
35TASK FORCE 1. TRADE, INVESTMENT AND GROWTH

POLICY BRIEF
DIVERSIFICATION AND THE 
WORLD TRADING SYSTEM

Task Force 1
TRADE, INVESTMENT AND GROWTH

Authors
URI DADUSH, ABDELAAZIZ AIT ALI, MUHAMMAD BHATTI, CARLOS BRAGA, 
ABDULELAH DARANDARY, MOHAMMED AL DOGHAN, ANABEL GONZALEZ, 
NICLAS POITIERS



موجز السياسة
التنويع ونظام التجارة العالمي

فريق العمل الأول 
التجارة والاستثمار والنمو

المؤلفون
يوري دادش، عبد العزيز أيت علي، محمد بهاتي، كارلوس براغا، عبدالإله درندري، محمد الدوغان، 

أنابيل غونزاليس، نيكلاس بواتييه



2T20 SAUDI ARABIA

ABSTRACT

Diversification is important because it is associated with economic growth and re-
duced volatility. Diversification of exports, which provide foreign exchange and en-
able imports of critical goods, services, and know-how, is crucial for developing coun-
tries. The question we address in this brief is how export diversification is affected by 
trade policies, including multilateral rules, regional trade agreements, and national 
measures. The record on diversification is poor across a large number of developing 
countries, especially in Africa, the Middle East, and Latin America. Asian and Eastern 
European countries have performed better. Though diversification first requires do-
mestic reforms, the current trading system does not help. The world trading system 
does not support developing countries with export diversification; moreover, the sit-
uation is deteriorating. To promote export diversification in developing countries and 
to sustain long-term global growth, the Group of Twenty (G20) must restore the cred-
ibility of the rule-based system. Reducing tariffs and tariff escalation in labor-intensive 
manufactures is critical. In many developing countries, the diversification potential 
for agriculture is severely impeded by subsidies, tariff barriers, and protectionist stan-
dards. Individual countries can take many steps to foster export diversification, the 
most important of which are improving the efficiency of their service sector, liberal-
izing imports of services, and encouraging inward direct investment. Reforms of the 
world trading system, spearheaded by the G20, can help promote these changes at 
the country level.

ــا لارتباطــه بالنمــو الاقتصــادي والحــدّ مــن التقلبــات. كمــا أن تنويــع الصــادرات، التــي تُمثــل  يُعــد التنويــع مهمًّ
ــن مــن اســتيراد الســلع المهمــة والخدمــات والمعرفــة التقنيــة، يُعــد أمــرًا حاســمًا  مصــدرًا للعمــات الأجنبيــة وتُمكِّ
للبلــدان الناميــة. والســؤال الــذي نتناولــه فــي هــذه المذكــرة هــو: كيــف يتأثــر تنــوّع الصــادرات بالسياســات التجاريــة، 

بمــا فــي ذلــك القواعــد متعــدّدة الأطــراف والاتفاقيــات التجاريــة الإقليميــة والتدابيــر الوطنيــة؟ 
ــرق  ــا والش ــي أفريقي ــيما ف ــف، لا س ــة بالضع ــدان النامي ــن البل ــرة م ــزاء كبي ــي أج ــع  ف ــجل التنوي ــف س ــن وص يمك
الأوســط وأمريــكا الاتينيــة. وقــد كان أداء الــدول الآســيوية ودول أوروبــا الشــرقية أفضــل فــي هذا الشــأن. ورغم 
أن التنويــع يتطلــب إصاحــات محليــة أولًا وقبــل كل شــيء، فــإن النظــام التجــاري غيــر داعــم لهــذه الإصاحــات. 
فالنظــام التجــاري العالمــي فــي الوقــت الحالــي لا يدعــم تنويــع الصــادرات فــي البلــدان الفقيــرة، بــل إن  الوضــع آخــذ 

