirms this

view, but also shows that there have been many recent improvements.

Institutional Indicators for CAREC countries

20. Institutional and logistics indicators are available at three levels of detail. Table 1
provides the broad overview for CAREC countries and a comparison with other regions using
the first level of generality from three data sets : The Wo rDbinh BisaaskReports, the
Wor | d Bagsticd Rerformance Ranking, and the World Bankd $Sovernance Indicators.
The comparator regions chosen are the dynamic East Asian Exporters and East Europe and
Commonwealth of Independent States (CIS), excluding Central Asia.'® These comparator
groups have been chosen because they have demonstrated strong export performance in
recent decades. Given that most CAREC countries are transition economies that aspire to
become major exporters, it is of interest to compare them to other countries in that category.

% The country coverage can be seen in Appendix 4 with values for individual countries.
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21. For the Ease of Doing Business and Logistics Performance Indicators in 2009, CAREC
countries ranked at about the middle of the range for all countries (94 of 183).* While this is a
reasonable performance, three qualifications are needed:

1 First, if the most dynamic exporters of recent years are considered as the examples to
emul ate, CAREC countrieso6 position begins to |
1 Second, there is considerable variation within CAREC countries, with some of them

having rank values of 150 or worse, and others comparable to the most dynamic
competitors, about 70 and better; and

T Third, the governance indicators show that CAREC countries are well below the middle
of the ranged in fact, no individual country reaches the 50" percentile on any of the
three indicators (regulatory quality, rule of law, and control of corruption).

Table 1: Overview of Institutional Indicators, Latest Years: CAREC and Comparator Countries

Ease of Doing Regula_tory Rule of Law Control_ of
. LPI Rank Quality . Corruption
Business . Percentile .
Rank 2010 Percentile Rank Percentile
Rank Rank
Dynamic East 52 33 40 43 49
Asian
C. Europe &
CIS
(ex. Central 68 70 37 48 48
Asia)
CAREC 106 96 70 81 84
Afghanistan 160 143 96 100 99
Azerbaijan 96 89 57 75 86
PRC 83 27 54 55 59
Kazakhstan 71 62 60 76 84
Kyrgyz 94 01 58 92 87
Republic
Mongolia 52 141 57 65 68
Tajikistan 153 131 84 88 86
Uzbekistan 138 114 94 90 89
CAREC = Central Asia Regional Economic Cooperation; LPI = Logistics Performance Index; PRC =
Peoplebébs Republic of China

Sources: Latest available values from World Bank reports: Doing Business 2010, Connecting to Compete
2010, and World Governance Indicators 2009. The governance indicators have been converted for
consistency with other indicators, so that the lower rank value is always better.

22. The Ease of Doing Business data comprise several categories allowing separation of
elements that have indirect effect on trade from those that have a direct impactd the latter
captured in the various components of Trading across Borders indicators. Figure 2 shows the

" For comparison the regional averages were: OECD-30; Central and East Europe - 68; East Asia and
the Pacific - 83; Middle East and North Africa - 92; Latin America - 95; South Asia - 118; Sub-Saharan
Africa - 139.



latest rankings for six such categories in each CAREC country. These results are diverse,
underlying the point that recommendations should be tailored to specific country situations.

1 The first observation is that there is considerable variation among the categories, except
perhaps in Afghanistan. Some countries score well on starting a business, but worse on
trading across borders; other countries score well on enforcing contracts but poorly on
protecting investors.

1 The second observation is that the indicators for trading across borders are generally
much worse than those for other categories, except in PRC. PRC has indeed one of the
best export performance records, reflecting its strong trading across borders ranking. But
more relevant to this paper is the guidance this gives for focusing on the third-level
indicators under the trading across borders category.

Figure 2. Selected Components of Doing Business Indicators: CAREC Countries, 2010
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Source: World Bank, Ease of Doing Business 2010

23. Table 2 gives details on some of the specific and more concrete impediments to trading
across borders reported in Doing Business 2010. Taking PRC as a benchmark, the big
difference is in the time needed to export or import, and to a lesser extent in the number of
documents needed. Days to enforce contracts and number of procedures in PRC and other
CAREC countries appear very similar. However, if one looks at a further level of detail (Figure



3), including a breakdown for export time, it becomes clear that documents preparation is a
serious impediment in most CAREC countries.

