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Foreword

Global Economic Prospects and the Developing Countries is an annual report prepared
by the staff of the World Bank's Development Prospects Group. The series provides
an annual assessment of global economic prospects as they affect developing coun-
tries and analyzes the links between developing countries and the world economy,
particularly in the areas of trade, foreign direct investment, and other capital flows.

This 1997 report projects an increase in the growth rate of global output. The
improvement is likely to be especially notable for Sub-Saharan Africa, which grew
at around 4 percent in 1995 and 1996, and for the developing countries of Europe
and Central Asia, which are just now starting to emerge from a painful transition
process. Although the East Asian countries will have difficulty maintaining the
extremely rapid pace of growth that they have enjoyed in the past decade, they are
likely to continue to grow strongly, in part because of the liberalization of world
markets.

This report places special emphasis on the role of the "Big 5" developing and
transition economies-China, India, Indonesia, Brazil, and Russia-in the future of
the global economy. Today, these countries account for half of the world's labor
force but for less than a tenth of global output or trade. Currently their share of
global trade is only one-third the size of the European Union's share; by 2020,
according to the conservative assumptions made by the report, it could be 50 per-
cent larger than the EU share. These changes in the international pattern of spe-
cialization will have an important impact on both industrial and developing
countries. The report finds that the benefits of this expansion-both in terms of the
growth of an important export market for the rest of the world and as a source of
imports-will be very large. Although these benefits are likely to be associated with
some transition costs, there is little evidence to support two of the most common
fears: downward pressure on unskilled wages in industrial and other developing
countries and upward pressure on energy and food prices.

In addition to assessing the current state of the world economy, each Global
Economic Prospects addresses a few important topics. This report discusses the
expansion of global production and the costs of making the transition to a more
open economy. Since 1990, when the first Global Economic Prospects was published,
we have seen foreign direct investment flows to developing countries more than
quadruple, so that now they are the single most important source of external
finance for developing countries. This massive expansion of global production net-
works by multinational enterprises has brought us to the point where about one-
fifth of world GDP today is produced by the parents and overseas affiliates of
multinational firms. Foreign direct investment is not just an important source of
new plant and equipment; it also represents a crucial link in the global transmis-
sion of knowledge. This report highlights the increasingly important role that
multinational enterprises play in the transfer of intangible assets, like management
skills and technical know-how. It also stresses the importance of maintaining a high
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degree of competition in host country markets as a prime condition for maximiz-
ing the knowledge transfer and other benefits of global production.

The growth in capital flows has been mirrored by the acceleration of interna-
tional trade. If the pace of change is intensifying, then the ability to adapt is becom-
ing even more critical. The report reiterates previous findings showing little
evidence that trade liberalization has hurt aggregate employment-probably the
single most important concern-but also underlines that the costs of adjusting to
trade liberalization can be larger or smaller depending on the presence of certain
conditions. Critical among these is investor confidence, which in turn depends on
macroeconomic conditions and on the belief that liberalization will not be reversed.
Also important is the flexibility of labor markets and a proper regulatory environ-
ment that allows producers to respond to changed conditions. Sometimes the lack
of flexibility associated with large and inefficient state-owned enterprise sectors
can increase the costs of adjustment.

Global Economic Prospects is part of an ongoing attempt to understand the dynam-
ics of globalization, including its promises and its potential pitfalls. It clearly does not
exhaust this extremely important topic. The questions raised by the report are vital,
and we intend to come back to them as more evidence and research accumulate.

Joseph E. Stiglitz
Senior Vice President, Development Economics

and Chief Economist
The World Bank
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Summary

Developing country growth in 1996 was the highest ond change is the expansion of global production net-
so far this decade, an estimated 4.5 percent including works by multinational enterprises, a trend that has
transition economies. Excluding these economies, been especially pronounced in developing countries
growth was 5.6 percent, the most rapid rate in twenty in the 1990s and that opens new avenues for acquir-
years. Just as important, more low-income countries ing international know-how and participating in the
are sharing in faster growth: in Sub-Saharan Africa gains from international trade. Finally, globalization
growth has run at about 4 percent for two years, over is not only creating remarkable opportunities for
2 percentage points higher than the trend in the pre- countries to enhance their development, it is also pos-
ceding decade, while in India it has topped 6 percent ing broad and more complex policy challenges for
for three years running. The integration of developing governments, notable among them the proper han-
countries in the world economy, the theme of the last dling of the costs of adjustment associated with trade
two Global Economic Prospects reports also gained liberalization.
ground: foreign direct investment in developing
countries topped $100 billion for the first time in 1996, The rapid growth and integration of the Big 5
approaching 2 percent of their GDP. Developing coun- developing and transition economies over the next
tries' international trade volumes expanded at a quarter century will generate important net benefits
robust pace of close to 7 percent, despite a downturn for the world economy, but also significant economic
in overall world trade growth. adjustments, including those driven by greater

The external environment for developing countries competitive pressures in labor-intensive manufactures
is expected to remain broadly favorable over the com- markets.
ing decade. World output growth in 1997-2006 is
expected to average 3.4 percent a year, more than a Increased integration and faster growth in China,
half percentage point higher than during the past India, Indonesia, Brazil, and Russia-five countries
decade, combined with modest inflation of about 2.5 that today account for half the world's labor force but
percent in the Group of 7 (G-7) countries and real only 8-9 percent of its GDP or international trade-
short-term interest rates of slightly more than 3 per- will likely redraw the economic map of the world over
cent. In this setting developing country growth is the next quarter century. For example, although these
expected to average near 5.5 percent, double its pace countries' share of world trade is barely one-quarter
in the preceding decade, accompanied by mounting that of the European Union today, it could, under rea-
capital inflows and solid increases in trade of 7-8 per- sonably conservative assumptions, be 50 percent
cent a year. larger by 2020. The share in world output of both the

This year's Global Economic Prospects reviews the Big 5 and developing countries in general will nearly
implications for developing countries of three impor- double, with developing countries absorbing half the
tant changes in the world economy that globalization growth in industrial country exports over the next
is bringing about. First, five large developing and quarter century. Model simulations for the world
transition economies-China, India, Indonesia, economy in 2020 suggest that the emergence of the Big
Brazil, and Russia-are likely to emerge as key play- 5 will generate significant welfare gains for both the
ers in the world economy over the next quarter cen- industrial countries and most other developing coun-
tury. This will create broad new opportunities for tries, resulting from broader opportunities for spe-
trade and investment but will also require significant cialization along lines of comparative advantage and
adjustments in international patterns of specialization from improved terms of trade. Importantly, the emer-
for both industrial and developing countries. The sec- gence of the Big 5 is expected to have a beneficial effect



on real wages for both skilled and unskilled workers markets, introduction of new ideas or technologies,
in most countries and regions. and, generally, faster catch-up with best practices in

Among developing regions the Middle East and the world economy. The challenge for policymakers in
North Africa, Sub-Saharan Africa, and Latin America developing countries is to establish conditions that
and the Caribbean derive the largest welfare gains help attract more global production and realize more
from the emergence of the Big 5. Trade liberalization of its benefits. These include political and macroeco-
and increased participation by countries with abun- nomic stability, open trade and investment regimes,
dant unskilled labor, such as China and India, are better transport and communication infrastructure,
expected to lower relative prices for some labor- adequate protection for property rights, and a pre-
intensive products, generating some pressure on dictable institutional environment without excessive
unskilled wages in a few countries with closely simi- red tape. Ensuring that foreign and domestic firms
lar endowment structures. These countries will, how- face a high degree of competition in host country mar-
ever, have the incentive and the ability to offset such kets is likely to be important in maximizing the
pressures by accelerating their own trade liberaliza- spillover benefits of global production.
tion, a policy tending to benefit the most abundant
factor of production (unskilled labor), and by under- Concerns about job losses and other adjustment costs
taking other reforms to improve the efficiency of still deter many developing countries from undertaking
resource allocation and use. The analysis also sug- or extending trade liberalization, though the evidence
gests that fears that fast growth in the Big 5 will gen- suggests that such costs tend to be more limited than is
erate significant increases in world food and energy sometimes feared. Nevertheless, there is much that
prices do not appear to be well founded. governments can do to minimize adjustment costs, as

well as to carefully manage the political economy and
Participation in the global production networks equity issues that trade liberalization may raise.
established by multinational enterprises provides
developing countries with new means to enhance There is growing evidence that increased openness
their economic performance by accessing global and faster economic growth go together, suggesting
know-how and expanding their integration into that the longer-term effects of trade liberalization on
world markets. employment, wages, and income are likely to be

strongly positive. To be effective, however, trade lib-
Several trends in the world today are contributing to eralization requires resources to be redeployed

the expansion of cross-border production by multina- between sectors. In the process, workers in import-
tional enterprises and their networks of closely associ- competing industries may become unemployed for a
ated firms. These include the liberalization of economic time. The output losses suffered by the economy as a
policies in most countries, continuing reductions in the result-the social costs of adjustment-are expected
costs of transport and communications, and the grow- to be temporary, and empirical estimates suggest that
ing importance of knowledge and other intangible they tend to be small, especially relative to benefits.
assets in modern production and distribution. These The size of adjustment costs will nevertheless be
forces are heightening the competitive pressures on affected by the policy environment, and there is indeed
firms in both industrial and developing countries, much that governments can do to minimize them.
while also facilitating their efforts to improve efficiency Adjustment costs will be lower if macroeconomic sta-
and gain access to new markets by reorganizing pro- bility and other complementary policies strengthen the
duction processes on a global basis. A fifth of world credibility of reforms and support a quick and substan-
manufacturing output today is produced by affiliates tial increase in new private investment. Adjustment will
of multinational enterprises. A third of world trade is be delayed and its costs will be higher if labor and other
now intrafirm. And in the 1990s developing countries factor markets are distorted and inflexible. Extensive
have become the fastest growing location for cross-bor- government regulation of formal labor markets can be
der production by multinational enterprises. an important source of such inflexibilities, as can the

Perhaps the defining characteristic of multinational employment practices of state-owned enterprises in
enterprises is their ownership of specialized intangi- some countries, for example, overstaffing, unrealisti-
ble assets, such as knowledge about how to produce cally high wages, or excessive job security regulations.
cheaper or better-quality products, superior ability to Trade reforms are undertaken because they yield
innovate, and special skills in design, styling, promo- large net social gains. By contributing to improved
tion, marketing, or sales-assets that create the basis growth in the longer term, liberalization is likely to
for indirect or spillover benefits in host countries. make a substantial contribution to the reduction of
Such benefits include diffusion of improved manage- poverty. And where unskilled labor is the relatively
ment and labor skills, better information about world abundant factor of production, it is likely to raise
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returns to this factor. Nevertheless, the private costs of most of the countries in the region are expected to
trade liberalization for specific groups, such as capi- recover much of the ground lost during the difficult
talists and workers in the previously protected sectors transition to a market economy. Developing countries
of the economy, can sometimes be large. Given that in South Asia will continue to show faster growth in
these losses are usually more concentrated among a output and investment and will further increase their
few groups than are the larger but more widely dif- share of world trade. Though there is still some way to
fused gains from trade, the opposition to liberalization go before firms in India are fully exposed to interna-
will often be more focused and better organized polit- tional markets, recent reforms there have proved
ically than is support for it. Thus understanding and resilient and growth in the South Asia region is
managing the political economy dimensions of the expected to improve on historical trends. Countries in
reform process may well be essential to its sustainabil- Latin America, which have become considerably more
ity in the long run. In addition, it may also be desirable, integrated into the world economy over the past
for equity reasons, to implement carefully designed decade, should also experience a substantial accelera-
social safety net measures to assist the most vulnera- tion in growth in the next decade, though in some large
ble groups that may be adversely affected by reforms. countries in the region the risk of macroeconomic insta-

bility persists.
The outlookfor theexternal environmentfordeveloping Prospects for the global economy are among the
countries is perhaps even morefavorable in the next ten most promising for growth and poverty reduction in
years than in the last ten, contributing to the developing countries in many decades. However, such
expectation that aggregate developing country growth encouraging projections must be qualified by signifi-
will increase markedly in the coming period. cant areas of risk for individual countries, including
Nevertheless, some developing regions remain better macroeconomic imbalances or financial sector weak-
positioned than others to adapt to a rapidly changing nesses that increase exposure and vulnerability to
external environment, suggesting that wide disparities external shocks. Strengthening the framework of insti-
in economic performance will persist. tutions and improving access to information to allow

markets to work more effectively will be an important
The international economic environment for devel- consideration for development strategy in many coun-

oping countries remains favorable, though it is likely tries.' Growing competitive pressures and rapid trans-
to be one characterized not only by burgeoning formation of the world economy along many
opportunities but also by increasing challenges that dimensions will give unprecedented weight to the
place a premium on adaptability to change. The main ability to handle change. Careful management of the
features of this external environment include broadly transitional strains associated with global integration
stable world macroeconomic conditions, expanding will be an important task for all countries in the com-
flows of private capital to countries maintaining ing decades. This is a lesson underlined by the experi-
sound policies, and world trade growth at a solid 6-7 ence of the late nineteenth and early twentieth
percent a year, underpinned by consolidation of the centuries, a period that saw first a great expansion,
multilateral trading system and continued policy lib- then an erosion, and ultimately a reversal of integra-
eralization. tion. As to the risks to the natural environment from

Current projections look to an improvement in faster growth in the long run, greater reliance on mar-
developing country growth to 5.4 percent in 1997-2006, ket forces is likely to be reflected in many countries in
up from 2.6 percent in the past decade. (Excluding tran- more efficient use of natural resources such as energy.
sition economies, growth rises from 4.4 to 5.5 percent.) Demand for a cleaner environment rises with income,
Growth is expected to increase in every region except and so growth in developing countries will also be
East Asia, where it should still remain high. Sub- associated with greater incentives for policymakers to
Saharan Africa and the Middle East and North Africa, implement strong environmental policies over time.
two regions where incomes fell in the last ten years, are Nevertheless, given the complexity and scope of this
expected to achieve positive per capita income growth. issue, it is clear that analysis of the environmental
But the projected pace of about 1 percent would remain implications of global integration is an important task
below that in high-income countries. In some of these for further research.
countries basic political and macroeconomic condi-
tions for investor confidence are still lacking, and many Note
enterprises remain relatively cut off from foreign mar-
kets and competition because of policy weaknesses, 1. Joseph E. Stiglitz, "Agenda for Development in the
institutional impediments, and inadequacies in trans- Twenty-First Century," in Boris Pleskovic and Joseph E.
port and communication services. The same is true of Stiglitz, eds., Annual World Bank Conference on Development
some economies in Europe and Central Asia, although Economics 1997, Washington, D.C.: World Bank, forthcoming.
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Prospects for developing countries
in a fast-changing international environment

Developing countries as a group experienced both as they look toward the new millennium is the impli-
higher growth and lower inflation in 1996. Trends in cation for both developing and industrial countries of
low-income countries and regions were especially the integration of China, India, Indonesia, Brazil, and
encouraging. In Sub-Saharan Africa real per capita Russia into the world economy-the "Big 5" develop-
income increased for a second consecutive year. In ing and transition economies, which account for half
India growth was over 6 percent for the third year run- the world's labor force. The answer depends critically
ning. Private capital flows to developing countries on the progress of reforms in these countries, but also
rose by a third to a new record, and foreign direct on continued efforts by countries everywhere to
investment (FDI) exceeded $100 billion for the first achieve a more liberal international trade and invest-
time. International trade volumes continued to rise ment climate. To assess the risks to the process of
relative to output in most countries. Developing coun- globalization, it is possible to draw some lessons from
tries increased their participation in multilateral and the experiences of the late nineteenth and early twenti-
regional trade liberalization agreements: some forty eth centuries, a period that saw first a great expansion
signed the World Trade Organization's 1997 Agree- and then a gradual erosion of global integration,
ment on Basic Telecommunications Services to liber- culminating in widespread protectionism in the inter-
alize the $600 billion global telecommunications war period.
services market, and Turkey established a customs This chapter reaches several conclusions:
union with the European Union in 1996. * The global environment for developing coun-

Greater intemational integration over the past tries remains broadly favorable. Industrial
decade has contributed to higher growth in many countries are seeing modest growth, low infla-
developing countries, a point discussed in Global tion, and moderate real interest rates. Progress
Economic Prospects 1996. Yet it is obvious that not on a wide range of trade and investment liber-
everything is well. Many developing countries that alization initiatives should allow the faster
lag in policy reforms risk becoming marginalized in a growth in world trade and international capital
more integrated world economy. Recovery among flows of the past decade to continue. In this
industrial countries has also been uneven. Growth in environment, and given likely trends in policy
Japan and continental Europe was weak or erratic, reforms, aggregate annual growth in develop-
averaging only 1.7 percent and 1.5 percent in 1991-96, ing countries is expected to rise to 5.4 percent in
respectively. In many European countries unemploy- 1997-2006 from only 2.6 percent in the previous
ment rates now hover around postwar highs. Even in decade, improving in every region other than
the United States concerns about falling wages for East Asia, where it is nonetheless expected to
low-skilled workers cast a shadow over an otherwise remain high. Wide disparities will persist, how-
exceptional combination of sustained growth, falling ever. Despite encouraging recent evidence, it is
unemployment, and low inflation. These difficulties too early to say that the two regions that have
have contributed to growing debate over the potential lagged others in growth and investment in the
consequences of globalization and increased focus on past ten years-Sub-Saharan Africa and the
structural reforms as a way to improve long-run eco- Middle East and North Africa-are on a firm
nomic performance. recovery path.

What are the long-term prospects for the developing * Despite the favorable long-run outlook, it would
countries in the light of fast-changing global conditions be imprudent for developing countries to assume
and the likely progress of international economic inte- that recent exceptional conditions will continue
gration? An important question that policymakers face in all respects. Stronger growth in industrial
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countries in 1997-98 is likely to support a rise in incentives for countries to maintain open,
interest rates from recent low levels. Growth in investor-friendly policies that help them secure
private capital flows to developing countries- profitable niche markets in the world economy.
especially interest-sensitive portfolio bond * More countries are looking to global integration
flows-may therefore slow. Countries where as an important vehicle for improving their eco-
flows are financing high current account deficits nomic performance. The experience of the late
and where domestic banking systems are bur- nineteenth and early twentieth centuries-with
dened with bad debt problems may then be vul- first an expansion and then a reversal of inte-
nerable. In general, globalization is demanding gration-cautions against complacency, how-
higher-quality macro- and microeconomic poli- ever. Although today's globalization is better
cymaking from governments over a broader and grounded in several ways, history suggests
more complex field, including not only macro- eventualities in which it could be undermined;
economic stabilization and trade liberalization for instance, growing great-power rivalry, fail-
but also enhanced competition and improved ure to maintain a sufficiently broad social con-
regulation and supervision in financial, telecom- sensus in favor of integration, and international
munications, and other service sectors. macroeconomic instability.
Rapid growth and global integration of the Big 5
low- and middle-income countries over the next Global environment for developing countries
quarter century will imply a dramatic increase in
their role in the world economy, producing signif- Since the mild recession of the early 1990s, develop-
icant changes in global patterns of resource allo- ments in the world economy have contributed to the
cation, production, trade, and relative prices. The consolidation of a notably stable international macro-
analysis suggests the likelihood of considerable economic environment. High-income OECD coun-
benefits for industrial and most developing coun- tries, which account for about 60 percent of
tries from improved terms of trade and better allo- developing countries' exports, have registered mod-
cation of resources along lines of comparative est growth in gross domestic product (GDP) of 2.5 per-
advantage, as well as benefits for both unskilled cent a year since 1994. Though world trade growth
and skilled workers. Significant competitive slowed in 1996 from a cyclical upswing in 1994-95, it
pressures in world markets for labor-intensive was not much below the 6.3 percent averaged since
manufactured products will, however, increase the beginning of the decade (table 1-1). Inflation

A broadly favorable external economic environment is forecast for developing countries

Table 1-1 Global conditions affecting growth in developing countries, 1974-2006
(Average annual percentage change, except for uBOR)

GEP 1996
Estimate Forecast forecast

Indicator 1974-80 1981-90 1991-95 1995 1996 1997-2006 1996-2005

Real GDP in G-7 countries 2.5 2.9 1.8 1.9 2.3 2.6 2.8
hiflation in G-7 countriesa 10.1 4.6 2.8 2.0 2.1 2.5 2.6
World tradeb 4.8 4.2 6.3 9.1 5.4 6.4 6.3
Nominal LIBOR (six months; US$) 9.5 10.0 4.9 6.0 5.7 6.2 6.1
Real six-month LIBORC 0.2 5.0 1.7 3.2 2.5 3.1 3.3
Price indexes (US$)
G-5 export unit value of manufacturesd 11.6 3.3 3.6 8.1 -4.2 2.2 2.5
Petroleum pricee 29.4 -7.7 -8.8 0.0 24.1 -3.8 -1.4
Nonfuel commodity pricee -2.2 -5.4 0.5 1.2 -1.7 -1.5 -1.6

GEP is Global Economic Prospects.
a. Consumer price index in local currency, aggregated using 1988-90 GDP weights.
b. Average of merchandise export and import volumes.
c. Deflated by U.S. consumer price index.
d. Data for G-5 countries (France, Germany, Japan, the United Kingdom, and the United States) weighted by exports of manufactures to
developing countries.
e. Based on World Bank indexes and deflated by the export price of manufactures.
Source: World Bank data and staff estimates.
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remained low, averaging below 2.5 percent through Among the major industrial countries, growth
1996 and into 1997. These conditions, and efforts to cut remains most firmly based in the United States, aver-
budget deficits in many countries, contributed to con- aging an estimated 3 percent in 1992-97 and con-
tinued moderation in real international interest rates, tributing to a remarkable reduction in unemployment.
a significant factor encouraging private capital flows Strong growth in early 1997 prompted modest mone-
to developing countries. In this relatively favorable tary tightening by the Federal Reserve, a move that
environment, aggregate developing country growth will help prevent a significant acceleration of inflation
in 1996 edged up for the seventh year in a row to an from current low levels, while permitting output
estimated 4.5 percent, with improvements registered growth near its potential path of 2-2.5 percent. In
in Latin America, the Middle East and North Africa, Japan growth averaged less than 1 percent in 1992-95
and South Asia. Sub-Saharan African countries grew but jumped to 3.6 percent in 1996 as a result of hefty
by almost 4 percent-an exceptional pace for the public investment and the effect of low interest rates
region-for the second year in succession. on housing and business investment. Growth will

Economic growth in industrial countries, perhaps likely slow this year as the large fiscal deficit built up
still the single most important element in the external during the recession is reduced. But private activity
environment for developing countries, slowed should be supported by the effects of a weak yen and
sharply in 1995. However, it revived in late 1996, and low interest rates, the latter also recommended by the
is likely to gather pace in 1997-98 (figure 1-1). Import need to improve profitability in a banking sector still
growth in industrial countries, which had slipped to heavily burdened by bad debts. Growth is expected to
around 5 percent in 1996, should also pick up. Faster rebound to about 3 percent by 1998.
growth will, however, tend to pull interest rates In many continental European countries a promising
higher. One risk is that unexpectedly strong cyclical recovery in 1994 faded in 1995, and growth in the
growth and a surge in interest rates may dampen pri- European Union (EU) slid to only 1.6 percent in 1996,
vate capital flows to developing countries, as hap- sapped by weak fixed investment spending, low con-
pened in 1994. Countries that rely heavily on sumer confidence, and de-stocking by firms. Un-
interest-sensitive or short-term flows for external employment in the EU remained near 11 percent in
financing and that have significant domestic banking 1996, some 8-9 percentage points of which are esti-
system problems may be especially vulnerable to a mated to be structural in character (figure 1-2). Factors
downturn in flows. contributing to structural unemployment include

A mild pick-up in aggregate G-7 growth EU unemployment is still high
occurred in 1997

Figure 1-1 G-3 and G-7 real GDP growth, 1989-97 Figure 1-2 Unemployment rates in industrial
countries, 1989-96

Percent
6 Percentage of labor force

Germany 12

5

4 / \ G-7 10 Europear

31 UnUnited

States
-2 0

1989 1990 1991 1992 1993 1994 1995 1996 1997 1989 1990 1991 1992 1993 1994 1995 1996

Source: OECD data. Source: OECD and Eurostat data.
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overlygenerousunemploymentbenefits,constraintson only partly explained by differences in physical and
firms' ability to hire and lay off workers, and high and human capital per worker (table 1-3).
rising employment taxes (OECD 1994). Signs of a mild Case studies of retail distribution, telecommuni-
recovery emerged in late 1996 and early 1997, stimu- cations, electricity generation, and airline and road
lated by exceptionally low short-term interest rates and transportation provide convincing evidence of over-
depreciation of exchange rate mechanism (ERM) cur- regulation and lack of competition as important rea-
rencies against the dollar. These factors weighed against sons for poor productivity.2 The OECD calculates
the near-tern negative effects of fiscal tightening under- that regulatory reform in just five sectors-electric-
taken to meet the Maastricht criteria for the European ity, airlines, road transport, telecommunications, dis-
Monetary Union (EMU). Projected EU growth of 2.5 tribution-could add 1.5-2.5 percent to incomes in
percent or so in 1997-98 would not, however, allow a continental European countries and Japan (OECD
rapid reduction in unemployment. 1996). The benefits for developing countries from

High-income OECD country growth is projected to such reforms include broader export markets deriv-
average 2.7 percent in 1997-2006 (table 1-2). Growth ing from higher incomes in advanced countries, the
in continental Europe and Japan should slightly ability to import cheaper and better-quality tradable
exceed consensus estimates of potential rates as exist- services, and efficiency improvements in their own
ing output gaps (estimated at around 2 and 4 percent service industries deriving from more intense for-
of potential GDP, respectively) are eroded. More fun- eign competition. These gains will be enhanced by
damentally, longer-term growth will also depend on ongoing multilateral trade liberalization in services.
the extent of structural reforms to improve supply Other benefits of structural reforms in industrial
performance by enhancing competition, especially in countries may include a lessening of harmful pro-
the service sectors, which now account for two-thirds tectionist policies and-because reform of inefficient
of output in industrial countries.' The potential pay- service industries has a high priority in many devel-
off to such reforms is suggested by the persistence of oping countries-a richer store of experience and
substantial productivity gaps across countries that are lessons.

Developing country growth is expected to average over 5 percent in 1997-2006

Table 1-2 World growth summary, 1966-2006
(Annual percentage change in real GDP)

Forecast

Estimate GEP 1996
Region 1966-73 1974-80 1981-90 1991-95 1996 1997-2006 1996-2005

World 5.2 3.3 3.1 2.0 2.9 3.4 3.5
High-income countries 4.9 2.9 3.1 2.0 2.5 2.8 2.9
OECD countries 4.8 2.8 3.0 1.8 2.3 2.7 2.8
Non-OECD countries 9.2 7.7 6.5 7.0 5.8 5.6 5.5

Developing countries 6.7 4.7 3.0 2.3 4.5 5.4 5.3
East Asia 7.5 6.4 7.7 10.5 8.6 7.6 7.9
South Asia 3.7 4.0 5.7 4.6 6.5 5.9 5.4
Sub-Saharan Africa 4.7 2.8 1.9 1.5 3.8 4.1 3.8
Latin America and the Caribbean 6.9 4.9 1.6 3.2 3.4 4.2 3.8
Europe and Central Asia 6.6 4.8 2.5 -6A -0.3 4.5 4.3
Middle East and North Africa 8.7 4.9 0.8 2.6 4.1 3.6 2.9

Memorandum items
Eastern Europe and the

former Soviet Union 6.7 4.9 2.3 -7.6 -1.8 4.6 4.4
Developing countries

excluding Eastern Europe and
the former Soviet Union 6.3 4.7 3.2 5.0 5.6 5.5 5.4

Note: GDP is measured at market prices and expressed in 1987 prices and exchange rates. Growth rates over historic intervals are com-
puted using the least squares method.
Source: World Bank data and baseline projections, June 1997.
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Substantial productivity gaps exist among G-5 countries

Table 1-3 Productivity measures for selected industries
(United States = 100)

Manufacturinga Distributionb Electricityi Telecomsd Airlinese

Country 1960 1985 1995 1990 1993 1992 1993

United States 100 100 100 100 100 100 100
Japan 19 69 73 71 77 81 54
Germany' 56 86 81 101 27 63 64
France 46 86 85 95 46 68 51
United Kingdom 45 60 70 78 27 69 101

a. Value added per hour.
b. Sales per employee.
c. Gigawatt-hour per person engaged.
d. Revenue per employee.
e. Ton-kilometer per unit of operating expense.
f. Federal Republic of Germany for 1960 and 1985.
Source: Pilat 1996.

Global inflation and interest rates the fall can be plausibly attributed to increased com-
petition in product and labor markets due to factors

Global inflationary pressures remain subdued. Median such as regulatory reform, trade opening agreements,
consumer price index (CPI) inflation in developing and decreasing unionization. CPI inflation in the
countries (excluding transition economies) slipped to 7 Group of Seven (G-7) countries in 1997-2006 is pro-
percent in 1996 from 10 percent in 1995. Consumer jected to average only 2.5 percent a year.
prices in industrial countries increased by less than 2.5
percent for the fourth year in a row. Excluding increases
in volatile food and energy prices, core inflation fell Long-term government bond yields remain moderate
below 2 percent. Elements contributing to today's sub-
dued inflation include the firm anti-inflation stance of
major central banks in the 1980s and 1990s and its adop- Figure 1-3 Real ten-year government bond yields
tion by ever more countries. In Europe the Maastricht in G-3 countries, 1987-97
criteria provide many smaller countries with a focus to Percent
undertake tight monetary policies to bring inflation 7
down. The persistence of large output gaps in Japan
and many European countries further militates against Germany
any significant revival in inflation over the next one to 6
two years, even as growth revives.