فــي التدهــور! 
ــب أن  ــل، يج ــدى الطوي ــى الم ــي عل ــو العالم ــى النم ــاظ عل ــة، والحف ــدان النامي ــي البل ــادرات ف ــع الص ــز تنوي ولتعزي
تســتعيد مجموعــة العشــرين مصداقيــة النظــام القائــم علــى القواعــد. ويُعــد الحــدّ مــن تصاعــد التعريفــات 
الجمركيــة والرســوم فــي الصناعــات كثيفــة العمالــة أمــرًا بالــغ الأهميــة. فلــدى العديد مــن البلــدان الناميــة إمكانات 
ــة.  ــر الحمائي ــة والمعايي ــز الجمركي ــات والحواج ــدة الإعان ــه وبش ــا تعيق ــو م ــة، وه ــي الزراع ة ف ــتغَلَّ ــر مس ــع غي تنوي

ويمكــن أن يتخــذ كل بلــد علــى حــدة خطــوات عديــدة لتعزيــز تنويــع الصــادرات، ومــن أهمهــا تحســين كفــاءة قطاع 
الخدمــات، وتحريــر واردات الخدمــات، وتشــجيع الاســتثمار المباشــر الداخلــي. ويمكــن لإصاحــات النظــام التجــاري 

العالمــي، بقيــادة مجموعــة العشــرين، أن تســاعد فــي تعزيــز هــذه التغييــرات علــى المســتوى القُطــري.



3TASK FORCE 1. TRADE, INVESTMENT AND GROWTH

CHALLENGE

Export diversification is closely associated with rapid growth and improved stability in 
developing countries. Although policy makers usually think of export diversification 
as a shift from exporting agricultural products to exporting manufactured goods, we 
adopt a broader and more literal perspective—that is, diversification within sectors 
and across sectors. In other words, we are also interested in diversification within ag-
riculture and toward agriculture, and within services and toward services. Cadot, Car-
rère, and Strauss-Kahn (2011) developed a useful decomposition of the widely used 
Theil diversification index.1 They distinguish between diversification at the intensive 
margin (a more balanced export basket within existing products and markets) and 
diversification at the extensive margin (exports of new products or to new markets). 
Recent research has added a new dimension to measuring diversification, namely, 
quality upgradation, which is reflected in higher unit values for exports (IMF 2014). 
Our interest in these different facets of diversification reflects the fact that economic 
growth occurs across all sectors of the economy, and can take the form of improved 
quality as well as increased quantity.2 The broader this growth process, the quicker 
and more sustainable the growth is likely to be.
 
An examination of various indicators shows that in recent years export diversification 
and quality upgradation have shown little progress, and have even declined in most 
countries of Sub-Saharan Africa, the Middle East, North Africa, and Latin America (see 
figures 1 and 2). Many countries in Asia and Eastern Europe have done much better. 
Eastern European countries derived great benefits from their proximity to the Eu-
ropean Union (EU), large amounts of investment/aid from their Western European 
neighbors, accession of several countries to the single market, and the far-ranging 
domestic reforms on which their accession was conditional. Asian developing coun-
tries benefited from very high rates of domestic savings and investment, a strong 
export orientation, increased intra-regional integration, and proximity to the Chinese 
growth pole. During periods of increasing diversification, such as the years preceding 
the financial crisis, diversification in the lagging regions occurred primarily at the in-
tensive “geographic” margin, reflecting growth of exports from China and other Asian 

1.  We employ The Theil index as it is used most widely, although it has shortcomings as any index does. The 
index is complemented by the IMF index of export quality to provide a more complete picture of evolving 
export structures, including the extent to which countries are moving up the value-added chain (see 
figure 1). The data presented in this brief draw mainly from published computations by the International 
Monetary Fund (IMF), World Bank, and United Nations Conference on Trade and Development (UNCTAD), 
using the latest available years.

