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Chapter 7

Trade Competitiveness in
Developing Countries

Nazli Karamollaoglu
MEF University, Turkey

ABSTRACT

Thischapterexploresthevariousdimensionsoftrade competitivenessindeveloping
countries. Afterdiscussing various definitions of competitiveness, theimportance
of trade competitiveness is discussed in the context of developing countries with
referencetotheexistingliterature. Subsequently, major constraints thataffect trade
competitiveness, particularlymacroeconomicconditions,institutionalandbusiness
environments, and infrastructure, are discussed. Finally, recent empirical findings
on trade competitiveness are summarized.

INTRODUCTION

Overthelastquartercentury, trade hasbeenacceptedasacentral driver of growth
anddevelopmentfordevelopingcountries.Theshareofdevelopingcountriesintrade
flows hasincreased tremendously,now making up almost40 percentof world trade.
With thishuge expansion of trade, international competition has greatly increased.
Intoday’s world, to beable to survivein global markets, developing countries need
to stay competitive.

In general, competitiveness has been defined as the measure of a country’s
advantageinsellingitsproductsininternationalmarkets (OrganisationforEconomic
Cooperation and Development [OECD], 2014). Nevertheless, the definition of
competitiveness is not unique. For this reason, in the first section of this chapter,
we present different perspectives on how to measure competitiveness. After that,
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Trade Competitiveness in Developing Countries

with reference to the existing literature, we focus on the importance of trade
competitivenessfordevelopingeconomies.Inthisregard,thegrowthenhancingeffect
oftrade, theimpactofdifferenttrade policies oneconomicgrowth,aswellasthelink
between productivityandexportingisdiscussed.Subsequently, majorchallengesfor
developingcountriestomaintaintheircompetitivenesslevelininternationalmarkets
areoutlined.Inthisframework, the potentialimpact of macroeconomicinstability,
in particular focusing on exchange rate and inflation, is assessed. In addition to
macroeconomicimbalances, other challengesrelatedtoinstitutionaland business
environments, as wellasinfrastructure are also presented. Finally, recentempirical
evidence on various dimensions of trade competitiveness using firm-level micro
dataisdiscussed.Thisline of researchisinteresting, notonlyforunderstanding the
dynamics of trade competitivenessinthe context of developing countries, butalso
for developing policy recommendations.

BACKGROUND

Trade policy and its potential to enhance growth has been at the center of the
economic debate since the Mercantilist view in the 17" century. Since that time,
views have changed dramatically.In the early days, trade policies favoring“import
substitution"were predominantly believed to achieve growth prospects. However,
afterthe 1970s and 1980s saw the failure ofimport-substitution strategies, export
promotion and outward oriented policies became popular instead.

Trade is a major element of economic growth and poverty reduction. In fact,
the idea that trade is an engine for growth dates back to Adam Smith and David
Ricardo.Adam Smith considerstrade to bea positive-sum game.During the trading
process,ifcountriesspecializeinthe productionofgoodsinwhichtheyhaveabsolute
advantages, all parties win (as cited in Moon, 2000). The other famous classical
economist, David Ricardo, in his famous work “On the Principles of Political
Economy and Taxation”also stressed the role of free trade in promoting efficiency
and productivityintheeconomy.Ricardo, by buildingon Smiths'absoluteadvantage
theory, claimed thatall countries gain from free trade by producing what they are
best at in comparison to other countries.

Duringthe 17thand 18th centuries, beforethefree tradeargument, mercantilism
was the dominant economic philosophy. During this time, a large number of
developmenteconomistsfavored the protectionistview with the aim of protecting
domestic industries and jobs from foreign competition. Throughout this period,
protectionist trade policies in the form of import substitution were dominant. In
the contextof thisimport substitution type ofindustrialization, it was argued thata
countryshouldattempttoreduceitsrelianceonimportedgoodsthroughthedomestic
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production ofindustrialized products. Proponents of this view strongly believedin
the protectionofinfantindustries; nascentdomesticindustriesthatneed protection
againstinternational competition until becoming mature and competitive. In this
regard, foreign imports are replaced by local production.