More remarkable still is the low and stable inflation
experienced in the United States in the context of a 5
mature recovery, high capacity utilization, and tight
labor markets. Recent analyses suggest that structural 4
changes in the U.S. economy may have reduced the
nonaccelerating inflation rate of unemployment 3
below earlier consensus estimates of around 6 per-
cent, perhaps by as much as 1.5 percentage points
from its peak in the early 1980s (Stiglitz 1997). About 2 United Japan
a third of this fall is attributed to an increase in the States
labor force of groups with low unemployment char-
acteristics, such as mature baby-boomers. A gradual 1
adaptation of workers' wage aspirations to the slow- 1987 Ql 1989 Ql 1991 Ql 1993 Ql 1995 Ql 1997 Ql

down in productivity growth after 1973 is thought to Source: IMF and World Bank staff estinates.
explain perhaps another third. The remaining third of
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Long-term real interest rates (ten-year government balance over the course of the business cycle. With
bond yields, less annual CPI inflation) remained continued progress on fiscal consolidation, real long-
within a moderate range in 1996 and the first part of term rates in the G-3 countries are projected to aver-
1997 (figure 1-3). In the United States long-term real age around 3.5 percent in 1997-2006.
interest rates were 3-4 percent in 1995 and 1996, mov-
ing to the upper end in early 1997 as activity strength- World merchandise trade: an intriguing slowdown
ened and monetary policy was tightened. But in much
of continental Europe low inflation and subdued activ- Growth in the volume of world merchandise trade fell
ity will likely keep short-term interest rates low to an estimated 5.4 percent in 1996 from the 9 percent
through 1997. With the approach of the EMU, long- averaged in 1994-95, years of upswing from the reces-
term rates in many European countries fell several sion of the early 1990s. Growth in import volumes fell
hundred basis points in 1996 to converge with German sharply in all major regions, with the exception of
long-term rates, which themselves fell below 4 percent Latin America and the Middle East and North Africa.
in real terms. In Japan zero inflation, concerns about The downturn in world trade is unlikely to be fully
growth, poor profitability and weak balance sheets in understood until more detailed data become avail-
the banking sector, and sharp fiscal consolidation in able, but some points can be made. First, as in previ-
1997 suggest little pressure for higher short-term inter- ous cycles, some deceleration from the world trade
est rates until 1998, while real long-term rates, at about boom of 1994-95 was expected (figure 1-4). Second,
2 percent in early 1997, were the lowest in a decade. domestic demand growth in continental Europe, a

Interest rates in Europe and Japan are expected to key world trader, fell unexpectedly in late 1995 and
trend higher in 1998 with reviving growth. As higher 1996 (figure 1-5). Third, manufactured components
investment demand in Japan and Europe makes a and parts in sectors such as machinery and transport
greater call on world savings, the role of fiscal consol- equipment occupy an increasingly important part in
idation in sustaining moderate real long-term interest world merchandise trade. This trade was depressed
rates will increase. Structural deficits remain signifi- by a sharp cyclical downturn in international inven-
cant in all major industrial countries, though they tory demand in electronics and semiconductors.
have fallen in many and prospects for further progress Direct effects of the overall downtumr included
are good (table 1-4). In the United States there is broad sharply lower export growth in Eastern Europe and
political consensus on the goal of achieving a bal-
anced budget by 2002. In Japan the 1997 budget aims
to reduce the fiscal deficit by 2-3 percent of GDP. And
in Europe the Stability Pact concluded at the end of World trade grwth slowed in 1996
1996 to strengthen the basis for the EMU provides for
fiscal deficits not to exceed 3 percent of GDP and to Figure 1-4 Growth of world GDP and exports,

1981-96

Percent
Structural deficits remain significant 10

Exports
Table 1-4 General government structural balances
in the OECD 8
(Percentage of potential GDP)

Estimate and projection 6

Economy 1992 1996 1997

United States -4.0 -1.7 -1.8 4
Japan 0.5 -2.9 -0.9 GDP
European Union -5.2 -3.6 -2.5
Total OECD -3.8 -2.6 -1.7 2

Memorandum items
OECD fiscal balancea -3.9 -3.2 -2.5 0
LMIC fiscal balanceb -2.1 -2.4 -2.0

a. Actual general government fiscal balance as a percentage of GDP. -2
b. Actual consolidated central government balance as a percent- 1981 1984 1987 1990 1993 1996
age of GDP. LMIC is low- and middle-income countries.
Source: OECD 1996; World Bank data and projections. Source: World Bank data and staff estimates.
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East Asia (box 1-1). Growth in Eastern European at a 12.5 percent (nominal dollar) yearly rate in 1985-96,
exports (in European currency unit terms) slowed outstripping the 9.5 percent growth in the export of
from 25-30 percent in 1995 to 5 percent in 1996. goods. Commercial services export growth in develop-

Looking forward, world trade growth is expected ing and newly industrialized regions averaged 12 per-
to pick up in tandem with industrial country growth cent a year in 1991-95, twice the rate in industrial
in 1997-98, reaching a longer-term trend of around 6.4 economies (figure 1-6). Increases ranged from 20-30
percent (table 1-5). In the near term the 1996 import percent in China, Thailand, and the Philippines to 10
slowdown was sharpest in Europe and Japan; the percent in Egypt, India, and Russia.
upturn should particularly benefit exporters with ori- The internationalization of services is expected to
entation to these markets-Sub-Saharan Africa, the accelerate, thanks to improvements in communication
Middle East and North Africa, and transition econ- and other information technologies, increasing compe-
omy exporters in the case of Europe, and East Asian tition in the delivery of services, and-partly in response
exporters in the case of Japan. In the longer run trade to these forces-multilateral trade liberalization under
growth will be supported by policy changes embod- the General Agreement on Trade in Services (GATS) of
ied in the Uruguay Round, new multilateral initia- the World Trade Organization (WTO). The GATS nego-
tives, continuing unilateral liberalization on the part tiated under the Uruguay Round set out the main mul-
of many developing countries, declining transport tilateral principles that should govern services trade,
and communications costs, and growth in multina- such as most favored nation status, national treatment,
tional production networks. and market access. It secured specific comunitments to

liberalize in many sectors, with governments agreeing
Trade in services and new multilateral to continue work on sectors such as basic telecommuni-
liberalization initiatives cations and financial services. The milestone February

Commercial services such as travel, transport, commu- Bo 1-1 W
nications, and financial and professional services are of
growing importance in world trade. Commercial ser-
vices exports touched $1.2 trillion and accounted for
about 20 percent of world trade in 1996, having grown 

Industrial country import growth fell sharply gv t l

Figure 1-5 Import volume growth in industrial
countries, 1994-96ecnme,scasTaln.he9%lwdn

Percent (year-on-year)*Wekesiidutilcnrymptdma.
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Developing country trade growth is expected to average over 7 percent

Table 1-5 World merchandise trade, 1981-2006

Indicator and region 1981-90 1991-95 1996 1997-2006

World trade growtha 4.1 6.3 5.4 6.4
World output growth 2.9 2.0 2.9 3.4

Import growth by region
High-income countries 5.1 5.8 4.8 6.2

OECD countries 4.8 4.7 4.9 5.8
Non-OECD countries 7.9 13.2 4.4 8.1

Developing countries 0.4 7.9 7.6 7.2
East Asia 6.4 15.5 7.2 10.0
South Asia 4.2 9.8 3.7 9.1
Sub-Saharan Africa -3.4 3.2 5.8 5.3
Latin America and the Caribbean -0.9 14.7 10.9 6.6
Europe and Central Asia 0.6 3.1 7.5 5.8
Middle East and North Africa -1.3 -1.0 4.9 5.2

Export growth by region
High-income countries 4.9 6.0 5.3 6.3

OECD countries 4.5 5.2 5.0 6.0
Non-OECD countries 8.6 11.6 7.3 8.1

Developing countries 1.7 8.5 5.8 7.2
East Asia 8.2 17.1 6.1 9.4
South Asia 6.0 12.0 6.7 10.7
Sub-Saharan Africa -0.2 0.7 2.3 5.5
Latin America and the Caribbean 4.2 10.2 9.5 6.7
Europe and Central Asia -0.1 3.8 3.7 5.0
Middle East and North Africa -2.2 3.6 4.4 4.4

a. Growth rate of the sum of merdcandise export and import volumes. Growth over historic intervals is computed as compound annual
rates.
Source: World Bank data and baseline projections, June 1997.

1997 Agreement on Basic Telecommunication Services the Agreement on Basic Telecommunication Services is
among sixty-nine members of the WTO, including forty in fifty-five detailed market access schedules setting
developing countries, is the first of these continuing out full or partial commitments to achieving competi-
negotiations to be completed. 3 tive conditions in basic telecom services.4

International trade in telecom services is estimated Why the urgency attached to concluding the agree-
at around $50 billion in 1995, less tain 10 percent of ment? Telecommunications services are an increas-
world telecom service output but rising fast. Telecom ingly important sector of the world economy, growing
services trade includes cross-border provision, for at 4.6 percent in the first half of the 1990s-twice the
example, international phone calls, which increased rate of world GDP growth-and valued at $600 billion
from 4 billion to 60 billion minutes in the two decades in 1995.5 Although developing countries account for
to 1995. Foreign investment to establish a commercial only about 20 percent of the world market at present,
presence also rose sharply in the past decade, as major they are its most dynamic segment. Growth in main
telecom firms participated in privatizations of public telephone lines in developing countries averaged 14
telephone operators worldwide and established for- percent a year in 1990-95, compared with only 3.5 per-
eign subsidiaries, joint ventures, and strategic alliances cent in industrial countries. Telecom services are also
with other multinational providers. The fact that for- a critical productive input for economic activity:
eign firms can often contest service markets only worldwide, firms now spend more on telecom
through direct investment means that trade liberaliza- services than on oil (WTO 1997). The size and quality
tion has to go beyond border barriers, such as setting of telecom service infrastructure is significantly asso-
tariffs, to address complex "behind-the-border" issues ciated with economic growth. 6 The infrastructure is
dealing with foreign investment, barriers to entry, com- also an important factor for participation in the global
petition policy, and industry regulation. The meat of production and trade networks established by multi-
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national firms. And it is the medium over which nological change erodes the viability of traditional pub-
developing countries can boost service exports in lic telephone operators. International call-back ser-
areas such as processing insurance claims or airline vices, for example, allow callers to bypass high-cost
tickets, data entry, or programming. Improving access local phone companies and route calls through low-
to low-cost, high-quality telecom services is therefore cost foreign operators. In Argentina these call-back ser-
a major objective for policymakers today. vices captured 30 percent of the long-distance market

Technical progress in the past two decades has made from the traditional operator.
possible dramatic quality improvements and service Under the Agreement on Basic Telecommunication
cost reductions. New products and services (cellular Services industrial countries such as the United States,
mobile, fax, satellite, wireless telephony, e-mail, the EU members, and Japan undertake the most extensive
internet, private data networks) have proliferated.7 The opening of markets by the start of 1998. An interme-
extent to which these improvements reach the cus- diate group of developing or newly industrialized
tomer, however, depends greatly on the degree of com- countries, such as Mexico and the Republic of Korea,
petition in the telecom services market. This usually made more limited but still significant market access
entails a shift from the traditional model of the slow- commitments (for example, by raising foreign equity
moving, high-cost, monopoly public telephone opera- participation limits to 49 percent). Many other devel-
tor to a competitive supply model based on opening oping countries agreed to limited market opening
markets to new entrants, liberalizing services trade, over fewer market segments and at a more gradual
and establishing a procompetitive regulatory environ- pace over the next seven to ten years. For many devel-
ment. In the Philippines main line installation by the oping countries, which because of their poor telecom
incumbent public telephone company jumped from infrastructure have the most to gain from liberaliza-
about 20,000 a year in 1985-92 to more than 220,000 in tion, the agreement marks an auspicious beginning
1993-94, the year after competition was announced.8 but leaves much to do. Only five countries in Sub-
International traffic has grown much more rapidly in Saharan Africa and two in the Middle East and North
countries with competitive rather than monopoly mar- Africa signed the agreement.
kets (figure 1-7). Indeed, governments often have little Even where significant commitments were made,
choice about moving to a competitive model as tech- these are only the beginning because there are many

Services exports rise in importance International telephone traffic grows rapidly
in competitive markets

Figure 1-6 Growth of merchandise and services
exports, 1991-95 Figure 1-7 Growth in international telephone

traffic per subscriber, 1990-95
Current U.S. dollars, annual percentage growth
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Source. HOF and World Bank data. Source. IT'U 1997.
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ways for an incumbent operator to frustrate or delay adjustment measures taken by some Latin American
entry by competitors. Real competitive supply will countries after the Mexico crisis succeeded in restor-
require broad improvements in the entire regulatory ing market confidence. Recognizing more widespread
environment, including development of indepen- improvements in economic management, credit rat-
dent, transparent, well-resourced, and competent reg- ings for countries in East Asia, Europe, and Sub-
ulatory agencies, all of which pose big institutional Saharan Africa also rose (figure 1-9). In the past two
challenges in many developing countries. Many years more than thirty countries gained new access to
countries therefore included in their commitments a international bond and equity markets. Low indus-
reference paper setting out principles to be used in trial country interest rates in 1996 stimulated a vora-
deciding regulatory disciplines, an innovation high- cious appetite for high-yielding emerging market
lighting the overlap between international services debt, resulting in a dramatic narrowing of spreads
trade and domestic regulation issues that will likely over the year. J.P. Morgan's Emerging Market Bond
characterize future liberalization initiatives-for Index rose by about 40 percent over the year. Finally,
example, the Financial Services Agreement of the a broader range of investors continues to be attracted
GATS, currently under negotiation.9 to developing country markets for portfolio diversifi-

cation. In 1993 there were 560 equity funds dedicated
Capital flows and financial integration to investing in emerging markets, with a combined

net asset value of about $75 billion; by June 1996 there
Private capital flows to developing countries soared were 1,360 funds, with net assets of $132 billion.
by a third to a record $245 billion in 1996, or 4.5 per- The benefits of financial integration can be sub-
cent of developing country GDP-up from only 1 per- stantial and include access to global savings to
cent in 1990 (figure 1-8). Official development finance finance domestic investment, risk diversification in
fell again (to only $41 billion), a worrying trend terms of consumption smoothing, as well as indirect
because access to private flows remains limited-140 benefits in knowledge spillovers, improved effi-
of 166 developing countries account for only 5 percent ciency, and strengthening of domestic financial mar-
of private flows to developing countries.10 kets. The banking system in developing countries

Portfolio bond and equity flows accounted for half plays a leading role in financial integration and is
of the $60 billion increase in private flows. Swift one of the main channels through which benefits

materialize. But financial integration can also mag-

Private capital flows to developing countries hit new highs

Credit ratings improve in most regions
Figure 1-8 Net long-term private flows
to developing countries, 1990-96 Figure 1-9 Country credit ratings, 1990-96

Percentage of GDP Average across developing
5 countries by region
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nify the effects of underlying distortions and institu- Governors of the World Bank transferred $500 million
tional weaknesses and thus the costs of policy mis- from the net income of the International Bank for
takes. The agenda of domestic reforms required for Reconstruction and Development (IBRD) to the HIPC
low- and middle-income countries to fully benefit Trust Fund as an initial World Bank contribution.
from financial integration will be a challenging one Bilateral donor contributions also will be important to
(see box 1-2). facilitate the full participation of other multilateral

Foreign direct investment rose 15 percent to reach creditors such as the African Development Bank. The
$110 billion in 1996, flowing especially to Latin International Monetary Fund will participate in the
America, East Asia, and Europe and Central Asia. initiative through special Enhanced Structural
Flows to South Asia reached a record $2.6 billion in the Adjustment Facility operations. Paris Club creditors
year, reflecting opening measures in India. Foreign will provide debt reduction of up to 80 percent on a
direct investment is now the largest single source of case-by-case basis. In April 1997 Uganda became the
external financing for developing countries, account- first country to benefit under the HIPC Debt Initiative,
ing for 40 percent of net long-term flows. with a debt relief package that will reduce its debt by

The declining trend in official development assis- $338 million in net present value terms at its comple-
tance adds to the urgency of improving the limited tion in 1998.
access of most developing countries to private capital Looking ahead, although there is a near-term risk
flows. An important step in this direction was the to private capital flows associated with the expected
agreement on a framework for resolving the debt rise in interest rates in industrial countries over the
problems of the highly indebted poor countries next twelve to eighteen months, the outlook for con-
(HIPC). The HIPC Trust Fund, established in tinued growth in private flows in the medium and
November 1996, is expected to be the principal vehi- longer term remains favorable on both the supply and
cle for the World Bank and other multilateral creditors the demand side. Supporting factors include invest-
to provide relief on debt owed to them. The Board of ment in emerging markets as a means of portfolio
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Box 1-2 (continued)

An important challenge for policymakers-in addition ing, but may be costly and highly inefficient in the
to maintainig sound macroeconomic policies-is to medium term. They may harm the banking sector by
strengthen the banking sector by aggressively pursuing promoting the rise of nonbank financial intermediaries
reform of prudential supervision and regulation. This and the creation of complicated schemes to bypass reg-
means building financial institutions, for example, estab- ulations and by exacerbating economic inefficiencies.
lishing proper legal and accounting procedures and an Although distortionary policies may be advisable in
appropriate incentive structure and upgrading the super- some extreme cases, they do not substitute for struc-
visory and regulatory framework. Because this is a diffi- tural reforms in the infrastructure and regulatory
cult and lengthy process, developing countries may also framework of banking.
need to use other policy instruments to manage financial
integration in the short tern. In particular, policymakers
can strengthen banking systems during "boom" periods Rising asset prices fuel
by encouraging banks to use additional profits to increase the economic boom during inflow periods
their capitalization and increase provisions against future
losses. These measures reduce the risk of banks failing as Stock prices during inflow periods
a result of defaults by borrowers and so provide cushions
that make the system more resilient to shocks. For exam- Stock real price index
ple, in Chile commercial banks were able to reduce their
stock of nonperforning loans by more than half, while 600 Chile 1978-81
also increasing their liquidity by about 40 percent between Venezuela Mexico
1990 and 1995. In Malaysia banks almost doubled their 500 - 1,200
rate of capitalization in 1989-95 despite the lack of a sig- . I
nificant increase in profitability. Loan loss provisions in 900
Venezuela, however, fell before the onset of its banking
crisis in 1994, despite deteriorating asset quality.

In addition to building cushions in the banking sys- 300 600
tem, countries can try to curb the credit boom more ,'ed\ 
directly. This may be an important remedy in countries 200 Sweder / 300
where the banking sector is weak and where private Finland
sector spending is biased toward consumption rather
than investment. Policies aimed at reducing bank lend- 100 -2 -1 0 1 2 3 4 5 6 70
ing include sterilized intervention, increasing bank Ya w r t
reserve (or liquidity) requirements, and imposing Year with respect to start of inflow period
capital controls. These policies may be effective in Source: World Bank 1997b.
reducing aggregate liquidity and limiting bank lend-

diversification in industrial countries and continued driven by erratic movements in coffee prices, slump-
improvements in export performance, domestic con- ing in 1996 as a result of bumper coffee production
ditions, and creditworthiness across a broader set of increases in countries such as Indonesia, Uganda, and
developing countries (box 1-3 discusses an alternative Vietnam and then surging in 1997 with weather-driven
boom-bust scenario in which the near-term rise in production shortfalls in Brazil. African and other cof-
interest rates turns out much larger than expected). fee exporters will enjoy buoyant prices for a year more,
Prospects for official development assistance flows though a significant price correction looks likely in the
are not encouraging, however, given the movement next two to three years. Metals and minerals prices, led
toward fiscal consolidation in major OECD countries. by aluminum and copper, fell substantially in 1996 in
Better coordination among donors is called for, with response to weak industrial demand and rising stocks,
aid targeted to the poorest countries. but prices stabilized in 1997 as world economic activ-

ity picked up (figure 1-10).
Primary commodities: after the boom Cereal prices were up steeply in 1996 for the third

consecutive year, the result of a weather-related
Unlike the mini commodity boom of 1994-95, when downturn in U.S. grain production in 1995, as well as
prices for most major primary commodities rose, mar- longer-term policy changes by major exporting coun-
ket developments in 1996 and the first part of 1997 tries that have tended to reduce grain acreage over
showed few common trends (table 1-6). The beverages time. Prices started to drop at the end of 1996, how-
price index, which led the boom in 1994-95, has been ever, in response to a record world grain harvest in the
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Box 1-3 Risks in the external environment: a modest boom-bust scenario

The main scenario for the next ten years is of a generally cycle. This then tends to muffle the effects on develop-
favorable environment for developing countries. But it ing countries.
would be imprudent to count on recent exceptional con- Lower U.S. demand for developing country exports
ditions continuing in all respects. Given robust condi- and the dampening effects of higher U.S. interest rates on
tions in the second half of 1996 and the first half of 1997, private capital flows would then be the biggest risks in
concerns increased that a near-term consumer-led this scenario. Lower import demand in North America
"boom" and an overlenient monetary policy in the has the greatest impact on NAFTA partner Mexico, other
United States could lead to a higher than expeded rise countries in Latin America, and some key Asian suppli-
in U.S. inflation. A sharp corrective tightening in 1998 ers. The much milder downturn in Western Europe could
and early 1999 could then precipitate a recession (see have a slight impact on exports from emerging European
table). economies, including Poland, Hungary, and the Czech

Analysis of this scenario in a global context leads to Republic.
some interesting results. Economic conditions in At their highest, U.S. short-term interest rates rise
Europe and Japan remain relatively weak, so that the about 175 basis points above the baseline, while bond
risk of a coordinated boom-bust episode in the indus- yields rise about 50 basis points in Europe and 30 in Japan
trial countries is low. Policymakers in these countries, in response to a 100 point rise in U.S. yields. But because
faced with weak growth and few inflationary pres- the rise in long-term rates in this scenario is roughly half
sures, are unlikely to tighten their own monetary poli- the rise that occurred in early 1994, the risk of this trig-
des. Long-term interest rates in Japan and Europe rise germg a Mexican-style crisis is relatively small. None-
somewhat in response to higher U.S. rates, while theless, adverse interest rate effects could be significant
growth in these countries slows by 0.2-0.3 percentage for countries that have received large volumes of portfo-
point relative to the baseline. But by and large, out- ho investment and that are financing high current
comes in Japan and Europe fail to amplify the U.S. account deficits.

Industrial countries in the boom-bust scenario

(Average percentage growth for baseline, percentage difference from baseline in alternative scenario)

Boom 1997-98 Bust 1999-2000

Country or group Baseline Alternative Baseline Alternative

Output
G-7 countries 2.6 0.2 2.7 -1.1
United States 2.7 0.5 2.3 -2.1
Japan 2.6 0 3.4 -0.2
Europe-4 2.4 0.1 2.5 -0.3

Inflation
United States 3.0 0.8 3.0 0.5
Japan 0.7 0.1 1.8 -0.1
Germany 1.8 0.1 2.0 0.2

Imports
G-7 countries 5.9 0.2 5.5 -1.6
United States 7.1 0.2 5.2 -2.5
Japan 6.5 -0.2 5.9 0.7
Europe-4 4.8 0.1 5.6 -0.4

Short-term interest rates
United States 5.85 50 basis points 6.25 100 basis points
Japan 1.00 0 2.85 0
(Jermany 3.40 0 4.25 0

Long-term interest rates
United States 6.50 30 basis points 6,80 90 basis points
Japan 2.95 30 5.35 33
Germany 6.30 15 6.00 25

Source: World Bank baseline and DRI/McGraw-Hill boom-bust scenario, May-June 1997.
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Market developments showed few common trends in 1996

Table 1-6 Annual percentage change in oil and nonoil commodity prices
(World Bank commodity price indexes, nominal dollars)

Trends 1981-96 Forecasts 1997-2006

Commodity group 1981-90 1991-95 1995 1996 1997 1998 1997-2006

All nonoil commodities -2.3 4.1 9.5 -5.8 2.1 -3.8 1.1
Agriculture -3.2 5.6 6.5 -4.4 2.2 -4.4 1.2
Food -3.3 3.2 9.5 5.7 -4.5 -4.8 0.3
Grains -2.9 3.8 17.9 16.8 -15.8 -0.9 -0.6

Beverages -5.8 8.6 1.6 -16.3 16.9 -13.9 0.8
Raw materials -0.5 6.2 7.5 -6.0 -0.4 4.4 2.4

Metals and minerals 0.5 0.3 20.1 -12.3 2.2 -1.4 1.2
Fertilizers -2.5 0.7 11.0 15.6 -0.8 -5.7 -0.3

Petroleum -4.7 -5.6 8.1 18.9 -9.4 0.0 -0.5

Memorandum item
G-5 manufactures unit value 3.3 3.6 8.1 -4.2 -4.0 4.6 2.2

Source: World Bank, Commodity Policy and Analysis Unit, May 1997.

1996-97 crop year and are expected to be down heav- tries maintaining a sound policy environment are likely
ily for the year as a whole. Lower prices will be a boon to be copious, but niggardly otherwise. Declining
for many low-income, food-deficit, importing coun- trends in commodity prices will reduce the potential
tries, notably in Africa. Higher grain prices over the for large windfall gains accruing to mere natural
past few years raised the cost of developing countries' resource ownership, while rewarding the most efficient
cereal imports by $4 billion, according to UN Food producers. (See appendix 1 for more detailed discus-
and Agriculture Organization (FAO) estimates. sion of projections for developing regions.)

The other major commodity seeing higher prices in
1996 was oil. Reasons for the unexpected 20 percent
price hike included low stocks, shortfalls in non-OPEC Commodity price trends differ after the boom
production, and the delay of Iraq's return to the mar-
ket. OPEC producers also displayed more price disci- Figure 1-10 Real commodity prices, 1990-2006
pline than in the past. Prices are expected to fall off in Index (1990 = 100)
1997, however, and are projected to fall by more than 150
3 percent a year in real terms in 1997-2006, as a result
of improvements in exploration and production tech-
nologies, increased supply from non-OPEC sources,
and increasing efficiency in consumption. Overall,
nonfuel commodity prices are forecast to gradually
decline in real terms, at perhaps 1-2 percent a year over 120
the coming decade. In comparison to the large declines
experienced in the 1980s and early 1990s, however, this Beverages
projection is really one of relative stability."1 100

Prospects for developing regions 90 Metals Nonfuel

The prospective external environment is one of both d
burgeoning opportunities and increasing challenges
that will place a premium on adaptability to change. Oil
World trade growth of 6-7 percent implies both 60
broadly expanding opportunities for mutually benefi- 1990 1994 1998 2002 2006
cial specialization and exchange, and increasing inter- Note: Deflated by the manufactures unit value index.
national competition made feasible by falling trade and Source. World Bank data and projections.
transport cost barriers. Private capital flows to coun-
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In this environment the current projections are for reforms are being consolidated and will continue in
an improvement in developing country growth to 5.4 many countries, though at a pace slower than neces-
percent in 1997-2006, up from 2.6 percent in the pre- sary to achieve the desirable major improvements in
ceding decade (excluding the transition economies, growth. Growth is projected to average 3.6 percent in
from 4.4 percent to 5.5 percent), with growth expected 1997-2006, up from slightly above 2 percent in the pre-
to rise in all regions except East Asia (where it is still ceding decade. Egypt and Jordan continue to make
expected to remain high). Three regions where per progress on macroeconomic stabilization and struc-
capita incomes fell in the past ten years-Sub-Saharan tural reforms, with growth in recent years of around 4
Africa, the Middle East and North Africa, and Europe and 7 percent, respectively. In the Maghreb the signing
and Central Asia-are expected to see a reversal of the of free trade agreements by Tunisia and Morocco in
trend. Poverty in South Asia, the region with the 1996 under the EU's Mediterranean Initiative provides
largest number of the world's poor, is expected to a valuable opportunity to commit to far-reaching eco-
decline significantly as a result of more rapid eco- nomic reforms, as it does in Jordan, which signed a
nomic growth. On balance, the favorable external comparable agreement this year. Though small, pri-
environment assumed in the projections implies that vate foreign direct investment and portfolio flows into
the growth performance of individual countries will reforming countries picked up. In Iran recent strength
be largely determined by domestic factors, especially in oil prices has provided a near-term cushion, but
policy developments. there are few signs of enhanced reforms. For all oil

exporters current projections of eroding real prices
South Asia mean this cushion is likely to be temporary. Pressures

to accelerate reform, deriving from domestic condi-
Long-run growth projections for South Asia have tions such as high population growth and unemploy-
been upgraded by 0.5 percentage point from those ment, will also increase. Brisk, sustained efforts to
published in Global Economic Prospects 1996 to 5.9 unleash the growth and jobs potential of the private
percent. The momentum of economic reforms in the sector by reducing burdensome regulation; significant
region is being maintained despite political flux and privatization of the over-large, state-owned enterprise
is evoking a robust supply response (figure 1-11). sector; and further trade and foreign investment liber-
The Indian economy averaged 6-7 percent growth in alization are the order of the day.
1994-96. Stabilization and reform measures intro-
duced in 1991 have removed entry barriers,
increased domestic competition, and significantly Growth should rise in most regions in the next decade
liberalized the trade and foreign investment regimes.
Exports have boomed and, despite slowing, contin- Figure 1-11 Average annual GDP growth
ued to outpace world trade growth in 1996. Key in developing regions, 1987-96 and 1997-2006
medium-term issues include large fiscal deficits,
which hamper investment rates from being raised to Percent
the 30 percent-plus level prevalent in East Asia, and East
the need for major improvements in infrastructure 10 Asia 1987-96
and service sector productivity, both of which seri- 1997-2006
ously constrain potential growth performance. In Sri 8 _
Lanka and, to a lesser extent, Bangladesh political Scuth Eurodpe Lami S Middle
instability and persistent institutional weaknesses 6 tia rAmerica Sub- East
remain primary problems. The external environment Asia an Afra North
is likely to prove favorable, with declining oil prices 4 C Africa Africa
contributing to improved terms of trade. The bene-
fits of fast growth in world trade should be comple- 2
mented in the longer term by improved market 2
access for the region's apparel industries as restric-
tions under the Agreement on Textile Trade are 0
phased out.

-2
Middle East and North Africa

-4
Growth projections for the Middle East and North
Africa have also been upgraded by around 0.5 per- Source: World Bank data and projections.
centage point, on the basis of greater confidence that
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Latin America and the Caribbean terms of trade are expected to move down in line with
real commodity prices, though much more slowly than

Aggregate growth in Latin America and the in the 1980s and early 1990s. However, recovery in
Caribbean is determined largely by three countries- Europe, the region's major overseas market, should
Brazil, Mexico, and Argentina-which account for encourage exports, while the multilateral HIPC
roughly three-quarters of regional output. In Mexico Initiative wil help severely indebted low-income coun-
and Argentina, which plunged into recession in 1995 tries that are sound reformers reduce their debts.
in the aftermath of the Mexican peso crisis, prompt More important, projections of a return to positive
adjustment fostered strong export- and investment- per capita growth of around 1 percent a year from
led recoveries in 1996, pulling up regional growth to declines of about the same size over the past decade
near 3.5 percent from less than 1 percent the year assume that many countries will continue to make
before. Large private capital flows to the region headway on fundamental macroeconomic and struc-
resumed. Though many countries in the region had tural reforms. Although it is too early to say that the cor-
made much progress with macroeconomic stabiliza- ner to self-sustaining growth has been turned, much has
tion and trade and investment liberalization in the been achieved over the past few years. First, conditions
previous decade, the events of 1995-96 called atten- for peace are better given the ending of large-scale con-
tion to the need for countries to take on a range of flict in southern Africa. The ending of apartheid and the
more complex reforms. relatively peaceful political transition in South Africa

These include microeconomic reforms to enhance make the forecast of an increase in growth to a modest
domestic and especially private sector savings, bank- 3-4 percent (from around 1.5 percent in 1987-96) plau-
ing and financial sector reform, and reforms to boost sible. This would be a boon to the whole region,
the somewhat sluggish historical export growth, in although the country continues to face significant hur-
part by increasing competition and efficiency in sec- dles on labor reform and fiscal consolidation. More gen-
tors providing infrastructure and business services. erally, many countries (as diverse as Benin, Ethiopia,
Progress on reform and adjustment among countries Ghana, Mali, and Uganda) are engaged in a transition
of the region is differentiated, with Chile having made toward political pluralism and economic liberalism.
the most progress and Brazil, the giant of the region, Second, the commitment to reformby a wider range
still at a relatively early stage. Brazil has reduced infla- of countries across the continent appears to be firmer;
tion dramatically, but slow progress on fiscal consoli- twenty-eight countries are undertaking some form of
dation in combination with tight monetary policy has adjustment, including significant trade reforms.
contributed to real exchange rate appreciation and Quantitative restrictions have generally been con-
larger external deficits. Nevertheless, with most coun- verted to tariff equivalents with lower average tariff
tries moving ahead with reforms, growth in the region rates and narrower dispersion. Most countries have
is projected to improve to a little over 4 percent. This market-based exchange rates, and parallel market pre-
rate would represent per capita growth of more than mia have declined from 200-300 percent to less than 10
2.5 percent in 1997-2006, well above the 0.5 percent of percent in the past decade. There has been less wide-
the previous decade. spread but still significant progress in macroeconomic

management, fiscal administration, and reduction of
Sub-Saharan Africa inflation. Similarly, there has been some limited

advance in many countries on privatization, improv-
Growth of almost 4 percent in 1995 and 1996 in Sub- ing incentives for private producers, and raising pri-
Saharan Africa far outpaced the dismal 1.6 percent vate savings rates. The forecast could, however, be
average in 1981-94. The improvement was broad thrown askew by a number of things. An important
based, with positive per capita GDP growth in thirty- one is the potential for policy slippage in the face of
three countries of the region. Export growth also picked declining terms of trade and shrinking government
up, and private capital flows to the region, which were revenues. The fragility of economic recovery in the two
virtually nil in the early 1990s, reached about $12 bil- large countries of the region-South Africa and
lion in 1996, although much of this went to only a few Nigeria-also poses downside risks. Finally, the polit-
countries, such as South Africa, Ghana, and oil ical and economic direction taken by the Democratic
exporters Nigeria and Angola. Higher primary com- Republic of Congo (formerly Zaire) will have conti-
modity prices generated increases of around 2 percent nentwide ramifications.
in the region's terms of trade, in sharp contrast to the 3
percent annual average declines in the preceding fif- East Asia
teen years. Regional growth is projected to continue to
average a little more than 4 percent in 1997-2006, the East Asia's growth in 1996 slowed to around 8.5 per-
outcome of several cross-cutting trends. The region's cent from an average of more than 10 percent a year in

20



the first half of the 1990s, as China and some Southeast advanced reformers in Central Europe. The medium-
Asian countries curbed demand to restrain mounting term outlook for Russia and most countries of the for-
inflationary pressures and, in some cases, growing mer Soviet Union continues to be conditional on
current account deficits. The sharp slowdown in extensive and credible domestic reform efforts. Given
regional export growth in 1996 further contributed to improvements in the business environment, the
the downturn (see box 1-1). In some Southeast Asian response of international investors (and in particular of
countries that experienced a huge property boom in foreign direct investment) can play an important role in
the first half of the 1990s, tighter credit and weakening halting the continuing decline of overall investment,
equity and real estate prices put borrowers under pres- supporting economic recovery, and contributing to the
sure, contributing to the emergence of bad debts in the technological upgrading and modernization of
banking and financial sectors. Larger current account economies in the forrner Sovief republics. For all coun-
deficits and reliance on short-term capital inflows also tries in Europe and Central Asia, the next ten years are
increased vulnerability to external shocks. Attacks on likely to see stronger economic relations with Western
currencies forced a devaluation in Thailand and Europe, a revitalization of regional trade, and growing
smaller adjustments in several other countries. While absorption in global networks of production, trade,
near-term growth will likely slow, a full-blown and finance. Longer-term growth projections of around
Mexican-style crisis appears unlikely because of better 4.5 percent are little changed from last year.
economic fundamentals in several respects than in
Mexico in 1994. In most countries domestic savings are Implications of rapid growth
much higher, for example, and overall external debt and integration of the Big 5 countries
and debt service to export ratios are lower.