2.  Import diversification is also very important in promoting growth and diversification of exports. The rec-
ommendations section refers to the need for a liberal import regime, especially in intermediates.
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CHALLENGE

and European developing economies that enacted far-reaching market reforms in 
the 1990s and 2000s. The performance on the extensive margin, based on new prod-
ucts and quality upgradation, was weak even then—a sign that diversification did not 
reflect a profound structural transformation of those economies. These trends and 
those discussed below are illustrated in greater detail in a longer companion paper 
(Ait Ali et al. 2020).

Figure 1: Export Quality Index Across Economy Groups

Source: IMF

Figure 2: Diversification in Sub-Saharan Africa (Lower scores indicates lesser diversification.)

Source: IMF
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The failure of many developing nations to diversify sustainably reflects institution-
al weaknesses and inadequate policy reforms at home. It is easily shown, however, 
that the trading system—as embodied in WTO disciplines and various bilateral and 
regional agreements—is not supportive of diversification. This is not to suggest that 
a rule-based system is intrinsically harmful to the prospect of diversification; on the 
contrary, it is essential. However, despite the great progress in making trade more 
open and predictable since 1945, major distortions remain; furthermore, over the last 
three years, the trend has been toward more impediments to diversification, not less.

These impediments are observed in all four main sources of export revenue for de-
veloping countries: mining and minerals, agriculture, manufactures, and services. To-
day’s advanced countries diversified initially from agriculture to manufacturing, but 
this traditional path is far less prevalent today. 

In agriculture, productivity improvements through engaging in the world market are 
impeded by extensive protection in both advanced and developing countries. Such 
protection takes the form of high tariffs, tariff peaks, tariff-rate quotas, sanitary and 
phytosanitary standards3 that many poor countries cannot meet, and large scale sub-
sidization (see figure 3).
 

Figure 3: Average ad valorem equivalent of import duties applied to imports, and duties faced 

on exports, for all products and for agricultural products, by region, 2016.

Source: Bouet and Odjo (2019)

CHALLENGE

3.  It should be recognized, however, that legitimate sanitary and phytosanitary standards can provide im-
portant discipline to improve quality and safety in countries across the development spectrum. 
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CHALLENGE

Trade of manufactures has become far more open. However, only a few developing 
countries have been able to take advantage of this openness, and a dramatic esca-
lation of international competition occurred after the entry of China and other Asian 
and East European exporters into the global trading system. The trade barriers that 
remain are especially damaging to the prospects of the poorest countries. These in-
clude high tariffs and tariff peaks in the most labor-intensive manufactures, increas-
ing technical standards, and hidden industrial subsidies. Another barrier is the pro-
tection of intellectual property, beyond what may be reasonably required to promote 
innovation, through very long patent lives and, in some instances, the fear of meritless 
litigation. Importantly, tariff escalation provides incumbents with far higher effective 
protection than is generally understood, with Most Favored Nation (MFN) tariffs high-
est on final products (see figure 4). Discretionary preference schemes that are un-
evenly applied and require onerous certification involving rules of origin provide only 
limited relief from these barriers. Meanwhile, because of automation, manufacturing 
creates far fewer jobs than in the past.

Figure 4: World MFN Applied vs. Effective Tariffs by Product Group

Source: World Bank. World Integrated Trade Solution (WITS).
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CHALLENGE

Policy barriers to trade in services are mainly regulatory in nature and tend to be more 
complex than barriers to trade in goods. Although there has been progress in services 
trade liberalization over the years, certain sectors such as professional services remain 
characterized by high levels of protection, even in OECD countries. Restrictions on 
foreign entry, movement of people, and competition, as well as regulatory complex-
ity, are the main barriers to trade in services. Their impact varies across sectors, but 
typically these barriers are quite significant with respect to transport and professional 
services. Restrictions on foreign entry are pervasive in transport sectors and in broad-
casting and telecommunications, motivated by national security considerations. Re-
strictions on the movement of people, in turn, are significant for legal and accounting 
services as well as for infrastructure services such as construction, engineering, and 
architecture. Recent policy changes have generally increased the level of trade re-
strictions across most service sectors, affecting not only foreign establishment, move-
ment of people, and modes of trade delivery but also the remote provision of services 
(e.g. through the Internet), as barriers to computer and audio-visual services have also 
increased.4

