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FOCUS  

The Textile and Clothing Trade Liberalisation Process 
 
   From the early stages of the Industrial Revolution in Great Britain to the East Asian success story
of the last forty years, the textile and clothing industry has played, and continues to play, a central
role in the economic development process. Clothing exports are often the first step away from a 
division of labour in which poor countries export natural resources in exchange for industrial
products from developed countries. Today, the share of clothing in the total exports of the poorest
countries like Bangladesh and Cambodia is growing and accounts for more than 60% of their total
exports. For middle-income countries like Morocco, Tunisia, or Romania, clothing makes up around
30% of their total exports. For the developed countries, the share is declining very fast and
represents less than 3% of exports from the USA, the EU, or Korea, Taiwan and Japan. 
 
   The textile and clothing industry has also always been a very competitive industry due to low
entry costs and to the intensive utilisation of low-skilled workers.  
 
   In the last thirty years, the share of the developing countries jumped from 30% of world trade to
more than 60%. This progress was made in spite of an exceptional trade regime called the
Multifibre Arrangement (MFA), implemented for the first time in 1974, and renewed up to 1994.
This system was based on quotas on imports by the USA, Canada and the European countries. At
first, the MFA was only dedicated to protecting developed countries’ industries, but from the mid-
1980s, the Arrangement was complemented by the granting of favoured treatment for selected
developing countries. On the one hand, the USA allowed the free import of clothing made from US
fabrics by the Caribbean countries (under the Caribbean Basin Initiative - CBI) and lately by some
African countries (via the African Growth and Opportunity Act - AGOA). On the other hand, it 
signed an FTA with Mexico, which favoured the development of the maquiladoras.1 The European 
Union had a similar policy vis-à-vis Mediterranean countries such as Morocco or Tunisia and lately
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vis-à-vis the transition economies of Eastern Europe. 
 
   This strategy has been beneficial for the developed-country textile industries since their exports
to preferred developing countries increased rapidly. Consequently, according to trade flow statistics
taken from the CEPII’s CHELEM database, strong regional relations have emerged. This was
eventually detrimental to Asian exports, which declined from the mid-1980s to the early 2000s. In
2002, the quota system was still a major obstacle only to Chinese and, to a lesser degree, Indian
exports of clothing. 
 
   When exploring the consequences of phasing out the MFA in 2005 (Avisse & Fouquin, 2001 &
2002), the most difficult task for the CEPII has been to estimate the real level of protection and its
cost. There are two ways of measuring this: 1/ to use Chinese quota prices at the end of the last
known year; 2/ to consider Japanese import prices (which are free of quotas) as a reference for the
price of free imports of clothing. The first method has been preferred since it appears that
Japanese imports were probably too specific to be compared with US or EU imports. 
 
   The price of quotas was introduced by the CEPII into the GTAP model, to simulate various
scenarios of liberalisation and to compare the CEPII’s results to several other exercises. The main
results are as follows:  

1/ commercial gains are concentrated in developing Asian countries; 
2/ among these, the two developing giants, China and India, are the main winners; 
3/ the small developing countries are practically excluded from any gains or may even lose
out under liberalisation; 
4/ the developed nations benefit more in terms of consumer gains – due to price decreases –
than they lose in terms of production; 
5/ improved access to the developing markets does not compensate for increased imports to
developed countries.  

   Nine months after the phasing out of quotas, what can we say about the CEPII’s simulations? 
 
   The first two results have undoubtedly been borne out: China, and to a much more modest
extent India, are clear beneficiaries. This is so much so that the EU and the US are using safeguard
measures vis-à-vis some Chinese products. 
 
   The third conclusion reached by the CEPII has to be qualified. Some developing countries are
losing out, such as the Mediterranean countries, but others like Bangladesh appear to be resisting
better. 
 
   Evidence on the fourth conclusion is not that clear: there has been a decrease in import prices
(the quota price has disappeared), but consumers are not benefiting from it, and distribution
networks are the real beneficiaries. 
 