Given a broadly favorable external environment Just five large developing and transition economies-
and the demonstrated ability of regional policymakers China, India, Indonesia, Brazil, and Russia (the Big
to adapt to changing circumstances, the long-term pro- 5)-account for half the world's labor force of 3.5 bil-
jections for growth in 1997-2006 are around 7.6 percent, lion and a third of its cultivable land area. Yet these
only modestly lower than last year, though the risks countries' share in world GDP in 1995 was only 8 per-
surrounding the forecast have widened. Policy chal- cent at market exchange rates (or 22 percent in pur-
lenges in some Southeast Asian countries include chasing power parity terms), while their share in
macroeconomic adjustment to reduce current account world exports was also only 8 percent. If, however, as
deficits to more prudent levels, managing a continued seems probable, the market- and outward-oriented
transition to higher value added and more skill-inten- reforms these countries have initiated over the past
sive production, improving banking supervision, and ten to fifteen years are sustained and deepened, their
implementing other financial sector reforms. In China role in the world economy is likely to increase dra-
further development of the institutional framework, matically over the next quarter century, producing
reform of the state-owned enterprise sector, financial significant changes in world patterns of resource allo-
sector reforms, and infrastructure development remain cation, production, trade, relative prices, and returns
high on the agenda. to factors of production. While it is broadly recog-

nized that the world will derive large welfare gains
Europe and Central Asia from the emergence of the Big 5, the effects on differ-

ent industrial sectors, countries, and factors of pro-
Expectations for a return to growth in 1996 in the tran- duction will vary, with some bearing a heavier
sition economies of Europe and Central Asia were not adjustment burden and others seeing especially large
realized: aggregate output for the group is estimated opportunities.
to have fallen 1.8 percent. This outcome was influ- Among industrial countries, the prospect of rapid
enced by slower export growth among Central and growth in skill- and technology-intensive exports to the
Eastern European countries-especially in exports to Big 5 countries is welcomed. But this appreciation is
the critical Western European market-a sharp often tempered by apprehension about the potential
macroeconomic and financial crisis in Bulgaria, con- harm that manufactured imports from labor-abundant
tinued decline in Russian and Ukrainian output, and countries, such as China, India, and Indonesia, may do
the initial contractionary effects of austerity measures to the jobs and earnings of low-skilled workers in
in some countries. Nonetheless, eighteen of twenty- industrial countries. Policymakers in some developing
five monitored countries registered GDP gains in 1996 countries too may harbor concerns that competition
and fundamentals for growth are increasingly favor- from the Big 5 may crowd them out of (or prevent them
able for 1997-98. from entering) world markets for unskilled labor-

Accession to the EU-most likely early in the next intensive manufactures for a long time. And concerns
century-is now an important driver for policy among sometimes arise that rapid growth in the Big 5 may
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increase pressure on world supplies of food and energy, 10-12 percent witnessed since 1982 and a mild
leading to large price hikes for these commodities. improvement in (or continuation of) the robust 5.5-7.0

To evaluate some of these questions, a study was percent growth trends in India and Indonesia. The sce-
undertaken using the Global Trade Analysis Project nario also sees a substantial improvement in growth in
(GTAP) database and computable general equilib- Brazil, as it moves beyond the adverse shocks of the
rium model. The model provides a systematic way of debt crisis, and in the economies in transition as they
evaluating the impact of changes in trade policies and move beyond the breakdown of the planned economy.
differential patterns of technical progress and factor For China more moderate growth in the scenario
accumulation on patterns of demand, production, reflects in part an easing of measured total factor pro-
resource allocation, trade, and prices across industrial ductivity growth to 2-3 percent from 4-5 percent in
sectors and countries. Of course, as with any model, 1984-94. The high early rates of total factor productiv-
these simulations represent a considerable simplifica- ity growth probably reflected the gains from under-
tion of the complex forces at work and should be taken taking reforms with the quickest and largest payoffs,
as illustrative scenarios rather than formal forecasts.12 such as liberalizing of agriculture and opening up the
The study prepared a baseline scenario for the year favorably located coastal regions, as well as one-off
2020, as well as a low-case scenario assuming a failure shifts in the labor force from agriculture to manufac-
to sustain reforms, trade frictions, maintenance of turing and services. Major reform challenges for the
high trade barriers between each of the Big 5 and other future, such as reform of the state-owned enterprise
countries, and as a result, a slower pace of productiv- and financial sectors and the upgrading of legal sys-
ity growth in the Big 5. The difference between the two tems and other institutions, are more complex and
scenarios gives a partial measure of how the world may take longer to implement and bear fruit.15 India
economy is affected by the growth and integration of also faces a challenging array of reform issues, includ-
the big developing countries.13 ing fiscal consolidation, further trade liberalization,

and reform of inflexible formal sector labor markets,
The world in 2020: a baseline scenario state-owned enterprises, and the financial and other

state-owned or heavily regulated service sectors.
The world in 2020 in the baseline scenario is one in Many of the same challenges face Brazil and, although
which the forces propelling global integration in the it is difficult to generalize about such a disparate group
1980s and early 1990s have had free play for another of countries, the economies in transition, which also
thirty-odd years. There is assumed to be considerable face major challenges in developing adequate institu-
trade liberalization over and above the Uruguay tional frameworks. (See appendix 1 for further discus-
Round. Developing countries cut tariffs on manufac- sion of long-run reform issues.) The relatively cautious
tures to industrial country levels by 2020, while tariffs growth assumptions of the scenario presume broadly
on agricultural products are assumed to be cut by a sustained, if not necessarily spectacular, efforts at
half worldwide. The Agreement on Textiles and reform across a broad and complex range of issues.
Clothing, which phased out the Multifibre Arrange- The prospect of solid growth is not restricted to the
ment, is implemented on schedule in 2005. China joins Big 5: the rest of Latin America, Sub-Saharan Africa,
the WTO at some point in the scenario. Continued and the Middle East and North Africa are expected to
substantial declines in the price of transport and com- see a doubling in growth from the 2 percent or so aver-
munications are reflected in a 2 percent annual decline aged in the past fifteen years, while other Asian coun-
in transport costs. tries continue to grow at 5-7 percent. Such growth,

Within this increasingly open world trading and over a quarter century, would contribute to a major
investment environment, most developing countries decline in world poverty. In addition, the shares in
and regions are assumed to achieve sustained progress world GDP of both the Big 5 and developing countries
across a broad range of structural and macroeconomic as a group double by 2020 (see table 1-7). This increase
reforms, resulting in aggregate growth for developing would be historic, broadly reversing trends of the past
countries in the period to 2020 running at 2-3 percent- 200 years. Developing country growth is estimated to
age points higher than in the past twenty-five years have averaged only around 1 percent a year between
(table 1-7). The scenario assumes that the Big 5 achieve 1820 and 1950, about half the rate in high-income
solid GDP growth of 5.5-7.0 percent between 1992 (the OECD countries. In China and India growth averaged
year to which the model is calibrated) and 2020, under- only around 0.5 percent a year over those 130 years,
pinned by growth in the capital stock of 5-10 percent or a negligible 0.1 percent in per capita terms. The
and total factor productivity growth clustered in a shares of developing countries and the Big 5 in world
1.5-2.0 percent range."4 Relative to economic perfor- output thus fell substantially in 1820-1950, followed
mance in the 1980s and early 1990s, the scenario sees a by a period (1950-92) when developing and industrial
moderation in China's growth rate from the enormous country output shares remained roughly flat.16
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International trade, patterns of specialization, shipped to other industrial countries is expected to fall
and relative prices in value terms from 65 percent in 1992 to 45 percent in

2020, while that to developing countries rises from 25
The scenario's growth, trade liberalization, and trans- to 40 percent, the Big 5 accounting for about 10 per-
port cost assumptions yield a projection of world trade centage points of the increase. About 50 cents in every
volume growth averaging near 5.5 percent a year in dollar's worth of OECD export growth in the period to
1992-2020, not much below the 6 percent rate aver- 2020 would be exports to developing countries. And
aged since the mid-1980s. The high-income OECD developing countries will be the fastest growing mar-
countries' share of world exports and imports falls in kets across all twelve of the broad industrial sectors
constant dollar terms from 65-70 percent in 1992 to analyzed, ranging from primary agriculture through
40-45 percent in 2020, while that of developing coun- various kinds of manufactures to services.
tries roughly doubles to 45-50 percent (table 1-8). Big reductions in trade barriers and transport costs
Among the Big 5, India achieves the highest growth in and the sharp rise in developing countries' share in
exports and imports (11-12 percent a year), reflecting world income envisaged by the scenario generate sig-
the removal of anti-export bias as protection is reduced nificant changes in international specialization.
from high levels and as international barriers to Indexes of revealed comparative advantage provide
apparel trade are removed. China is expected to con- one measure of international specialization (table 1-
tinue its vigorous export growth of 10 percent a year. 9).17 For high-income OECD countries the most dra-

The focus of industrial country trade shifts substan- matic feature of the scenario is a sharp increase in their
tially toward the developing countries in the baseline specialization in services exports ("other services"),
scenario. The proportion of industrial country exports including key categories such as telecommunications

Developing countries' share of world GDP will nearly double by 2020

Table 1-7 World growth, 1974-2020, and shares in world GDP, 1992 and 2020
(Percent)

Annual average growth
Total

Capital factor Share of world
Real GDP' stock productivity real GDPa

Country or group 1974-82 1982-92 1992-95 1992-2020 1992-2020 1992-2020 1992 2020

World 2.6 3.0 2.4 2.9 3.6 0.5 100.0 100.0
High-income economies 2.3 3.1 2.2 2.5 3.3 0.3 84.2 70.9
OECD 2.2 2.9 2.0 2.4 3.1 0.3 81.5 66.7
Newly industrialized economiesb 8.0 8.7 7.4 4.9 6.0 1.3 2.3 3.8
Hong Kong (China) 7.7 9.3 7.8 4.0 4.0 1.1 0.3 0.4

Developing countries 3.7 2.6 3.1 5.4 6.0 1.3 15.7 29.1
Big 5 4.4 2.7 3.3 5.8 7.2 1.7 7.8 16.1
China 6.5 10.3 12.5 7.0 9.5 2.2 1.4 3.9
hidia 4.4 5.4 5.5 5.8 6.7 1.9 1.0 2.1
Brazil 4.3 1.8 4.8 4.6 4.6 1.1 1.7 2.5
Indonesia 6.8 7.1 7.6 6.9 6.9 1.9 0.6 1.5
Economies in transitionC 3.8 -0.7 -5.4 5.5 7.0 1.7 3.2 6.0

ASEAN 3d 6.3 5.6 7.7 7.1 6.7 2.0 0.8 2.4
Rest of South Asia 5.3 5.2 4.0 5.2 5.7 1.4 0.3 0.6
Rest of Latin America 3.0 2.0 2.2 4.2 4.0 0.9 2.1 2.9
and the Caribbean

Sub-Saharan Africa 2.2 2.0 2.1 4.2 3.4 0.8 1.2 1.7
Middle East and North Africa 2.2 2.0 2.1 4.2 4.1 0.3 2.3 3.1
Rest of world 3.3 2.4 2.6 5.6 5.8 1.4 1.2 2.3

a. Constant 1992 U.S. dollars using market exchange rates.
b. Republic of Korea, Singapore, and Taiwan (China).
c. Because of data limitations economies in transition are modeled as a group.
d. Malaysia, Philippines, and Thailand.
Source: Global Trade Analysis Project; World Bank data and staff estimates.
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Developing countries' share of world trade is also expected to double

Table 1-8 Trade growth and market shares, 1992-2020
(Percent)

Exports Imports

Growth Share of world Growth Share of world

Country or group 1992-2020 1992 2020 1992-2020 1992 2020

World 5.5 100.0 100.0 5.3 100.0 100.0
High-income economies 4.0 76.5 51.6 4.3 74.3 56.6
OECD 3.5 67.8 40.4 4.0 65.3 45.3
Newly industrialized countries 6.5 7.4 9.7 6.3 7.2 9.4
Hong Kong (China) 6.0 1.3 1.5 5.7 1.8 1.9

Developing countries 8.1 23.5 48.4 7.3 25.7 43.4
Big 5 8.9 9.0 22.0 8.5 8.7 20.1
China 10.0 3.0 9.8 10.2 2.8 9.9
India 12.0 0.7 3.9 11.0 0.8 3.2
Brazil 7.2 1.2 1.9 6.8 0.9 1.3
Indonesia 8.8 1.1 2.7 7.8 0.9 1.8
Economies in transition 6.2 3.0 3.6 5.9 3.4 3.9

ASEAN 3a 9.6 2.8 8.4 8.6 3.0 7.0
Rest of South Asia 8.0 0.5 0.9 6.8 0.6 0.8
Rest of Latin America 6.7 2.8 3.9 5.4 3.5 3.5
and the Caribbean

Sub-Saharan Africa 6.7 1.7 2.4 5.3 2.1 2.1
hiddle East and North Africa 6.4 5.2 6.6 5.4 5.9 6.0

Rest of world 9.4 1.5 4.2 8.1 1.9 3.9

Note: Exports and imports in constant 1992 dollars.
a. Malaysia, Philippines, and Thailand.
Source: Global Trade Analysis Project; World Bank data and staff estimates.

and financial services. These countries broadly main- exposure, while the other, more resource-abundant
tain their specialization in capital- and skill-intensive countries are able to retain or improve their position
sectors such as heavy manufactures (not shown in in one or another resource-intensive sector. The
table 1-9) and machinery and transport equipment, economies in transition, for example, improve their
while sharply reducing their presence in labor- advantage in primary agriculture exports, while also
intensive sectors such as apparel. In primary agricul- increasing their presence in skill-intensive sectors,
ture the freer agricultural trade environment results in such as machinery and transport equipment and
a mixed picture, with North America and "other heavy manufactures.
OECD" regions (induding countries such as Patterns of specialization among other developing
Australia) increasing their specialization, while the countries are even more mixed. The increasing con-
EU shifts resources out of this export sector. centration of the Big 5 countries on various manufac-

Improving education and fast capital accumula- tures will create opportunities for other developing
tion allow the Big 5 countries to increase their export economies to exploit comparative advantages in
focus in the more skill- and capital-intensive sectors, resource-intensive sectors. Regions such as Sub-
such as machinery and transport equipment (pre- Saharan Africa, the rest of Latin America, and the
sumably in the more "medium-tech" subsectors). In Middle East and North Africa maintain or increase
labor-intensive sectors such as apparel, the labor- their revealed comparative advantage in one or more
abundant giants China, India, and Indonesia retain of the agricultural, energy, or other natural resource
high (though gradually declining) specialization, sectors. As shown by the experience of countries such
while middle-income Brazil and the economies in as Argentina, Australia, Canada, Chile, Malaysia,
transition reduce their exposure in labor-intensive New Zealand, and Thailand, efficient, well-function-
sectors more quickly. In resource-intensive sectors ing natural-resource-based sectors can provide an
such as agriculture and energy the situation is important source of income and a foundation for
reversed, with China and India further reducing their diversification and industrialization.
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The Big 5 countries increase their specialization in machinery and transport equipment

Table 1-9 Patterns of specialization for selected product categories, 1992 and 2020
(Revealed comparative advantage indexes)

Machinery and
Primary transport Other

agriculture Apparel equipment services

Country or group 1992 2020 1992 2020 1992 2020 1992 2020

High-income OECD 0.85 1.12 0.35 0.07 1.21 1.04 1.11 2.00
Newly industrialized economies 0.27 0.49 1.40 0.10 1.22 1.00 0.64 0.32
Big 5 1.52 0.84 3.11 2.60 0.42 1.13 0.69 0.28

China 1.55 0.22 5.61 4.33 0.48 1.48 0.68 0.39
India 1.73 0.74 3.88 1.67 0.21 1.13 0.77 0.15
Brazil 2.07 2.20 0.29 0.09 0.61 1.02 0.37 0.16
Indonesia 1.69 1.70 2.69 2.63 0.13 0.43 0.35 0.08
Economies in transition 1.14 1.29 1.65 0.17 0.45 0.75 0.93 0.34

Other developing countries 1.87 1.19 1.96 1.45 0.30 0.80 0.79 0.34

Note: The revealed comparative advantage index is a measure of intemational specialization described in note 17 to the text.
Source: Global Trade Analysis Project; World Bank data and staff estimates.

The scenario confirms that the advance of Big 5 prices for exports and higher prices for imports; in
countries such as China, India, and Indonesia will short, a terms of trade deterioration.
generate significant competitive pressures in The scenario confirms this broad expectation, with
unskilled labor-intensive sectors. Apart from other industrial countries sharing in the benefits of fast
ASEAN (Association of Southeast Asian Nations) growth in developing countries through terms of
countries, which have already made big advances in trade gains of roughly 0.4 percent a year. World prices
manufacturing, few other developing regions will for unskilled labor-intensive products exported by
increase their specialization in these sectors by 2020. China, India, and Indonesia (textiles, apparel, and so
This does not mean that developing regions will be on) fall relative to average world export prices. The
unable to develop a wide variety of lucrative manu- phaseout of quotas under the Multifibre Arrangement
facturing activities. Far from it. But it does suggest also intensifies competitive pressures in the textile
that they will have incentives to seek out and develop and apparel sector and contributes to lower prices.
specialized, niche manufacturing lines where they can Real primary product prices fall too partly because of
demonstrate comparative advantage in highly com- a combination of relatively rapid productivity growth
petitive world markets. Achieving such success will in and low income elasticity of demand for these com-
turn place high demands on policymakers to create modities.18 Prices for tradable services, which the fast-
the necessary supporting conditions. These will growing developing countries import and advanced
include an open, competitive environment that allows countries export, show the largest real increases.
and encourages entrepreneurs to search out and The scenario does not entail a worsening in the con-
undertake large (and often risky) investments in new ditions of unskilled workers in either the developing or
product lines, transparent and nonarbitrary gover- industrial countries. Quite the reverse. The rapid pace
nance and regulation, and measures to foster invest- of capital accumulation and productivity growth in the
ment in education and infrastructure. scenario ensures substantial increases in the wages of

This discussion has looked at the implications of unskilled workers in all countries and regions.
changes in world resource allocation resulting from
changes in policies, factor accumulation, and techno- Effects of trade frictions and slower growth
logical change in all countries. Shifts in relative prices of the Big 5: an alternative scenario
in response to these underlying policy and supply
changes will also affect countries' terms of trade and In this scenario mounting trade frictions between the
incomes. Broadly speaking, there will tend to be an Big 5 countries and their trading partners result in
excess supply of products exported by fast-growing more protectionism: import tariffs between the Big 5
economies and an excess demand for products they and their trading partners in 2020 are assumed to be
import-imbalances that are eliminated by lower 50 percent higher than in the baseline (a mild assump-
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tion that still leaves 2020 tariffs for most developing countries export fewer services and more apparel rel-
countries below 1992 levels). More significant, in this ative to the baseline. Indeed, most regions export
less-welcoming external environment the domestic more apparel and other light manufactures, the sec-
reform momentum in the Big 5 loses steam, and this tors in which China, India, and Indonesia have the
is assumed to be reflected in a halving of total factor greatest comparative advantage, while exporting less
productivity growth rates and a slowdown in physi- in one or more product areas in which the Big 5 have
cal capital accumulation. As a result, growth in China, less advantage. In addition, most regions suffer lower
India, and Indonesia is reduced by roughly 2 percent- terms of trade relative to the baseline because slower
age points a year and that in Brazil and the transition growth in Big 5 export supply and import demand
economies by about 1 percentage point. Rather than generates smaller declines in their export prices and
crafting a full-fledged "low-case" scenario, the object smaller increases in the prices of goods they import
is to gain an understanding of the pattern of impacts (table 1-10).
on the outside world. It is important to note that the Aggregate losses for the rest of the world, largely
scenario will underestimate these impacts to the from static resource allocation and terms of trade
extent that growth in the Big 5 has dynamic effects on effects, amount to $109 billion in 1992 dollars, or 0.3
growth elsewhere, for example, through economies of percent of these countries' baseline GDP in 2020.
scale, competition, or effects on innovation. The pattern of welfare effects varies considerably,

As a result of the change in growth assumptions, however. Hong Kong (China) suffers the largest
Big 5 GDP is about 27 percent lower relative to the loss-almost 4 percent of GDP. The Middle East and
baseline in 2020, while Big 5 exports and imports are North Africa suffers the next largest loss, around 2
35-40 percent lower. (Even with these big dips relative percent of GDP, as slow growth in the Big 5 results
to the baseline, the Big 5 shares in world GDP and in lower world oil prices. As would 'oe expected,
trade still rise from 8-9 percent in 1992 to 12 percent regions with a structure of factor endowments sim-
and 14-15 percent, respectively, by 2020.) In the rest of ilar to that of labor-abundant Big 5 countries (China,
the world, export and import volumes fall relative to India, Indonesia) score welfare gains. The aggregate
the baseline by 2-3 percent because of slower growth of three ASEAN countries19 and the rest of South
in the Big 5. In the absence of dynamic effects, the prin- Asia have welfare gains of 0.3-0.4 percent of GDP, as
cipal effects on the rest of the world occur through competitive pressures from Big 5 countries in labor-
changes in resource allocation and in the terms of intensive sectors such as apparel ease relative to the
trade. baseline. Conversely, it is these regions that in the

As a result of slower demand growth in the Big 5, baseline would have the largest need to take policy
other countries and regions have less opportunity to measures to upgrade the skills of their labor forces
specialize in the sectors in which they have the great- and otherwise raise productivity in response to
est comparative advantage. Thus, for example, OECD competition from Big 5 countries.

Slow growth in the Big 5 reduces welfare in the rest of the world

Table 1-10 Alternative scenario: welfare effects in 2020
(Billions of 1992 U.S. dollars)

Percentage
Allocative Terms of of baseline

Economy or group effects trade effects Residual Total 2020 GDP

World excluding Big 5 -60.7 -55.6 6.9 -109.4 -0.3
High-income OECD -38.1 -17.6 2.5 -53.2 -0.2
Newly industrialized economies -1.7 -9.5 1.1 -10.1 -0.5
Hong Kong (China) 0.3 -9.6 0.8 -8.5 -3.8
Developing countries excluding Big 5 -21.2 -18.9 2.5 -37.5 -0.7
ASEAN 3a -4.2 7.5 0.7 3.3 0.3
Rest of South Asia 0.5 0.7 -0.1 1.1 0.4
Rest of Latin America and the Caribbean -3.3 -4.1 0.6 -6.7 -0.5
Sub-Saharan Africa -1.5 -3.8 0.3 -5.0 -0.6
Middle East and North Africa -7.7 -20.4 1.2 -26.9 -1.7

a. Malaysia, Philippines, and Thailand.
Source: Global Trade Analysis Project; World Bank data and staff estimates.
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Reversing the logic and moving from the alterna- their impact on world markets has been more limited,
tive to the baseline scenario, it can also be deduced with net imports of grain averaging only 15 percent of
that most regions of the world experience aggregate world grain trade in this period. Indeed, some of the
welfare gains from faster growth and integration of Big 5 countries have enjoyed remarkable success in
the Big 5 countries. Concerns remain, however, that increasing food and other agricultural production over
specific groups in society, particularly unskilled the past decades, supporting substantial increases in
workers in industrial countries, will be hurt by the calorie supply and nutrition for hundreds of millions
expansion of free trade assumed in the baseline of people. In evaluating Brown's analysis of China,
scenario. But the comparison of the two scenarios other researchers (Ingco, Mitchell, and McCalla 1996)
does not provide much support for this possibility: reckon that it is not consistent with recent trends in
unskilled wages in 2020 under the baseline scenario, land usage or land reclamation. Further, current yields
where there is more trade with the Big 5, are higher by may be overstated because cropland is underreported
varying small amounts in most regions than in the for tax reasons, and there is considerable scope for effi-
alternative scenario. In other words, unskilled work- ciency improvements in the use of fertilizer, water,
ers in most regions gain from the emergence of the Big land, and ancillary services, such as transportation and
5, mainly through the improvement in these regions' storage. Rozelle, Huang, and Rosegrant (1996) stress
terms of trade. In the Middle East and North Africa, that declining investment in agricultural research in
for example, unskilled workers in the baseline gain China could affect production, but given the country's
not only from cheaper imports from the Big 5, but also concern over the issue, such a decline is unlikely. Their
through higher prices for oil and other Middle East evaluation of soil erosion and rising salinity finds that
and North Africa region exports due to strong only under extreme conditions would these be likely
demand in the Big 5. Again, it is only in the ASEAN 3 to result in sharply higher imports.
and the rest of South Asia, with a structure of endow- Model-based studies by the International Food
ments most similar to that in China and others, that Policy Research Institute, the FAO, and the World Bank
unskilled wages are slightly lower in the baseline than looked at global grain balances through 2010 or 2020
in the alternative scenario. and came to essentially similar conclusions. One such

Although the ratio of unskilled to skilled wages is study to 2020 projects world grain output growth of 1.5
slightly lower in the baseline than in the alternative percent a year (Rosegrant, Agcaoili-Sombilla, and
scenario, the size of this relative wage effect is small: Perez 1995). This output growth, combined with
the ratio in industrial countries is only negligibly slower growth in world population, leads to a projec-
lower, about 0.1 percent in most cases. The impact of tion of a 20 percent decline in real cereal prices between
trade with developing countries on wages in indus- 1990 and 2020. This benign outcome assumes, however,
trial countries is the subject of a large and fast-grow- that national and international public investment in
ing body of literature (box 1-4). agricultural research, extension, and infrastructure

continues at the level of the late 1980s and early 1990s.
The Big 5 countries and the world grain market An altemative scenario (eliminating funding by inter-

national donors for agricultural research in developing
Concem is sometimes expressed that the combination countries and intemational research centers) projects a
of a large population and rapid income growth in fall in world grain production of about 6 percent, with
countries such as China and India will generate grain prices 20-30 percent higher in real terms.
intense demand pressures on limited global natural These studies underline the importance of main-
resources and major increases in prices of resource- taining yield growth. Developing and industrial
intensive products. The rise in grain prices after 1993 countries have also promoted more efficient alloca-
has been proposed as a justification for such concerns. tion of resources by reducing price controls, market-
Lester Brown (1995) argues that China could have a ing monopolies, and subsidies. Much remains to be
major adverse effect on world grain markets as declin- done, however. The Uruguay Round made a start on
ing soil fertility, shrinking cropland, and stagnating liberalizing agricultural trade but progress has been
yields reduce grain production by 1 percent a year. less than was hoped for. Trade liberalization can help
With demand rising quickly, in part as feed grain to ensure global food security in the long run by pro-
supply rising meat demand, Brown projects China's moting specialization and allocation of resources to
net grain imports soaring to 368 million tons by 2030 production in those parts of the world where produc-
from 21 million tons in 1995. tivity is highest. A corollary is that, in the long run,

The Big 5 countries did indeed account for a hefty both industrial and developing countries will gain by
45 percent of world grain consumption in 1990-95, up placing less emphasis on self-sufficiency and more on
from 33 percent in 1960 (table 1-11). Given the sub- relying on the world markets for cheap and plentiful
stantial grain production in these countries, however, food supplies.
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Box 1-4 How trade with developing countries affects industrial country wages

Rapid growth of trade between industrial and low-wage evidence of that. The existing evidence is more con-
developing countries since the mid-1970s has coincided sistent with a widespread bias in technological
with a period of deterioration in labor market conditions change toward more intensive use of skilled labor.
for unskilled workers in many industrial countries, pro- * The increase in international outsourcing by multi-
viding apparent support for the argument that the first national enterprises (see chapter 2) is unlikely to
caused the second. A review of the literature on trade and provide a significant explanation for rising wage
wages (largely following Lawrence 1996) arrives at four inequality. Rather than multinationals dispropor-
major conclusions: tionately shifting unskilled jobs abroad, the evi-

• International trade has played little part in slow dence suggests that they are raising the skil
real wage growth in the United States in recent intensity of production in both headquarters and
decades. Real hourly wages in the U.S. business foreign affiliates in industrial and developing
sector rose only 9 percent in 1973-94, but the slow- countries. Again the evidence is more consistent
down is fully explained by lower productivity with a worldwide technological shock biased
growth, especially in services. Trade might have toward skilled labor.
reduced real wages if U.S. terms of trade had dete- * What of the future? Will adverse effects on unskilled
riorated, but this did not happen. Real earnings wages not increase as trade with developing coun-
grew more quickly in other G-5 countries, and in tries grows? Lawrence (1996) estimates the effects of
most cases this was associated with healthy pro- an extreme scenario in which U.S. production of all
ductivity growth in services. The rise in unem- unskilled-labor-intensive products is replaced by
ployment in Europe over the past twenty years is, imports from developing countries, with U.S.
as noted earlier, largely due to domestic labor mar- exports of skilled-labor-intensive products rising by
ket conditions. Krugman (1995) calculates that an equivalent amount. (Value added by unskilled-
even on the extreme assumption of completely labor-intensive industries amounted to $550 billion
inflexible wages, only a little more than 1 percent- in 1990, or 10 percent of U.S. GDP.) Unskilled wages
age point of the 7-8 percent increase in European are then calculated to fall relative to skilled wages on
unemployment could be attributed to trade. a one-off basis by a further 7.5 percent, or 4.5 percent

* The 1980s saw growing pay inequality along skill or so in absolute terms. Although this could exacer-
and education lines in the United States. Wages for bate the challenge for policymakers if unskilled
workers with a high school education or less fell workers also continue to be hit by biased technolog-
about 15 percent relative to remuneration for work- ical change, on its own and spread over a fifteen-year
ers with a college education or more. How much of adjustment period, the effect would be to only mod-
this was due to trade with low-wage countries? estly reduce the rate of wage increase due to under-
One way to answer that is to analyze how the fac- lying productivity growth. Moreover, all workers
tor content of a country's imports and exports would continue to benefit from lower import prices.
change net demand for skilled and unskilled labor. The calculations also ignore the possible positive
Because manufactures imports from developing effectsoftradeliberalizationonproductivitythrough
countries amount to only 2-3 percent of industrial higher economies of scale and other dynamic effects.
country GDP, it is difficult to arrive at a large effect They also, however, ignore social adjustments
on wages: a median estimate from various studies costs-losses in output that occur as a result of tran-
suggests that about 10 percent of the deterioration sitional unemployment of unskilled workers.
in unskilled wages could be explained by interna-
tional trade.1 A second line of inquiry argues that if 1. Work by Wood (1994) suggests larger effects but these
trade reduces the relative wages of unskilled work- results have been criticized on several grounds, including theuse of unrealistically low substitution elasticities between skilled
ers, the relative prices of goods that use unsklled and unskilled workers and between developing and industrial
labor intensively should also fall. But there is little country goods.

