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Trade Liberalisation, Profitability, Investment and Savings, 
and Capital Flows 

This chapte r review s the underlyin g reason s fo r 
the capital flows revival which we are discussing. 
As was argued i n the first sentence of this paper , 
although thi s i s a paper abou t capita l flows,  one 
must locat e thes e flows  withi n th e wide r eco -
nomic contex t -  bot h caus e an d effect . Thi s 
chapter takes the first step, by considering causes. 
As wil l alread y b e clear , w e locat e thi s funda -
mentally in the liberalisations which have take n 
place i n recipient countries . 

4.1 Th e Process of Trade Liberalisatio n 

The typica l pre-emerging developin g countr y i s 
a capital-scarce, low-wage economy in which th e 
productivity o f capita l i s low , eve n althoug h 
capital is scarce. The financial  system is repressed. 
Because returns to investment are low, the retur n 
to saving cannot be high and may be negative. So 
savings are low, and they must be prevented fro m 
flowing abroad . The y ar e probabl y channelle d 
into 'priority areas'. 

Reforming, openin g an d emergin g chang e 
all o f thes e things . Th e proces s o f 'emerging ' 
involves puttin g i n plac e soun d macroecono -
mic policies , whic h provid e a  guarante e o f 
stability. Agains t thi s background , trad e liber -
alisation, openin g u p th e good s markets , 
promotes th e reorientation o f production, wit h 
an expor t secto r servin g th e globa l market . 
The rat e of return i n the expor t secto r will rise. 
This will attract foreign capita l - an d the inflo w 
of foreign capital , b y bringing ne w technolog y 
and supplementin g domesti c savings , wil l 
reinforce th e process . An y policie s respond -
ing t o o r a t tempt in g t o influenc e capita l 
inflows mus t keep these fundamentals firml y i n 
mind. 

4.2 Trad e Liberalisation and the 
Profitability of Investmen t 

There are four essential reasons for this rise in 
profitability. 

(i) comparative  advantage 
Trade liberalisatio n enable s th e emergin g 
economy t o specialise i n goods in which i t has a 
comparative advantag e -  essentiall y low-wag e 
assembly wit h semi-skille d labou r resources . 
Under protectionism, importe d input s are eithe r 
physically difficult t o get hold of or are expensive. 
Domestic resources used in production are expen-
sive in that their rewards and so costs are inflate d 
behind the protective barrier. Freer trade removes 
these cos t disadvantages , an d s o raise s th e 
rewards in the expor t sector . 

(ii) economies  of scale in specialisation 
Opening enable s th e econom y t o escap e fro m 
an inward-looking production system serving the 
home market , fragmente d an d small-scale , wit h 
none o f the benefit s o f scale i n it s product line s 
which ar e to o high-cos t t o serv e th e worl d 
market associate d wit h free r trade . 

Every extra industry added behind the barrie r 
of protection requires the country to bear anothe r 
set o f fixed  costs . The resul t i s a manufacturin g 
sector which has too high a level of fixed costs (i t 
does to o man y things ) an d whic h get s too littl e 
reward fo r eac h se t o f fixe d cost s incurred . 
Liberalising trade leads to a rationalisation of the 
industrial sector, which bears fewer fixed costs by 
concentrating o n fewe r industries , an d fewe r 
product line s within eac h industry . Eac h o f th e 
remaining lines of production has a larger outpu t 
and is sold on the infinitely large r and more com-
petitive world market . 
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(iii) technological  catchup 
Stable policies and lo w factor cost s make lib-

eralising an d reformin g developin g countrie s 
attractive places to which to transfer technology . 
Foreign capita l an d foreig n knowho w ca n mak e 
high profitability i n the expor t secto r possible . 

Trade liberalisatio n ca n als o force producer s 
to acquire and make use of international knowl -
edge, i n orde r t o surviv e i n mor e ope n 
international competition . Liberalisation cause s 
enterprises i n both th e import-competin g secto r 
and the expor t sector to know tha t the y have t o 
compete i n an ope n internationa l tradin g envi -
ronment. Thi s encourage s rapi d adjustmen t t o 
change. Firm s kno w tha t t o surviv e the y mus t 
adopt the world's best practices. All these adjust -
ments rais e profitability , bot h i n th e industrie s 
making th e adjustment s an d i n thos e which us e 
their outputs a s inputs. 

(iv) domestic  technological advance 
The openin g of trade can help t o focus 'positiv e 
feedback' i n the accumulation of national knowl-
edge whic h mus t g o han d i n han d wit h th e 
process of technological catchup. Perhaps just as 
importantly, th e opening of trade can lea d to a n 
industrial structur e i n whic h ther e i s 'positiv e 
feedback' throug h spillovers: mutually reinforcin g 
external economie s o f scal e withi n a  particula r 
industry, and between industries . 

It requires not just an increasingly skilled and 
educated workforc e fo r a n econom y t o b e th e 
recipient o f technica l inflo w o f th e kin d jus t 
described, bu t als o th e acquisitio n o f compe -
tences specifi c t o th e industr y i n question . Thi s 
is true whethe r fo r th e ca r industr y i n Thailan d 
or th e growt h o f th e software , dat a processin g 
and accountin g sector s i n th e India n economy . 
Much of the required skills and competences ca n 
be acquire d onl y b y costl y nationa l R  an d D , 
education an d trainin g effort s (sinc e th e activi -
ty-specific knowledg e an d skill s ar e tradeabl e 
internationally). Th e specialisatio n whic h goe s 
with trad e liberalisatio n mean s tha t i t i s n o 
longer essentia l fo r a n econom y t o attemp t t o 
spread thi s acros s th e entir e industria l range . 