The 1980’s Latin American Debt crisis was a turning pointinreshaping the policy
debatefavoringprotectionism.Anecdotalevidenceshowedthatimportsubstitution
policies, which were dominant in Latin American countries, were unsustainable.
When contrasted with the strong trajectories of their East Asian counterparts, which
hadaggressivelyimplemented outward oriented strategies, itwasevidentthat the
Latin American countries’ growth trajectories were weak. Table 1 from Edwards
(1993, p.1360) illustrates this sharp contrast between the growth rates of Selected
East Asian and Latin American Countries. The solid growth rates experienced
in East Asian countries which were conducting outward oriented strategies put
protectionism and its impact on promoting growth into the center of discussion
regarding trade policy.

Theimpact that trade policy has on promoting growth has been animportant
debateinthe second half of the twentieth century.The vast body of empirical work
that was conducted during the 1970s and 1980s emphasized the role of export
promotion policiesin promoting growth. Since then, ithas been argued thatexport
expansioncontributestoeconomicgrowthbyincreasingtherateofcapitalformation
and enhancing the growth of factor productivity (Kavoussi, 1984). These policies
arenow consideredtobethe bestdevelopmentstrategiesfordeveloping countries.

Amongst the earlierand most well-knownwork, Michaely (1977),usingasample
of41 developing countries, reported a positive relationship between proportional
per capitaincome growth and the proportional increase in the ratio of exports to
GNP His results document that this relationship was very strong for the 23 most
developed countries in his sample. However, there was no relationship with the
poorest countries in the study, implying that growth is only affected by export
performanceoncecountriesachieveaminimum/levelofdevelopment.Asubsequent
study by Balassa (1978), based on a group of 11 developing countries that already
had anindustrial base, tested the hypothesis that export-oriented policieslead to
better growth performance than policiesfavoring import substitution. The results
of his study document a significant and positive relationship between economic
growth and export performance. Chow (1987), based on a sample of eight Newly
Industrializing Countries (NICs), shows that for the majority of these countries, there
isrobustbidirectional causalitybetweenthegrowthofexportsandthedevelopment
of manufacturingindustries.Thesefindings suggest thatanincreasein exports not
onlypromotesthegrowthofnationalincomebutalsoleadstoindustrialdevelopment,
thussupportingtheexport-ledgrowthstrategies.Tyler(1981)documentsasignificant
positiveassociation between economicgrowthandexportsaswellas various other
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economicvariables,including thegrowth of manufacturingoutputandinvestment,
based onalarge sample of developing countries. Similarly, Kavoussi (1984) shows
that export expansion is associated with better economic performance for both
low and middle-income countries. Kavoussi (1984) also stresses that the rise in
productivity resulting from export expansionisanimportant cause of the positive
correlation between the growth rates of exports and GNP.

Although export promotion wasthe dominantviewintheliterature during this
time, thereareasmallnumber of studies, which cast doubt on the efficacy of export-
promotion policiesinfosteringeconomicgrowth.Singerand Gray (1988) highlight
thefallin external demandregarding the export-growth link. They document that
when external demand is weak, the positive impact of outward-oriented policies

Table 1.Growthand exportsin Latin Americaand East Asia: 1965-1989 (percentage
distribution)

Annual Rate of Growth Annual Rate of Growth of Annual Rate of Growth
of Real GDP Manufacturing of Exports
1965-80 1980-89 1965-80 1980-89 1965-80 1980-89

Selected Latin American Countries

Argentina 35 -0.3 2.7 -0.6 4.7 0.6
Brazil 8.8 3.0 9.8 2.2 9.3 56
Chile 1.9 2.7 0.6 2.9 7.9 4.9
Colombia 5.8 35 6.4 3.1 1.4 9.8
Mexico 6.5 0.7 7.4 0.7 7.6 3.7
Peru 3.9 0.4 3.8 0.4 1.6 0.4
Venezuela 3.7 1.0 5.8 49 -9.5 1.3
Latin America

& Caribbean 6.0 1.6 7.0 1.5 -1.0 3.6
(Average)

Selected East Asian Countries

Hong Kong 8.6 7.1 n.a. n.a. 9.5 6.2
Indonesia 8.0 53 12.0 127 9.6 24
Korea 9.6 9.7 18.7 13.1 27.2 13.8
Malaysia 7.3 4.9 - 8.0 4.4 9.8
Singapore 10.1 6.1 13.2 59 4.7 8.1
Thailand 7.2 7.0 11.2 8.1 8.5 12.8
(E:\fte 25;) 7.2 7.9 106 126 100 100