The Big 5 countries and world energy markets 5 percent a year in the past ten years compared with
1.5 percent for the world as a whole, boosting their

The Big 5 low- and middle-income countries consume share in world demand to about 15 percent by 1994.
23 percent of the world's primary energy supplies, Will the expected rapid economic growth in the big
with China and Russia alone accounting for about 18 developing countries generate serious pressures on
percent (table 1-12).20 This share fell in the 1990s world energy markets and prices?
because of lower energy consumption accompanying The Big 5's share of world energy demand is
the decline in economic output in Russia. Excluding expected to rise from around a quarter to more than a
Russia, however, energy consumption in Brazil, third by 2020. Past experience shows that growth in
China, India, and Indonesia (the Big 4) grew at about electricity demand will outpace income growth in
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The Big 5 countries accounted for 45 percent of world grain consumption in 1990-95

Table 1-11 The Big 5 and world grain markets, 1990-95

Grain consumption Grain production Net imports

Million Percentage Per capita Million Percentage Per capita Million Percentage
tons of world growth tons of world growth tons of world

Country or group (1990-95) (1990-95) (1985-95) (1990-95) (1990-95) (1985-95) (1990-95) (1990-95)

Big 5 785 44.8 -0.5 746 39.1 -0.4 36.4 15.3
China 349 19.9 0.5 343 18.0 0.9 4.6 1.9
India 165 9.4 0.6 1,671 8.8 0.7 -1.4 -1.3
Indonesia 42 2.4 1.4 37 1.9 0.1 4.6 1.9
Brazil 50 2.8 2.2 42 2.2 0.6 7.6 3.2
Russia 180 10.3 -3.3 157 8.2 -3.4 21.0 8.8

World 1,752 100.0 -0.6 1,906 100.0 -1.1 238.2 100.0

Source: World Bank data and staff estimates.

many developing countries, generating increasing ples of such reforms are the removal of subsidies on
demand for coal as the dominant fuel for electricity, fuel consumption or production. In China energy
especially in India and China, though environmental consumption per dollar of real GDP has fallen
concerns should encourage increased use of natural sharply since the start of reforms at the end of the
gas. Demand for oil will be boosted especially by ris- 1970s. Energy demand growth in Russia is also
ing automobile ownership, which is only around 3 per expected to be well below income growth because of
1,000 people in India and China-it is 10 per 1,000 in a huge potential for efficiency improvements. Russia
Indonesia; 80-90 in Brazil, Russia, and Mexico; and and other transition economies have been energy
500 in Germany. intensive because of their concentration on heavy

Other factors, however, will tend to dampen the industry and because of the command system of sup-
growth of primary energy demand. The market- ply and lack of pricing incentives under the former
oriented policy reforms being implemented by the socialist economy. Energy use per unit of real GDP in
Big 5 and by many other developing countries are an the republics of the former Soviet Union is more than
important force promoting more efficient use of five times that in the OECD. Energy demand growth
resources, including energy. Especially direct exam- in these countries is expected to be moderate in

The Big 5 are net energy exporters

Table 1-12 The Big 5 and world primary energy production and consumption, 1994
(Percent, unless otherwise specified)

Energy production Energy consumption Net importsa

GDP Million Million Million
Country growth tons oil Share Growth tons oil Share Growth tons oil Share
or group (1985-94) equivalent of world (1985-94) equivalent of world (1985-94) equivalent of worldb

Big 4 6.1 1,200 14.7 5.0 1,200 15.0 5.1 1 0.0
China 10.0 799 9.8 3.8 791 9.9 4.8 -10 -0.3
India 5.2 180 2.2 5.0 227 2.8 6.4 48 1.6
Indonesia 7.4 153 1.9 5.1 70 0.9 7.6 -83 -2.9
Brazil 2.1 68 0.8 2.5 113 1.4 3.7 46 1.6

Russia -4.4 911 11.2 -2.3 595 7.5 -4.6 -300 -10.4
Big 5 2.1 2,111 25.9 0.8 1,797 22.5 0.8 -299 -10.3
World 2.7 8,144 100.0 1.7 7,987 100.0 1.5 2,8 90b -

a. Net imports differ from consumption less production by inventory changes and other adjustments.
b. As percentage of world gross imports of energy.
Source: lEA 1996.
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coming years, with demand for oil actually decreas- Climate Change, which came into force in 1994 and has
ing by 0.3 percent a year through 2020 (Gately and been ratified by 165 countries. As a first step, the con-
Streifel 1997). Changes in industrial structure as vention calls on industrial countries to stabilize their
countries shift to higher value added output are also anthropogenic (human-caused) greenhouse gas emis-
likely to contribute to lower energy intensity. One sions. It recognizes, however, that responses to climate
study estimated that 80 percent of the expected change need to be integrated with achievement of
decline in China's energy intensity between 1990 and social and economic development goals and that
2020 would derive from such structural changes developing countries are the least able to bear the cost
(World Bank 1995). of greenhouse gas mitigation while being the most vul-

Supply trends in coming years will also tend to nerable to climate change effects. The convention does
keep real energy prices down. Technological develop- not prescribe greenhouse gas emission targets for
ments over the past decade have significantly reduced developing countries, and the study of the Big 5 coun-
production costs for petroleum, natural gas, and coal. tries in this report does not assume that specific poll-
These trends are expected to continue, with renewable cies are undertaken to mitigate such emissions.21

energy sources contributing additional resources at Most researchers nevertheless agree that the bulk
the margin. Further, energy production in the Big 5 of future increases in emissions will come from devel-
exceeded their consumption by 300 million tons of oil oping countries. How these countries can help reach
equivalent in 1994, about 14 percent of production. global mitigation objectives while achieving their
Russia is the major net exporter; the other four pro- development aims is thus a question likely to grow in
duce and consume about the same amount in aggre- importance over coming decades. Options under dis-
gate. All five have rich hydrocarbon resources and the cussion at present include "win-win" policies that
potential to raise domestic production significantly, have economic value in their own right while con-
especially if they can reduce the heavy involvement of tributing to mitigation goals-for example, elimina-
state enterprises and attract large amounts of private tion of fuel subsidies and other economic distortions
and foreign investment to introduce modem tech- that reduce economic efficiency while promoting
nologies. These demand and supply considerations greenhouse emissions. Another is the establishment
together suggest that real oil prices will gradually of an international market for trade in carbon emis-
decline over the period to 2020. sion credits or permits, which could assist in under-

taking mitigation in the most cost-effective way. The
Environmental concerns consensus of scientific opinion expressed in the

Intergovernmental Panel and elsewhere is that, in the
A rather different concern is that increases in energy long run, the decisive factor in mitigation will be the
consumption associated with sustained growth in development and transfer of new energy technolo-
developing countries will add to damage to the nat- gies. Thus appropriate public policies that facilitate
ural environment. In particular, the burning of fossil this process merit further attention and research.
fuels is the main source of emissions of greenhouse
gases such as carbon dioxide. The accumulation of Risks to globalization: some lessons
these gases in the atmosphere threatens, over a long from integration in the nineteenth century
time span, to bring about substantial changes in the
world climate. For example, if global carbon dioxide Similarities are often found between global integra-
emissions from fossil fuel burning were maintained at tion today and that in the second half of the nineteenth
just the present rate of 6.5 gigatons of carbon per year, and the early part of the twentieth century.
atmospheric concentrations by 2100 would reach Reductions in barriers to trade, rapid improvements
twice the preindustrial levels, a benchmark used by in transport and communications, and increasing
scientists to indicate the onset of serious climate trade and capital flows all characterized the world
change damage. Mid-range scenarios produced by economy then as now (figure 1-12). The earlier
the United Nations Intergovernmental Panel on episode of integration came to an end with the first
Climate Change suggest that in the absence of specific world war, followed by a period of rampant protec-
climate change mitigation policies, such emissions tionism, capital and foreign exchange controls, and
would rise to over 11 gigatons per year by 2025. extreme macroeconomic and political instability.
Stabilizing carbon concentrations in the atmosphere Surveying the period just after its close, Keynes (1919)
would require reducing annual emissions to around noted that "very few of us realize with conviction the
2.5 gigatons, the planet's natural absorptive capacity intensely unusual, unstable, complicated, unreliable,
(IPCC 1992 and 1995). temporary nature of the economic organization by

The global response to the threat of climate change which Western Europe has lived for the last half cen-
is the United Nations Framework Convention on tury." Relevant questions might then be "Why did
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global integration in the nineteenth century fail?" and eral institutional frameworks, such as the General
"Is the present wave different enough to avoid the Agreement on Tariffs and Trade (GATT) and WTO,
same fate?" which scrutinize and provide a check on moves

toward protectionism.
Differences between integration then and now The character of trade today also tends to generate

doser and more intense ties between countries. World
To start with the differences, trade liberalization after trade in the earlier period was dominated by primary
the second world war has gone on longer, is more commodities and interindustry trade between major
widespread, and has firmer institutional founda- economic sectors, while today the largest part is man-
tions. The period in the nineteenth century when ufactures and intraindustry trade. Manufactures are
trade barriers were coming down was relatively more complex and finely differentiated and require
short, starting with the repeal of the Corn Laws in more specialized components than in earlier times
Britain in 1846 and climaxing in the 1860s and 1870s (Krugman 1995). International specialization now
in the wake of the 1860 Cobden-Chevalier treaty applies within the stages of manufacturing processes to
between Britain and France (Bairoch 1993). The tide a greater extent, with production of components and
started to turn with Bismarck's sponsorship of a new assembly conducted in different countries contributing
German tariff in 1879, followed by increases in tariffs to larger volumes of world trade relative to GDP. And
in France and other countries. These increases were while the achievements of the nineteenth century in
not large enough to prevent continued growth in physical transportation (railways, steamships) were
world trade up to the first world war, but the change perhaps even greater than today's in relative terms, the
in philosophy that had occurred was quickly built on earlier period had little comparable to the information,
when protectionism gained ground after the war. An computing, and telecommunications technologies of
industrial power as important as the United States the present, which allow businesses to manage far-
had also moved in a protectionist direction, raising flung production operations on a much more closely
tariffs after the 1865 victory of the North in the Civil integrated basis. These multinational enterprises,
War. Finally, the movement toward free trade in the which conduct much of the modem international divi-
nineteenth century proceeded largely through bilat- sion of labor (see chapter 2), constitute a stronger and
eral treaties, without today's overarching multilat- more vocal lobby in favor of free trade than any corpo-

ration 100 years ago.

Trade ratios fell in the interwar period Is integration irreversible?

Figure 1-12 Merchandise exports from various Does all this mean that the current global integration
countries, 1820-1992 is irreversible? Probably not, because economic activ-

ity now-as then-takes place in a web of political
Percentage5of GDP and social relationships that are not always well

understood or managed. Here the history of the nine-
Germ teenth century's global integration provides some

30 Germany obvious but still useful lessons. The revival of protec-

tionism took place against a backdrop of mounting
25 France great-power rivalry, nationalism, and, ultimately,

preparation for war. The efficiency losses from a bad
20 United / ,XD trade policy will always seem of little account in such

Kingdom /va climate. Indeed, many states at the time looked to

15 /)|b / gZ larger tariff revenues as a way of paying for arma-
ments, as well as for social spending thought neces-

10 zjS ^ \-> United sary to build national cohesion. The swing to
States protection in Germany in 1878-79, for example, was

associated with both the introduction of accident
5 / _vs, ,,' insurance and other social legislation and a sharp rise

Indi in military spending in the following decade (Stern
1977; Witt 1987).

1820 1870 1913 1929 1950 1973 1992 Earlier experience also shows the importance of

Note: Exports and GDP calculated using 1990 prices, addressing the political economy and adjustment cost
Source: Maddison 1995. issues raised by global integration. While the benefits

of integration tend to be widespread, the costs are
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often highly concentrated, leading to coordinated 5. ITU 1997 and staff estimates. The output of the
political action by adversely affected groups (see telecommunications industry as a whole, comprising tele-
chapter 3). In the 1879 German example the landed com services and equipment, was $788 billion in 1995, mak-
interest, suffering from an influx of cheap foreign ing it the third largest industrial sector in the world, after
grain, was at the forefront of the campaign for the health care and finance. The information-communications
"tariff of iron and rye," together with important market, defined as the sum of telecommunications and com-
industrial interests. In our own day the commitment puter hardware, software, and services, totaled $1.37 trillion
to freer trade has sometimes proved vulnerable to ero- in 1995.
sion through the use of nontariff barriers such as the 6. Some of this evidence is summarized in Saunders,
Multifibre Arrangement, antidumping, voluntary Warford, and Wellenius 1994. In a cross-section study of
export restraints, and subsidies to protect specific growth in the fifty U.S. states, Dhalokia and Harlam (1994)
groups hurt by foreign trade. Because the pressure find this association tobe more important than that with other
from special interest groups for protection is likely to elements of infrastructure, such as education or highways.
be a constant, it will likely be important to maintain a 7. Voice and data transmission costs have fallen by fac-
broad social coalition or consensus in support of tors of 10 and 1,000, respectively, over this period.
outward-oriented policies. A case can be made for 8. Petrazzini (1996), who also presents evidence on the
well-designed systems of adjustment assistance to impact of competition on prices and service quality.
help the most vulnerable groups adapt to new cir- 9. Other important initiatives include the recently com-
cumstances. Finally, macroeconomic stability is a cru- pleted Information Technology Agreement among thirty-
cial support for global integration. The dearest nine (mostly industrial) countries to eliminate tariffs on
example of the failure of this condition is, of course, telecom equipment and computer hardware and software
the Great Depression of the 1930s, but it may also have by 2000 or 2005. The Multilateral Agreement on Investment
been a factor in the earlier period, when long-running currently being negotiated among OECD members seeks to
stagnation in European business conditions in the establish a more comprehensive multilateral framework for
1870s (also called a great depression) brought many rules on market access and legal security for international
manufacturing groups to the side of protection. investors.

10. World Bank 1997a. The picture for 1996 is distorted
Notes by early repayment of U.S. Treasury loans by Mexico.

Excluding the prepayment, official development finance
1. Important recent domestic initiatives include the 1996 increased by $5 billion. Nonetheless, grants and other con-

U.S. Telecommunications Act, planned regulatory reforms cessional finance fell by $1 billion to levels close to those of
in the European airlines and telecommunications sectors in 1990-a sharp decline in real terms.
1997-98, and a broad range of reform proposals in Japan, 11. Long-term trends in cereal and energy markets are
including a financial big bang by 2001. See also the discus- further reviewed in the discussion of the large developing
sion of services trade liberalization in this chapter. countries.

2. Hoj, Kato, and Pilat 1995; Ito 1996 for Japan. In manu- 12. In particular, no attempt is made to explicitly model
facturing Pilat (1997) estimates the proportion of produc- the potential "dynamic effects" on growth of more open
tivity differences with the United States explained by trade policies or faster growth abroad operating through
differences in physical and human capital per worker at 45 effects on economies of scale or the pace of technological
percent for Japan, 20 percent for the United Kingdom, and progress. Rates of growth of factor supplies and of techno-
virtually zero for Germany and France. Productivity gaps logical change are exogenously assumed, with technologi-
are, however, found to be significantly associated with mea- cal change also assumed to be neutral with respect to factors
sures of lack of competition, such as high industry concen- of production. The model is solved as a comparative static
tration, low entry rates, low export intensity, and high exercise under the assumption of full employment of fac-
import protection. tors, thus excluding the transitional adjustment costs of

3. Basic telecommunications services provide end-to-end global integration discussed in chapter 3. Technical descrip-
transmission of customer-supplied information, such as the tions of the GTAP model are provided in Hertel 1996.
relay of voice or data from sender to receiver. They usually 13. This analysis was conducted in parallel with the OECD
exclude value added services, where suppliers add value to study "Globalization and Linkages to 2020: Challenges and
a customer's information by enhancing its form or content or Opportunities for OECD Countries" (OECD Development
providing for its storage or retrieval. (Examples of value Centre 1997) and has benefited from discussions with OECD
added services are on-line data processing, storage or researchers. Compared with the OECD study, this analysis
retrieval, electronic data interchange, e-mail, and voice mail.) focuses more on the impact of the Big 5 on other developing

4. Counting the European Union as one. The earlier ref- countries and regions, and on estimating the specific impact
erence to sixty-nine countries counted EU members sepa- of the Big 5 as the difference between a baseline and a low-
rately. case scenario.
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Developing countries and
the globalization of production

An important trend in the world economy today is the their comparative advantage. This slicing up of
globalization of production in developing countries, the value chain is widening opportunities for
Global production is defined here as cross-border pro- developing countries to participate in interna-
duction by multinational enterprises and their net- tional specialization and gains from trade.
works of affiliates, subcontractors, and partners. 1 *The benefits of global production for developing
Production by multinational enterprises at home and countries are potentially large. hin many coun-
abroad accounts for a fifth of world GDP, intrafirm tries multinational operations have a substantial
trade by multinationals accounts for a third of world direct, positive impact on the growth of trade,
trade, and their parent firms account for much of output, and employment. In addition, a defining
world research and development, characteristic of multinational firms is their

* Worldwide reductions in policy barriers to inter- ownership of specialized intangible assets
national trade and investment and continuing related to technological and management know-
declines in international transport and commu- how, assets that create a basis for indirect, or
nications costs are making markets everywhere spillover, benefits. These benefits include diffu-
more contestable, increasing competitive pres- sion of management and labor skills, better
sures on firms. But the same forces also stimu- information about world markets, introduction
late and facilitate firms' efforts to improve of new ideas and technologies, and, generally, a
efficiency and gain access to new markets by faster pace in catching up with best practices in
reorganizing production processes on a global the world economy. These effects can be espe-
basis. Since the nmid-1980s average imnport tarfffs cially imiportant in the services sector. Thus,
in developing countries and international trans- from China to Hungary and from India to
port and communications costs have both Mexico, global production networks both help
dropped by roughly a third. Perhaps even more integrate developing countries into world mar-
fundamentally, the increasing importance of kets and act as conduits of information and
knowledge and other specialized, intangible knowledge.
assets in modem production and distribution *The challenge for policymakers in developing
also contributes to the expansion of cross-border countries is to establish conditions that help
production by multinationals and their partners. attract more global production and realize more

* Global production networks are increasing the of its benefits. These include political and macro-
integration of developing countries into world economic stability, open trade and investment
markets. The share of world output produced by regimes, imTprovements in transport and com-
multinational affiliates is rising. In the 1990s the munications infrastructure, adequate protection
increase in developing countries has been espe- of property rights, and a predictable institu-
cially marked, amounting to 2.5 percentage tional enviromnment without excessive red tape.
points of GDP. Production by multinational affil- An important condition for enhancing the bene-
iates is increasingly oriented toward world fits of global production is ensuring a high
export markets, and trade withiin multinationals degree of competition in host country markets.
is rising as a share of world trade. Firms are tak- Open international trade and investment poli-
ing advantage of falling policy barriers and trans- cies and well-designed domestic competition
port costs to disaggregate production processes, and regulatory policies can contribute to main-
especially in manufacturing, into stages that are taining high levels of competition in both goods
outsourced to different countries according to and services industries.
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What drives global production? Falling transport and communications costs

The growing importance of global production in Lower trade and investment barriers are increasing the
world output is underpinned by several factors. These contestability of markets by foreign firms while also
include widespread liberalization of international spurring and facilitating cost reduction through reor-
trade and investment policies in both industrial and ganization of production processes on an international
developing countries, improvements in transporta- basis according to the comparative cost advantages of
tion and communications technologies, and the grow- different locations. These trends are magnified by
ing importance of knowledge and other specialized reductions in cost and improvements in the quality of
intangible assets in production and marketing. transport and communications services. Lower trans-

port costs have extended the reach of global production
Liberalization of trade and investment policies to labor-intensive manufacturing, allowing the disper-

sion of production stages over longer distances even for
World trade and investment barriers fell rapidly in the low value added products (box 2-1). Communications
1980s and early 1990s. Industrial country tariffs on improvements have extended the scope of global pro-
industrial products were reduced in successive rounds duction to more technologically complex, information-
of the GATT to 6-7 percent by the early 1990s and intensive, and time-sensitive products and services by
under the Uruguay Round will fall to under 4 percent. allowing better information flows and improved mon-
Average tariffs will be even lower when regional trad- itoring and coordination of production and distribu-
ing arrangements such as the European Union and the tion in distant locations. Examples are the manufacture
North American Free Trade Agreement (NAFTA) are of electronics parts for just-in-time production,
accounted for. The coverage of industrial country non- overnight electronic data processing, and the manufac-
tariff measures on developing country exports is
expected to drop from 18 percent to 4 percent. Box 2-1 Transport, foreign know-how,
Restrictions on cross-border investment are falling, and Colombian cut flower exports
and the focus of trade liberalization is moving on to
reducing "behind-the-border" barriers to intema- Colombia is now the world's second largest exporter
tional trade and investment through such measures as of cut flowers, accounting for about 10 percent of the
the Uruguay Round's General Agreement on Trade in world export market and directly employing about
services and agreement on Trade-Related Investment 70,000 workers in 1990, with another 50,000 in ancillary
Measures and the EC '92 initiative of the European packaging and transport. Most exports are to the
Union. Competition policies to deter restrictive busi- United States. Cut flower production in the United
ness practices were strengthened in the European States began to relocate from the eastern to the western
Union, while in the United States regulatory reforms and southern states from as early as the 1950s and
Union,ewhileeinathe ompetition in several service artd 1960s, and then, from the mid-1970s, to Colombia. In
aimed to enhance competition in several service and both cases air transportation freed cut flower produc-
utility sectors (OECD 1996b; UNCTAD 1994d; tion from areas close to consumers but with high land
Lawrence 1996; Low and Yeats 1994). and labor costs. Two factors were key to Colombia's

In developing countries the swing to greater reliance success. First, investment by Floramerica, a U.S. firm,
on markets and competition was even more evident. supplied marketing and other know-how to get the cut
Average most-favored-nation import tariffs in devel- flower industry started. The demonstration effects and
oping countries fell from about 34 percent to 24 percent diffusion of know-how from Floramerica led to rapid
between 1984-87 and 1991-93 and are slated to fall to growth of locally-owned Colombian firms that hired
about 14 percent under the Uruguay Round. Nontariff Floramerica staff and followed its production and mar-
barriers fell even more in most countries. Brazil and keting methods. Second, critical transport and regula-

Mxc,frtariffs from tory bottlenecks were removed. Many early shipments
had been destroyed by delays in being loaded onto

35-50 percent to 14-15 percent, and nontariff barriers planes or inspected by Colombian customs. Neither
from 12-40 to 1-2 percent. Barriers to foreign invest- the dominant airline nor customs was particularly
ment also came down swiftly. Indonesia and India, for responsive to these problems. A weak handling and
example, now have far fewer sectors closed to foreign distribution system at the entry point in the United
investment and have progressively dismantled restric- States was another problem. Floramerica encouraged
tions on foreign ownership and divestiture. Regional other airlines to enter and compete for the business,
agreements (Association of Southeast Asian Nations while a growers association established an efficient
[ASEAN], Asia-Pacific Economic Cooperation [APEC], handling and distribution center in Miami.
EU Association Agreements, Mercosur, and NAFTA
among them) also contributed to lower trade and Source:Mendez1991.
investment barriers in developing countries.
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ture of apparel and footwear in a world of designs and
fashions that last only a season. Just-in-time purchases account

Key cost and quality improvements in transport for a rising share of purchases
and communications, and some of their major conse-
quences, include the following:quences, includ the following:Figure 2-1 Application of just-in-time methods

* A declne in sea freight unit costs in real terms of
almost 70 percent between the start of the 1980s 1987 1990n and 1995
and 1996. This decline was about equal to the fall 1 1
in ocean freight costs for the United States in Percentage of shipments
1880-1910, another period of mounting global 50
integration, but occurred in half the time. Air
freight costs have fallen by 3-4 percent a year in 1995
real terms over a long period, as a result of tech- 40
nological advances, longer average trips, greater 1990
competition, and economies of scale (Peters
1993a; Lloyds Shipping Economist; North 1958; 30
ICAO 1992). 30 IN 1987

* A fall in the per-minute cost of international
phone calls in the 1990s in real terms of about 4 2
percent a year in developing countries and aboutE20
2 percent in industrial countries (ITU 1996a).

* An increase in the proportion of sea freight cargo 10
carried in containers to about 80 percent from
less than 20 percent in 1970, allowing better
tracking of cargo, more efficient and reliable port0
services, and greater ease in switching to other All industries Textiles Electrical
modes of transportation (Pearson 1992).

* Increased use of electronic data interchange by Source: Peters 1996.

airlines and specialized air-freight delivery
firms to cut delivery times and improve tracking
of cargo. These quality improvements are being Deregulation, lower entry barriers, and increased
pushed by and reinforce the adoption of just-in- competition have been key factors in transport and
time production and inventory management communications improvements-in many cases play-
techniques. ing a bigger role than technological advances alone.

* In telecommunications, gains in carrying capac- For example, the major factors behind the reduction
ity from optical fiber and satellite networks, of international sea freight rates in recent years were
making possible the low-cost transfer of vast greater competition and deregulation that forced out-
amounts of data and creating new markets, such flagging, labor cost savings, greater energy efficiency,
as computer software exports from India. and reduction of capital costs through extended use of

* Better control over costly inventories, more use ships. In Brazil the removal of freight reservation led
of just-in-time concepts in purchasing and distri- to a dramatic reduction in sea freight costs to Europe.
bution, and shorter order cycles as widespread Deregulation and heightened competition have been
trends in virtually all markets. A U.S. toy manu- a major source of cost reductions in both air cargo and
facturer sets up a purchase contract with a firm telecommunications markets (Peters 1993a; ICAO
in Hong Kong (China), which establishes a joint 1992; ITU 1996a).
venture to manufacture labor-intensive toys else-
where in China, using plastics shipped from Growing importance of knowledge and other intangible
Malaysia, and ships the finished product to the assets in world production
United States-all using just-in-time processes.
Just-in-time purchases now account for almost While policy liberalization and falling transport and
half of all purchases in textiles, compared with a communications costs increase competition in
quarter in 1987 (figure 2-1). Order cycles in the domestic and foreign markets, not all these trends
U.S. electrical and electronics industry have been necessarily imply more cross-border production by
shaved from some five months in 1980 to seven multinationals. For example, while falling trade and
weeks in 1990 to close to two weeks today (Peters transport barriers encourage greater subdivision of
1996; Schware and Kimberly 1995). production processes across countries according to
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comparative advantage, this subdivision could found to be a robust predictor of foreign direct invest-
occur through arm's length trade between indepen- ment (FDI) by a firm or industry (figure 2-3).4
dent firms in some industries. But that is less likely Technology transfer by multinationals takes place
in the kind of technologically sophisticated and dif- principally to their own affiliates: more than 80 per-
ferentiated products that are becoming steadily more cent of registered receipts for technology sales (royal-
important in world demand, output, and trade. For ties, licenses, and patent rights) by U.S. multinationals
such products the competitive strength of firms were from their foreign affiliates; the share is 90 per-
tends to lie in the possession of highly specialized, cent for Germany and more than 60 percent for Japan.
intangible assets, such as knowledge about how to Technology transfer is also embodied in goods, and
produce cheaper or better-quality products at given intrafirm trade between multinationals and their affil-
input prices, ability to innovate, special skills in iates accounts for large shares of high-tech exports
design, styling, promotion, marketing, or sales, or and imports. The growing importance of knowledge
possession of a trademark or brand with a strong and other intangible assets in production therefore
customer following. For a variety of reasons firms suggests an important underlying reason for the
tend to find it easier and more profitable to use these growth of global production.
intangible assets, usually developed over many Developing country firms also seek to upgrade
years, in-house, rather than selling or licensing them production and marketing technologies to remain
to other firms at arm's length.2 In these circum- competitive in domestic and world export markets.
stances a firm may find that the best way to exploit A clothing manufacturer in Bangladesh or the Czech
the locational advantages of production in a foreign Republic is not immune to the impact of more
country is to establish a foreign affiliate that retains advanced production and marketing methods in the
access to the firm's specialized assets-in short, world garment industry. Indeed, in sectors where
become a multinational. economies of scale in R&D, marketing, and global

The increasing importance of knowledge capital in brand-name development are most significant, par-
world production is evident from a number of trends. ticipation by developing country firms in global pro-
The real measured stock of intangible capital in the duction networks through joint ventures and other
United States in the form of formal education, training, alliances with multinationals may be a precondition
and research and development (R&D), among other
items, equaled its physical capital stock by the mid-
1970s and exceeded it by 15 percent in 1990 Business R&D spending continues to rise
(Abramovitz and David 1996). Investment in informa-
tion technology overtook other capital expenditures in
the United States in the 1990s, and there is liffle reason Figure 2-2 Research and development
to think that these trends are not reflected in most expenditures in OECD countries
industrial and some developing countries. Several
studies document the growth in the share of knowl- Gross expenditure on R&D Percentage of R&D
edge- or information-producing industries in output
and employment in all OECD countries. Business 2.5 R&D by business 60
expenditure on R&D as a share of GDP in the OECD Gross expenditure
continues to rise (figure 2-2). In most OECD countries on R&D 50
studied, the technology intensity of production, 2.0
accounting for both direct and indirect (or embodied) 40
technology, increased significantly between the 1970s
and early 1990s, with especially marked increases for 1.5
Japan and Germany (OECD 1997).3 30

Modem theories of the multinational enterprise
view it as essentially an institutional device that 1.0 
allows intangible assets, such as knowledge, which 20
are not otherwise easily transferred, to be deployed in 
a number of countries so as to undertake production 0 10
with complementary local factors of production. Thus
it is not surprising that multinationals undertake _ _
most of the world's private R&D expenditure. The 1971-75 1975-80 1980-85 1985-90 1990-94
parent firms of U.S. multinationals undertook 58 per-
cent of all R&D performed in the United States in Source: OECD 1997.
1989, public or private. R&D spending in turn is
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for entry and participation in world markets. Case * The greater outward orientation of multinational
studies suggest that even large developing countries, affiliates and the increasing importance of
such as India, represent too small a part of the world intrafirm trade in world trade: rather than aiming
market for, say, autos to support the R&D outlays to primarily serve protected domestic markets,
required to stay abreast of technology. Participation global production is increasingly integrating host
in the world car market, or even in basic automotive countries into the world economy.
components, may require collaboration with foreign * The increasing role of international outsourcing.
principals providing access to technology and mar- There is no systematic or standard source of data on
keting channels. Similarly, participation in the world global production. Rather, information must be pieced
athletic footwear market may require marketing and together from many sources, such as surveys or cen-
production alliances with companies that have suses in a handful of industrial countries covering pro-
global brand recognition (Gereffi and Korzeniewicz duction by home firms in foreign markets, data
1994). collected in a few host countries on production or sales

by foreign firms in home markets, balance-of-pay-
Growth in global production ments data on capital flows, and commodity-specific

international trade data. The result should be seen as
Growth in cross-border production by multinational a series of snapshots that attempt to highlight impor-
enterprises and their networks of associated firms- tant aspects of the phenomenon of global production
global production for short-is deepening the eco- rather than as a comprehensive picture of the whole.
nomic integration of countries. This section reviews
and presents evidence on key aspects of the rise in Rising share of global production in world output
global production:

* New estimates of the rising share of world and Cross-border production by multinational affiliates
developing country output produced by multi- constitutes an increasing share of world output.
nationals and their affiliates. Recent estimates of the value added output of multi-

national affiliates abroad (that is, excluding the output
of parent firms in their home countries) as a share of

R&D spending is a good predictor world GDP5 show a rise of 2 percentage points over
of foreign direct investment twenty years to reach 6.4 percent in 1990. An acceler-

ation in the 1990s resulted in a 7.5 percent share by
Figure 2-3 U.S. foreign direct investment 1995 (table 2-1). (Multinational production at home
and research and development expenditures, 1994 and abroad in 1990 is estimated at about 22 percent of

world GDP.)
Foreign direct investment
(US$ billions)
60 In the 1990s the most rapid increase in global

Other Chemicals production occurred in developing countries
50 ~manufactures R

50 Table 2-1 Share of multinational affiliates
in world output, selected years, 1970-95

40 (Percent)
Share in Share in

30 FoodZ Transportation world output developing
*/ * Industrial Year GDP Manufacturing Services country GDP

mad/inery1970 4.5 - -m

20 Services U Electronic~ 1977 5.4 11.5 2.3-
equipment 1982 5.8 12.7 2.5 4.4a

10 * Primary and 1988 6.3 15.6b 3 1b 
fabricated 1990 6.4 16.5 3.4 3.9

metals 1992 6.2 17.6 3.7 4.3

0 5 10 15 20 25 30 1995 7.5 - - 6.3

- Not available.R&D expenditures a. 1983.

(US$ billions) b. 1989.

Source: U.S. Bureau of Economic Analysis data. Source: Lipsey 1997; Lipsey, Blomstrom, and Ramstetter 1995.
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At present some 60 percent of multinational affiliate especially relative to GDP, even though their shares
output is concentrated in manufacturing (accounting in total inflows were small. The simple average of
for about a fifth of world manufacturing output). But FDI to GDP ratios for low- and middle-income coun-
affiliate output in 1990 was only 3-4 percent of services, tries (LMICs) doubled between 1990 and 1994 (table
which account for more than 60 percent of global out- 2-2). This ratio rose in every region except East Asia,
put. Services include government, however, as well as where it was already high. Dispersion of FDI to GDP
transport, communications, utilities, and finance, ratios fell in the first half of the 1990s, as shown by
where until recently foreign investment was frequently lower coefficients of variation for all LMICs and
excluded, even in industrial countries. But with the most regions. The spread of global production capac-
worldwide deregulation and opening of services in ity-as revealed by analysis of FDI-appears to be
recent years, future increases in global production may broadening.
be highest in this sector. Global production is also neg- Global production can be viewed more broadly than
ligible in agriculture, which represents about 5 percent in terms of affiliates established through FDI and con-
of world output (though undoubtedly more significant trolled by parent firns. Multinationals participate in an
in related manufacturing and service sectors, such as array of collaborative ventures with host country firms
agricultural processing, farm machinery, fertilizers, or affiliates of other multinationals, induding joint ven-
pesticides, storage, packaging, transportation, distrib- tures, equity participation, marketing tie-ups, and sub-
ution, and marketing). contracting and component supply arrangements

The geographical distribution of multinational involving close coordination between the parties. Joint
affiliate production has also been uneven. Until ventures and other forms of collaboration are impor-
recently it was much more extensive in industrial tant because they combine the differing strengths of
than developing or transition economies, few of domestic and foreign partners (Caves 1996). The more
which had adopted outward-oriented policies before unique, firm-specific, and proprietary the assets
the late 1980s. The share of multinational affiliate deployed in production, however, the more likely they
output in developing country output in 1990 was are to be retained in a majority-owned or -controlled
only just over half the share in industrial countries, affiliate. Systematic data on collaborative ventures
after falling in the 1980s, the decade of the debt cri- between firms are even more limited than are data on
sis (see table 2-1). The boom in FDI to developing multinational affiliates. The range of cross-border cor-
countries in the first half of the 1990s contributed to porate alliances that may be formed is wide, however
a reversal of this trend, however: affiliate output
increased almost 2.5 percentage points of GDP in
1990-95, bringing its share nearer the world average FDIfiows are rising but highly cyclical
(see table 2-1).

