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INTRODUCTION

Trade costs matter. They exert a strong in�uence on trade �ows; on who trades what and with whom; on where 
products are made and services traded; and on the goods and services available to consumers and the prices they 
pay for them. Trade costs interact with economic fundamentals like technology and factor endowments (labour and 
capital) to produce the pattern of trade and production we observe around the world. As such, they have a great 
potential to in�uence the trajectory of a country’s economic development. Box 1.1 below provides an overview of why 
trade costs matter in the opinion of some least developed country (LDC) governments.

Source: OECD/WTOAid for Trade monitoring exercise, 2015. 
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 Figure 1.4  Correlation between improvement in logistics performance and  
GDP growth rate
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 Source: UNESCAP-World Bank Trade Costs Database; World Development Indicators.

 Figure 1.5  What contribution can reducing trade costs make to the target of inclusive, 
sustainable growth? 
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WHAT ARE TRADE COSTS?

In the economic literature, trade costs are de�ned as: “…[a]ll costs incurred in getting a good to a �nal user other than 
the cost of producing the good itself: transportation costs (both freight costs and time costs), policy barriers (tari�s and 
non-tari� barriers), information costs, contract enforcement costs, costs associated with the use of di�erent currencies, 
legal and regulatory costs and local distribution costs (wholesale and retail)” (Anderson and Van Wincoop, 2004).

Although we live in an increasingly interconnected world, goods and services do not �ow seamlessly across borders. A 
range of factors create friction, which in turn generates costs (Moïsé and Le Bris, 2013). How trade costs and economic 
fundamentals interact explains, in large part, the range of goods and services exported and the markets served by 
exporters and importers. The 2015 monitoring exercise asked for respondents’ views on a representative cross-section 
of trade costs:

  For merchandise goods, the questionnaire surveyed views on trade costs: impacts of border 
procedures (i.e. trade facilitation); tari�s, fees and other charges; non-tari� measures; transport 
infrastructure; and access to trade �nance. 

  For services, the following trade costs were considered: network infrastructure (ICT, power, telecoms); 
transport infrastructure; non-recognition of professional quali�cations; restrictions on commercial 
presence; restrictions on the movement of natural persons; a poor regulatory environment for services; 
tari�s on product inputs (e.g. on computers for ICT services); and low skill levels in the services sector.

Economists distinguish between �xed and variable trade costs. Fixed costs require investment (e.g. investment needed 
to meet a product standard in an importing market). Considering just a single period of operation, �xed costs are 
typically paid once. Variable costs are paid per unit shipped (e.g. transport costs). The international movement of goods 
is itself costly. Products need to be moved from a factory to a port or airport, processed at the border and loaded onto 
a cargo ship or airplane. They are then transported an often long distance and unloaded, processed again at the border, 
transferred onto a truck or train and moved into a local distribution network so that they can �nally reach the consumer 
in the importing country. Externalities such as congestion and pollution arise in this process. Where markets do not 
operate e�ectively, pure friction, or economic “waste”, can occur.

IADB (2008) identi�es at least three factors that set transport costs apart from other trade costs, particularly tari�s:

 Unlike tari�s, transport costs are highly variable over time and the degree of uncertainty is likely to be directly 
correlated to the quality of the country’s infrastructure (quality of the regulation included). A high degree of 
uncertainty is likely to inhibit trade, particularly trade of new products, irrespective of the level of transport costs.

 Unlike tari�s, transport costs are not a simple, �xed proporte
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Trade costs in goods markets take many forms. Tari�s are one well-known component, but they only account for a 
relatively small part of the total level of trade costs in most countries. Non-tari� measures are also important, including 
product standards, as well as other types of regulation that make it more costly to do business abroad than at home. The 
business environment and commercial and governance institutions also matter because they a�ect the cost of doing 
business for foreign �rms. Over the last two decades, trade in services has expanded rapidly to reach more than a �fth of 
global trade �ows. The participation of developing countries in this trade has increased dramatically, rising from 11% of 
world services exports in 1990 to 20% in 2011. As an input into other economic activities, services are a direct determinant 
of country’s competitiveness. Services such as telecommunications, energy, transport and business services are critical 
inputs into the production of goods and other services and in�uence productivity and competitiveness. Opening up 
to services imports and Foreign Direct Investment (FDI) can be an e�ective mechanism to increase the availability, 
a�ordability and quality of these services, which are crucial for export diversi�cation, economic growth and poverty 
reduction. In addition, services can o�er dynamic new opportunities for exports (World Bank, 2015 monitoring exercise).  