Although tariff and non-tariff barriers on imported raw materials tend to be lower than 
those on final and intermediate products, various restrictions on trade in mining and 
mineral products, including export taxes, are disruptive to global supply chains and 
impede countries’ ability to diversify their economies in various ways. Import tariffs and 
export taxes are treated differently under WTO law. In the wake of several rounds of 
GATT/WTO negotiations, applied import tariffs have been cut, and ceilings have been 
agreed upon in many instances (Korinek 2019). However, export taxes are not subject 
to such limitations and are levied for many reasons, ranging from revenue-containing 
prices for domestic consumers to countering tariff escalation with trading partners. 
According to the World Bank, 55 countries impose 277 non-tariff measures on ex-
ports, including on metals and minerals. Currently, rigorous restrictions on exports 
of medical goods are impeding many countries, especially ill-equipped developing 
countries, from dealing effectively with the COVID-19 pandemic.

4. See OECD (2020).
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Foreign direct investment (FDI) flows are generally more stable and sustainable over 
the long term than portfolio capital flows because of the nature of greenfield invest-
ment decisions and decisions relating to acquisition of an ownership stake, which 
are difficult to reverse. The growth effects of foreign investment result mostly from 
knowledge brought into the host country by the investing entity.5 Therefore, FDI is 
key for diversifying the economies of countries at all levels of development. In manu-
facturing, foreign investment is paramount for inclusion in global value chains, which 
also allow for specialization in services. Current investment provisions in international 
law are weak. Foreign investments have limited coverage under WTO rules, and only 
some provisions under the General Agreement in Trade in Services (GATS). Bilateral 
investment treaties form the backbone of international investment rules. While these 
treaties have increased FDI between signatories by providing greater investment pro-
tection, mostly through Investor State Dispute Settlement (ISDS) mechanisms, few 
include provisions to increase access for foreign investors. Moreover, the ISDS remains 
controversial on account of concerns that it can reduce the receiving country’s ability 
to enact laws and regulations, and other policy reforms.

Since diversification often entails the exploitation of specific niches in the product 
spectrum, small and medium enterprises (SMEs) can often play a crucial role in diver-
sification. However, their small size often impedes them disproportionately as they try 
to internationalize their activity.

5. For a discussion on the growth effects of FDI, see Borensztein et al. (1995).

CHALLENGE
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PROPOSAL

Export diversification helps promote economic growth and stability in developing na-
tions. These nations account for a large and growing share of global economic activi-
ty, but the world trading system exhibits, besides numerous and significant benefits, 
numerous barriers to diversification; furthermore, these barriers are also rising. What 
can be done to address this? We distinguish between steps that need to be taken at 
the level of the G20 and those that individual countries can take on their own. 

G20 trade policy and the WTO
A rule-based global trading system assures predictability and openness and is essen-
tial to promote export diversification. The present system is far from perfect, but it is 
anchored in non-discrimination principles and binding market access commitments; 
furthermore, it is complemented by an effective dispute settlement mechanism to 
secure enforcement. The WTO, and before it, the General Agreement on Tariffs and 
Trade, have provided a solid foundation for rapid economic growth. Yet the system 
suffers from long-standing pockets of entrenched protectionism in trade in goods—
particularly in agriculture—as well as from high barriers to trade in services that limit 
countries’ diversification potential. 

In recent years, the trade policy landscape has deteriorated rapidly and alarming-
ly. Managed trade is gaining traction, rules are becoming increasingly fragmented 
among competing spheres of influence, and global trade governance is weakening. 
In addition, the system needs to catch up with economic and technological transfor-
mations, discipline other distortions, and move toward more inclusive and sustain-
able outcomes (Tan and González 2020). 