Data inadequacies prevent a more detailed calcu- Figure 2-4 Foreign direct investment in different
lation of the distribution of affiliate production across parts of the world, 1970-95
developing countries. But some indication is pro-
vided by data on FDI, an indirect indicator showing Percentage of GDP
financial flows associated with establishing produc- 2.0
tion capacity in foreign countries. Such data are avail- Developin
able in greater detail than other sources of information countries
on multinational operations. Over the past twenty- 1
five years FDI flows to both industrial and develop- 1.5
ing countries have followed a rising though highly
cyclical trend (figure 2-4). Flows to developing coun- l
tries in particular showed an unprecedented surge in 10 World
the 1990s. As a share of gross domestic investment,
FDI flows to developing countries averaged more
than 5 percent in 1990-95, up from less than 1 percent
in the 1970s and less than 2 percent in the 1980s. 0.5

As discussed in Global Economic Prospects 1996, countries
FDI flows suggest large disparities in the participa-
tion of developing countries and regions in global
production. Nine countries accounted for almost 90 0
percent of the increase in FDI flows to developing 1970 1975 1980 1985 1990 1995
countries in 1990-95. Many developing countries, Source: IMF and World Bank data.
however, saw a significant increase in FDI inflows,
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The average FDI to GDP ratio in developing countries has doubled since 1990

Table 2-2 Distribution of FDI in developing countries, 1990 and 1994

1990 1994

US$ Percentage Coefficient US$ Percentage Coefficient
Country group or region billions of GDPa of variation billions of GDP' of variation

Low- and middle-income countries 27.7 0.85 (0.45) 2.68 84.8 1.80 (0.99) 1.92
East Asia 10.9 2.80 (2.02) 0.81 44.1 2.64 (1.84) 0.98
South Asia 0.3 0.26 (0.21) 1.17 1.9 0.68 (0.62) 0.87
Latin America and the Caribbean 7.6 0.26 (0.93) 12.57 24.5 2.50 (1.78) 2.18
Sub-Saharan Africa 0.9 0.93 (0.14) 2.13 3.4 1.55 (0.23) 1.87
Middle East and North Africa 2.9 0.49 (0.62) 2.23 2.8 0.84 (0.42) 1.43
Europe and Central Asia 4.6 0.94 (0.45) 1.40 8.1 1.80 (1.46) 0.63

Middle-income countries 21.8 0.91 (0.93) 2.89 44.5 1.80 (1.20) 1.89
Low-income countries (excl. China) 2.0 0.76 (0.08) 2.23 5.8 1.67 (0.41) 2.12

a. Simple averages. Median values are in parentheses.
Source: IMF data; World Bank data and staff estimates.

(figure 2-5). Such growing cross-border alliances are variations in trade barriers and economic policy also
evident in many sectors, including clothing, chemicals, affect the picture. The greater inward orientation of
construction, electronics, footwear, semi-conductors, Latin America and India until recently provided for-
and telecommunications (OECD 1994; Zampetti 1994; eign affiliates with strong incentives to orient sales to
Cowhey and Aronson 1993; Gereffi and Korzeniewicz the domestic market, while in more outward-oriented
1994).

Increasing international trade orientation Cross-border corporate alliances take many forms
of global production

Figure 2-5 Automotive corporate alliances
There is some evidence that overseas production by within and between different regions, 1992
multinational affiliates is becoming more oriented
toward exports rather than the domestic market of the Number
host country. This is especially evident in technologi- 100
caily complex products. In addition, intrafirm inter- X Equity
national trade (that is, trade within multinationals, M Joint venture
between parents and affiliates or between different 80 X Technology
affiliates of the same parent) appears to be gaining Manufacturing
ground relative to overall world trade. Both these m Componentsupply
trends suggest that multinational firms can serve as 60
important conduits to international markets for
developing countries. Since a large part of world trade
is intrafirm or, in services, occurs principally through 40
the presence of a foreign firm in the local market, it is
evident that restrictions on foreign investment will
hurt intemational trade as well. So efforts to liberalize 20
trade also need to consider the liberalization of invest-
ment codes.6

The share of exports in sales of U.S. majority- o
owned foreign affiliates has more than doubled, from United Europe Asia United United Europe
less than 20 percent in 1966 to more than 40 percent in States States States and
1993.7 The rise has been largest for foreign affiliates in and and Asia
developing countries, where barriers to trade were Asia Europe
previously the highest and have since fallen the most Source: O'Brien and Karmokolias 1994.
in relative terms (figure 2-6). Regional and country
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U.S. foreign affiliates double their export to sales ratios In the 1980s export shares of U.S. foreign affiliates rose
most in traditionally outward-oriented regions

Figure 2-6 Exports of U.S. majority-owned
foreign affiliates in manufacturing, 1966-93 Figure 2-7 Exports from U.S. majority-owned
Percentage of total sales foreign affiliates in selected host countries, 1966-93
50 Percentage of total sales
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40 Industrial Malaysia
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/ / countries fz ~~~~~~60 
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. Developing 40 Thailand ,
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Source: U.S. Bureau of Economic Analysis data. 1966 1977 1982 1986 1989 1993

Source: U.S. Bureau of Economic Analysis data.

East Asia the propensity to export was high and ris-
ing (figure 2-7). The most striking increases in export Growing international outsourcing
to sales ratios were for technologically sophisticated
sectors such as machinery, office and computing Falling trade and transport barriers tend to encourage
machines, electric and electronic equipment, and firms to separate production processes (especially in
transportation. manufacturing) into stages that can be outsourced to

Trends for Japanese manufacturing foreign affili- different countries according to their comparative
ates are similar, but export propensities vary more by advantage. This trend can significantly broaden the
region, being much higher for affiliates in Asia and in opportunities for international trade available to
Europe than for those operating in the United States. developing countries (box 2-2).
The relocation of labor-intensive manufacturing by A more systematic source of evidence is the grow-
firms from the Republic of Korea, Taiwan (China), ing importance of trade in parts and components in
Hong Kong (China), and Singapore to their affiliates the machinery and transport equipment sector (SITC
in China, Indonesia, the Philippines, and Thailand 7).8 This trend reflects both the import of compo-
also contributed to the large increase in intraregional nents from low-cost production locations abroad
trade in East Asia over the last decade. and their export to overseas assembly or processing

Intrafirm trade has also risen as a share of interna- locations. Machinery and transport equipment is the
tional trade in many industrial countries in recent fastest-growing segment of world trade, containing
years (figure 2-8). In the United States the industries such technologically dynamic sectors as computers,
with the highest levels of intrafirm exports relative to telecommunications equipment, and other electronic
total industry exports in 1993 were those with high products and parts. It accounts for roughly 50 per-
research and development and significant firm-level cent of world trade in manufactures. The OECD
economies of scale: machinery (84 percent), office and countries (excluding recent members such as the
computing machines (94 percent), electronic compo- Republic of Korea and Mexico) exported $440 billion
nents (85 percent), and transportation (87 percent). of machinery and transport equipment components
Trade with affiliates is highest in industries that use in 1995-about 30 percent of all shipments in this
specialized knowledge (OECD 1996a; UNCTAD sector, up from 26 percent in 1978. The United States
1996). has had the highest proportion of components
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Intrafirm trade is on the rise B 2 Cs s i

Figure 2-8 International intrafirm trade's share n
in total country trade, 1982-83, 1989, and 1992 m
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Components are rising as a share of exports Developing countries' share of
components exports has surged

Figure 2-9 Components share of OECD machinery
and transport equipment exports to world, Figure 2-10 Components exports to developing
1978 and 1995 countries as share of total machinery and transport

Percent equipment components exports, 1978 and 1995
40 1995 Percent

1978 8

35
7

30
6

25

5
20

4
15

3
10

2 1978
1995

1

OECD United States EU-12 fapan 0

Source: Yeats 1997. 1Mexico Brazil China Newly Southeast
industri- Asiab
alized

economiesa
purchases of inputs by industrial country firms. A
World Bank survey of 628 North American and 240 a. Hong Kong (China), Republic of Korea, singapore, and
European industrial groups or firms found that their b. hidonesia, Malaysia, and Thailand.
offshore outsourcing rose about 30 percent between Source: Yeats 1997.
1987 and 1995 in response to growing cost competi-
tion and restructuring of businesses.

As much as 12 percent of total nonenergy pur- ter all the different stages, resulting in a wider range
chases by U. S. manufacturing firms were offshore by of options for production and trade. Multinational
1990, compared with less than half that level in the firms tend to differ markedly from local firms in their
early 1970s (table 2-3). The average figure masks wide technologies, management quality, and knowledge
variation among sectors. In sectors where production about and access to foreign markets, features often
can be broken into self-contained stages that are rela- reflected in a higher level of productivity. Such differ-
tively easy to transport and that vary considerably in ences and the growing dimensions of global produc-
their use of different types of labor skill (footwear, tion create the potential for indirect, or spillover,
electronics, instruments, and toys, for instance), the benefits, which strengthen the general know-how and
share of outsourcing in purchases is much higher- skills of local residents and firms.
about 18-22 percent. 9

Direct effects of global production
Impact of global production in developing
countries The direct effects of global production on economic

activity in a developing country can be substantial,
The direct impact of multinational operations on even in a country as large as China. Here foreign-
trade, capital formation, and production in many invested firms generate from a quarter to a third of all
developing countries became significant in the 1990s. investment and exports and 10-15 percent of indus-
In principle countries can now participate in global trial production and taxes (table 2-4).
production by mastering a slice of the value added FDI was 5-6 percent of aggregate investment in
chain in a given industry rather than waiting to mas- developing countries in the early 1990s, well above
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Because of access to superior know-how and other
U.S. offshore purchases are increasing intangible assets, multinational affiliates tend to have

a higher level of productivity than local firms. In
Table 2-3 Offshore outsourcing by the United Venezuela, for example, foreign-invested firms were
States in selected years more productive, paid higher wages, and conducted

Imported inputs more international trade than local firms (table 2-5).

Value As percentage of Indirect benefits or spillovers
Year (US$ billions) nonenergy purchases

1972 48.8 5.3 Spillovers refer to benefits arising from the presence of
1979 143.7 7.7 multinationals that are not fully captured by them in
1987 356.0 11.5 their market transactions with customers and suppli-
1990 407.0 11.6 ers. Such benefits can arise when multinationals lead to
Source: Feenstra and Hanson 1996. diffusion of information about the existence and prof-

itability of new technologies, production methods,
management and marketing techniques, or export
market opportunities. Some important channels:

the 1-2 percent of the previous fifteen years. It has * Labor market spillovers. Training of local employ-
sometimes been argued that FDI will tend to substi- ees is important because new skills are transfer-
tute for domestic investment, so that, in extreme cases, able as managers and employees move-as
the host country's capital stock does not change. studies in Kenya, Hong Kong (China), the
Recent work shows that such offset effects may not be Philippines, and Latin America show.1"
particularly significant. One study concluded that FDI * Market access and demonstration effects. Foreign
inflows and outflows tended to raise or lower overall firms, with their greater knowledge of world
investment dollar for dollar; that is, without any off- markets and access to international marketing
set in domestic investment (Feldstein 1994). Indeed, in channels, tend to be more involved in intema-
a cross-country analysis of growth and investment, tional trade. In one study multinational affiliates
Borenzstein, De Gregorio, and Lee (1995) find that FDI in Mexico were twice as likely to export as local
inflows to developing countries are associated with firms. But, more important, multinational exports
larger increases in overall investment, suggesting that in a particular industry and region in Mexico sig-
FDI crowds in domestic investment. They estimate nificantly increased the probability of exports by
that a dollar of FDI in developing countries is associ- local firms. Studies of the development of exports
ated with $0.50-$1.30 of additional domestic invest- in Hong Kong and Taiwan (China) in the 1960s
ment.10 In an undistorted policy regime inflows of have also argued for strong demonstration effects
foreign capital will also tend to move into labor- from the operations of multinationals.12

intensive sectors, where many developing countries' * Supplier spillovers. Foreign firms collaborate with
comparative advantage lies, having a further positive local suppliers, and spillover benefits occur as
effect on employment and wages. these suppliers use their improved capabilities

Direct effects of global production can be substantial

Table 2-4 Effects of FDI in China, 1991-95

Item 1991 1992 1993 1994 1995

Actual FDI flows (US$ billions) 4.4 11.2 27.5 33.8 37.5
Average amount per project (US$ millions) 0.9 1.2 1.3 1.8 2.5
FDI as a ratio to gross domestic investment (percent) 4.5 8.0 13.6 18.3 25.0
Volume of exports by foreign affiliates (US$ billions) 12.1 17.4 25.2 34.7 -

Share of foreign affiliates in exports (percent) 17.0 20.4 27.5 28.7 31.3
Share of foreign affiliates in industrial output (percent) 5.0 6.0 9.0 11.0 13.0
Number of employees in FDI projects (millions) 4.8 6.0 10.0 14.0 16.0
Tax contribution as share of total (percent) - 4.1 - - 10.0

- Not available.
Source: UNCTAD 1996; World Bank data.
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Foreign-invested firms tend to have higher productivity

Table 2-5 Performance characteristics of foreign-invested and domestic firms in Venezuelan
manufacturing, 1976-89
(Ratio of foreign finn performance to domestic firn performance)

Imported Net Total
Exports as inputs as exports as factor

Output per Real percentage of percentage of percentage of productivity
Sector worker wages sales sales sales differentiala

All sectors 1.7 1.6 8.4 2.9 6.9 8.5
Machinery, metal products 1.7 1.4 10.9 3.2 -10.3 7.7
Textiles, apparel, leather 1.4 1.2 3.5 1.6 -0.2 9.9
Chemicals 1.4 1.4 3.5 1.6 -7.1
Food, beverages 2.0 2.0 0.7 4.4 10.2 9.1
Basic metals 1.6 1.3 8.3 2.6 18.8 0.0

- Not available.
a. Percentage difference between foreign and domestic firms.
Source: Aitken and Harrison 1994.

to supply other customers (box 2-3). A survey by els in sectors with more foreign investment. A recent
the International Labour Organization indicates study finds subcontracting relations and joint ven-
the importance of such subcontracting by multi- tures to have been an especially potent source of pro-
national affiliates. Of particular interest was the ductivity spillovers in the Czech Republic (box 2-4).
prevalence of more or less intensive consultation Aitken and Harrison (1994) find a negative associa-
and support between multinationals and their tion with multinational presence in Venezuela, how-
domestic subcontractors, especially in product ever, possibly as competition from foreign firms forces
design, blueprints, technical support, produc- local firms to forgo scale economies. These mixed
tion process planning, and, above all, quality results are not unexpected, only in part because of the
control. Some 70-100 percent of multinational statistical difficulties in capturing the subtle effects
affiliates reported providing this kind of techni- involved. Foreign firms have a direct interest in pre-
cal support and quality control assistance to
suppliers (Halbach 1989). Among formal studies
Wolff and Nadiri (1993) find a significant posi- Box 2-3 Technological spillovers in the sewing
tive association between technological progress machine industry in Taiwan (China)

in U.S. manufacturing industries and that in sec- An important early case study of links between multi-
tors that supply them. nationals and their local suppliers is provided by

Indirect evidence of the benefits of international Taiwan, China. In 1963 the Singer company was allowed
firms is provided by cross-country studies of aggre- to set up a subsidiary to produce sewing machines,
gate growth. These typically find aggregate FDI to be overriding strong opposition from the domestic indus-
significantly associated with higher per capita GDP try, whose output was small in scale and poor in qual-
growth, although they do not establish the causality ity. The Singer subsidiary grew rapidly, particularly in
between more FDI and faster growth. In a cross- the export market. It also steadily increased local pur-
country growth study of both industrial and devel- chases and conducted an extensive program of training
oping countries conducted for this report (Wacziarg and technical support for its parts suppliers in produc-
1997), each percentage point share of FDI in GDP was tion techniques, measurement, inspection, quality con-
found to be associated with 0.3-0.4 percentage point trol, and management. Far from being hurt by the
higher per capita GDP growth. This estimate is con- arrival of Singer, local sewing machine assembly firms
highertwt p her caitaingDP gowth.r sthdisestimat ico- benefited greatly from the improvement in the compe-
sistent with the findings of other studies.i 3 tence of the local parts supply industry. While Singer's

Evidence of the effects of foreign firms on the rest exports increased by a factor of around eight in 1966-76,
of the economy also comes from microeconomic stud- the exports of the industry as a whole rose by a factor of
ies using plant data. Blomstrom and Wolff (1989) find more than twenty.
evidence of intra-industry spillovers in Mexico, while
Haddad and Harrison (1993) find that local Moroccan Source: Schive 1990.
firms tend to be nearer best-practice productivity lev-
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venting spillovers of proprietary technology to com- increased 50-100 percent following privatization
peting firms in the same industry. But the extent of and participation by foreign equity. Privatization
spillovers is also likely to depend on economic poli- and associated inward FDI in Argentina's
cies prevailing in host countries. telecommunications industry in the early 1990s

resulted in significant improvements in the quan-
Potential and benefits of global production in services tity and quality of services (Hoekman and Primo

Braga 1997).
Services play a crucial role in the world economy, con- * The high skill level needed in many service sec-
tributing an estimated 63 percent of world output in tors and the invariably high local labor content
1995. Differences in service sector efficiency often lie suggest that transfer and diffusion of knowl-
at the heart of differences in standards of living edge and know-how may be a vital aspect of the
between countries (box 2-5). gains from FDI in services. Case studies for the

Two characteristics have tended to set the service insurance and hotel industries reveal that multi-
sector apart and cut it off from foreign channels of nationals engage in substantial in-house train-
competition and productivity gains. First, many ser- ing of local personnel (UNCTAD 1994d).
vices are not easily traded internationally because * Although more hamstrung than manufacturing,
they are intangible, cannot be stored, or require imme- service firms also build global production net-
diate use or close contact between producers and con- works. Communications technology increasingly
sumers. Although technological change is making
more services tradable over time (a process described
in Global Economic Prospects 1995), the share of services Bn and technological
in world trade-about 20 percent in 1995-remains catch-up in the Czec ublic
far below its share in world GDP. This is also why the -t joint v-
provision of services by foreign suppliers often entails r ty sact a oint yen-
direct investment rather than cross-border trade. 14 teswthWestms maksig ficantcontribu-tionto podutivity gaisb oalfrsi t_heCzec_h
Second, foreign enterprises have often been excluded Rui c.
from or tightly controlled in providing services. From A n if is that account fr64 percent
the mid-1980s, however, policy reforms to open up the of m t o in h Cech Republic sug-
service sectors to foreign investment have contributed gessharwt efirmns' total factor produc-
to faster growth in FDI in this sector than in any other 9than 4 percent a year-was
sector in both high-income and developing countries. ihr tiantaland Eastern European
Policies to privatize and increase competition in key c r idata are avalable. What
service sectors such as transport, telecommunica- s p rodutivity gains in the
tions, utilities, and finance have been especially CehRubli y sugg that: 
important. * F p t g appears to have been

Does liberalization of investmnent barriers induce drivenby rivazation greater financial market
disiplne,andiniial conditionts Such as the size

much growth in FDI in services? A look at the EU, t A s it operated in. 
whose members have made far-reaching service lib- 6 Foeg is a trade associated with
eralization commitments with each other, suggests impomultinas werether rtant factors.
that the answer is yes. The EU became the single most t tu wit frgfirms hadc a larger
important destination for services FDI in the second a m sation with productiv-
half of the 1980s. The share of services in total FDI i w than even p ion. Imports of
inflows into the EU rose to 60-65 percent (compared intereite inputs from OECD countries were
with half that share in outflows of FDI from the EU). a ficabuit only for imports were
Furthermore, within the EU, it is FDI rather than trade tf subcotracting arrangements with
that is the preferred way of contesting markets Wesrternfis, niot for arn's length imports.
(Hoekman 1997). * Simple equity,flowse(FDI that is not a joint ven-

What are the main benefits of global production in g i ta f puv p haps
services? bcuesc lw r eyrcn.Fnly 

* Liberalization of trade and investment regimes in f of g i t f r
infrastructure services can bring large efficiency i r statistiall lain, which may
gains. More competition in the provision of port be due to unobserved managerialeffects too sub-
services in Veracruz, Mexico reduced their cost by tle to apture.
some 30 percent in one year, while container
turnover went up almost 50 percent. Labor pro- Sore Da ad Hoen 1997.

ductivity at Aeromexico and Mexicana airlines
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Box 2-5 Differences in services productivity

The productivity of capital invested in the telecommuni- compared with 11 for Chile and 15 for Malaysia; and why
cations sector in Germany and Japan is less than half that Argentina has 14 lines per 100 people compared with 40
in the United States. The reasons? State ownership, poor for the Republic of Korea-despite similar per capita
incentives, and less competition. This may help explain incomes.
why, despite similar per capita incomes, the United States Other examples of how productivity in services matters:
has 60 telephone lines for every 100 people compared * Singapore serves as a maritime hub for Asia.
with 48 in Japan and Germany (McKinsey Global Underlying this position is the efficiency of its port,
Institute 1996). which has the world's fastest ship turnaround

The number of telephones per person worldwide times and is the busiest in the world, serving more
varies enormously, from nearly 70 per 100 in Sweden (the than 700 shipping lines from eighty countries.
world's highest) to 0.09 in the Democratic Republic of * Just outside Taipei is an automated warehouse and
Congo, formerly Zaire (the world's lowest). Differences distribution center run by a private company
in per capita incomes explain less than half the differences (Contract Distribution Services), which handles all
in telephone density. A cross-country econometric study aspects of logistics for imported sea freight con-
points to the low productivity in services typical of most signments. It can receive, load, and deliver an order
state-owned monopolies, high prices to consumers (if within twenty-four hours.
they can get a phone), demand-insensitive supply of ser- * Hong Kong Air Cargo Terminal Limited handles
vices, and poor management and employee skills air cargo for sixty-plus international airlines. It
(Bowles 1995). The waiting time for a telephone in serves 280 flights and 3,500 tons of cargo a day. Its
Bangladesh, Ghana, or Haiti is ten years or more (ITU mishandling rate is 1 in 6,500, far superior to the 1
1996a). On the demand side, relative openness to trade in 20 rate for most airlines. The company's dwell
also appears to play an important role. This may help to time is nineteen hours for exports, one of the best
explain why Brazil has 7 telephone lines per 100 people in the world.

Source: Hanna, Boyson, and Gunaratne 1996; Reinfeld 1994.

allows service firms to split and disperse parts of helpful in maximizing the benefits countries derive
service production to foreign affiliates or out- from global production. More open trade and invest-
source labor-intensive activities, such as data entry ment frameworks are among the best channels for
in the Caribbean or software writing in India, gen- introducing such competitive pressures in traded sec-
erating substantial employment benefits in sup- tors. In nontraded services sectors encouragement of
plier countries. These spin-offs can generate other foreign investment and well-designed regulatory poli-
benefits, for example, the increased use of com- cies to enhance competition need special emphasis.
puters in Indian businesses. Some recent studies provide evidence that more

* Services provide critical linkages in an economy. competition in host country markets increases the
The most obvious examples are transportation pressures and incentives for multinationals to trans-
and telecommunications, but business services fer more and better-quality technology to affiliates. In
(such as finance, insurance, and accounting) also Mexico, for example, affiliate technology imports (as
allow other industries (both goods and service measured by payments per employee for patents, roy-
producing) to operate more efficiently.'5 alties, and trademarks) were significantly associated

with various measures of competition in the host
Policy implications country's market (Blomstrom, Kokko, and Zejan

1992). The effect was found to be much stronger in
Global production is generating important benefits for consumer goods, where it is arguably easier for local
many developing countries. That raises two broad pol- firms to compete because the technology level they
icy issues. First, for countries that already participate need to reach is lower. This finding runs against poli-
in global production, what policies might increase the cies in some developing countries to restrict FDI to
benefits they draw from it? Second, for those develop- high-tech industries-where, it is argued, "we have
ing countries that are not attracting much global more to learn"-because multinationals will, in any
investment, what policies might improve flows? case, face less competitive pressure to transfer their

best technologies to affiliates in these sectors.
Enhancing the benefits of global production Kokko and Blomstrom (1995) replicate some of

these findings for technology imports by U.S.
Policies that enhance competition force firms to seek majority-owned foreign affiliates in thirty-three host
improvements in efficiency and are also likely to be countries. In addition, they find that U.S. foreign affil-
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iates' technology imports have no association with Increasing competition in service sectors
formal technology transfer requirements in host coun-
tries, such as using the most advanced technology While the importance of competition in services is
available, performing R&D locally, providing access increasingly accepted, implementation has tended
to parent patents, or transferring skills to local staff. to lag. For example, commitments by developing
They have a significant negative association with var- countries to liberalize services under the World
ious other formal performance requirements, such as Trade Organization's recent General Agreement on
minimum local content and employment rules and Trade in Services were relatively limited. The share
import restrictions. Indeed, as more and more devel- of commitments by developing countries that
oping countries open up and compete to attract FDI, retained no restrictions on either market access or
onerous performance requirements are more likely to national treatment was about 7 percent of the maxi-
drive away than to attract investors. mum possible. The share for high-income countries

Measures to increase competition could include was 25 percent. (Hoekman 1996). Given the sub-
reducing regulations, obstructions, and red tape that stantial potential gains from liberalization of FDI
serve as barriers to entry into sectors and markets. and trade in services, why do many countries
They could include eliminating of major distortions choose to maintain protection in services? The prin-
in labor, capital, land, and other factor markets that cipal factors seem to be a desire to protect employ-
raise costs and increase risks for firms (such as restric- ees in overstaffed, state-owned enterprises, fears of
tions preventing firms from reducing workforces unemployment from computerization in labor-
when needed). They should certainly include reduc- intensive service sectors (banking, public services),
ing trade barriers and maintaining a transparent and and concerns about the impact on small businesses
open FDI regime, so that, rather than one or two polit- (for example, the impact of foreign wholesale dis-
ically well-connected multinationals carving out pro-
tected monopolistic enclaves, there are multiple firms
facing serious competition both from direct imports The growth impact of FDI increases with openness ...
and from other multinationals. Balasubramaniam,
Salisu, and Sapsford (1996) provide evidence that the Figure 2-11 Correlation between foreign
growth impact of FDI increases with the openness of direct investment and total factor productivity
the trade regime. Developing countries with more rowth 1975-90
open trade policies tend to have a closer positive g 5
association between the presence of foreign firms Bivariate correlation
(proxied by FDI to GDP ratios) and total factor pro- 0.3 Open
ductivity growth, countries with closed trade trade
regimes, where the effect is weaker (and sometimes regime
negative; figure 2-11). Developing countries with 0.2 -
more open trade regimes also tend to have a higher trade
positive correlation between FDI to GDP ratios and 0.1 regime
the share of high-technology products in exports (fig-
ure 2-12).16

With respect to the absorptive capacity of host 0
countries, Borensztein, De Gregorio, and Lee (1995)
find that FDI has a positive effect on growth once {0.1
countries have a minimum level of education. For the
average level of secondary schooling in the sample
(about 0.9 year), they find every percentage point of -0.2
FDI to GDP to be associated with around 0.5 percent
faster growth. Many policies aimed at increasing the -0.3 Latin Asia Other Total
degree of competition in host countries would also La counthes
tend to increase absorptive capacity. For example, America countries
flexible labor markets could stimulate spillovers by Note: Sample includes sixty-nine countries. Figure shows
both encouraging multinationals to adopt more labor- bivariate correlation between the foreign direct investment to
intensive methods and allowing more mobility of GDP ratio (quinquennially averaged for 1971-75,1976-80,
workers between foreign and local firms. Low regula- 1981-85, and 1986-90) and total factor productivity growth (five-year averages ending in 1975, 1980, 1985, and 1990).
tory and bureaucratic overhead costs would help local Source: IMF data; Coe, Helpman, and Hoffmeister 1995; Sachs
firms compete for multinational subcontracts and so and Warner 1995; World Bank data and staff estimates.
expand the scope for supplier linkages.
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Improving the climate for global production
... as does the positive association of FDI and

high-tech exports More than half of all developing countries do not par-
ticipate to a significant extent in global production.
Most are in Sub-Saharan Africa, South Asia, and the

investment and the share of high-tech exports, Middle East and North Africa. In 1994 only a quarter
197vs90 or so of the countries in these regions had FDI inflows

above 1 percent of GDP, not much better than the pro-
Bivariate correlation portion of countries in the 1970s. Factors that appear
0.7 to be relevant in explaining FDI flows to countries that

receive a relatively high level of FDI do not work well

0.6 Open for countries that receive less (Singh and Jun 1995).trade Countries that receive little FDI do have some com-
regime mon features, however (figure 2-13). Of forty-nine

0.5 a developing countries receiving FDI of less than 1 per-

cent of GDP in 1990-94, around a quarter suffered war
0.4 or intense civil strife-conditions that largely pre-

clude receipt of significant FDI. Of the remainder,
0.3 Closed some three-quarters were afflicted by serious macro-

trade economic instability, defined as budget deficits aver-
0.2 regire aging more than 5 percent of GDP or inflation of 50

percent a year. Others saw negative output growth

0.1 over the period covered by the analysis. One or more
of these conditions affected four-fifths of countries

0 receiving little FDL17

Latin Asia Other Total Among these countries the building blocks for
America countries more FDI are therefore much the same as for economic

Note: Sample includes fifty countries. Figure shows bivariate activity in general-peace, basic macroeconomic sta-
correlation between foreign direct investment and the share of bility, and institutional credibility (World Bank 1997).
high-technology exports in total exports. Encouragingly, some Sub-Saharan African countries
Source: IMF data; Sachs and Warner 1995; World Bank data and that have made progress on some of these problems
staff estirnates. are starting to attract FDI inflows (box 2-6). Given

these preconditions, what other factors are important
to attract more FDI? The literature on the determi-

tributors on small retailers in Indonesia). Issues of nants of FDI inflows is vast and often inconclusive. No
labor market adjustment are prominent (see chapter attempt is made to summarize it here.18 Rather, taking
3). However, in most cases of liberalization of ser- these preconditions as given, some common features
vices in developing countries, the eventual benefits of countries participating in global production are
from faster growth are likely to outweigh possible noted.
short-run negative effects. * Attractiveness as a base for exports to world markets

One reason why liberalization in services may be will gain in importance. The size of the domestic
slower is the need to establish an adequate regulatory market has typically been found to be among the
framework (World Bank 1997). Privatization of state more important determinants of FDI. Newer
monopolies and entry by private providers in infra- findings suggest that a country's attractiveness
structure sectors that are nontraded and have natural as a base for exporting to world markets is gain-
monopoly characteristics present difficult institu- ing in importance, a trend consistent with the
tional challenges. In such cases the absence of an effi- declines in trade barriers and transport costs
cient regulatory framework that ensures adequate described earlier (Lucas 1993; Singh and Jun
competition means there is no guarantee that priva- 1996). This finding is encouraging for small
tized services will necessarily be more efficient than economies-Hong Kong (China) and Singapore
publicly delivered services. For example, in Indonesia have shown that smallness need not be a hand-
the price of electricity from new private power plants icap in drawing foreign investment.
was driven down to about $0.06 per kilowatt-hour * Openness to trade is important. More open
from $0.09 only after competition was improved economies get more FDI (Edwards 1990;
through competitive bidding and clearer allocation of Balasubramanyam and Salisu 1991). Using
risk. panel data on U.S. multinational affiliates in
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Some characteristics discourage foreign direct investment B 2 I S AtoB re-trc oeg investors?

Figure 2-13 Developing countries and foreign Ai h i ei e
direct investment: factors associated with low Most hav erk
FDI to GDP ratios, 1990-94

tural adjstent(sechper 1. ot hveeae
Number of countries r

100 mart S cuts also proid fscal

20 l 0°/ growth 

=
FDI/GDP War Macroeconomic Per capita c t t h and

instability income m in L an e t

Source: World Bank data and staff estimates. Wjh r e r

developing countries in 1977-94, Slaughter are members or
(1997) finds that direct measures of global pro- conventions,
duction such as affiliate employment, assets, Ie n Guarantee A
and capital stock were consistently greater in t na a fSe

Drnore open economies.vention on Recognition
* Private provision of basic infrastructure is growing D 9> 

in importance. The quality of infrastructure is anE c ofFe AbtatoAwrsan
important consideration for global manufactur- th Co
ing and marketing systems that are reliant on 1

0ust-in-time processes, total quality manage- in stl o res si
ment, and flexible manufacturing systems fro ab 6 pen m
(Wheeler and Mody 1992). Improvements in the on oi expot
transport and logistics infrastructure-roads, : 4s te
telecommunications, ports, customs manage- (uiata f
ment-play a vital role. Deregulation to allow nation f low flow o Ar
entryby private (includins liy ing foreign) providers inness,
a competitive enviroriment will be important in
achieving such improvements. Port deregula- that special tax and other fiscal incentives have
tion in Argentina shows the large gains that are little influence on FDI, though harmonization of
possible (figure 2-14; World Bank 1996a). The corporatetaxsystems toubest-practiceastandards
price of a telephone call from Chile to the United is important.19 Indeed, it is possible that beggar-
States in 1996 was one fourth and one seventh, thy-neighbor competition between countries to
respectively, of the price of calls from Brazil and attract more FDI by offering larger tax breaks
Argentina (Petrazzini 1997). could lead to suboptimal outcomes for all coun-
i The effect of special tax advantages can be over- tries. To guard against such adverse outcomes
estimated. Studies have consistently suggested (or where there are concems about issues such
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readier diffusion in developing countries of intema-
Port deregulation yields big gains tional information, know-how, and best practices.