Final product s an d intermediat e capita l good s 
can be imported which have been designed else-
where (se e Romer, 1994) . As a result, the R an d 
D effor t ca n be better focused an d 'goes further' . 

Furthermore, existin g knowledg e an d com -
petences are important for the success of future R 
and D . If these ar e more narrowly focused , the n 
positive feedback wil l be stronger. The resul t can 
be a  cumulativ e process , an d s o lon g a s manu -
facturing i s sufficientl y specialised , the n thes e 
cumulative gain s can characteris e th e manufac -
turing sector as a whole. This cumulative process 
will lift the overall rate of growth of the econom y 
(Grossman an d Helpman , 1991) . 

Finally, th e openin g o f trad e ca n lea d t o a n 
industrial structur e i n whic h ther e i s 'positiv e 
feedback' throug h spillovers: mutually reinforcin g 
external economies of scale in a particular indus-
try, an d betwee n industries . A s th e siz e o f 
successful industrie s increases , this wil l 

provide a  large market fo r workers with spe -
cialised skill s (thus encouragin g 
specialisation b y workers in such skills ) 

induce th e growt h o f specialised suppor t ser -
vices (inducin g productive specialisatio n i n 
the provision o f these ) 

bring about th e reciproca l exchange o f 
technology amongs t firms in the industry . 

Expansion of each firm and industry improve s 
the environment for and lowers the costs of other 
firms and industries . Again ther e i s the possibil -
ity o f a  cumulativel y reinforcin g proces s whic h 
lifts th e economy-wid e growt h rat e (Krugman , 
1994). 

All o f thi s mean s tha t th e retur n o n invest -
ment wil l increase , investmen t a s a  shar e o f 
national income will rise and these countries will 
come to be attractive places to invest. Sachs and 
Warner (1995 ) present evidence that once devel-
oping countries become more open, they begin to 
invest an d gro w a t rate s highe r tha n thos e o f 
developed countrie s an d begi n th e proces s o f 
convergence and catchup. This too is the centra l 
message o f th e World  Bank  Global  Economic 
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Prospects (1996) , which present s further empiri -
cal evidence and examples . 

4.3 Long-Ru n Policy Response 
(i) mobilising  domestic  savings 
One long-run response to the higher demand fo r 
investment woul d b e t o rais e th e domesti c 
savings rate . This wa s characteristic o f th e Eas t 
Asian 'miracle' . Accordin g t o Rodri k (1995b) , 
'In Kore a an d Taiwan , interes t rate s wer e con -
trolled b y the government , an d i n an y cas e th e 
bulk o f investmen t fund s wer e generated eithe r 
by self-finance o r through directed lendin g fro m 
the government. However governments i n bot h 
countries did raise real interest rates for savers to 
levels tha t wer e eithe r positiv e o r onl y mildl y 
negative (Taiwa n i n the 1950 s and Korea i n th e 
1960s). In this respect their policies diverged sig-
nificantly fro m th e gros s financia l repressio n 
favoured by other developing governments .. . In 
addition, a n increas e i n publi c savings made a n 
important contributio n t o tota l saving s i n bot h 
countries .. . [as it did in Korea].' 

(ii) mobilising  foreign savings 
The other long-run response would be to move to 
a regime in which foreign saving s finance a  high 
proportion of the domestic investment , with th e 
goods marke t counterpar t o f a  curren t accoun t 
deficit financed  b y an equa l capita l inflow . Thi s 
would be the strategy of the colonial countries of 
the lat e nineteent h century , o f Thailand i n th e 
late 1980 s and early 1990 s and of Mexico in th e 
first part o f th e 1990 s -  unti l i t ende d i n tears . 
The risk s ar e well-known : thos e cause d b y th e 
rise of foreign costs of funds; and policy risk in the 
face o f withdrawal. I n the followin g section , w e 
discuss ho w bes t t o minimis e thes e risk s an d 
control the cost s of negative shocks . 

4.4 Th e Transition 

Policies t o rais e th e saving s rat e tak e time . 
Furthermore, consumers , seein g th e possibl e 
effects o f th e polic y reform , tak e hear t a t thei r 
rising real permanent incom e an d spen d more . 

Opening the economy to capital inflow offer s 
the possibility of immediate foreign financing  o f 
the high leve l of investment t o which th e liber -
alisation leads . That enable s th e investmen t t o 
get underway more rapidly than i f it were domes-
tically financed.  Wit h a  domestic rat e o f retur n 
higher than the foreign rate of interest, this offer s 
the possibilit y o f immediat e ne t return s t o th e 
economy o r t o foreig n investor s i n it . I t i s thi s 
large gap between the rate of return on domesti c 
investment an d th e foreig n rat e o f interes t tha t 
both stimulates the investmen t an d - wit h ope n 
international capita l market s -  encourage s th e 
capital inflo w whic h finances  it . 

The proble m i s that i n the shor t ru n ther e i s 
macroeconomic disequilibrium . Wit h domesti c 
savings not keeping pace with the higher level of 
domestic investment , aggregat e deman d wil l 
exceeds aggregate supply . 

In addition , th e financia l reform s whic h 
permit th e capita l inflo w wil l i n genera l als o be 
associated wit h th e easin g o f restriction s o n 
domestic residents; it is very difficult t o separate 
domestic fro m foreig n liberalisation . Thi s wil l 
lead t o relaxation o f credit rationin g o n domes -
tic consumers . Withou t car e a  consumptio n 
boom wil l accompan y th e investmen t boom , 
leading to a further imbalanc e between deman d 
and supply . 
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