If countries are to have the opportunity to diversify their exports as a means to grow 
and to reduce volatility, it is necessary to revitalize global trade rule-making through 
international cooperation. Cooperation is also required to further secure open mar-
kets, not only in advanced economies, but also in emerging markets—these markets 
are critical for geographic diversification and yet tend to maintain high trade barriers. 
Priority areas for collective action, if not among all then among the willing, include:

•  Reducing and eliminating tariff escalation, tariff peaks, and high tariffs that 
constrain value addition in both agriculture and manufacturing, particularly in 
potential export products of developing countries. 
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PROPOSAL

•  Strengthening and updating rules to tackle trade-distorting subsidies. In the case 
of agriculture, domestic support measures that negatively impact production and 
trade, with high concentrations in specific commodities, should be significantly 
reduced; in the case of manufactures, there is a compelling case to clarify and 
agree on new rules, particularly to govern provision of subsidies by state-owned 
enterprises in non-market economies.

•  Limiting export restrictions and export taxes on natural resources to avoid disruption 
of global supply chains.

•  Leveraging the GATS platform to reignite a round of services trade liberalization, as 
it relates to cross-border trade or FDI, and concluding the ongoing negotiations on 
disciplines for domestic regulations.

•  Adopting a set of rules for investment facilitation to streamline investments, foster 
transparency, and improve implementation of domestic regulations.

•  Agreeing on a framework to govern digital commerce to reduce transaction costs 
and create new opportunities and sources of value addition.

•  Supporting the improved participation of micro, small, and medium-sized enterprises 
in international trade through a set of horizontal and non-discriminatory solutions 
that avoid subsidies and preferences, which distort competition. Aid programs—
through bilateral agencies or the International Financial Corporation—can promote 
the establishment of SME support centers, export promotion programs, or Aid for 
Trade programs that target the opportunities open to SMEs. Key areas in which 
SMEs need support are market intelligence, regulatory information, and financing.

Additionally, resolving the crisis of the WTO dispute settlement mechanism is critical 
not only for conflict adjudication, but also because the crisis may reduce the ability of 
WTO members to engage in further rulemaking to support diversification.

National trade policies
Although international economic cooperation is needed to adopt new trade rules and 
improve access to foreign markets, countries can also adopt unilateral measures to 
improve their own export competitiveness and realize their diversification potential. 
A national action plan for trade diversification could include the following measures:
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•  Reducing or eliminating tariffs on raw materials, inputs, and capital equipment to 
facilitate integration into global and regional value chains and to foster technology 
transfer.

•  Revisiting non-tariff barriers, particularly to align standards with export markets, and 
thereby reduce the time and cost of compliance, and support quality infrastructure.

•  Reducing high costs of export and import by streamlining both border and 
documentary compliance, and reducing restrictions to trade in services, which 
may hinder logistics performance, transport connectivity, and distribution services.

•  Liberalizing trade in services and adopting an appropriate regulatory framework 
to foster competition in energy, telecommunications (acknowledging national 
security concerns), financial services, and professional services that are a source of 
competitiveness for downstream products and services. 

•  Implementing an investment-friendly regime to facilitate, attract, retain, and expand 
FDI, particularly in non-traditional sectors that contribute to trade diversification 
and integration into supply chains.

•  Adopting a legal framework conducive to digital trade, including provisions 
to guarantee free data flows and safeguard privacy and security, among other 
concerns. 

•  Supporting the integration of SMEs in international trade through appropriate 
trade, finance, and export promotion measures.

The measures outlined above require G20 leadership, with close collaboration be-
tween members from both developing and advanced countries, as well as concerted 
policy reforms at both the multilateral and national levels. The benefits that would ac-
crue from the export diversification and growth acceleration of lower-income coun-
tries, which are home to a large share of humanity and nearly all of the world’s abso-
lute poor, are difficult to overstate.

PROPOSAL
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