Maintenance of a high level of competition between
firms is likely to be an important precondition for

Figure 2-14 Effects of deregulation on port costs mak'ing the most of the potential benefits of global
and performance in Buenos Aires, Argentina,maigteosofhepenalbeisoflbl
1991 pod 1995 production. Other important conditions for both1991 and 1995 attracting foreign investment and enhancing its ben-

Index (1991 = 100) efits include a stable political and macroeconomic
150 climate, open trade and investment policies, ade-

quate transport and communications infrastructure,
and the maintenance of a predictable and effective

120 institutional environment.

1991 Notes

90 l * *1. The simplest definition of the multinational enterprise
is a firm with plants in more than one country.

1995 2. The nature of the informational and other market fail-
60 - _ ures that hamper arm's length transfers of intangible pro-

prietary assets are discussed in Caves (1996). For example,

30 firm A cannot tell firm B about the nature of a piece of
knowledge it wishes to sell firm B because it fears losing the
secret, while finr B does not want to buy sight unseen for

0 ~~~~~~~~~~~~~~fear of being hoodwinked.

Cargo Port stay Port costs 3. Studies of information industry output are summa-
handling time (days) (cents/box) rized in Foray and Lundvall 1996. See also World Bank

productivity 1996b.
(tons/year) 4. See, for example, Caves 1996; Graham 1996;

Blomstrom and Kokko 1997.
Source: World Bank 1996a. 5. These estimates are based on data on value added or

sales by foreign affiliates of multinationals based in
as the impact of transfer pricing on tax rev- Germany, Japan, Sweden, and the United States, the only
enues), policymakers may wish to consider the home countries publishing such data. Data sources and esti-
possibility of greater international coordination mation methods are described in Lipsey (1997) and Lipsey,
in setting national policies and standards Blomstrom, and Ramstetter (1995).
(Graham 1996). 6. Links between trade and foreign investment and their

implications for policy are discussed in WTO (1996).
Conclusion 7. The most detailed data on multinational activities are

widely recognized to be those on U.S. multinational enter-
Several trends in the world today are contributing to prises maintained by the U.S. Bureau of Economic Analysis.
the expansion of cross-border production by multi- On many specialized questions, therefore, analysis in this
national enterprises and their networks of closely area is often restricted to consideration of U.S. multinationals
associated firms. These include the liberalization of alone.
economic policies in most countries, continued 8. Changes in the Standard Intemational Trade
reductions in the cost of transport and communica- Classification (SITC) system (Revision 2) differentiate trade
tions, and the growing importance of knowledge in components and parts from trade in finished goods for
and other intangible assets in modern production the machinery and transportation equipment (SITC 7)
and distribution. The expansion of global production group. This differentiation is not available, at least to the
provides developing countries with opportunities to same extent, in other major categories of intemational trade.
enhance the benefits they draw from greater inte- 9. Peters 1996; Feenstra and Hanson 1996; Slaughter 1995;
gration with the world economy. The "slicing up of Yeats 1997.
the value chain" by multinationals in their global 10. Although, like other forms of extemal finance, FDI
production networks broadens opportunities for inflows need to be serviced with a stream of payments to
developing countries to participate in international foreign residents, these dividends are paid on a sustainable
specialization and other gains from trade. And the basis out of additional output and foreign exchange earned
presence of these firms improves the scope for a by the enterprise. In addition, there is evidence that FDI
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Adjusting to trade liberalization

Policymakers in developing countries now widely enforced government interventions in formal
recognize that opening economies to the outside labor markets (for example, extensive restric-
world can bring many long-term benefits-more effi- tions on dismissal of workers) can, however,
cient resource use, increased technology transfer, and delay adjustment and exacerbate its costs. In
greater productive efficiency spurred by the disci- some countries, employment practices of state-
pline of world markets. Yet while many developing owned enterprises, such as over-staffing, unre-
countries have liberalized trade policies, others have alistically high wages, or excessive job security,
made only limited progress. One reason is concem can constitute an important source of labor mar-
that the costs of adjustment associated with trade lib- ket inflexibility The potential adverse effect of
eralization might be high relative to its benefits, in trade reforms on the finances of state enterprises
particular, that they may be high enough in the short can also cause govemments to hold back from
term to cause a reversal of trade liberalization before trade liberalization. Reforms of restrictive labor
its long-run benefits can be reached. This chapter market practices and adjustment in state enter-
reviews what is known about the adjustment costs of prises can therefore be important policies com-
trade reform and considers the circumstances and plementing trade liberalization.
policies that may affect the size of these costs. It * Adjustment costs will be minimized if there is a
explores the following key points: strong private investment response to liberal-

Redeployment of resources induced by trade ization, particularly in newly profitable export
liberalization is not without friction. Workers in sectors. Macroeconomic stability is critical in
import-competing industries may become securing such a response. Where investment is
unemployed for a period before finding jobs in irreversible or entails significant sunk costs,
expanding export industries. Output losses suf- high uncertainty about future business condi-
fered by the economy as a result of such unem- tions because of macroeconomic instability may
ployment are the social adjustment costs of trade prevent new opportunities from being grasped.
liberalization. Their size will be linked to the Large fiscal deficits will also make it more diffi-
rigidities or distortions affecting the movement cult to secure a real exchange rate depreciation-
of resources in the economy, as well as to the an important condition for offsetting possible
degree of macroeconomic stability and other fac- adverse effects of liberalization on the external
tors affecting new investment. These costs are, trade balance. Reforms that lack credibility
however, usually limited in magnitude and because they are seen not to be sustainable in the
duration, while the gains from a more efficient long run will not evoke a sustained investment
allocation of resources should grow with the response. Although concerns about the adverse
economy. The empirical evidence suggests that effect of trade reforms on government finances
the social costs of trade liberalization tend to be may be overdone when they relate to abolition
small relative to its benefits. of quotas or the reduction of very high tariffs,

* The speed of adjustment to trade reform will be governments may need to enhance the efficiency
affected by the flexibility of labor and other fac- and coverage of tax systems in the longer term
tor markets. In the absence of extensive govern- to tap new areas of economic activity stimulated
ment intervention, labor markets in developing by trade liberalization as sources of revenue.
countries tend to work relatively efficiently, * While trade reforms are likely to have significant
partly because of the importance of informal and net social gains and contribute substantially to
agricultural labor markets. Stringent and strictly growth and poverty reduction in the long run,
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the private costs of trade liberalization for some fion. This shortfall is a measure of the social adjust-
groups and individuals can be large. These ment cost. The size of the gap depends on the number
include not only the costs of moving from one of workers unemployed due to liberalization, the
sector to another, but also permanent declines in speed at which the economy can absorb them, and the
returns to particular factors of production and wage that they earn once they become re-employed.'
destruction of rents shared between firms and The size of social adjustment costs relative to effi-
workers in highly protected sectors. Private ciency gains will determine the welfare effects of trade
costs raise at least two important issues. First, liberalization, although it is unlikely that these costs
losers from trade liberalization, who tend to be would exceed the benefits. That is because the effi-
more concentrated and better organized than ciency gains from trade liberalization are permanent
gainers, will strive to undermine and reverse and grow along with the economy.2 By contrast,
reforms. Attention to the strategy and political adjustment costs are limited to the output lost when
economy of reforms may therefore be essential resources become unemployed because of trade
to their sustainability in the long run. Second, it reform. These costs will be temporary to the extent that
may be desirable for equity reasons to set up a these resources are applied in new or expanding sec-
social safety net to help the most vulnerable tors of the economy in a reasonable time. In fact, there
groups adversely affected by trade reforms. are good reasons to think that, in the medium to long

run, trade reform will increase demand for labor in
The adjustment costs of trade liberalization developing countries that have abundant labor and a

comparative advantage in labor-intensive production.
After decades in which most developing countries Private costs of adjustment arise not only as a result
pursued restrictive trade policies based on a program of transitional unemployment but also when some
of import substitution, the 1980s saw a broad turn workers and entrepreneurs-particularly those in
toward trade liberalization. Even so, as last year's once protected import-competing sectors-find their
Global Economic Prospects reported, there are major dis- skills, talents, and investments worth less after liber-
parities in the extent of opening up by different devel- alization than before because of permanent changes in
oping countries and regions. A study of trade regimes returns to factors of production brought about by
in fifty-nine developing countries estimated that sub- trade liberalization. Specific groups of workers and
stantial progress has been made in reducing nontariff
barriers but that opportunities for further liberaliza-
tion remain, especially with respect to tariffs (IMF Progress has been made, but there
1994; figure 3.1). Using a combined measure of tariff is still room for improvement
and nontariff barriers, the report noted that the num-
ber of countries with restrictive trade policies fell from Figure 3-1 Countries with restrictive trade
forty-four in 1990 (of fifty-nine studied) to twenty- policies, 1990 and 1993
nine in 1993, but that most of the improvement was in
Latin America and transition economies. The number Number
of countries in Africa, the Middle East, and Asia 50 U Transition economies
(which in this study included mainly South Asian Latin America
countries) classified as having restrictive trade poli- Middle East
cies fell only marginally. 40 UM Asia

U Africa
Social and private adjustment costs

30
Like any other major policy change, trade reform gen- C2< ' .
erates both benefits and social and private costs. The
social costs of trade liberalization refer to the value of 20
output that is lost due to resources idled by liberal-
ization. Sectors of the economy that had been pro-
tected by tariffs, quotas, and other governmental 10
interventions may not be able to sustain output,
capacity utilization, and employment once trade is
liberalized. Firms in these sectors may shed workers 0
faster than they can be absorbed in other expanding 1990 1993
sectors of the economy. With idle resources, output Source: IMF 1994.

will temporarily fall below its level before liberaliza- -ource:_IMF_1994.
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firms also suffer from the destruction of rents they had Trade liberalization and employment in developing
previously shared in protected sectors. These private countries
costs are virtually inevitable and can be large for the
individuals who bear them. The reverse side, of Several studies suggest that, in the absence of severe
course, is that other workers and entrepreneurs-par- macroeconomic crisis, trade reform is consistent with
ticularly those in export sectors-find their skills, tal- continued growth in employment-even in the short
ents, and investments worth more after reform. These term. One study of trade reforms in developing coun-
redistributive aspects of trade liberalization are likely tries found that in all but one of twelve countries for
to be important in determining the political feasibility which data were available, manufacturing employ-
and sustainability of reforms. There may also be ment was higher during the reform and a year after its
equity reasons for adopting carefully designed social completion than in the prereform period (figure 3-2).
safety net programs to assist vulnerable groups Countries that adopted the strongest liberalization
adversely affected by reforms. reforms included those with the strongest employ-

The chapter turns next to an overview of empirical ment performance, such as Brazil and Singapore.
work on the size of social adjustment costs. The num- Indeed Chile was the only country that experienced
ber of studies attempting to quantify the adjustment lower manufacturing employment after strong liber-
costs of trade liberalization is small, and most focus alization, although this is widely recognized to have
on industrial countries and provide only indirect evi- been due to macroeconomic factors such as extreme
dence for developing countries. An effort is made to overvaluation of the real exchange rate and the impact
summarize the results of most studies that apply to of the world recession in 1982.3
developing countries, the more important studies on These results are broadly confirmed in studies of
industrial countries, and other studies of developing several African countries (table 3-1). Employment
countries that provide indirect evidence of adjust- growth among existing firms in five African countries
ment costs. remained mostly positive after trade reform, with

In most cases manufacturing employment rose during and after trade reform

Figure 3-2 Manufacturing employment before, during, and after liberalization

Weak liberalizers Strong liberalizers

Index (year before liberalization = 1) Index (year before liberalization = 1)

1.5 3.5 - Singapore (1968-73)
- Brazil (1965-73)

Sri ika - Sri Lanka (1977-79)
Sri Lanka / 3.0 Philippines (1960-65)

1.4 (1968-70) -Argentina (1976-80)
/ Peru (1979-80)

2.5 Chile (1974-81)

1.3 Turkey
(1970-73),

1.2 / .' Philippines
, s (1970-74) 1.5

-0 Korea, Rep. of - ----
1.1 ~~~~~~~~(1978-79) 1.0------

Argentina~ .
(1967-70)

1.0 0.5
Before During After Before During After

Note: Years indicate liberalization period.
Source: Papageorgiou, Choksi, and Michaely 1990.
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Employment growth after trade liberalization was especially buoyant in small firms

Table 3-1 Annual labor growth of firms after liberalization in five African countries
(Percentage change)

Number of
employeesa All five countries Ghana Malawi Mali Senegal Tanzania

1-5 +18 +10 +19 +24 +7 +20
6-20 +11 +6 -3 +20 +12 +10
21-49 +3 +3 +2 +2 0 +3
50+ +1 -9 - +10 0 +17
All sizes +5 -1 +5 +13 +2 +9

- Not available.
a. Total employment of the firm at the time of reforms.
Source: Parker, Riopelle, and Steel 1995 (table 6.2).

much growth coming from especially buoyant has, however, been due to systemic reforms that go well
employment growth in micro- and small-scale enter- beyond trade liberalization (Harrison and Revenga
prises. In Mauritius unemployment fell from 21 per- 1995; see box 3-1).
cent to 17.5 percent between 1985 and 1989, a period The conclusions to be drawn from these studies are
of relatively intense trade liberalization. By contrast, limited. They do not suggest what the level or growth
employment in the modem sector in Senegal fell 10 of employment and output would have been without
percent over the three years subsequent to reforms. 4 liberalization. Without controlling for other factors

A study of employment in six countries that under- that affect employment, it is not possible to say
went trade liberalization over the past fifteen years whether the number of jobs would have grown at an
found that in Costa Rica, Peru, and Uruguay employ- even faster pace or would have stagnated had trade
ment increased before, during, and after reforms. The not been liberalized. It is also difficult to gauge the
same could not be said for the forner Czechoslovakia, impact of reforms on unemployment because jobless-
Poland, and Romania. The rise in unemployment in the ness could have risen if employment growth had
transition economies of Central and Eastern Europe fallen below labor force growth. However this does
and the Commonwealth of Independent States (CIS) not seem to be the case in Costa Rica, Peru, and

Box 3-1 Trade liberalization and adjustment costs in transition economies

After the breakup of the former Soviet Union in Rapid reform has had such a positive impact partly
September 1991, the fifteen newly independent states because of the removal of previously extensive export con-
were faced with enormous adjustment problems, which trols. In many cases, the export tax equivalent of export
included adjusting to a radically different trade regime. quotas on raw materials was more ian 200 percent.
Trade among the fifteen states suffered a dramatic Removing export restrictions allowed enterprises to sell
decline, which contributed to their output decline. outputin marketswhere they could obtain hard currencies
Clearly, however, large adjustment costs should not deter and encouraged the efficient reorientation of production
these economies from moving toward a market economy toward industries thatwere internationally competitive. hn
and integrating into the global economy. turn, earnings were used to purchase needed inputs for

On the contrary, the evidence suggests that some various industries, thus arresting the decline in output.
newly independent states such as Estonia, Latvia, and More generally, trade reform in transition countries
Lithuania that- implemented trade reforms most has typically been part of broader reforms aimed at lib-
rapidly experienced the lowest adjustment costs. eralization, macroeconomic stabilization, and systemic
Output in Estonia began expanding in 1993, while out- change. World Development Report 1996 showed that in
put in the other two Baltic countries started to grow by countries where liberalization has been stronger, output
late 1994. Slow reformers such as Belarus, Georgia, losses have been on average smaller and the difference
Ukraine, and Uzbekistan faced declining output for a has increased over time. Thus policymakers in transition
longer period and still had much of their adjustment economies will maximize people's incomes by liberaliz-
costs ahead of them (Michalopoulos and Tarr 1994, ing as much as possible within the range left open by
1996). country-specific constraints.
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Uruguay, three countries for which unemployment ies are conducted at the plant level rather than the
rates are available. Here unemployment during trade worker level, the authors cannot say what happened
reforms either fell or did not show a clear trend. Even to dismissed workers-whether they suffered a spell
with these qualifications, however, there is little evi- of unemployment or quickly found employment
dence of employment falling after trade reform, elsewhere (box 3.2).7 Of course, liberalization can
except where there were other factors at play, such as result in substantial shifts of employment among nar-
severe macroeconomic instability or major systemic rowly defined sectors even when aggregate employ-
reforms. ment is unchanged. One simulation of the labor

Some recent studies analyze the links between market effects of trade liberalization in Bangladesh (a
trade liberalization and labor markets more explic- country with powerful labor unions) projected
itly. One study of the impact of the Mexican trade lib- widely divergent effects on labor demand. Under one
eralization of 1985-87 on plant-level employment scenario, trade reform could be expected to reduce
and wages concluded that each 10 percentage point labor demand by almost 11 percent in basic metals,
reduction in tariff levels was associated with a 2-3 but increase labor demand by more than 30 percent
percent reduction in firm-level employment. Similar in leather. 8

results were found for Uruguay. 5 In Morocco, how-
ever, substantial trade liberalization was found to Measures of adjustment costs
have had little effect on employment in most firms,
though the effects were large in some sectors. For Some analysts have tried to explicitly measure the
example, employment in the clothing sector grew by adjustment cost of trade liberalization. Virtually all
250 percent after reforms. 6 These results are sugges- such studies have focused on industrial countries, but
tive, but do not really say anything about the effect of they provide some insight on adjustment costs in
trade on aggregate employment. Because these stud- developing countries.

use of the economy's relatively abundant factors and studies of Chilehave shownthatpoverty wlias dramatically6
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In the first study of this kind, Magee (1972) consid- ever, could be significantly higher if factor markets in
ered the costs and benefits of the United States com- developing countries adjust more slowly than those in
pletely liberalizing its trade with the rest of the world, industrial countries, implying lengthier spells of
explicitly accounting for permanent benefits of liberal- unemployment.
ization and temporary adjustment costs.9 Adjustment
costs are estimated by taking account of the number of Speed of adjustment and labor market flexibility
workers who lose their jobs due to elimination of
import barriers multiplied by their average wage, The costs of trade liberalization are likely to depend on
adjusted for the expected duration of unemployment the flexibility of factor markets. In particular, inflexible
(assuming that all adjustments are completed within or poorly functioning labor markets will slow the
five years).'0 The present discounted value of adjust- movement of labor from import-competing to export
ment costs is compared with efficiency gains from lib- sectors and generate other adverse effects.1' Most stud-
eralization, assuming different rates of discount. After ies of adjustment costs explicitly account for the speed
only one year U.S. trade reform would create $5.70 of of adjustment by incorporating data on periods of
present value benefits for every $1 of adjustment costs. unemployment or job turnover. Unfortunately, these
By the end of five years, trade reform would result in measures are not typically available for most develop-
more than $8 of benefit for every $1 of adjustment cost. ing countries. The evidence seems to indicate a wide
Even when the future is heavily discounted, for every variety of country-specific experience. A survey of civil
$1 of adjustment cost the reforms generate more than service workers laid off by the government of Ghana
$19 of benefit by the end of the fifteenth year and $26.50 between 1987 and 1992 revealed that two-thirds expe-
when summed over an indefinitely long horizon. rienced no spell of unemployment after retrenchment

This study focused on economywide adjustments, and that another 20 percent found work within a year.
but others have looked at individual industries. For At the other end of the spectrum, the average length of
example, one study using data on voluntary separa- unemployment for 1.7 million workers (almost 9 per-
tions in the British footwear industry concluded that cent of the labor force) dismissed from Hungarian state
the average displaced worker regained employment enterprises in 1990-92 was estimated at 50 months.12
within seven weeks (Winters and Takacs 1991). This
rapid speed of adjustment implies a huge ratio of ben- Role of labor market distortions ...
efits to costs. A number of other studies have also tried
to quantify the adjustment costs of liberalization. Surveys of labor markets in developing countries have
While the details vary from study to study, the gen- generally concluded that, in the absence of heavy gov-
eral findings are easily summarized, suggesting that einment intervention, they tend be relatively efficient.
the amount of resource reallocation likely to result For one thing, many workers in developing countries
from substantial liberalization will be small relative to are in the informal and agricultural sectors, which are
the natural flows into (and out of) employment and relatively flexible. This means that firms in expanding
that the social costs of adjustment are likely to be small sectors may be able to draw on the pool of workers in
relative to the social benefits (appendix 2). those sectors, though the higher costs imposed by

What do these studies say about adjustment in inflexibility in the formal sector will continue to dis-
developing economies? First, marginal benefits of courage new investment. Minimum wage laws or
trade liberalization are highest when trade barriers other labor-market regulations are frequently evaded
are large. A 50 percent reduction in protection should in many developing countries. Thus, in Morocco,
generate a larger benefit for a highly protected econ- despite minimum wage laws and restrictions on fir-
omy (such as India) than for a country where protec- ings, firms adjust employment to changes in labor
tion is relatively small (such as the United States). In demand within a year, about the same pace as firms in
addition, given that there is no well-accepted theory North America. In practice, average wages in at least
or empirical evidence characterizing the relationship half the firms surveyed were below the minimum, and
between marginal adjustment costs and liberaliza- restrictions on dismissals were often skirted by hiring
tion, it may not be unreasonable to expect that the workers on temporary contracts. Noncompliance,
ratio of benefits to costs in developing countries will however, may impose costs of its own (bribery, eva-
also be higher than in industrial countries. A second sion, discouraging creation of firms above a certain
point is that there are dynamic gains to liberalization size, and so on), which may still act as disincentives to
that go beyond the static efficiency gains. The 1996 investment in the wake of trade reform.13
edition of Global Economic Prospects explored the links Significant labor market distortions are often found
between freer trade and economic growth. Adding to be closely associated with high trade protection.
these dynamic considerations would further increase Banerji and Ghanem (1997) show this association in a
the ratio of benefits to costs. Adjustment costs, how- sample of ninety developing countries and argue that

62



governments that adopt high trade protection also tend prise share in total employment was particularly
to adopt restrictive labor market policies that allow important in Africa, rising to 35-45 percent in coun-
workers in protected industries to share rents, usually tries such as Niger, Senegal, and Zambia in 1986-91.
at the expense of outsiders. Rama (1994b) makes a sim- The state sector also played a significant role in formal
ilar case for Uruguay, noting that unionization across sector labor markets in other countries such as Brazil,
sectors tends to rise with trade protection. In this view, China, and India. Whereas private firms sometimes
trade liberalization will naturally generate pressures do not comply with regulations, state enterprises are
for the dissolution or dismantling of labor-market dis- often required to maintain or increase real wages
tortions." An alternative interpretation is that high independent of productivity trends or to act as
labor market distortions require governments to main- employers of last resort, especially for graduates and
tain high trade protection. Whatever the interpretation, the educated, resulting in considerable overstaffing.
labor market imperfections that outlast the product In Egypt, public employment rose 25 percent in
market imperfections that gave rise to them are likely 1976-86, four times the growth in private employ-
to add to the problems of adjustment. ment. Overstaffing is estimated to run as high as 93

In particular, policies that prohibit firms from dis- percent in the spinning industry in Egypt, 91 percent
missing any employees without explicit government in the port of Bombay in India, and 40 percent in
approval can slow adjustment to a crawl, if not stop it Turkish railways. In some countries such as the for-
altogether. If firms are subject to foreign competition mer centrally planned economies, state-owned enter-
but are unable to reduce their work forces because of prises are important providers of fringe benefits, such
job security legislation, they may be forced into bank- as health care, education, and housing (Squire and
ruptcy. This may have contributed to the reversal of Suthiwart-Narueput 1997).
Peruvian reforms in the 1980s. Rising import penetra- These characteristics of state enterprise employ-
tion ratios across industrial sectors were found to be ment contribute to segmentation of labor markets,
strongly associated with falling output value but to hamper labor market flexibility, and reduce the speed
have only a weak association with employment. The of adjustment to reforms by making workers reluctant
weak adjustment of employment in the face of falling to leave their jobs (and managers to fire them) or to
output could have been due to strict enforcement of take up new positions in the private sector. Or, as hap-
Peru's Labor Stability Law and may have contributed pened in Morocco in the late 1980s and early 1990s,
significantly to a fall in profits.15 state enterprises may serve as employers of last resort

While nominally designed to protect workers, reg- and increase employment while trade reforms are
ulations that make it costly to fire employees may under way (Currie and Harrison forthcoming). In that
result in lower labor demand, employment, and wages case trade liberalization will often worsen the already
and hold back growth in expanding sectors. Research poor financial condition of state enterprises (or of
on India and Zimbabwe found that labor demand was highly regulated formal sector private firms and, in
depressed by the need to obtain government permis- some cases, of banks that make loans to these firms).
sion before dismissing any employee. Low exit rates Faced with losses in the state enterprise sector, gov-
out of unemployment in Sri Lanka are largely due to ernments may elect to increase subsidies, a policy that
the Termination of Employment Act, which prevents will frustrate the resource reallocation required by
firms from laying off workers without their written trade liberalization, aggravate fiscal deficits, and con-
consent. Trade reform in Madagascar in the 1980s may tribute to a reversal of reforms (as occurred in Turkey
have been hampered by labor regulations so severe in the mid-1980s; World Bank 1995).
that firms were not allowed to close if that meant fir- A better approach is to undertake reforms that
ing permanent employees. In these circumstances, encourage increased efficiency and flexibility in these
even though trade reform may create incentives for firms, such as hardening budget constraints, priva-
expansion of export-oriented sectors, firms may tizing, and increasing competition to reduce labor
remain cautious about undertaking new investment market and other distortions affecting these sectors.
because they risk being saddled with an unnecessarily For example, Chile in the late 1970s and Estonia and
large and expensive labor force. Thus reforms of labor the Czech Republic in the 1990s liberalized trade
market regulations may be an important complemen- while simultaneously restructuring or privatizing
tary policy for successful trade reforms.16 state enterprises. Given the rents accruing to many

workers and managers in state enterprises, it is not
... and of state-owned enterprises surprising that public sector labor unions are some-

times among the most vehement opponents of trade
The presence of a large state-owned enterprise sector and investment liberalization. Nevertheless, the pro-
is a significant source of labor market distortions in ductivity of workers in state enterprises is often
many developing countries. The state-owned enter- below their wages, so that the social adjustment costs
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of state enterprise reforms necessitated by trade lib- reform. If firms expect trade reforms to be reversed,
eralization will be less than the private costs they they are unlikely to undertake the investment in the
generate.17 export sector necessary for trade reforms to succeed.

Similarly, expectations of a reversal of trade reform
Speed of adjustment and private investment may induce consumers to borrow abroad and step up
response purchases of temporarily cheaper imports, behavior

that could worsen balance of payments difficulties and
If labor-market flexibility is a vital element in how bring on the collapse of trade reform.
quickly workers are able to redeploy from one sector Among the trade reforms studied by Thomas,
to another, the conditions governing new (particu- Nash, and others (1991), the most substantial reform-
larly private) investment are likely to be crucial in ers also achieved the most significant reductions in fis-
determining how quickly and extensively firms gen- cal deficits (figure 3-3). Papageorgiou, Choksi, and
erate new jobs in export sectors. Michaely (1990) also note that of thirteen episodes in

which trade reforms were sustained, only one was
Macroeconomic stability and credibility of reforms characterized by an expansionary fiscal policy. In most

cases where trade reform was sustained, it began with
Macroeconomic stabilization (in the first place the an initial depreciation of the real exchange rate, and in
reduction of large and chronic fiscal deficits) is fun- no case in this study did a successful episode begin
damental to ensuring the success of trade reforms for with an appreciation of the real exchange rate. Fiscal
several reasons. First, macroeconomic instability- reforms and macroeconomic stabilization are thus
frequently reflected in high and volatile inflation and important complementary measures to trade liberal-
real exchange rates-will tend to generate uncertainty ization. However, it needs to be noted that the appro-
about the future, while also degrading the informa- priate sequence of reforms will often be contingent on
tion content of relative price signals, the mechanism circumstances. From a political economy perspective,
through which trade liberalization has its effect. In there is sometimes a "window of opportunity" to carry
such an environment firms are likely to adopt a wait- through trade liberalization, when opposition to it is
and-see attitude before making largely irreversible weak. This opportunity often occurs in the midst of a
new investments in the export sector. In analyzing the macroeconomic crisis. Many countries have therefore
anatomy of export booms in developing countries, conducted trade and fiscal reforms simultaneously.
researchers have found that in most cases the greater There is also some support for the view that open-
part of export growth comes from firms becoming ing of the capital account should come after fiscal and
exporters for the first time, rather than from existing trade reforms are in place. The reasoning is that macro-
exporters expanding their operations. New exporters economic stabilization may induce higher interest
have to commit to significant start-up costs, including rates, that, with an open capital account, lead to large
marketing, adapting products and packaging for for- inflows that contribute to real exchange rate apprecia-
eign markets, and mastering bureaucratic procedures tion, erosion of export incentives, and increasing pres-
related to foreign trade. The more uncertain are the sure to reverse trade reforms. The collapse of structural
expected profits from exporting, the less likely are reforms in Latin America's Southern Cone countries at
these investments to be made.'8 the end of the 1970s and in the early 1980s is often

Second, the reduction of large fiscal deficits is likely given as a case in point. In Argentina, for example, cap-
to be an important element in supporting depreciation ital account opening before fiscal adjustment led to a
of the real exchange rate, itself a significant condition sharp real exchange rate appreciation and a loss of
for sustaining trade reforms. A real depreciation (in competitiveness that precluded even the launching of
effect an increase in the price of tradables relative to the trade reforms. More recent experience in some devel-
price of nontradables) will improve incentives for oping countries that conducted extensive liberaliza-
exports, while easing adjustment in import-competing tion of trade and investment regimes alongside
sectors affected by the removal of protection during exchange rate-based stabilization has also been the
trade reform. However, devaluation of the exchange subject of much study. The short-run effect of such a
rate is unlikely to be translated into a real devaluation policy mix is often a consumption boom, big capital
in the long run unless backed by restrictive fiscal poli- inflows, and real exchange rate appreciation. In the
cies that reduce demand for nontradables and allow a longer term, it can lead to unsustainable increases in
shift of resources into tradables. In the absence of a real the external deficit unless steps are taken to correct the
devaluation, trade reform will likely increase the exter- appreciation and to moderate demand. In this model,
nal trade deficit, which in turn will increase the skep- the costs of adjustment may be muted in the early
ticism of forward-looking economic agents about the boom phase but are likely to be larger in the later
credibility and long-run sustainability of the trade adjustment phase.19
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Substantial trade reformers also achieved big fiscal improvements

Figure 3-3 Macroeconomic balances before and after reforms for twenty-four countries

Year Year
-3 -2 -1 0 1 2 3 -3 -2 -1 0 1 2 3
o 0
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reform_ Substantial/

-3 -2 reform

\ _-~~~~~~~~~~~~~~~~~~ / ~~~~~~~~~reformf 
-6 reform 4 / b

9 a__,,.,,__- ~~ 88 -6 Moderate

-l2 ~~~~~~~~~reformi #__ 

--15 -10 "
Fiscal balance Resource balance
as percentage of GDP as percentage of GDP

Note: Year O is the year of trade liberalization.
Source. Thomas, Nash, and others 1991.

There is also evidence that once factors such as goods production, again leading to lower prices for
macroeconomic conditions are controlled for, trade those goods and a higher investment rate. Openness
liberalization itself is associated with higher invest- can also be assumed to increase the efficiency of
ment. In a study of the robustness of empirical rela- investment, contribute to obsolescence of the existing
tionships associated with long-run cross-country capital stock, and increase demand for capital in the
growth performance (so-called growth regressions), emerging export sectors. There is, moreover, further
Levine and Renelt (1992) found only two relation- new evidence on the link between trade liberalization
ships that could be described as empirically robust- and investment (box 3-3). (Chapter 2 notes evidence
first, the positive association between growth and the linking trade liberalization with higher inflows of for-
share of investment in GDP and, second, the positive eign direct investment.)
association between the investment share and trade
openness, measured as the share of trade in GDP. Impact of trade reform on government finances
Baldwin and Seghezza (1996) provide further empir-
ical evidence of the second link and spell out eco- Governments in developing countries tend to derive
nomic mechanisms that may plausibly underlie it. more revenues from taxes on trade than do govem-
One is that the production of investment goods uses ments in industrial countries, largely because of the
intemationally traded intermediate inputs (elec- greater ease with which intemational trade can be
tronic components, say) so that trade liberalization controlled and taxed. Developing countries are there-
reduces the price of investment goods and triggers fore more likely to be concerned that trade reformns
faster capital accumulation. Another is that the pro- may reduce revenues and increase fiscal deficits. The
duction of investment goods may be subject to scale dependence of government revenues on trade taxes
economies, resulting in an imperfectly competitive remains high, particularly, in countries in Sub-
market structure. Trade liberalization is likely to Saharan Africa, South Asia, and the Middle East and
increase the degree of competition in investment North Africa (figure 3-4).20
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Box 3-3 TErade liberalization and investment

In an empirical study of the impact of trade liberalization different components, one of which is the impact on
on economic growth, Wacziarg (1997) calculates that a investment. Other channels are improvements in policies
one standard deviation increase in an index of trade pol- induced by greater openness and increased technology
icy openness is associated with a 0.9 percentage point transfer. About half of the positive effect of trade policy
higher per capita GDP growth. The positive impact of openness on growth is due to its effect on the investment
trade policy openness on growth can be separated into rate (see table).