Source: Edwards (1993, p.1360).
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disappear, particularlyforpoorerdevelopingcountries.Theyalsoarguethatoutward-
oriented policies are not always an effective policy choice. Rodriguezand Rodrick
(2000) find little evidence that open-trade policies (in the form of lower tariff and
nontariffbarriers totrade) are significantly associated with economic growth. Later
work by Yanikkaya (2003) investigates the relationship between economicgrowth
andawidevarietyoftrade-opennessmeasures.Thesearedividedintotwocategories:
measures of trade volumes;and measures of traderestrictions. Unlike the vast body
of empirical studies, while the results for various measures of trade volumes are
generally consistent with the literature, Rodriguez and Rodrick’s (2000) results
illustrate thattrade barriers are positively and significantly associated with growth.
This suggests that trade barriers can actually be beneficial for economic growth.

The availability of firm-level data also presented the link between export
participation and productivity. Amongst the earlier work, Aw and Hwang (1995),
based on micro-level data ontheTaiwanese electronicindustry, documented that
therearessignificantdifferencesin productivity levels between exportersand non-
exporters. With the increasing availability of longitudinal-plant or firm-level data,
literaturefurtherdocumentedtheexistenceofconsiderabledivergenceinproductivity
levels among establishments in similar industries (Bernard & Jensen 1995, 1999,
200443, 2004b; Baldwin & Gu, 2003). This evidence formed the foundation of the
New-New trade theory, which was first presented in Melitz (2003). Within the
contextof the New-New trade model, cross-firm heterogeneity has been accepted
as the major driver of international trade. In this framework, there exist barriers
to engaging in export activity, and only firms with productivities above a certain
level, called threshold productivity, are able to export. The recent literature on
heterogeneous firms highlights that exporters are, on average, more productive,
capitalintensive, larger,and pay higherwages than non-exporters (Bernard, Jensen,
&Lawrence, 2007).Thisline of literature hasalso documented thatatanaggregate
level, exporting contributes to productivity growth at industry level as well as at
country level.

MAIN FOCUS OF THE CHAPTER

General Overview of Competitiveness

Ingeneral,competitiveness has been defined asameasure ofacountry’sadvantage
in selling its products in international markets (OECD, 2014). However, no single

definition of competitiveness has gained general acceptanceintheliterature.The
conceptofcompetitivenessisbroadand multifaceted,includingboth priceandnon-
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pricefactors,andcanbeanalyzedatthreedifferentlevels:nationalormacroeconomic
level; sector level; or firm or micro-economic level.

Price-related factorsthatare used while measuring competitivenessareindices
relating to the terms of trade, unit labor cost, and the real effect of exchangerates.
Anincrease or appreciation of these factors often creates a cost disadvantage for
domestic producers in international markets, which diminishes the countries’ or
firms’ competitive positions. According to Lall (2001), this approach “assumes
underlyingstructuralfactors,suchasproductivity,innovation,andskills,areconstant
orirrelevantandfocuses on short-term macroeconomicfactors thataffectrelative
prices of national goods and services relative to other countries”. In addition to
price-related factors, qualitative measures, referred to as non-price factors, have
often been considered when measuring countries’competitiveness levels. These
include factors, such as technology, the performance of public institutions, the
macro-economic environment, education, and the business environment.

A common approach to measuring macro-level competitivenessis to build an
index, which constitutes both price and non-price relatedfactors. Inthisframework,
competitivenessismeasuredasacombinationofasetoffactors, policies,institutions,
strategies,and processes, thatdeterminethelevel of sustainable productivity (World
Economic Forum, Global Competitiveness Report, 2014). A well-known index for
competitiveness is the Global Competitiveness Index (GCI) developed by Xavier
Sala-i-Martin in collaboration with the World Economic Forum. The GCl includes
overonehundredindicatorsbelongingto 12maingroups,spanningfrominstitutions,
infrastructure,macroeconomicenvironment,education,andlaborandgoodsmarket
efficiency, tofinancial market developmentandinnovation, all of which are closely
related to the concepts that affect productivity and long-term prosperity

Therealmofthis chapteristoinvestigate the concept of trade competitiveness.
Trade competitiveness deals with a country’s (or sector’s, or firm’s) position,
performance, and capabilitiesin the export markets (World Bank, 2014).When we
measure“trade competitiveness’, the conventional approach is to use indicators,
such as the level of openness (total exports and imports in goods and services as
a percentage of GDP), or the growth of exports over a given period (International
Trade Centre [ITC], n.d.