Table 2. Trading Across Borders and Enforcement of Contracts: CAREC Countries

Trading Across Borders Enforcing Contracts
Number of Number of Time to Time to Days to
Number of
Documents Documents Export Import Procedures Enforce
to Export to Import (Days) (Days) Contract
Afghanistan 12 11 74 77 47 1,642
Azerbaijan 9 14 46 50 39 237
PRC 7 5 21 24 34 406
Kazakhstan 11 13 89 76 38 390
Kyrgyz Rep. 7 7 63 72 39 260
Mongolia 8 8 46 47 32 314
Tajikistan 10 10 82 83 34 430
Uzbekistan 7 11 71 92 42 195

Source: World Bank, Ease of Doing Business 2010

24, Figure 3, ex pandi ng xpon timedhcempdnent, makes it clear that the other
CAREC countriesd di sP®Rdis pantly relgted torbeirig dahdlocked and ahus
needing more transport time for the ports and terminal handling, and for the inland transport
handling. But it is equally clear that a large part of the total difference is attributable to the time
needed for documents preparation and customs clearance procedures. Thus, reducing the
number of documents may not be enough if their complexity and turn-around time is not also
reduced.? In general, it would appear that in CAREC countries there remains a problem with
documents preparation.

2 This has often been found in earlier experience of simplification of export-import procedures. It can be
even more bedeviling, as sometimes even after formal rules are established on the maximum time for

approving documents, officials undermine thisbyretur ni ng documentsoas fiincompl et e
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Figure 3. Components of Export Time
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25. Overall, the data comparison confirms the conclusion reached by many of the studies on
Asia: that significant efforts are needed to improve institutional quality, and in particular reducing
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impediments that affect trading across borders. In fact, country authorities have recognized this,
and in recent years considerable improvements have been made in most of these indicators,
and actions are ongoing in most countries.

Recent improvements in institutional environment indicators in CAREC countries

26. In most CAREC countries, the Ease of Doing Business indicator has improved since
2006, only modestly in some cases but substantially in Azerbaijan, Kazakhstan and the Kyrgyz
Republic (Figure 4). But even those countries for which the index remained high, many selective
improvements were made in the individual components (the six areas of Figure 2).

Figure 4. Overall Index for Ease of doing Business CAREC Countries 20067 10
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Source: World Bank, Ease of Doing Business 2010

27. In Afghanistan, significant improvement was achieved in ease of getting credit (the
ranking improved from 177 to 127), and the already good ranking on starting a business
improved slightly. Azerbaijan undertook reforms which markedly improved its ranking in starting
a business (the rank improved from 64 to 17), getting credit (from 26 to 15) and more modestly
in enforcing contracts (from 30 to 26). PRC implemented measures to make getting credit easier
(the rank improved from 84 to 61).

28. In Kazakhstan, steady improvement is visible, especially on the registering property
ranking (72 to 31). The Kyrgyz Republic undertook a wide set of actions that improved its
rankings in starting a business (49 to 14), getting credit (68 to 15), investor protection (33 to 12),
and more modestly in trading across borders (177 to 154). Mongolia saw some small ups and
downs in several components but importantly achieved progress in trading across borders (168
to 155).
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29. In Figure 4, Tajikistan and Uzbekistan appear to perform less well than other CAREC
countries on the Ease of Doing Business indicators.® However, both took positive measures in
some areas. For Tajikistan, conditions for starting a business improved (the rank changed from
161 to 143), as well as getting credit (167 to 135) and investor protection. Uzbekistan made
strong improvements in getting credit (the rank changed from 170 to 135), and some modest
progress for enforcing contracts (48 to 44). As a sign of significance of these improvements,
Azerbaijan, PRC, the Kyrgyz Republic, and Tajikistan were included by the World Bank Doing
Business Reports in the list of top 10 reformers within the last 3 years.