Effect on per capita GDP growth of one standard deviation increase in the trade policy openness index
(Percentage points)

Variable Direct effects Indirect effectsa Total effects

Overall effect on per capita GDP growth 1.78 (6.7) 0.15 (5.4) 0.93 (7.8)

Factor accumulation
Gross domestic investment 0.36 (4.5) 0.06b 0.42

Induced policy improvements
Macroeconomic policy quality 0.18 (2.8) 0.05 (3.1) 0.23
Black market premium 0.04 (2.7) 0.02 (3.3) 0.06
Government size 0.05 (2.2) 0.05

Technology transfer
Foreign direct investment 0.09 (2.2) 0.03b 0.12
Manufactured exports 0.08 (2.5) 0.08

a. hnpact of trade polcy openness on one channel through another channel.
b. Surn of several mdirect channel effects, each with a t-statistic higher than 2.4.
Note: Numbers in parenthesis are t-statistics based on heteroskedastic-consistent standard errors (White-robust) and linear approxi-
mations around nonlinear functions of the initial parameters.
Source. Wacziarg 1997.

Trade reforms affect government finances in many import taxes to import value) are generally much
ways. The most obvious is the direct effect of lower lower than official tariff rates due to extensive exemp-
import tariffs on government revenues in the short tions granted by governments, often on an ad hoc
run. Trade reform in developing countries, however, basis in response to lobbying (Pritchett and Sethi
frequently includes substituting tariffs for quantita- 1994). In Kenya, for example, collection rates aver-
tive import restrictions, a change that boosts govern- aged about 30 percent for products subject to a statu-
ment revenues. An examination of trade reforms in tory tariff of 80 percent. Furthermore, the higher the
1980-87 reveals that quota reformers, primarily coun- official tariff, the less collections increased in response
tries that replaced quantitative restrictions with tar- to a rise in official tariff rates (figure 3-6). Especially at
iffs, experienced an increase in import taxes relative to high levels, official tariffs could be substantially
GDP; tariff reformers, which concentrated on reduc- reduced without simultaneously reducing collec-
ing tariffs, experienced lower import taxes relative to tions. Furthermore, even when reductions in official
GDP (figure 3-5; Thomas, Nash, and others 1991). A tariff rates tend to reduce revenues, the effect can be
World Bank (1992) study of nine countries undertak- offset by reductions in exemptions.
ing trade-oriented adjustment programs in the 1980s Nevertheless, these effects cannot always be relied
concluded that trade taxes relative to GDP increased on, especially when trade reforms move on from
in C6te d'Ivoire, Ghana, Jamaica, Pakistan, and removal of the most extreme trade restrictions (such
Turkey; fell in Indonesia, Mexico, and Morocco and as quotas and high tariff rates) to reductions of more
remained constant in Colombia. moderate tariff rates. Trade reform will also have indi-

A second qualification: reducing high tariffs may rect effects on government finances by changing the
reduce the incentive to smuggle, thus increasing the size and composition of the tax base and affecting
share of official transactions in imports. In addition, aspects of government expenditures. In the short run
import volumes tend to rise as tariff rates fall, offset- domestic tax collections may fall if income and spend-
ing the loss of revenue arising directly from lower tar- ing decline during the adjustment to trade liberaliza-
iffs. Finally, a study of Jamaica, Kenya, and Pakistan tion. In the longer run the gains from trade reform are
suggests that actual tariff collection rates (the ratio of substantially larger than adjustment costs and should
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Dependence on trade taxes is still high in sonie regions Quota reformers iad higher revenues

Figure 3-4 Taxes on intemational trade in various Figure 3-5 Import taxes in tariff-reforming
income groups and regions, 1980 and 1994 and quota-reforming countries
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Figure 3-6 Official and collected tariffs

therefore yield a significantly higher domestic tax in Pakistan and Kenya
base and potential tax revenue. There may, however, Collected rate (percent)
be a temporary worsening in the fiscal deficit before 60
new income sources and tax revenues kick in. A sim- Pakistan
ulation of fiscal impacts of substantial trade reform in 50
Kenya suggests that in the first three years after liber- 5
alization the fiscal deficit might average 0.5 percent of
GDP higher but would converge to a level 0.5 percent 40
of GDP smaller than before liberalization. This sug- Kenya
gests a rationale for foreign assistance to help reform- 30 (1987)
ing countries cover temporary increases in fiscal
deficits. 21 20

To tap new areas of long-term income and spend- 20
ing generated by trade reforms, governments may
need to improve coverage of the domestic tax base by 10
improving tax administration and collection, raising
rates or increasing the coverage of existing consump- o
tion or income taxes, or introducing new measures, 0 20 40 60 80 100 125
such as a value added tax (VAT). In the case of Mexico, Official rate (percent)
for example, a VAT was introduced some years before Source: Pritchett and Sethi 1994.
trade reforms, so that trade taxes were already a small
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part of government revenues when reforms began. Dynamic role of micro- and small-scale enterprises
For many countries, however, implementing such
changes will take time and investment to build up the In considering the investment response to trade
necessary skills, information, and institutions. Trade reforms, micro- and small-scale enterprises (fewer than
reform may also have indirect effects on government fifty employees) can play a significant role in easing
spending-for example, the cost of safety net pro- adjustment costs. In one sample of countries these enter-
grams to assist workers in transition to new jobs. In prises accounted for 20-25 percent of employment in
the absence of significant restructuring or privatiza- the 15-64 year age group. Their dynamic character-
tion, losses of noncompetitive state-owned enter- shown in an annual rate of new formations generally in
prises in import-substituting industries will tend to excess of 20 percent, much higher than the 10 percent or
increase as competition from imports rises. These so start-up rates typical in industrial countries-sug-
losses will increase the need for government subsi- gests that entrepreneurs in these countries are quick to
dies, while restructuring of state enterprises or other respond to new opportunities, making speedy adjust-
government agencies may also impose a cost to the ment to trade reform likely (table 3-2).23
treasury in financial incentives offered to employees The adaptability of micro- and small-scale enter-
to induce them to quit voluntarily (box 3_4).22 prises is confirmed by the findings of a survey of

Although there is little reason to believe that liber- eighty-two small manufacturing firms in Ghana after
alization has a negative long-run impact on the fiscal trade reforms in 1983 (Steel and Webster 1992). The
budget, increased short-term financing may be study investigated the view that industrialization in
needed. In addition, governments may need to under- African countries is inhibited by a shortage of entre-
take longer-term policies to complement trade preneurs. It found that the number of firms in which
reforms, including enhancing the efficiency and cov- production rose after liberalization was about the
erage of the tax system, and reform of loss-making same as the number in which it fell. Some firms bene-
state enterprises. fited from access to imported inputs that were unavail-

Box 3-4 Designing efficient compensation schemes for public sector downsizing

The design of efficientcompensation schemes for public occupational categories that are in excess. Mechanisms
sector retrenchment is the focus of a current study, indi- designed to elinriinate ghost workers should also be
rectly supported by the World Bank, reviewing forty-one implemented, because many workers who receive sever-
public sector downsizing operations.. Detailed case stud- ance pay were working for the public sector on paper, but
ies are being conducted for Algeria, Argentina, Ecuador, for the private sector in practice. Once targeting is com-
Egypt, India, Kazakstan, and Turkey. plete, severance pay should be offered only to the work-

In many countries severance pay is required to induce ers who are targeted to leave. Moreover, the costs of
workers to quit voluntarily, because of legal or political downsizing can be reduced if the amount of severance
constraints. For example, a court ruling in Brazil forced pay is tied to observable characteristics such as age, edu-
the government torehire 100,000 dismissed civilservants. cation, number of dependents, and so on.
In some cases trade unions may block any restructuring The cost of severance should be bome by the restruc-
if members are not properly compensated. turing agency, not the general budget. If the agency pays

One of the difficulties in designing severance pack- the cost, it will fire an employee only if the lost output of
ages that are econonically efficient is to create incentives the worker is smaller than the compensation needed to
so that individuals choose to work where they are most make up the worker's lost salary and adjustment costs.
productive. This is difficult for several reasons. First, pro- If funds come from the general budget or an outside
ductivityin thepublic sector is difficultto measure. While agency, workers willbe fired if their salary is higher than
there may be some correlation between observable the value of their output, with no consideration of adjust-
worker characteristics (such as education) and produc- ment costs.
tivity, the correlation is not perfect. Moreover, it is diffi- Finally, downsizing should include restructuring of
cult to determine who works hard and who shirks. public sector pay scales. Decompressing the wage
Severance packages that are overly generous and offered structure may be a way to retain the most qualified civil
to all-employees might induce the mostproductive work- servants. Civil servants could be given a menu of
ers to leave. If this happens, public sector output may col- choices, including leaving with severance pay, staying
lapse, leading to rehirmg of the same workers. In fact, where they are, or staying in the public sector at a
such rehiring occurred in about 25 percent of the forty- higher wage but with a fixed-term contract. This choice
one operations studied, should help retain hard-working civil servants who

To appropriately target severance pay, it is important would choose the higher wage because they have good
to identify both the services to be terminnated and the outside alternatives.
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beneficiaries of protection who will strive to under-
High startup rates show the dynamism mine the reforms. Attention to the strategy of reforms,

of small enterprises taking proper account of their political economy
dimensions, may therefore be essential to sustainabil-

Table 3-2 Annual new startup rates for micro- ity in the long run.24 Second, policymakers will need
and small-scale enterprises to consider equity implications if reforms that are ben-
(Percent) eficial overall hurt the poorest or most vulnerable

Enterprise size (number of workers) members of society. It may then be desirable to imple-
ment complementary social policies to soften the
losses for this group or to assist them in making the

Botswana 1991 32.9 11.5 4.2 25.2 transition to better opportunities.
Dominican
Republic 1993 - - - 20.6 Political economy aspects of trade reforms
Kenya 1992 33.7 10.3 1.6 21.2
Malawi 1991 26.9 14.1 13.1 21.7 The political difficulties arising from trade liberaliza-
Swaziland 1990 26.3 10.8 2.4 21.7 tion are exacerbated because the gains from liberal-
Zimbabwe 1990 22.8 10.6 18.7 19.3 ization are dispersed across many consumers and
- Not available. producers, whereas losses tend to be concentrated
Source: Liedholm and Meade 1995 (table 3.1). among just a few groups. This creates an asymmetry

in the incentives for political action, with the oppo-
nents of reform likely to be the most active lobbyists.

able or expensive before liberalization. Many firms Moreover, complex economic interactions and incom-
adapted by changing their product mix to specialized, plete information may make it difficult to identify the
nontraditional items, such as freezers and water cool- winners and losers in advance. Fernandez and Rodrik
ers. Metal workers began producing gates and burglar (1991) argue that this uncertainty could lead a major-
alarms to supply the revitalized construction industry. ity to oppose change because they do not wish to take
A chalk producer who could no longer compete with the perceived risk, even though it is known that most
imports began producing starch for the textile indus- people will benefit.25

try. Overall, 34 percent of firms surveyed changed Although the evidence does not allow for many firm
their product mix after liberalization. The study found or unqualified conclusions, studies of experience with
that the most severe constraint facing small firms was structural reforms, including trade reforms, in many
lack of access to finance for new investments, suggest- countries over the past 30-40 years provide a wealth of
ing the importance of finding efficient ways of expand- details and many hypotheses about the successful
ing access to capital markets. Reducing bureaucratic political implementation of reforms. One of the most
red tape and overregulation, which often bear heavi- common findings (for example, by Williamson and
est on small firms, is also likely to be helpful. Haggard 1994) is the necessity (though not the suffi-

ciency) of having a coherent and united economic team
Private adjustment costs: political economy in charge of reforms, something that, for example, pre-
and social policy issues cludes having people with conflicting views appointed

in order to "let the president have the benefit of com-
The limited evidence suggests that the social costs of peting views." Summarizing case studies of reforms in
trade liberalization may be small. But as with any sig- eight countries, Haggard and Webb (1994) say that
nificant policy change, trade reform creates winners "one of the most consistent findings is the crucial role
and losers, and the private costs to specific individu- of bureaucratic organizations in both initiating and
als or groups could be large. Such costs may arise not consolidating reform efforts. In every successful reform
only from the transitional costs of moving from one effort, politicians delegated decisionmaking authority
sector to another. They may also arise from the per- to units within the government that were insulated
manent changes in returns to factors of production from routine bureaucratic processes, from legislative
that result from the changes in relative product prices and interest group pressures, and even from executive
accompanying trade liberalization, as well as from pressure."
elimination of rents shared between firms and work- They also note that in some cases taking this
ers in highly protected sectors. approach meant conducting administrative or institu-

Discussion of the policy issues associated with pri- tional reforms to insulate and strengthen the position of
vate costs is important for at least two reasons. First, the economic team relative to competing ministries tra-
the losers from trade liberalization will almost invari- ditionally tied to protectionist interest groups. For
ably include politically well connected and influential example, in Turkey the new democratic government
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transferred key powers to a new ministry reporting Another issue associated with design is that sim-
directly to the prime minister. In most cases of success- pler rules are likely to be more effective in imple-
ful reforms studied by Williamson and Haggard (1994), menting reforms than are complex ones. For example,
the economic team also had the confidence of strong a strong political economy case can be made for mov-
executives with a vision of where they wanted their ing to a uniform tariff, because it eliminates opportu-
country to go (see Nabli 1990 for a similar view). nities for rent-seeking and lobbying and throws the
Commitment to reform of governments inArmenia and onus on interest groups to show why they should
Estonia led them to persevere with reforms starting in enjoy a different tariff.28 Opposition to reforms can
1992 despite having some of the highest adjustment cost sometimes be assuaged by packaging complementary
of any reform program, whereas governments in some measures necessary to improve economic efficiency in
other transition economies, daunted by possibly such a way that losers from one aspect of reforms gain
smaller adjustment costs, resisted reforms (see box 3-1). from another. Losers from import liberalization, for

Even though the gains from reforms tend to be dis- example, may be at least partly compensated by a sup-
persed across many winners, who are usually less well porting depreciation of the real exchange rate or labor
organized and less motivated than losers, there are market reforms. Haggard and Webb (1994) note that
nevertheless actions politicians can take to foster the this kind of compensation was important in Chile,
development of a broad coalition for reform. Thomas, Mexico, Spain, and Thailand, but there was little evi-
Nash, and others (1991) note that if producers are orga- dence that direct compensation of losers played a role
nized in large umbrella bodies (including both win- in securing the success of reforms. The direct com-
ners and losers) both gains and costs will accrue within pensation approach would raise concerns not only
these bodies, which may deflect opposition. In Chile about efficiency losses but also about reviving the
an influx of exporters gradually transformed the tra- kind of rent-seeking behavior that trade liberalization
ditionally protectionist industry association into one discourages. Finally, the credibility of trade reforms
favoring trade liberalization. In Mexico and other may be greatly enhanced by embedding them in mul-
countries support for trade reforms was enhanced tilateral or other international trade agreements.
through regular consultations with the business asso- However, firms or industries may still seek renewed
ciations representing the broadest range of industry protection by arguing for the use of antidumping reg-
associations. In Senegal, however, the technocratic ulations against supposed "unfair competition" from
reformers failed to consult with (or build ties to) poten- imports, a trend that has gained ground in develop-
tial private sector supporters, unlike the opponents of ing countries in recent years (box 3-5).
reform inside and outside the government, a failing
that played a large role in the subsequent reversal of Private costs and social policy measures
reforms.26 As in Chile, Indonesia, and Mexico, reform-
ers can also do much to win the battle of ideas by using Even though trade liberalization is likely to yield sig-
the media to educate the public, through well-pre- nificant net benefits to society and the poor, there may
pared presentations and arguments highlighting the ill still be equity grounds for social policy measures to
effects of protection and rebutting media attacks on help specific lower-income groups that may be
reform. adversely affected by reforms to adjust to new cir-

The design and implementation of trade reform cumstances (box 3-6). Private adjustment costs for
programs can also affect their political sustainability. specific groups can be high. American workers dis-
An important issue here is the speed with which placed from their jobs between 1980 and 1986 were
reform is implemented. While there is broad consen- still earning on average 25 percent less than they did
sus that macroeconomic stabilization and domestic in 1979. After fifteen months, employees displaced
price reforms should be conducted as quickly as pos- from their jobs at the Ecuadorian Central Bank in 1994
sible, there is a range of views on the appropriate were earning on average only 55 percent of their pre-
speed for trade liberalization. Rapid reforms, it is displacement income. There was no indication of any
argued, may deprive opponents of the time they need recovery in income despite low unemployment rates.
to organize lobbying efforts. Speed can also signal the One reason is that the central bank paid more than the
government's commitment to reform where economic private sector. Earnings losses for Turkish workers
agents are uncertain about the government's resolve, laid off from privatized cement firms and state-owned
thereby increasing the credibility of reforms. In favor petrochemical firms amounted to 61 and 57 percent,
of more gradual reforms, it is argued that if firms are respectively.29

given more time to restructure, adjustment costs may In considering appropriate social policy responses to
be lower. By allowing more time to demonstrate pos- these difficulties, some points should be kept in mind.
itive results, a gradual approach may also favor the In most of these examples, earnings losses were indus-
building of pro-reform coalitions.27 try specific and associated with the size of rents accru-
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Box 3-5 Why developing countries should not introduce antidumping

In 1996 developing countries accounted for more than * The legal and administrative cost of the investiga-
half the antidumping actions reported to the WTO (see tion process itself tends to curb imports.
figure). Sixty-one developing and transition countries * The action is unilateral, permitted by GATT and
have notified the WTO of antidumping legislation. Yet WTO rules, and requires no compensation.
while antidumping provides a politically attractive cover * Particular foreign exporters can be picked out.
for industries seeking protection, its costs to the country * In industries with few producers, antidumping can
using it tend tobe even higher than those of ordinary pro- be used to enforce cartel pricing.
tection through tariffs. And in the infrequent cases in * The threat of antidumping action provides lever-
which there is a genuine problem of predatory pricing or age to force an exporter to accept a voluntary
an exceptional need to provide temporary protection, export restraint.
there are always less costly methods than antidumping. * Governments effectively delegate trade policy to

Antidumping is costly because it gives the importing industries. Cases are typically initiated by petitions
country leverage to force foreign exporters to raise their from industries and move forward in a technical
prices. Exporters have to choose between having a tariff and mechanical manner.
applied on their export sales or agreeing to raise prices (a Antiduinping's purported policing of predatory
price undertaking) or to limit sales (a voluntaiy export actions by foreigners is a major part of its emotional power.
restraint). Since exporters can typically increase their In reality studies find that predatory pricing is never an
profits they usually prefer a settled agreement to the issue in the vast majority of antidumping cases (Palmeter
imposition of an antidumping duty. These agreements do 1988; OECD 1996). Antidumping is ordinary protection
not provide tariff revenue to the government. The effect with a good public relations program. Nonetheless, polit-
on the importing country is similar to that of a foreign car- ical leaders may need to assure domestic interests that
tel: the exporting countries charge higher prices to the competition is "fair" and that predatory pricing will not be
importing countries through an agreed limitation o'x permitted. The appropriate policy tool for this purpose is
sales or minimum prices. The costs to the U.S. economy domestic competition law, which applies to domestic and
of its own antidumping actions -in the 1980s are estimated foreign firms alike. Domestic competition law rather than
at about half the cost of the 1974 OPEC price increase antidumping is the right way to create the "level playing
(Finger 1991). field" often demanded by protectionist lobbies.

Indeed, it is the realization that antidumping hurts the If antidumping is not the way to go, how should gov-
national interest that is chiefly behind its reduced use by eminent evaluate requests for exceptions to liberaliza-
industrial countries since the mid-1990s. For several tion? Here are some general gnidelines:
years after the start of liberalization Australia initiated
more antidumping cases than any other country
Realizing that antidumping was vitiating its reform pro-
gram, the govemmentrevised the law toallowitto deter- Developing cou nt ries accounted for more than
mine antidumping actions on the basis of its general trade half the antidum ping actions in 1996
policy principles. In the United States, industries that rely
on imported inputs, such as the computer industry, have Antiduinping Initiations reported to GATTIWTO
brought increasing pressure on the government to take
their interests into account in any decision to restrict Number of actions reported
imports. Antidumping initiations in the United States fell 250
from more than 60 a year in 1992-93 to only 16 in 1996. In
the EU, pressures from domestic industries that pay the 200
cost of antidumping protection have combined with for-
eign policy interests to bring about a similar reduction.

Given the high costs of antidumping, why is it 50 150
popular?

* The rhetoric of antidumping, accusing foreigners of 100
unfairness or predatory pricing to drive out domes-
tic competitors, provides a vehicle to build a pout- Developing
ical case for protection.

* Special antidumping procedures allow discrimina- countries
tion against foreign firms when identical practices 0
by local firms would not be considered unfair 1986 1988 1990 1992 1994 1996
under domestic competition laws. ___________________________________________

Box continues on next page.
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Box 3-5 (continued)

. Identify the costs and the losers. The benefits of pro- for an exception or compare the situation of the
tection for import-competing firms should be corn- petitioner with pre-established criteria for granting
pared with the costs to users of imports. Procedures an exception. Firms seeking protection will usually
should bring out the costs of the requested excep- find clever ways to describe their situation so that
tion and the identities of those who will bear them, it fits the criteria. Procedures should instead stress
including the losses in employment and output in the function of the review as identifying the costs
industries that use imported inputs. These costs and benefits of the requested action.
and the people who will bear them should have the When protection is offered, it should adhere to the
same standing in law and administrative practice "safeguard" procedures of Article XIX of GATT/WTO.
as the other side already enjoys. UnderArticle XIX the protection must be multilateral and

* Be clear that the action is an exception to the principles temporary. It requires (unless the action is for less than
underlying liberalization. Applying protection three years) a country that raises tariffs above its bound
multilaterally will encourage such actions to be levels to provide compensation to its trading partners by
exceptions. lowering other tariffs or allowing retaliation against its

* Don't sanctify the criteria for the action. Procedures exports. These costs are such that a country would only
should not imply that there is some moral reason want to apply temporary protection in exceptional cases.

Source: Finger 1991,1996; OECD 1996; Palmeter 1988.

ing in the original job. It was workers who, for given With these qualifications in mind, social safety net
skills, were earning above-market wages in a protected programs may be important in helping the most vul-
industry who lost the most-the above-market wage nerable groups adversely affected by reforms.
premium having, in effect, been a transfer from work- Important policy issues and problems arise in the
ers in unprotected industries, which imposed efficiency design of such programs, and for some of these satis-
losses on the rest of the economy. It is therefore difficult factory solutions may not yet exist. How should pro-
to rationalize a policy that would compensate for all grams be designed to deliver benefits only to target
earnings losses since this implies continuing transfers groups-the adversely affected poor-and avoid
from workers in less protected industries. Moreover, not turning into an expensive welfare program? And how
all displaced workers fare poorly. More than two-thirds should benefits be designed to avoid sapping incen-
of displaced Slovenian workers who found new jobs tives for job-search or work? Some industrial coun-
earned wages higher than before (Mills and Sahn 1995). tries use means testing to target assistance to the
Similarly, more than half the retrenched public-sector needy, but high administrative requirements may
workers in Guinea who found new jobs did so at higher make this less feasible in developing countries. Partial
wages, though the average duration of unemployment solutions may include geographical targeting or self-
for this group was roughly two and a half years and 30 targeting, in which benefits are designed to attract
percent of those who were retrenched between 1985 and only those they are intended to help-for example, a
1988 were still unemployed in 1992 (Orazem, subsidy on an inferior good consumed only by the
Vodopivec, and Wu 1995). poorest, or public works programs at below market

The private costs borne by dislocated workers and wages. Examples include Zambia's targeted subsidy
entrepreneurs need not coincide with social costs. on roller meal (a coarse grain consumed only by the
Some workers may enjoy high wages due to distor- poorest), Jordan's use of coupons for purchase of sub-
tions in the labor market, such as excessive union sidized basic items in fixed quantities equal to the con-
power or inflexible government wage scales. In those sumption of the poorest 10 percent, and Chile's use of
cases there is substantial private cost but few social large-scale public works, a program that at the height
costs as competitive pressures from trade reform force of the economic crisis in 1982 provided work for 13
a reduction in the size of distorted sectors. Similarly, percent of the labor force. Where unemployment ben-
trade liberalization might induce changes in the mar- efits are used, they need to be at a level and duration
ket value of various forms of human capital. Workers that minimize adverse effects on work incentives.30

who have accumulated significant amounts of firm- Other policies involve equipping workers for
specific or sector-specific human capital may suffer a change, from providing basic literacy and numeracy
substantial private loss as the demand for skills skills to helping workers take advantage of new job
declines. But these are no more a social cost than is the opportunities. In other instances, retraining programs
change in any price induced by changing market may be useful in reducing social and private adjust-
conditions. ment costs if they help shorten periods of unemploy-
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m ent, though resources used in such programs are trailing to unemployed workers. Arecent study found
themselves a social cost and there is no conclusive evi- that it was effective in reducing the length of unem-
dence on their effectiveness. Nonetheless, there may ployment for participants with prior work experience
be reasons for a govecnient to take a more active role. and in raising the earnmngs of men. It had no effect on
Households may not be able to finance the cost of pri- the fate of trainees without prior work experience or
vate sector retraining if capital markets are not well on women re-entering the work force. More generally,
developed. In addition, the private return to retrain- the costs and benefits of retraining need to be evalu-
ing maf be low for certain groups of disadvantaed ated on a case by case basis. 3 n
workers, whereas the social benefits may be higher
when improved social cohesion is taken into consid- Conclusion
eration. The effectiveness of retraining programs
tends to be higher if they are demand driven, so that, Given sound complementary policies, adjustment
for example, apprenticeships in the private sector sub- costs associated with trade liberalization are unlikely
sidized by governmments may work better than gov- to present an adequate reason for delays in opening
ernTu,ent-sponsored training programs. up to the outside world. But there is much that poli-

Retrained Hungarian workers had sthghtly improv- cymakers can do to minimize such costs. Perhaps the
ed chances of re-employment at slightly higher wages most important complementary policies are ensuring
compared to nonparticipants who were re-employed. macroeconomic stability and the credibility of policies
The most significant difference was that participants so as to foster a quick, sustained, private investment
obtained longer-term employment, indicating the response in newly competitive sectors of the economy.
potential for retraining to have a positive effect on the Structural policy reforms to improve labor market
lifetime income of participants. It is not clear, however, flexibility and reform of the state enterprise sector

cf the benefits of the program were sufficient to justify may provide important complementary support. Of
the costs. The goverment-sponsored PROBECAT course, each of these policies is likely to be of great
trainingberalin aect porovides short-terww sills economic value on its own. The mutually supportive
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relations between trade, macroeconomic, labor mar- sive reforms. See Dabee and Milner (1996) on Mauritius;
ket, and other policies may then serve to increase the Foroutan and Nash (1996) on Senegal.
credibility and payoffs to each. 5. See Revenga (1995) on Mexico and Rama (1994b) on

In general, trade liberalization is expected to yield Uruguay. The burden of adjustment was, however, distrib-
important net social gains. It is likely to play a sig- uted quite unevenly in Mexico. Between 1984 and 1990
nificant role in poverty reduction both by raising employment in tobacco, plastics, and footwear fell by 12,20,
returns to unskilled labor, where (as in many devel- and 22 percent, respectively. By contrast, employment in
oping countries) it is the relatively abundant factor electrical machinery, metal products, ceramics, and printing
of production and, more significantly in the longer and publishing rose by 13, 17, 26, and 38 percent, respec-
term, by contributing to faster overall economic tively. Using industry-level data for Uruguay, Rama finds
growth. However, the private costs of adjustment for that a 10 percent reduction in the implicit rate of protection
specific groups of entrepreneurs and workers in pro- was associated with a 5 percent reduction in employment.
tected industries may sometimes still be significant. 6. See Currie and Harrison (forthcoming). Even among
Apart from suggesting a need for policymakers to firms that were mostaffected by liberalization (around 25 per-
develop an adequate political strategy in support of cent of the sample) Currie and Harrison find that a 10 percent
reforms, this consideration also suggests the desir- reduction in the tariff rate was associated with only a 1.6 per-
ability for reasons of equity of carefully designing cent reduction in employment. The authors suggest that the
social safety nets to assist especially vulnerable indi- slightness of the employment impact at the firm level was due
viduals or groups who may be adversely affected by to firms adjusting profit margins and increasing productivity.
reforms. 7. In fact, it is possible that plants were able to attain

lower employment levels through natural attrition.
Notes Revenga (1995) also found that such liberalization was asso-

ciated with an increase in the average wage. She conjectures
1. See Matusz (1997) and Neary (1982) for more complete that the average wage reflected a change in the skill mix of

descriptions of this measure of adjustment costs. employment (see box 3-2).
2. Estimates of the efficiency gains from trade reform 8. See Devarajan, Ganem, and Thierfelder (1997). These

associated with reallocation of resources to more productive are projected changes in labor demand, not changes in
uses range from 1-2 percent of GDP per year up to as much employment. Part of the shift in labor demand may be
as 10 percent of GDP per year if production is characterized reflected in a changed wage structure rather than a change
by increasing returns to scale. In addition, elimination of in employment patterns (see box 3-2). The authors of this
incentives to smuggle, lobby, evade tariffs, and so on can study project wage changes, but do not report projected
generate an additional indirect benefit that has been esti- employment changes.
mated at over 6 percent of GDP in countries such as India 9. Because artificially protected sectors can be expected
and Turkey. Some of this evidence is cited in Thomas, Nash, to continue to grow at the same rate as the overall economy,
and others (1991). Recent research also provides evidence the magnitude of the distortion grows in absolute terms.
that trade liberalization may improve medium-term growth The benefits of liberalization are therefore not only perna-
by improving incentives to invest and long-run growth by nent, but they also grow in absolute magnitude as the econ-
boosting productivity growth. omy grows.

3. In this study by Papageorgiou, Choksi, and Michaely 10. Conceptually, liberalization could result in unem-
(1990), as well as in most of the studies summarized later in ployed capital and land in addition to unemployed labor.
this chapter, it is not possible to disentangle the myriad However, because of limitations on available data, unem-
forces that might influence employment levels. Although ployed labor is often the sole focus of formal studies of
trade liberalization occurred during the time frame exam- adjustment costs.
ined, there may have also been changes in macroeconomic 11. Theoretical explorations of the impact of trade
policy, the rate of technological innovation, the growth of reforms under different labor market structures include
the labor force, and so on. In addition, the focus on manu- Edwards and Edwards (1990) and Agenor and Aizenmann
facturing employment may mask changes in employment (1995).
(either positive or negative) that may have occurred else- 12. See Alderman, Canagarajah, and Younger (1995) for
where in the economy. Ghana; Haltiwanger and Singh (1996) for Hungary. The fig-

4. See Parker, Riopelle, and Steel (1995) on five African ure for unemployment duration in Hungary was derived by
countries. The reforms undertaken by these countries went extrapolating from the rate at which unemployed workers
beyond trade liberalization to regulatory and financial were finding jobs in November 1992.
reforms and reforms in public enterprises and the tax struc- 13. Berry and Sabot (1978) survey evidence on labor mar-
ture. The study considered reforms to have been the most kets. Squire and Suthiwart-Narueput (1997) discuss the role
extensive and thorough in Ghana, followed by Mali and of noncompliance in blunting the impact of regulations. See
Malawi, with Senegal and Tanzania having the least exten- Currie and Harrison (forthcoming) for Morocco.
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14. This view of the association between labor market 24. Rodrik (1994) argues that reform becomes politically
distortions and trade protection is also made in Krueger more difficult as the ratio of private costs to net social ben-
(1988) and Rama and Tabellini (1995). efits increases. In principle, this ratio can range from a value

15. The study (Nogues 1991) suggests a second hypoth- of zero (where there are no losers and only winners) to infin-
esis, namely that entrepreneurs did not believe the reforms ity (where a policy is purely redistributive, having no net
would be lasting and therefore found it more profitable in social benefits).
the long run to resist reforms than to adjust their workforce. 25. Of course, the same argument can be applied to sug-
Feliciano (1994) attributes the lack of impact of trade reform gest that, in the absence of other considerations, reforms
on employment in Mexico to restrictions on dismissals. that are implemented should receive strong support since

16. See Fallon and Lucas (1993) for India and Zimbabwe; they then become the status quo.
Rama (1994b) for Sri Lanka; Thomas, Nash, and others 26. See Kaufman, Bazdresch, and Heredia (1994) for
(1991) for Madagascar. Mexico; Foroutan and Nash (1996) for Senegal.