   Concerning the last result, it should be noted that developed-country producers' access to the 
developing markets is still under discussion at the WTO.  
 
   As for the Doha Development Round, simulations have been carried out (Bchir, Fontagné & Jean,
2005), comparing several formulas for tariff reduction: from the elimination of tariff peaks to full
liberalisation, via intermediate Girard formulas.2 These exercises use bound (i.e. ceiling) tariffs for
the first time, in addition to applied tariffs.3 The textile and apparel sector has still the highest of all
industrial tariffs. When applying a standard Girard formula (with a coefficient equal to 1), the
increase in the world trade of industrial products is rather weak, concentrated in a handful of
sectors and firstly in clothing and textiles. However, these figures mask a significant reshuffling of
industrial activity world-wide. Actually, in the clothing sector, Asian countries strongly benefit from
liberalisation, with an increase in value added of 12 to 18% (in China, the Tigers4 and the
Dragons5) and of almost 20% in India. In contrast, value added is reduced by more than 10% in
Canada and in Mexico, and halved in Maghreb countries, where a substantial adjustment becomes
a necessity. In textiles too , the Dragons record increased value added, mainly at the expense of
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Canada, SACU, ANZCERTA and Mexico. In this reshuffling of industrial market shares, the Asian
countries thus play a prominent role, illustrating the strong offensive interests of China and the
Tigers in light industry.  
 
   Another study on the erosion of tariff preferences , potentially associated with the Doha Round
(Bouët, Fontagné & Jean, 2005), shows that trade preferences are still high in the textile and 
clothing sector, which is a much debated issue concerning European preferential schemes. Even
when account is taken of the evidence of overlapping preference schemes, the problem of
underutilisation of preferences is identified for this industrial sector, in contrast to other sectors.6

The reasons are the strong international division of labour which is taking place in this industry,
and the importance of this industrial sector for poor countries. Here, the arguments about the use
of Rules of Origin as protective instruments are fully applicable. Actually, as regards the EU, the
problem of the underutilisation of preferences in textiles and clothing is limited to the GSP scheme
and does not, for instance, extend to the Cotonou Agreement, although this agreement fully covers
the sector. Still, the problem is important, especially for the Everything But Arms (EBA) Initiative,
where preferential margins are rather large. Thus, the underutilisation of preferential schemes is
widespread for textile and apparel products, which seriously undermines the benefit that poor
countries can reap from most non-reciprocal preferential agreements. 
 
1 - Maquiladoras, also known as maquilas, in bond companies or twin plants are foreign- (mostly American-) owned assembly 
plants in Mexico, importing US inputs duty-free and exporting finished products to the USA, duty-free. 
2 - Girard formula, so-named after the Swiss Ambassador Pierre Girard ( Chair of the Non-Agricultural Market Access (NAMA) 
negotiations), takes into account the simple average of ad valorem base tariff rates: for a given initial base rate, the higher the 
initial average, the lower the tariff cut applied. 
3 - Commitments made by WTO member states relate to bound tariffs and not to tariffs actually applied. 
4 - Malaysia, Thailand and Philippines. 
5 - Korea, Hong Kong, Singapore and Taiwan. 
6- In agriculture, preferences have been well utilised (at around 90 percent). 
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ON THE RESEARCH AGENDA  

Equilibrium Exchange Rates in the G20 
 
   The usual way of measuring exchange-rate misalignments is to estimate (or calculate) real 
equilibrium exchange rates and to compare them to observed ones. This exercise is generally
performed on real effective exchange rates since the whole current account of each country (not
the bilateral one against a specific country) needs to be taken into account. Bilateral misalignments
can be recovered through inverting the weighting matrix of each trade partner in the definition of
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effective exchange rates. The problem then is that only n-1 independent bilateral rates can be 
recovered from n misalignments in effective terms. Dropping the “rest of the world” is not 
satisfactory. For instance, according to World Bank figures (see the Graph below), the so-called 
G20 generated an aggregate USD 96 billion deficit in 2003. This means that on average G20
currencies were over-valued against the rest of the world. However, not accounting for the
aggregate deficit of the rest of the world (USD 31 billion in 2003) leads to overestimating the
misalignment of G20 currencies as a whole. Hence, due to the world current account discrepancy
(USD 133 billion in 2003, according to the World Bank), it may be safer to calculate major bilateral
misalignments in a closed setting, i.e. it is not assumed that the rest of the world is going to adjust
its exchange rate according to the needs of the G20.  