). This type of quantitative measurementhas theadvantage of being accessible
for many countries at a more disaggregated level (at either industry or product
level), which enables ustoanalyze trade dynamicsin more detail forabroader set of
countries.However, takinginto consideration metricsthatareonlybased onexports
and export performanceis not sufficientwhen measuring trade competitiveness.
Solid export performance does not always result in higher rates of GDP growth,
thereforeothermeasures,bothqualitativeandquantitative,suchasinterdependencies
betweenimportsandexports,international flows of capital,investment,andhuman
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capital alsoneedto be considered when measuring trade competitiveness (World
Bank, 2014).
TheWorldBankhasintroducedausefulapproachtomeasuretradecompetitiveness,
known as theTrade Competitiveness Diagnostic (TCD).There are two components
of the TCD, namely Trade Outcome Analysis and Competitiveness Diagnostics.
Trade Outcomes Analysis presents a summary of trade performance and trade
competitiveness, while Competitiveness Diagnostics focus onunderstanding the
underlying policiesand structural dynamics that shape observed performance.The
firstcomponent, Trade Outcome Analysis, provides a quantitative and qualitative
assessment of historic trade performance. This involves identifying four major
channelsthroughwhichacountry’strade competitiveness canbe measured.These
channelsare: (1) theintensive margin which measures the value of exported goods
forexisting productsand markets; (2) the extensive marginwhichmeasuresthevalue
ofexported goodsfor different products and markets’; (3) the quality margin which
representsthequalityandsophistication ofexports;and (4) the sustainability margin
which measures the entryand survival of new exporters. The second component of
theTCDis Competitiveness Diagnostics. In thiscomponent, marketaccess, supply-
side factors, and trade-promotion infrastructure are all considered. Market access
focusesontheexternal trade policy environment, including tariffsand quantitative
restrictions,whichmayfacilitateorconstrainexportersfromenteringandmaintaining
competitivenessin export markets. Supply-sidefactors coverfactors that influence
private-sectorinvestmentand participationin exports,andfactor conditions that
contribute to the costand quality of productionincluding land and infrastructure
intermediateinputs.Trade promotioninfrastructure, onthe otherhand, represents
governmentinterventions (suchasexportpromotion policiesand specialeconomic
zones) which are implemented in an attempt to address market failures.
AnotherusefulindexistheTrade Performance Index(TPI), which measurestrade
competitiveness.This was developed by the International Trade Centre (ITC). One
major difference between the World Bank’s approach and the TPlis that the TPl s
basedpurelyonquantitativemetricsofexportperformance.Usingseveralquantitative
performanceindicators, the TPl providesinformation onacountry’sgeneral trade
profile, current trade performance, and changes in recent export performance.
In addition to macro/country-level competitiveness, competitiveness can be
analyzed at a more disaggregated level, such as at the level of firm or product.
Porter (1998) argues that as wealth is created at the microeconomic level, then
competitiveness can be ascertained from the point of each individual firm. Porter
(2007)alsostressestheimportance of abroader set of factors forahealthy economy,
which include sound macroeconomic, political, legal, and social circumstances.
However, hestatesthatwhiletheseconditionsarenecessary,theyarenotsufficienton
theirown.He, therefore, stronglyadvocatesimprovementatamicrolevel. According
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to Porter (1998; 2007), company strategies and operating practices as well as the
quality ofthe microeconomicbusiness environmentare extremely important. Even
if macroeconomic, political, legal,and social reforms are present, these reforms will
not be successful if there is no improvement at the microeconomic level.

Challenges to Competitiveness

Developing country exportersface several limitations that negativelyimpact their
potentialtoengagein exportactivities.In particular, macroeconomic stabilityisan
importantfactorfortrade competitiveness,asexchangeratesandinflationare major
channelsthroughwhichdevelopingcountriestradecompetitivenessmaybeaffected.