Services trade also involves transaction costs. Where pure cross-border trade is possible – for instance, via the internet – 
issues such as transport costs do not arise. Nonetheless, there may be issues of regulation or infrastructure investment 
that generate friction. Trade in services is governed entirely by domestic regulation. The regulatory framework governing 
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The case of trade costs that stem from policy-related factors is even starker: action by Policy makers can reduce such 
costs substantially because they have endogenous causes. Policy measures a�ecting trade costs come in three types: 
at the border, between borders and behind the border (Figure 1.6).

 Figure 1.6 Types of trade costs in goods markets

Source: O�ce of Chief Trade Adviser, Joint OECD/WTO Aid for Trade monitoring exercise, 2015.

The Paci�c Islands are some of the remotest economies on earth. They are far from major trade routes and even 
from each other, which makes trade integration di�cult. They face particularly high levels of trade costs as small 
island developing states. The PACER Plus agreement currently under negotiation is designed to support Paci�c Island 
countries’ increased participation in international trade. The Agreement will not be a traditional free trade agreement 
as its primary objective is to promote the economic development of Paci�c Island Countries. It contains chapters on 
issues such as Customs Procedures, Transparency, SPS and TBT measures and co-operation fora chapter on economic 
and development, including addressing supply-side constraints co-operation. The latter will assist developing country 
parties to implement the Agreement and maximise the bene�ts �owing from it. The two developed country markets 
will be sources of technical assistance and capacity building in various areas, in particular trade facilitation, in line with 
the new WTO TFA agreement. 

BOX 1.4 The Pacific agreement on closer economic relations (PACER) plus

 Source: Shepherd 2015.
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So far, the analysis has focused on policies at and between borders. But behind-the-border policies are also relevant 
(e.g. Moïsé and Le Bris, 2013). Wholesale and retail distribution, as well as transport and logistics, determine the ability 
of producers to get their goods to market in a cost-e�ective way. Countries with poorly performing distribution and 
logistics networks tend to su�er from high trade costs and can become insulated from world markets. In some countries 
in West Africa, for example, completion of national markets – not just the interface between national and international 
markets – is an issue. Roadblocks are frequent along main trucking routes (Figure 1.7), which lead to signi�cant delays 
and the prevalence of uno�cial “speed money” payments that add to overall transaction costs and uncertainty. A 
trade costs priority for these countries is reducing or eliminating internal roadblocks, which is not an easy matter in 
an environment of weak and fragmented governance. It is, however, an area in which local governments and regional 
institutions are active. Despite the di�culties, progress has been reported between 2010 and 2013 in addressing this 
issue through the West Africa Trade Hub/UEMOA Improvement in Road Transport Governance Project (IRGT). 

Another policy question of relevance for trade costs is product standards. This is a type of behind-the-border measure 
that is usually not protectionist in intent but can be in practice because of the competitive advantage it creates for 
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Mode 3. Some countries apply restrictions on commercial presence in certain sectors, for example, only permitting 
foreign companies to enter the market through a joint venture with a local company or setting foreign ownership 
limits. Restrictions on commercial presence, such as a form requirement, limit a company’s ability to compete in the 
marketplace in the most e�cient way possible and therefore increase trade costs.

GATS Mode 4 is also a potentially important way for services to be traded internationally. In this case, the service provider 
(a natural person) moves temporarily to provide the service to the overseas consumer and then returns home. Globally, 
Mode 4 trade is relatively restricted. One possible reason is that Mode 4 trade intersects with countries’ visa regimes, and 
this trade is seen as having potential implications for local labour markets. 

Common to all the GATS modes of supply is the issue of regulation (Figure 1.12). And it is not just border regulations 
that matter for trade costs. As in the case of goods, behind-the-border regulatory measures also play an important role. 
Particularly in the case of services, an important factor is regulatory heterogeneity, i.e. di�erences in sectoral regulations 
between countries. Services �rms develop their business models based on a particular regulatory and institutional 
environment. Making that business model work in a foreign setting can be challenging because the regulatory and 
institutional environment may be quite di�erent. Transactions that can be legal in one form in one country may need to 
take a di�erent form in another. Advertising needs to be adapted to meet not only local standards but also local tastes 
and interests. More generally, services need to be tailored to meet the environment in which they are being supplied. 
All of this adds to the cost of doing business abroad as opposed to at home. To a large extent, it is likely factors such 
as these that make it plausible that despite improvements in ICTs, trade costs in services remain high, potentially even 
higher than in goods markets, as noted above.