Current Account Balances in 2003 
(current USD) 

  
Source: World Development Indicators 2005, World Bank 
  

   We estimate bilateral exchange-rate misalignments within the G20, and investigate the impact of 
taking the rest of the world into account or not. We also look for potential heterogeneity in the
determination of the real exchange rate within the sample, by comparing the results of panel
estimations and country-by-country estimations. 
 
   Measures of bilateral misalignment are thereafter used to gauge the impact of de facto
exchange-rate pegs on the US dollar for bilateral misalignments of other currencies. The idea is
that the amount of bilateral adjustment needed is lower, the higher the number of flexible
currencies within the G20. However, the reverse phenomenon applies for those currencies needing
to adjust in the same direction as pegged currencies. 
 
   The underlying theoretical model is the same as in Bénassy-Quéré et al. (2004)1: we estimate a 
behavioural equilibrium exchange rate (BEER) based on the net foreign asset position and on the
productivity differential between the traded goods and the non-traded goods sectors. Now, the use 
of quarterly rather than annual data allows us to provide much more robust estimations and to
perform the various exercises detailed above. 
 

Agnès Bénassy-Quéré, Amina Lahrèche-Révil & Valérie Mignon
 
1 - BÉNASSY-QUÉRÉ, A., DURAN-VIGNERON, P., LAHRÈCHE-RÉVIL, A. & MIGNON, V. (2004), “Burden Sharing and Exchange-Rate 
Misalignments within the Group of Twenty”, in Bergsten, C. F. & Williamson, J., eds., Dollar Adjustment: How Far? Against What?, 
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IIE Special Report 17, November, pp. 69-94.  
 
The Threat of Preference Erosion Following the Doha Round is Real, but Focused  
 
   The erosion of trade preferences for developing countries is a key issue of the ongoing round of
multilateral trade negotiations. Since tariff cuts are applied to bound import duties, not to applied
tariffs, preferential rates are cut by proportionately less than the MFN applied rates and
preferential margins are eroded. These huge differences in average duty faced by exports are the
result of the combination of a composition effect (different product and destination market
specialisations) and of a preferential margin. Compared to the world average preferential margin, a
country might benefit from a higher or lower margin, a difference which is the “true” preferential 
margin. Countries with a high, true preferential margin are mainly sub-Saharan and Caribbean.
Margin values in agriculture, are as high as 25 percentage points for Lesotho and Aruba, and
higher than 6 points for countries like Gambia and Mali. True preferential margins are less varied in
non-agricultural products, but still significant: 57 countries exhibit an average true preferential
higher than 2 percentage points.  
 
   Furthermore, preferential tariff rate quotas are common among agricultural products and give
rise to substantial rents that will be reduced, following cuts in the out-of-quota tariff rates. These
rents are as high as 8.3% of GDP for Guyana, or 2.9% for Mauritius. Besides sub-Saharan and 
Caribbean countries, Central-America is also represented. 
 
   The simulated impact on preference margins of a tariff-cutting formula, directly inspired by the 
Harbinson proposal on true preferential margins, is spectacular in agriculture: among the twelve
countries with an initial preference margin higher than 6 points, only four end up with a margin
higher than 3 points after the tariff-cutting formula is applied. Taking into account the under-
utilisation of preferences would only change the broad picture marginally, given that several recent
studies suggest that trade preferences tend to be well-used in agricultural products.  
 
   In sum, the threat of preference erosion following the Doha round is real, and the magnitude of
future difficulties for poor countries might have been understated. This is particularly worrying,
since the erosion of preferences is concentrated on a limited number of African and Caribbean
countries, which have very low adjustment capacities due to the combination of often-deficient 
capital markets, of the existence of many obstacles to labour mobility, and of the absence of safety
nets and labour training capacities.  