Theexchangerateisanimportantdeterminantoftradecompetitivenessbecause,
asaresultofthe depreciation of adomestic currency, the value of exported goods
denominated in a foreign currency decreases, which subsequently results in an
increase in foreign demand. This effect is often referred as the competitiveness
channel.! Although domestic currency depreciationis preferable due toitsimpact
ontheforeignvalue of domestic productsininternational markets, whenanalyzing
the impact of exchange rates on export competitiveness, other channels play an
importantrole.Forexample, the production processes of developing countriesare
highlydependentonintermediategoodswhichare oftenimported.Thismeansthat
if currency depreciation occurs, the production costs of companiesthatrelyonthese
imported,intermediateinputsincrease.Thisleads toacostdisadvantage, whichis
referredtoasthecostofproductionchannel.Thiscostofproductionchanneloperates
inversely tothe competitiveness channel. Added to this, most developing countries
suffer from high dollarization rates, which leads to the inability of these countries
toborrowinternationally in their own currency.Eichengreenand Haussman (2010)
refer to this situation as “original sin”, as when such a currency mismatch occurs,
the subsequent currency depreciation results in an increase in the book value of
debtwhich negatively affects firm-levelfinancial variables.?Thisresultsin the need
for the continued financing of sunk costs to increase exports, which then leads to
acontractionary effecton exports, referred to as the balance sheet channel. If one
considerstherealexchangeratetobeameasureof competitiveness,oneshouldalso
takeintoaccountthecompetitivenesschannel,costofproductionchannel,andbalance
sheetchannel.Therefore, the total effect of the exchange rate on competitivenessis
ultimately determined by therelative magnitude of the counterbalancing effects of
thesethree channels. Literature examining the link between the volume of exports
andreal exchangerates showthat,in general, exchangerates have aninsignificant
effectontrade volumes.However, studies using more disaggregated level, sectoral
or firm level data, often find exchange rate depreciations have a significant (and
positive) impact on trade volumes. Among these studies, Dekle and Ryoo (2007)
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and Dekle, Jeong, and Ryoo (2009) document a significant relationship between
exportvolumesand exchangerates.Similarly, Forbes (2002) examines the results of
large devaluations onfirms'performances, and finds that,on average, exportsales
increase by 4 percent, one year after each devaluation episode.

As mentioned previously, price stabilityisanotherimportantfactorinvolvedin
exportcompetitiveness,as highand unstable price levels have adirecteffectonreal
exchangerates.Empirical research has shown that thisleadsto highinflation which
hasanegativeimpactonexports.Forexample, Gylfason (1999), using data covering
160 countriesfrom 1985-94,documentsthathighinflation hasbeenassociated with
low exportsandsluggish growth.Inadditionto the effects of the real exchangerate
on inflation, Gylfason (1999) also stresses the distortive capacity of inflation on
production, asitdrivesawedge between thereturnsonrealandfinancial capital as
wellashaving anegativeimpactonrealinterest rates; this then negatively impacts
savings and the quality of investment.

Developing countries frequently suffer from an unfavorable business climate.
Dethier,Hirn,and Straub (2010) stressthatafavorable businessorinvestmentclimate
is important for attracting investment, as well as for creating new opportunities
for trade and access to new technologies. Similarly, Balchin (2008), based on data
covering eight African countries, suggests that a country’s business climate is
closely associated with its probability for exporting. Dollar, Hallward-Driemeier,
and Mengistae (2006), based on firm-level surveys on several developing countries,
documentthatasoundinvestmentclimate has a positive impact on both exports
and foreign investment.

Amongstthemostnotable,Halland Jones(2001) bring attention to the concept
of socialinfrastructure described asthe set ofinstitutionsand government policies
thatdeterminetheeconomicenvironmentofacountry.Theybelievethatacountry’s
long-termeconomicperformanceisdeterminedprimarilybythesocialinfrastructure.
Thatacountry should have stronginstitutions has been widely stressed asbeingan
importantfactorinthe performance ofinternational trade (Levchenko, 2007; Dollar
and Kray, 2003). Levchenko (2007), using data on U.S. imports, examines the link
betweeninstitutional qualityandinternational trade.The empirical results provide
evidencethatinstitutional differences, measured by institutional dependenceand
institutional quality, are an important determinant of trade flows. Anderson and
Marcouiller (2002) stress therole of corruptionandimperfect contractenforcement
in reducing international trade. Estimating a structural model of import demand,
theydocumentthatpoorinstitutionshaveanegativeimpactontrade similartothat
of tariffs. Dutt and Traca (2010) investigated the impact of corruption on trade.
Theirresultsdocumentthatcorruption hasanegativeimpacton bilateral trade for
the majority of countries, but when the level of tariffsis high, corruption canhavea
positiveimpactontrade.ltis presumedthis may happen as corrupt officialsin high
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tariffenvironments may allow exporters toavoid paying tariffs. Linders, Slangen, De
Groot,and Beugelsdijk (2005), based onasample of bilateral trade flows between 92
countries, foundthatinstitutional distance negatively effects bilateral trade through
increasingtransactionalcostsbetweenpartnersfromdissimilarinstitutionalsettings.?
The study also reports that if the institutional quality of importing and exporting
partners increases, then the trade among them also increases.