30. Unfortunately, progress with other institutional impediments to trade has not been as
strong. With the exception of moderate improvements for the Kyrgyz Republic (the rank
changing from 177 to 154) and Mongolia (168 to 155), the CAREC countries have not made
much progress on the trading across borders categoryd though PRC was already in a very
strong position. This echoes the evidence of Figure 3 above, suggesting that considerable
possibilities exist for improving the conditions for trading.

31. At the same time, the trade facilitation dimensions of tradingd Logistics Performance
Indicators in Table 36 have undergone substantial improvements, as seen in the considerably
better 2010 rankings of the Logistics Performance Indicators for all countries, and very
substantially for Kazakhstan, the Kyrgyz Republic and Uzbekistan. The World Bank (2010)
report Connecting to Compete designhated PRC, Uzbekistan and the Kyrgyz Republic among
the Top 10 Performers within their income group. If there can be such progress in these areas, it
gives hope for the possibility of similar dynamics for the institutional impediments under the
trading across borders category.

Table 3. Trading Across Borders and Logistics Performance Index: CAREC Countries, 20087 2010

Trading Across

Borders LPI

2008 2010 2008 2010
Afghanistan 174 183 151 143
Azerbaijan 173 177 111 89
PRC 42 44 30 27
Kazakhstan 178 182 134 62
Kyrgyz 177 154 103 91
Rep.
Mongolia 168 155 137 141
Tajikistan 176 179 147 131
Uzbekistan 165 174 130 68

LPI = Logistics Performance | ndex; PRC =

Sources: World Bank, Ease of Doing Business, World Bank, Connecting to Compete

32. The many recent improvements are highly commendable, though some caution about
their sustainability is needed. Experience even for the most advanced transition countries shows
that governance and institutional improvements are very fragile, especially in their

'3 Given the low precision of the index and the fact that it is a relative measure (if a country X makes no
change while others improve, Ease of Doing Business deteriorates for X) a small rise in the rank should
not be taken as significant.
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implementation. Gersl (2006) points out that, even for the Czech Republic and other new
European Union (EU) members, while formal criteria of institutional achievements are very high
and meet easily EU expectations for new members, the implementation is still problematic.

33. I n addition to comparing the annual bang ki ngs
Business indicators can also be used to analyze the year-to-year changes in the actual values
of each indicator.**

34. The findings for some of the Doing Business indicators during 2006-2010 are shown in
Figures 5 and 6. Over the past five years the CAREC countries have made good progress in
starting a business indicators. On the other hand, only limited progress can be seen in trading
across borders, getting credit, and protecting investors.

' For the complete values of Doing Business indicators, see the historical data set available at
http://www.doingbusiness.org/CustomQueryy/.

12


http://www.doingbusiness.org/CustomQuery/

Figure 5. Trading across borders indicators 2006 10
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35.

On the basis of the analysis above, the main findings on the institutional issues affecting

trade in CAREC countries can be summarized as follows:

1

In recent years, CAREC countries have undertaken measures to improve institutional
guality, with a resulting improvement in many of the indicators. A few countries have
seen significant improvements in several dimensions of doing business rankings and
have been designated by the World Bank as among the top 10 performers in some
years. Others may not have moved forward as much, but all have improved on some of
the dimensions.

Despite this progress, in 2009 CAREC countries still ranked at only about the middle of
the range of developing countries on the Ease of Doing Business and Logistics
Performance Indicators. PRC scored much better, however, especially for elements
directly related to trade. The Governance Indicators reveal an even weaker relative
position.

Empirical estimates show that Asia could increase exports by nearly 30 percent by
improving institutional quality to Organization for Economic Cooperation and
Development (OECD) levels. The effect for CAREC countries is likely to be even larger,
since these indicators, with the exception of PRC, are not as favorable as those for Asia
as a whole.

Based on the Ease of Doing Business, indicators on trading across borders are
especially lagging in CAREC countriesd again with the exception of PRC. This suggests
that the focus for many countries should be on such elements. Other elements, such as
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