Antoine Bouët, Lionel Fontagné & Sébastien Jean

This work will be published as Chapter 6 in "Agricultural Trade Reform and the Doha Development Agenda", edited by Kym
Anderson and Will Martin, Oxford University Press & the World Bank. 
 
The Long Term Growth Prospects of the World Economy 
 
   One of the major sources of change in the world economy has come from the rise of large
developing countries. The growth generated by these countries could become a much larger force
in the world economy than it is now. This study develops long-term forecasts for world economic 
growth. It does not simply extrapolate from current growth rates, but sets out a formal framework
to generate long-term growth predictions. 
 
   An extended Solow approach allows output growth to be broken down into factor (capital and
labour) contributions and total factor productivity growth. Econometric analysis of past
performance (1960-2000) is carried out to describe the process by which physical and human
capital accumulates over time. The latest demographic projections from the United Nations and a
model of productivity growth are used to map out GDP growth and income per capita of countries
until 2030. It is assumed that technology changes, as part of a catch-up process with the most 
developed countries.  
 
   The speed of convergence is assumed to depend on the productivity level, with the assumption
that as developing countries approach the productivity of the more developed economies, their TFP
growth rate slows. Such convergence is modelled to take place in a heterogeneous manner across
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regions of the world. Various scenarios for catch-up are simulated on the basis of several, 
differentiated assumptions, to ensure the robustness of our predictions. The work specifically
gauges how large a force the major developing countries, such as China and India, could become
over the next 30 years. 
 

Sandra Poncet
 
 
The Transmission of Economic Cycles between the United States and the Euro Area
through Financial Integration 
 
   The CEPII has recently undertaken a new research project aimed at analysing the potential
consequences of increasing financial integration as a strengthened transmission mechanism of
shocks between the United States and the euro area. 
 
   As usual in this kind of study, the measure of financial integration between two areas is based on
rolling regressions. These regressions have been computed on a large range of financial variables
(nominal and real long term interest rates, stock indexes, their levels, and monthly variations,
etc). The result of this first empirical investigation is that financial integration has increased over
the last decades between the two areas, as the correlations based on rolling windows always
display an upward trend. 
 
   Given these results, one question that arises deals with the potential consequences of such
increasing financial integration on the transmission of economic cycles. In particular, it may be
asked whether this deeper financial integration has strengthened the transmission of financial
shocks (interest rate, stock indexes, etc) between the two areas. In order to answer this question,
the research focuses on private consumption in the euro area. The empirical strategy is the
following. First, an error-correction equation (EC-equation) on the European long term real interest
rate is estimated. The latter depends noticeably on the US long term real interest rate. This
specification is estimated over two sub-periods: 1980-1994 and 1989-2002.  
 
   Looking at the impulse response functions based on this EC-equation, it appears that the 
response of the European interest rate to a shock on the US interest rate was stronger in the more
recent sub-period (1989-2002). Second, an error-correction equation on European private 
consumption is estimated. As usual in such a specification, the behaviour of household
consumption is dependent on the European real interest rate. This EC-equation is estimated over 
the same sub-periods defined previously for the interest rate equations. With these specifications,
it is then possible to measure the “indirect” response of European private consumption to a shock
on the US interest rate, for the two sub-periods. Indeed, the European interest rate reacts to a
shock on the US interest rate and the former affects European consumption behaviour. The results
of these simulations show that the decrease of European consumption in response to the same
initial rise on the US interest rate was larger in the more recent sub-period, when financial 
integration between the two areas was higher. These first results highlight the fact that the
increasing financial integration could act as a strengthened transmission mechanism of shocks
between the two areas. 
 

Vladimir Borgy

 

DATABASES  

Institutional Profiles 
 
   Since the late 1990s, the literature on economic development has been renewed by focusing on
the quality of domestic institutions as a key explanation of cross-country differences in both growth 
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