Financial health hasalsobeenreportedasanimportantconstraintregarding the
trading behavior of firms. Among firm-level empirical studies, Bellone, Musso,
Nesta, and Schiavo (2010), using French data, found strong evidence that less
credit-constrained firms self-select into export. Likewise, Forlani (2008) found
thatthe probability for export was negatively and significantly affected by financial
constraints in a panel of Italian firms. Muls (2008) found the same with Belgian
firms.Bermanand Hericourt (2010)in their study using alarge cross-country, firm-
level database on developingand emerging economies, showthatafirm’saccessto
finance positively affectstheirentry decision into the export market. Manova (2013)
also stresses the role of financial development in increasing a country’s exports.
Minetti and Zhu (2011), utilizing survey data from Italian manufacturing firms
that provide afirm-specificmeasure of creditrationing, found that the probability
forexportis 39% lower for credit-rationed firms and that credit-rationing reduces
foreign sales by more than 38%.

Finally, the quality of infrastructure, throughitsimpactontransportation costs,
hasalsobeenstressedasanimportantdeterminantoftrade performance.Limaoand
Venables(2001)highlightthecloserelationshipbetweeninfrastructureandtransport
costs, especially fornon-coastal countries. Theiranalysis, based on a data covering
Africantradeflows,indicatethatalow level of tradeis largely associated with poor
infrastructure.Wilson, Mann, and Otsuki (2005) investigated the impact of several
tradefacilitation measures, namely port efficiency, the customs environment, the
regulatoryenvironment,andservice sectorinfrastructureontradeflows.Theyfound
thatboth theimportsand exports ofagiven country increase with improvements
to these trade facilitation measures. Similarly, Nordas and Piermartini (2004) and
Francoise and Manchin (2013), reported that the quality of infrastructure is an
important determinant of trade performance.

Empirical Literature on Trade Competitiveness

Elucidatingthe sources of exportgrowthisimportantin ordertounderstand which
main channels affect a country’s level of competitiveness. In a simple framework,
agiven country’sexportgrowth may resultfrom the expansion of trade of existing
products (the intensive margin) or entering new export markets or selling new
products (the extensive margin). Literature examining the contributions of both
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of these margins on export growth presents inconclusive results. Among existing
studies, regarding the effectof theintensive margin, Amurgo-Pacheco (2008) opines
thatexportgrowthis mostly explained by growth at the intensive margin. Similarly,
Besedes and Prusa (2011) argue that developing countries should improve their
performance in the intensive margin if they want to increase their exports. Their
study shows the contribution of the extensive margin to exportgrowth, intheform
of establishing new partnersand markets, only hasashort-termimpacton exports
and a negligible impact on a country’s long-term export growth. They therefore
conclude that the extensive margin is only of moderate importance. However, a
numberofrresearchersargue the reverse.Hummelsand Klenow (2005), reportthat
for larger economies, it is the extensive margin, which accounts for 60 percent of
exports.In addition, Evenett and Venables (2002) opine that a third of the growth
of exports of developing countries between 1970and 1997 could be attributed to
the sales of existing exportsto newtrading partners.They refer to thisexpansion as
geographicspread, whichisdependentonthegeographicandlinguistic proximity
betweentrading partners.These conflicting findings are often purported tobe due
to the differences in the measurement of these two margins.

Developing countries’exports tend to be limited to a few products, which can
resultin volatile export revenues. It has therefore been argued that policies which
support export diversification may create a more stable income inflow. Amurgo-
Pacheco (2008) shows that the level of export diversification between developed
and developing countries differs.* The results of their study show that export
diversification is on the rise among developing countries and, when comparing
twodifferentdimensions of exportdiversification (productand geographical), itis
geographicaldiversificationthatactuallymattersmorethan productdiversification.”