 Figure 1.12  Partial typology of policy measures affecting trade costs in services, according 
to the GATS mode of supply

 Source: Shepherd 2015.

Respondents to the OECD-WTO monitoring exercise provide an indication of the most important sources of trade costs 
a�ecting services’ trade (Figure 1.13). The two most commonly cited are network infrastructure, such as information and 
communication technologies, and transport infrastructure. These issues are important to all service providers because 
ICTs are typically an important input into the production of modern services. However, network services are of particular 
importance to services traded by GATS Mode 1 (pure cross-border supply), which includes international e-commerce. 

MODE 1 MODE 2 MODE 4



50

CHAPTER 1: WHY TRADE COSTS MATTER FOR INCLUSIVE, SUSTAINABLE GROWTH

AID FOR TRADE AT A GLANCE 2015: REDUCING TRADE COSTS FOR INCLUSIVE, SUSTAINABLE GROWTH - © OECD, WTO 2015

A key issue to emerge from these data is that for partner countries GATS Mode 1 is a key mode of supply. This �nding 
makes sense because GATS Mode 3 (commercial presence) requires substantial investment resources that may not be 
available in the developing country context, although it is often the preferred means of entry for developed country 
�rms. E-commerce may be particularly attractive to developing country service providers because of its low start-up 
and operational costs and could represent a signi�cant commercial opportunity in the future.

In addition to issues of infrastructure and connectivity, the Survey data highlight a number of areas in which opening 
up to services trade could be bene�cial in terms of reducing trade costs. Although opening up can provide competitive 
discipline for local �rms and induce quality and process upgrading, it is also important to ensure that there is a sound 
basis in place for developing the competitiveness of the services sector (locally owned and foreign invested). Aid for 
Trade has a role in developing this kind of supply side capacity.

 Figure 1.13  Importance of trade costs sources (services): partner country view
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Working together, donors and partner countries have seen concrete results come from aid-for-trade initiatives in their 
priority areas (Figure 1.15). There have been improvements in trade facilitation, infrastructure and non-tari� measures, 
in particular.

 Figure 1.15  Impacts from actions to reduce trade costs
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 Source: OECD/WTOAid for Trade monitoring exercise (2015).

Trade costs in goods and services markets have been presented separately in this chapter, but they can also interact in 
complex ways. In the context of GVCs, for example, lead �rms often need to supply headquarters (business) services to 
subsidiaries and even arm•s-length suppliers that provide inputs into the �nal production process. Restrictions on trade 
in services can therefore increase trade costs in goods sectors, as well as in services sectors. Similarly, service providers 
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Policies designed to reduce trade costs have been extensively modelled using CGE models. The net result is standard 
across models: lowering trade costs has the potential to support a major boost in trade �ows and enhances welfare. 
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There has also been signi�cant activity in relation to non-tari� measures, particularly product standards. For instance, 
UNIDO (United Nations Industrial Development Organization) – operating under programmes �nanced by the EU, the 
UNDP (United Nations Development Programme) and the Norwegian Agency for Development – has assisted Malawi 
in developing robust national infrastructure. The Malawi Bureau of Standards was identi�ed as a critical point in the 
country’s quality infrastructure and the areas of testing and certi�cation were also seen as needing to improve relative 
to the strong demand for them from industry. The response has been an ambitious programme of capacity building 
so that tests, inspections and certi�cations issued by Malawian authorities can be recognised internationally, thereby 
reducing compliance costs for exporters. 

As these examples show, targeted interventions can signi�cantly alter the trade costs landscape in developing countries. 
They, of course, need to be demand driven: the partner country must identify and prioritise needs and international 
resources can then be mobilised for delivery and upgrading. These three key areas are widely recognised to be the 
most important ones for aid for trade that aims to reduce trade costs in the developing world, but they are of course 
not the only ones. Interventions in other areas also matter, depending on particular national contexts. The key is for 
interventions to be backed up with su�cient resources, as well as the availability of technical know-how, to make a 
sustained di�erence in the trade costs environment of a partner country or group of partner countries. 
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