Another set of papers investigate the impact of specific economic policies on
exportperformancein developing countries.Forexample, Martincus and Carballo
(2008) investigated the effects of export promotion activities (EPAs)in Peru overthe
period 2001-2005.Theauthors stress thatinformational problems are more severe
whenfirmsattempt toexpand along the extensive marginratherthanattempting
toexpandalongtheintensive margin.The empirical results document thatexport
promotionactivities have been effective inincreasing exports, primarilyalong the
extensive margin. However, the study fails to identify any impacts of such policies
ontheintensive margins of exports.Inalater study, Martincus and Carballo (2010)
investigatedtheimpactoftradepromotionactivitiesusingdisaggregatedexportdata
on Chilean exporters overthe 2002-2006 period.The study highlights thefact that
theimpactof export promotion activities can differ over the distribution of export
performance measured by the growth of exportsfortheintensive marginand by the
growthofthenumberof countriesand number of productsforthe extensive margin.
Forthe intensive margin, theimpactis mostly concentrated at the lower tail of the
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distribution, whileforthe extensive margin,theimpactisatthelowerand upperends
of the distributions. Martincus and Carballo (2010) imply that smaller firms seem
to benefit the most from export promotion actions. Seker (2011), using a dataset
that comprises a wide set of countries with different income levels, investigated
thelinkbetween investment climate and export performances.The study reports
thatregulatory quality, customs efficiency, quality of infrastructure, and access to
financeisassociated withincreasing export performance.The studyalsoreportsa
comparativelyhighimpactonimprovementsintheinvestmentclimateontheexport
performance of countries that are relatively more constrained in access to foreign
markets.Thisimplies thatfor closed economies, efforts toward the development of
afavorableinvestmentclimate should beanimportant policy objectivein orderto
increase exportlevelsand catch up with countries with liberal trade policies.Based
ondifferent country groupings, Hallaert, Cavazos-Cepeda,and Kang (201 1) study
attempts to measure the impact of binding constraints on trade expansion. Their
study shows that in small and vulnerable economies, increasing the number and
quality ofroadshasanimportantimpactontradeand oneconomicgrowth.Onthe
other hand, restrictive trade policies (measured by custom tariffs) seem to have a
greaterimpactonthetrade performanceoflandlockedcountries, ratherthancoastal
countries. For commodity exporters, the study reports that the tariff regime is a
major constraint to trade performance.

In today’s world, the dynamics of international trade is changing. With
globalization,interconnectednessbetweeneconomieshasbeenincreasing,andGlobal
value chains (GVCs) play an increasing role in international trading activities. In
thisnewset-up,the productionprocesshasbeenfragmentedintoseparatecountries.
Existing research identifies that developing countries’ participation in GVCs has
beenincreasinginrecentyears.Thisisimportant,as much theoreticaland empirical
literature has documented that a country’s participation in GVCs can improve
its productivity performance. For example, Baldwin and Yan (2014), based on
Canadianfirmlevel-datafound strong empirical evidence of acausal link between
GVC participation and firm-level productivity. The study reports that Canadian
manufacturing firms which joined the GVCs became more productive than those
thatdid not. Similarly, Giovannetti, Marvasi,and Sanfilippo (2015) show that even
smallandless productivefirms,ifinvolvedin production chains, can takeadvantage
ofthe reduced costs of entry and economies of scale, and that this enhances their
ability to export. Country-specific structural factors, such as geography, size of the
domestic market and level of development, are found to be key determinants of
GVCparticipation.Lowimport tariffs,engagementinregional trading agreements,
logistics performance, intellectual property protection, the quality ofinfrastructure,
as well as the quality of institutions (particularly for developing countries) are
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major policy toolswhich are estimated to have strong impacts on GVCintegration
(Kowalski, Gonzalez, Ragoussis, & Ugarte, 2015).

SOLUTIONS AND RECOMMENDATIONS

Asthe constraints they face are numerous, maintaining trade competitivenessisa
challengingtaskfordeveloping countries.Obtainingawell-functioninginstitutional
framework, financialdevelopment,anabsence of corruptionandcrime,andastrong
regulatoryframeworkarekeyfordevelopingcountriesinordertoestablishafavorable
businessclimatefordomesticandforeigninvestors.Movingintothefourthindustrial
revolution has had the effect of putting innovation and technology to the fore of
these competitiveness efforts. Therefore, justashuman capital, throughitsimpact
on innovative activity, is an important factor for competitiveness for developing
countries, technology, too, is important determinant for competitiveness.

Instead of building full supply chains, domestically developing countries have
the option of joining GVCs to become competitive. Thereforeinvolvementinglobal
value chainswillalso bringeconomic benefitsin the form of increasing productivity,
advanced skills,and amore sophisticated and diversified export portfolio (Kowalski
etal.2015).

Finally, macroeconomicinstability throughitsimpact predominantly on prices
may diminish acountry’scompetitive position, thusastable exchangerateandlow
inflation are key to help developing countries.

FUTURE RESEARCH DIRECTIONS

Theimpactoftrade ongenerating growthisan extensively studied research topicin
thecontextofbothdevelopinganddeveloped countries.Firm-levelmicro-datafrom
developing countrieswhich hasrecently becomeavailable meansitis now possible
to extend the research by analyzing the sources of export growth from different
angles. This will make this line of research very fruitful. Despite the availability of
micro-dataonexportsandimportsatfirm orvery disaggregatedindustrylevel, the
comparability of theexisting studiesremainsachallengeduetothedifferencesinthe
data (units of analysis, sampling processes), the execution of the empirical model,
ordifferencesinthe definitions of trade margins.Regarding futureresearch, cross-
country studies, with comparable techniques and data, will be useful to reconcile
currently conflicting evidence in the literature.
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CONCLUSION

In this chapter, with reference to the existing literature, the various aspects of
trade competitiveness were investigated in the context of developing countries.
It was highlighted that maintaining trade competitiveness is fundamental for
developing countries given the positiveimpact of exportingon economic growth
and productivity. However,developing nationsface many constraints, which means
theyhaveachallengingtaskin maintainingtrade competitiveness.Macroeconomic
instability, particularly volatile exchange rates and highinflation, puts constraints
onthe competitivenesslevel.Inaddition, providing the main elements needed to
form a favorable business climate, characterized by strong institutions, financial
development, security, infrastructure, is hard for developing countries to achieve.
Therefore,inordertoestablishasolid competitive framework, developing countries’
governments must work on these areas in collaboration with the private sector.
Challenges may exist but proper implementation of the necessary policies and
structural reforms have the potential to contribute to the competitiveness level of
developing economies.
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KEY TERMS AND DEFINITIONS

Export Diversification: Expansion of the range of products or markets of a
country.

Export-Led Growth Strategy: Economic policy that aims to speed up the
industrialization process of a country by exporting goods for which it has a
comparative advantage.

Extensive Margin: Entering new export markets or selling new products.

Global Value Chain: Refers to the fragmentation of the production processes
in different parts of the world.

Import Substitution Policy: A trade and economic policy that encourages
replacingimports withdomesticproductioninordertoreduceforeigndependency.

Infant Industry: A newly established industry that is having difficulty in
competing with existing competitors abroad.

Intensive Margin: Expansion of the trade of existing products.

Protectionism: The economic policy of restricting trade between countries
throughdifferentmethodsincludingtariffsonimported goods, quotas,and other
government regulations.

ENDNOTES

! Note thatwhenanalyzing exchangerate-traderelationship, itisimportant to
distinguishbetweennominalandrealexchangerates.Inthedevelopedcountries,
where inflation rates are low there is little difference between the real and
thenominalexchangerates.However,inthe context of developing countries,
inflation is generally a major problem, therefore real exchange rates have to
betakenintoconsideration.Real exchangeratesare calculated asthe product
of nominal exchange rate (units of foreign currency per domestic currency)
and the ratio of domestic price level to foreign price level.

2 Currency mismatchoccurswhenforeigncurrencydenominateddebtsarehigh
and the income and assets are mostly denominated in domestic currency.

N Institutionaldistancehasbeencalculatedbasedonthe 1998scoresonKaufmann,
Kray,and Mastruzzi (2003) sixdimensions of governanceinfrastructure quality.

4 Export diversification has been defined as change in the composition of a
country’s existing export product mix or export destination (Ali, Alwang, &
Siegel, 1991).
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