17. The design of the tax system can also affect the flex- 27. See Rodrik (1989) on speed and credibility;
ibility of factor markets. Mussa (1982) notes that entrepre- Dewatripont and Roland (1992) on gradualism.
neurs move their capital from one activity to another only 28. See Edwards (1997) and Panagariya and Rodrik
if the increase in the present discounted value of the stream (1993) on uniform tariffs.
of returns from the altemative use exceeds the costs of 29. See Jacobson, LaLonde, and Sullivan (1993a, b) on
retooling. A proportional income tax will distort this deci- U.S. workers. A displaced worker is defined as one whose
sion and slow the rate at which capital adjusts to changes job loss results from the plant closings and mass layoffs
in the economic environment by reducing the marginal associated with economic restructuring. See Rama and
benefits of redeploying capital. One way to circumvent this MacIsaac (1996) on Ecuador; Tansel (1996) on Turkey. The
problem is to provide an investment tax credit whereby economic rents collected by these workers tend to overstate
entrepreneurs can deduct adjustment costs from taxable the expected private costs of adjustment that might accrue
income. to a worker earning market wages.

18. Pindyck and Solimano (1993) and Leahy and Whited 30. Issues in design of social welfare nets are discussed
(1995) discuss the impact of uncertainty on investment. in Subbarao (1997) and IMF (1995a and b).
Roberts and Tybout (1996) discuss the anatomy of export 31. O'Leary (1995) discusses the measurement of the
booms. effectiveness of labor market programs in Hungary and

19. Edwards and Edwards (1990) and Edwards (1994) Poland. See also World Bank (1995b, box 17.1).
survey discussions of the sequencing of reforms and
describe the Southern Cone experience. See World Bank References
(1997b) on the role of exchange rate and fiscal policies in
recent experience. Agenor, Pierre-Richard, and Joshua Aizenman. 1995. "Trade

20. Based on fifty-three countries with data available for Liberalization and Unemployment." IMF Working Paper
both 1980 and 1994 (World Bank 1997c). WP/95/20. Intemational Monetary Fund, Fiscal Affairs

21 See Blejer and Cheasty (1990) on the fiscal effects of Department, Washington, D.C.
trade reform; Bevan (1995) on Kenya. Alderman, Harold, Sudharshan Canagarajah, and Stephen

22. Assaad (1996), Robbins (1996), and Basu, Fields, and Younger. 1995. "A Comparison of Ghanian Civil
Debgupta (1996) study the efficacy of various financial Servants' Earnings before and after Retrenchment."
incentives in inducing voluntary separations from the pub- Journal of African Economies 4(2): 259-88.
lic sector. Thomas, Nash and others (1991) note that losses Assaad, Ragui. 1996. "An Analysis of Compensation
by heavily indebted import-competing firms may also con- Programs for Redundant Workers in Egyptian Public
tribute to accumulation of bad debts in the banking system, Enterprise." Paper presented at a World Bank conference
which if left unchecked, may ultimately force the govem- on Public Sector Retrenchment and Efficient
ment to undertake a costly bailout. They note that adequate Compensation Schemes. World Bank, Policy Research
prudential supervision and regulation of the financial sec- Department, Washington, D.C.
tor, induding prompt action to write off bad debts, can Baldwin, Richard E., and Elena Seghezza. 1996. "Growth
greatly contribute to minimizing such effects. and Trade." World Bank, Intemational Economics

23. The study also reports that the failure rate for micro- Department, Washington, D.C.
and small enterprises is also very high, with the rate of clo- Baldwin, Robert E., John H. Mutti, and J. David Richardson.
sures in the Dominican Republic being in excess of 20 per- 1980. "Welfare Effects on the United States of a
cent in the early 1990s. In such dynamic labor markets, net Significant Multilateral Tariff Reduction." Journal of
employment changes may understate the gross numbers International Economics 10(3): 405-23.
suffering some period of job loss but, given the fast pace of Banerji, Arup, and Hafez Ghanem. 1997. "Does the Type of
change, the average duration of unemployment should be Political Regime Matter for Trade and Labor Market
relatively short. Policies?" The World Bank Economic Reviezw 11(1): 171-94.
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Appendix 1

Regional economic prospects

East Asia and Pacific will slow in the next one to two years, the outbreak of
a Mexico-style crisis appears unlikely. In most

Growth in developing East Asia and Pacific slipped to Southeast Asian countries domestic savings ratios are
about 8.5 percent in 1996 from near 10 percent the year significantly higher than they were in Mexico before
before and an average of over 10 percent in the first the crisis, while overall debt and debt service relative
half of the 1990s. In many countries tighter macroeco- to exports are lower.
nomic policies were adopted to reduce inflationary Elsewhere in the region, Vietnam continued to reg-
pressures and growing current account deficits. ister exceptional export- and foreign-investment-led
Tighter credit in the wake of the giant construction growth of about 9.5 percent. Growth among the small
boom in the region in the first half of the 1990s con- Pacific island economies of the region averaged only
tributed to a downturn in property prices and the a little over 2 percent a year in 1987-95, but picked up
emergence of bad debt problems in the banking sec- to an estimated average 4-5 percent in 1995 and 1996.
tor in some Southeast Asian countries. A slump in Significant output growth was achieved in Western
regional export growth to 4 percent from 22 percent
in 1995 also contributed to slower output growth. The
export slowdown was largely the result of cyclical and There is a strong export recovery for some
special factors (see box 1-1 in chapter 1). Preliminary
data for 1997 confirm a strong export recovery in Figure Al-1 East Asia's export growth, 1993-97
China and Malaysia, although Thailand's perfor- (Current U.S. dollars, year-on-year, three-month moving
mance remains weak (figure Al-i). Market pressure average)
led to more or less severe adjustment of several
currencies. Percent

In China tight money and firmer controls over new 60 China
investment by state-owned enterprises slowed out-
put growth to 9.7 percent in 1996 from near 13 per- 50
cent in 1991-95. Inflation fell to 8 percent from a 24
percent high in 1994. Tighter monetary policies and 40
fiscal restraint also contributed to slowing 1996 out- Philippines
put growth in Indonesia (by half a percentage point), 30 Malaysia
Malaysia (1 percentage point), and Thailand (2 per-
centage points). With slower export growth, all three 20
Southeast Asian countries ran larger current account 20 - ,

deficits: 4 percent of GDP in Indonesia and 8 percent
in Malaysia and Thailand. In Thailand a more severe 10
export slowdown, the accumulation of bad debt Thailand
problems in the financial sector, and a downgrading 0 - -\ 
of sovereign debt ratings led to capital outflows and ' X Indonesia
forced a sharp devaluation of the currency and a -10
switch to a floating rate regime in 1997. Currencies in 1993 1994 1995 1996 1997
Indonesia, Malaysia, the Philippines, and even Source: IMF International Financial Statistics; Bloomberg; and
Singapore also came under pressure. While it is clear World Bank staff estimates.
that growth in the more severely affected countries
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Samoa, which is pursuing economic reforms includ- to average a little more than 7.5 percent in the next
ing privatization of state-owned enterprises and trade decade, only slightly lower than last year's forecast
and financial sector reforms. In Fiji and the Solomon (table Al-1). The principal risks to the projections
islands expansionary fiscal policies and continued come less from the external scenario and more from
high gold and timber production are underpinning domestic policy weaknesses. The risks are greater in
economic growth but are unlikely to be sustainable in countries more exposed to external shocks by larger
the medium term. Given the traditionally large role of current account deficits, greater extemal debt, more
the public sector and relatively high levels of trade fragile banking sectors, or a loss of competitiveness in
protection, outward- and private-sector-oriented recent years. Here a sharp, unanticipated rise in inter-
reforms will be important for the future in many of the national interest rates or a slump in investor confi-
island economies. dence and capital inflows could have more adverse

The external environment for East Asian and impacts than currently expected.
Pacific countries in 1997-2006 should remain broadly The region's aggregate current account deficit is
favorable. Solid world trade growth in the 6-7 percent expected to remain quite modest over the next ten
range is expected to provide ample opportunity for years, at less than 2 percent of GDP. Deficits in indi-
export growth of 9-10 percent. Most countries are also vidual Southeast Asian countries have reached as
expected to experience terms of trade gains because of high as 8-10 percent of GDP in recent years, though.
lower primary commodity prices. While the U.S. dol- Reducing these imbalances will require higher
lar six-month LIBOR is projected to run about one per- domestic savings or lower investment-or both. But
centage point higher than the average for 1991-96, the with savings rates already high (36 percent with
impact on regional interest payments would be rela- China and 30 percent without) and public finances in
tively minor, about 0.5 percent of export revenues. rough balance, more of the burden of adjustment may
Private capital flows to the region should continue to need to fall on private investment, especially to raise
grow strongly in the coming decade, attracted by its efficiency. Apart from tighter macroeconomic poli-
rapid growth and relatively open economies, cies, reducing high rates of effective protection that
although, as recent events indicate, avoidance of over- foster inefficient investments in some manufacturing
heating and proper management of inflows will be sectors will be essential. Improvements in financial
important. Given a broadly favorable external envi- sector performance will also be critical in ensuring
ronment and the demonstrated ability of regional better discipline in investment selection and perfor-
policymakers to adapt quickly to changing circum- mance, for example to avoid excessive property lend-
stances, the long-term outlook remains good, ing. This will require improvements in prudential
although the risks have increased. Growth is expected regulation and supervision, as well as better legal

frameworks (such as bankruptcy procedures to deal
with bad debts). More flexible exchange rate policies,

Growth is slowing to a more sustainable long-run pace adequate investment in physical infrastructure and
labor quality, and liberalization of service sectors may

Table Al-i East Asia forecast summary be essential in ensuring the continued transition to
(Annual percentage change or ratio) higher value added and technologically more

Baseline demanding production.

Indicator 1987-96 1997-2006 South Asia

Real GDP 9.2 7.6
Consumption per capita 6.6 6.3 The South Asia region is projected to average 5.9 per-
GDP per capita 7.7 6.6 cent growth over the next decade (table A1-2), a 0.5
Population 16-65 years 1.4 1.3 percentage point increase on last year's projection.
Median inflationa 7.0 6.4 The revision is made chiefly on the basis of accumu-
Gross domestic investment/GDP 34.3 38.2 lating evidence that economic reforms have taken root
Budget deficit/GDP -1.1 -1.2 ang eidencesth eon erm s have teno
Export volumeb 12.4 9.6 and will grow despite governmental changes stem-
Current account/GDP -1.2 -1.6 ming from the region's vigorous but volatile democ-
Debt/exportsc 98.0 66.0 ratic politics. Commitment to further reforms is being

strengthened by the robust supply response to earlier
a. GDP deflator. ones, especially in India. Although political and eco-
b. Goods and nonfactor services.
c. Ratio of long-term debt outstanding and disbursed to exports of nomic instability are having more adverse effects m
goods and nonfactor services plus net worker remittances. other countries of the region, there are signs that
Source: World Bank baseline forecast, June 1997. improving relations between countries may open the

door to a reduction of military-political tensions, more
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concentration on reforms, and greater appreciation of cent of GDP in the past few years, which, among other
the benefits of regional economic cooperation. India, diverse and pervasive ill effects, hampers investment
Bangladesh, and Nepal signed agreements resolving from being raised to the 30 percent-plus rates preva-
long-standing disputes on the sharing of river waters. lent in East Asia. Inadequate private sector provision,
Moves to infuse reality into hitherto merely formal lack of competition, and poor regulation contribute to
arrangements for freer regional trade appear to have severe shortages of infrastructure and low service sec-
gained ground. tor productivity in many areas, seriously constraining

The Indian economy grew 6-7 percent in 1994-96. potential growth. Such reductions in the budget
Exports have boomed, growing at an unprecedented deficit as there have been over the past five years have
15 percent real rate in 1992-95 and remaining close to largely been achieved at the expense of infrastructure
the rate of world trade growth in 1996. Stabilization and other investment spending. Overregulation of
and reforms since 1991 have removed entry barriers, agriculture and agro-industry continue to constrain
increased domestic competition, and liberalized the opportunities in rural areas, where most people-and
trade and foreign investment regime to some extent. most of the poor-live.
Reforms have moved ahead despite changes of gov- In Pakistan growth declined to 3.1 percent in
emnment in both 1996 and 1997. Changes over the past 1996-97, the result of weak performance in agriculture
year include further liberalization of the investment and large-scale manufacturing. Fiscal deficits sub-
regime and opening up critical infrastructure sectors stantially exceeded targets, and the current account
to the private sector. Private investment increased by deficit remained at 6-7 percent of GDP. A new and
4 percentage points to 18 percent of GDP between well-supported government was elected in early 1997.
1994 and 1996, pushing up the overall investment rate Faced with a looming balance-of-payments crisis, the
from 22 to 26 percent. The 1997-98 budget cut the new government presented proposals for sweeping
average import-weighted tariff to 20 percent, with structural and fiscal reforms. In Sri Lanka and
further reductions to come. Other policy changes over Bangladesh political instability and persistent institu-
the past year included more incremental reforms tional weaknesses remain problems. Poor weather
aimed at improving financial system performance cramped Sri Lankan growth in 1996. Tourism rev-
and deregulating agriculture (one of the fastest grow- enues fell 30 percent due to the civil war, while a 40
ing export sectors in recent years). Reductions in cor- percent increase in military spending contributed to a
porate and personal tax rates in the budget were worsening of the fiscal situation. Even so, a strength-
unexpectedly large. ening of the goverrnent in local council elections may

Big challenges remain though. Central among provide a better basis for bringing the fourteen-year
them is reducing a fiscal deficit running around 9 per- civil war to an end. In Bangladesh elections in 1996

ended months of political turmoil, allowing the new
government to launch further reforms, including

Reforms take root, growth is expected to strengthen measures to regulate the banking sector. Since growth
is constrained by low savings and investment rates,

Table A1-2 South Asia forecast summary the government aims to improve the environment for
(Annual percentage change or ratio) private investments. Measures include rationaliza-

tion and restructuring of state-owned enterprises as a

Indicator 1987-96 1997-2006 prelude to privatization.
Despite often tough political and institutional con-

Real GDP 5.4 5.9 ditions, countries in the region are persevering with
Consumption per capita 2.6 2.6 major economic reforms. The external environment
GDP per capita 3.3 4.1 for the region should prove favorable, with lower oil
Population 16-65 years 2.4 2.4 prices contributing to improved terms of trade and
Median inflationa 9.5 6.6 the phasing out of the Multifibre Arrangement under
Gross domestic investment/GDP 22.4 29.5
Budget deficit/GDP -8.2 -5.0 the Uruguay Round expanding market access for the
Export volumeb 9.8 10.4 region's apparel industries. On balance, the risks to
Current account/GDP -2.8 -2.1 current forecasts for growth may prove to be more on
Debt/exportsc 253.0 168.0 the upside than the down.

a. GDP deflator. Latin America and the Caribbean
b. Goods and nonfactor services.
c. Ratio of long-term debt outstanding and disbursed to exports of
goods and nonfactor services plus net worker remnittances. The year 1996 saw a better than expected upturn in the
Source: World Bank baseline forecast, June 1997. region's growth-real output grew about 3.5 percent,

up from 0.8 percent in 1995-boosted by a strong
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surge in exports and in gross domestic investment. far in the 1990s (0.2 percent a year). Strong growth in
Net private capital flows to the region surged to $74 the Dominican Republic was offset by sluggishness in
billion from $54 billion in 1995, while prices for exter- Jamaica (due in part to a financial sector crisis) and
nal debt instruments of countries in the region soared. contraction in Haiti. The outlook for countries in

Much of this turnaround came from Argentina and Central America and the Caribbean is for modest
Mexico, where output had fallen sharply in 1995 in the growth averaging 3.5-4 percent a year in 1997-2006.
aftermath of the Mexican peso crisis. Prompt adjust- Appreciation of real exchange rates in a number of
ment measures in both countries allowed a quick 4-5 countries has eroded competitiveness in the U.S. mar-
percent recovery in output accompanied by a resur- ket relative to Mexico. The expected decline in the real
gence of private capital inflows. In Mexico stabiliza- price of key commodities for the region (bananas, cof-
tion of the exchange rate at a competitive level fee, bauxite, oil, sugar) will continue to exert pressure
contributed to a 15-20 percent surge in both exports on current accounts.
and investment. Mexico was able to obtain $22.4 bil- Raising domestic savings rates to allow higher
lion in gross bonds, loans, and equity issues from the investment and faster growth without undue reliance
international financial markets, compared with $10 on foreign borrowing is an important objective for
billion in 1995, with short-term debt constituting only many countries in the region. Between 1990 and 1994,
about 5 percent of total foreign indebtedness. In in the lead-up to the Mexico crisis, the region's domes-
Argentina buoyant exports and investment could tic saving to GDP ratio fell by 3 percentage points
result in 1997 output growth markedly outpacing ear- while foreign saving rose by the same amount. Much
lier official projections of 5 percent. of these inflows went to finance higher consumption

Most other countries in the region, however, saw rather than investment. The position was reversed in
growth slow. The median pace of growth in the region 1995-96, when savings rates rose by 3 percent of GDP
slipped to 3.2 percent from 3.7 percent in 1995. In Brazil for the region excluding Brazil. Increases amounted to
GDP growth slowed to 3.1 percent from 4.2 percent in more than 5 percentage points in Mexico and
1995, in part as a result of high real interest rates of Venezuela; 1-2 percentage points in Colombia, Peru,
10-20 percent. Brazil has made several fundamental and many Central American countries; and less than
economic improvements in the 1990s, including trade 1 percentage point in Argentina (figure A1-2). Apart
liberalization and macroeconomic stabilization under from fiscal consolidation, many countries are under-
the Real Plan of 1994. Inflation fell from 2,000 percent taking longer-term structural reforms to improve
in 1994 to 11 percent by the end of 1996. Privatization domestic savings rates, for example, moving to fully
of the large state enterprise sector, which began in the funded pension systems and introducing financial
early 1990s, appears set to accelerate. Nevertheless, and banking sector reforms that should improve the
some key vulnerabilities remain. The tight monetary confidence of savers. The main exception to the trend
policy implicit in the Real Plan and enormous foreign toward higher domestic saving has been Brazil, where
capital inflows contributed to an appreciation of the the savings rate fell by 4 percentage points between
real exchange rate and an increase in the current 1994 and 1996, while foreign saving (the current
account deficit to more than 3 percent of GDP in 1996 account deficit) rose by 3 percentage points.
from near balance in 1994. Further large increases in Given the enormous gains in macroeconomic sta-
external deficits over the next couple of years could bilization and structural reforms achieved by the
increase vulnerability to external shocks, such as a sig- region over the past decade, and with most countries
nificant increase in U.S. interest rates. Progress on fis- in the region continuing to move ahead with reforms,
cal consolidation, the most important way in which to regional growth is expected to improve from 2.3 per-
increase national savings and relax upward pressure cent in 1987-96 to a little over 4 percent in 1997-2006,
on interest and exchange rates, has been less than or 2.7 percent in per capita terms (table Al-3). Growth
desired, with the public sector deficit falling to 3.9 per- is expected to be somewhat higher in the second part
cent of GDP in 1996 from 5 percent in 1995, against a of the forecast period, in part because policies to
target of 2.5 percent. increase domestic savings, particularly microeco-

Boosted by economic reforms and higher coffee nomic measures aimed at private savers, may take
prices, growth in the Central American countries time to design, implement, and take effect. Higher
picked up to around 4 percent in the first half of the unemployment and approaching elections in many
1990s from less than 1 percent in the 1980s. Fiscal countries may prove a test of how far governments
tightening in a number of countries, a slowing in have truly moved away from populist traditions.
workers' remittances, and a downturn in coffee prices Regional output growth in the early part of the pro-
contributed to slowing the subregion's growth to 2.4 jection period is also assumed to be subdued by
percent in 1996. In the aggregate the Caribbean island orderly macroeconomic adjustment in Brazil over the
economies have experienced virtually no growth so next few years. However, if Brazil's current account
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Savings rates are on the upswing in many countries in the region

Figure A1-2 Domestic saving and current account balance
Percentage of GDP

Change in domestic saving and current account Domestic saving and current account
balance between 1994 and 1996 balance, 1996

Change in current account balance Current account balance
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Source: World Bank data.

deficit continued to rise at the same rate as in 1995-96,
the risk of a capital flow reversal and a quicker adjust- A marked rise in per capita income growth is expected
ment would increase, especially if foreign interest
rates were to rise substantially. In this eventuality the Table Al-3 Latin America and the Caribbean
knock-on effects on other countries in the region could forecast summary
be larger than those in the Mexican peso crisis because (Annual percentage change or ratio)
Brazil is an important export market for many of these Baseline
countries. The increased reliance on volatile portfolio Indicator 1987-96 1997-2006

flows for extemal financing over the past year in a Real GDP 2.3 4.2
range of countries might also add to vulnerability if Consumption per capita 1.0 2.4
there were a surge in U.S. interest rates, in particular GDP per capita 0.5 2.7
where macroeconomic imbalances and banking sector Population 16-65 years 2.4 2.1
vulnerabilities are high. Median inflationa 20.4 9.1

The region's export volumes grew 10 percent a year Gross domestic investment/GDP 20.9 24.4
in the 1990s, with 60 percent of the growth from mem- Budget deficit/GDP -3.6 -0.2
bers of Mercosur and NAFTA. Half the export growth Export volumeb 6.7 6.5
enjoyed by Mercosur member countries was due to Current account/GDP -1.8 -2.7

. . . ,, ,, Debt/exportsC ~~~~~~210.0 150.0
trade within the group, reflecting both one-off Debt/exportsc

increases in the level of trade due to tariff and quota a. GDP deflator.
reductions and large capital inflows. Regional trading b. Goods and nonfactor services.

arrangmentsare beomingincreainglyimportnt to c. Ratio of long-term debt outstanding and disbursed to exports of
arrangements are becoming increasingly important to goods and nonfactor services plus net worker rernittances.
the region's development strategy and have con- Source: World Bank baseline forecast, June 1997.
tributed to consolidating its outward orientation. For
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the future, it remains important that these arrange- domestic demand and imports led to widening trade
ments continue to serve as building blocks for greater and current account deficits-in the Czech Republic
integration with the world economy. to 8-9 percent of GDP. In the early months of 1997

measures to slow the pace of credit expansion and
Europe and Central Asia consumption and import growth were introduced in

some countries.
Growth among transition economies in the Europe In Russia crude oil and gas export volumes rose
and Central Asia region in 1996 generally turned out about 4 percent in 1996. Overall export revenues were
lower than expected, a result of continued decline in further boosted by higher oil and metals prices.
Russian and Ukrainian output, slower export growth Prospects for longer-term export performance are
in the Central and Eastern European countries, and somewhat less encouraging, as oil output has
the initial effects of austerity measures in several dropped to its lowest level in thirty years, sapped by
countries. Nonetheless, fundamentals supporting delays in development and infrastructure mainte-
growth remain favorable for the near and medium nance projects. With expected declines in world crude
term. Improving conditions in EU export markets and oil prices over the longer term, total export revenues
continued strength in investment should support a are anticipated to grow modestly unless new invest-
rebound in the Central and Eastern European coun- ment and efficiency improvements are achieved.
tries' growth toward 4-4.5 percent. Increasingly stable Private capital flows to the region were flat at around
macroeconomic conditions in Russia, Ukraine, and $30 billion in 1996, though this masked wide variations.
several other countries of the former Soviet Union are Countries such as the Czech Republic, Hungary, and
likely to boost real incomes and consumption, setting Poland continued to receive significant inflows of FDI
the stage for a pick-up in investment spending. and rising portfolio equity investment in stock markets.
Although there are risks of policy slippage in some A $1.2 billion seven-year Russian Eurobond was well
countries of the former Soviet Union, a favorable sce- received, following a five-year $1 billion issue in
nario would see stabilization of output in 1997, with November 1996. Earlier Paris and London Club
growth accelerating to 5-6 percent by the turn of the reschedulings, covering some 60 percent of outstanding
century (figure A1-3). daims on Russia, set the stage for improved perceptions

Recent developments have underscored the diffi- of creditworthiness. And foreign flows into equities and
cult macroeconomic issues being addressed by all the T-bills have risen in recent months.
Central and Eastern European countries. Strong capi-
tal inflows to the Czech Republic, Hungary, and
Poland have complicated management of the money Growth will revive in all parts of the region
supply and exchange and interest rates at a time when
export growth has weakened and the risk of domestic
"overheating" in some countries has increased. Figure A1-3 GDP growth in transition economies,
Reducing inflation to EU levels will also present sig- 1991-96 and 1997-2006
nificant challenges. After some years marked by lack Percent
of effective policy implementation, tighter macroeco- 10 Advanced Central
nomic policies were introduced in Romania following and Eastern European
elections. But financial crises in Bulgaria and Albania countries
and concerns regarding banking systems in the Baltic 5 Baltics Russia
countries highlight the underlying fragility of finan-
cial systems in the region and the continuing diversity
of performance. 0

One of the more promising developments in the
first half of the 1990s was the strong export perfor- _5
mance of the Baltic states, the Czech Republic,
Hungary, Poland, Russia, and the Slovak Republic. Lagging Central Central

Export growth in leading countries of Central and -10 andEastern cnAsia
Eastern Europe reached 20 percent by 1995 (in ECU Ukraine,
terms), reflecting strong import demand in the EU and -15 * 1997-2006 Belarus,
gains in market share in several sectors, supported by Moldova
substantial inflows of FDI. But with the recent down- 2 1991-96 Transcaucasus
turn in EU activity, export growth in Central and 20
Eastem Europe decelerated sharply to 5 percent in Source: World Bank data and projections.
1996-97. At the same time, continued strength in
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If all goes according to plan, the year 2002 will see sumer demand, the delayed effects of the export slow-
both the full implementation of the European down on investment, and the start of adjustment in
Monetary Union (EMU) and the admission of the first Romania. Gradual recovery in EU markets,
new members from Central and Eastern Europe into Hungary's emergence from earlier adjustment efforts,
the EU. The transition phase leading up to the EMU and catch-up by the later reformers should support
could have some adverse short-run implications for growth of 4-5 percent through 2000 (table Al-4).
these countries, however, including slower EU Closer integration with the EU should allow a longer-
growth, a decline in discretionary official develop- run growth path of about 5 percent.
ment assistance because of EMU fiscal criteria, and Signs of recovery should become more prominent
the possibility of heightened anti-immigration senti- in Russia and Ukraine later thisyear and in 1998, based
ment given the necessary labor market adjustments on continuing progress in stabilization, rising real
in the EU. The EMU also implies significant addi- incomes, and consumer spending. Although support-
tional challenges for harmonization of policy. Even ive policy elements will need to be in place (particu-
though the aspiring entrants have made great larly with respect to budgetary arrears), improving
progress in developing market institutions, harmo- business confidence and increasing FDI should under-
nizing rules to EU standards, and upgrading finan- pin a sharper upturn in private investment later in the
cial sector technologies, there is still much to be done. decade, leading to growth of 3-4 percent by 1998 and
But the long-run benefits of integration with the EMU to longer-term advances of 5-6 percent.
bloc could be significant in principle, including Measures to foster private sector activity are central
slightly higher long-run growth and lower inflation to achieving medium-term growth of 5 percent across
and interest rates. the region. In the Baltic states these include continuing

Growth in Central and Eastern European countries fiscal adjustment, improvements in banking supervi-
is expected to recover modestly to 3.5 percent in 1997 sion, and export promotion. In Central Asia crucial
from 3 percent in 1996, restrained by cooling con- issues encompass a consolidation of gains in fiscal

reform and stabilization, and development of the pro-
ductive and export potential of the agriculture, energy,

A return to positive growth and extractive sectors. Among the Transcaucasus
gradually spreads through the region republics improvements in the political climate and in

investor confidence are expected to support growth,
Table A1-4 Europe and Central Asia forecast particularly in the service sector, while exploitation of
summary Caspian Sea oil should underpin longer-term prospects.
(Annual percentage change or ratio)

Baseline Middle East and North Africa
Indicator 1987-96 1997-2006

Real GDP -2.6 4.5 Economic growth in the Middle East and North Africa
region over the past decade of a little over 2 percent aConsumption per capita -0.8 3.5gpp

GDP per capita -3.1 4.0 year was close to the lowest among all developing
Population 16-65 years 0.6 0.8 regions (table A1-5). Excluding war-affected Iraq,
Median inflationa 29.5 12.4 growth in 1987-96 is estimnated to have averaged 3
Gross domestic investment/GDP 32.4 29.6 percent-or only 0.2 percent in per capita terms.
Budget deficit/GDP -7.8 -3.0 Combined with fast labor force growth, the sluggish
Export volumeb 3.3 5.5 performance of output growth contributed to the
Current account/GDP 1.1 -0.2 highest unemployment rates among all developing
Debt/exportsc 132 100 regions, around 15 percent (figure A1-4). However,

Memorandum items projections for the next decade have been raised by
GDP of mnddle-income around 0.5 percentage point from Global Economic
Westem ofmiddle-nope 3Prospects 1996 to 3.6 percent on the basis of more evi-

GDP of Central and dence that reforms are moving ahead and becoming
Eastem Europe -1.2 4.5 consolidated in some countries, though not to an

GDP of former Soviet Union -5.3 4.8 extent sufficient to generate the desirable major
improvements in growth. Growth will also be

b. Goods andnonfactor services restrained by the erosion of regional oil exporters'
c. Ratio of long-term debt outstanding and disbursed to exports of incomes as a result of expected long-run declines in
goods and nonfactor services plus net worker remittances. real oil prices. High sociopolitical tensions in some
Source: World Bank baseline forecast, June 1997. countries will also continue to check the enthusiasm

of domestic and foreign investors.
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Over the past year economic reform moved ahead in take place later, with increases in effective protection
nearly all the Middle East and North African countries rates occurring earlier. Care needs to be taken that the
bordering the Mediterranean. In Egypt (the largest of momentum of reform does not slacken. Despite diffi-
these countries by population), macroeconomic stabi- cult domestic political conditions, Algeria has also
lization has reduced the fiscal deficit from 17 percent of moved ahead with trade liberalization and privatiza-
GDP in 1991 to about 1 percent in 1996. Inflation came tion. Although private capital flows to the Middle East
down from over 22 percent to below 7 percent. External and North Africa region are the lowest (relative to
creditworthiness has been restored with a negligible GDP) of all developing regions, they are rising in
current account deficit and foreign exchange reserves response to recent reforms, with most FDI flows going
worth around seventeen months of imports. Progress to Egypt, Morocco, and Tunisia, as well as some port-
on structural reform, though more modest, has contin- folio flows to Egypt and Morocco.
ued, with significant trade liberalization to be imple- In Iran higher than expected oil prices in the past two
mented under the country's 1996 agreement with the years have led to recovery in growth to 4-5 percent, as
IMF and an Association Agreement being negotiated well as improvements in trade and fiscal balances and
under the EU's Mediterranean Initiative. Privatization ability to service external debt. Structural reforms have
also accelerated, though it remains small in relation to made less progress, however. Privatization or restruc-
the size of the state-owned enterprise sector as a whole. turing of the large and generally inefficient state enter-
The importance of further structural reforms is under- prise sector has run out of steam. Extensive, variable,
lined by the still sluggish pace of export growth, which and less than transparent bureaucratic regulation acts
is estimated to have averaged around 4 percent in vol- as a check on private investment. Nevertheless, the out-
ume terms in 1991-96. come of recent presidential elections may open the way

Jordan, the other main reforming country in the to more structural reforms.
Mashreq, signed an Association Agreement with the The urgency of reforms is heightened by high
EU in April 1997. Tariffs on almost 500 manufactured unemployment throughout the Middle East and
goods imported from the EU will be removed begin- North Africa. In Algeria, Iraq, and the West Bank
ning in 1999, and on most others later. Reforms also
continued to move ahead in the Maghreb countries
with the 1996 signing of EU Association Agreements Unemployment is highest in the Middle East
by Morocco and Tunisia. However, in some cases the and North Africa
most significant trade liberalization is scheduled to Figure Al-4 Regional unemployment rates

in the early 1990s

Percent
Per capita incomes are expected to recover 15

after a decade of declines

Table A1-5 Middle East and North Africa forecast
summary 12
(Annual percentage change or ratio)

Baseline
Indicator 1987-96 1997-2006

Real GDP 2.2 3.6
Consumption per capita -0.8 1.3 6
GDP per capita -0.6 1.1
Population 16-65 years 3.1 2.8
Median inflationa 7.8 6.5 3
Gross domestic investment/GDP 22.5 23.9
Budget deficit/GDP -5.0 -3.0
Export volumeb 5.2 5.1
Current account/GDP -3.0 -1.5 0Current account/GDP -3.0 -1.5 East Asia South Latin Sub- Europe Middle OECD
Debt/exportsc 230.0 165.0 and Asia America Saharan and East countries

a. GDP deflator. Pacific and the Africa Central and
b. Goods and nonfactor services. Caribbean Asia North
c. Ratio of long-term debt outstanding and disbursed to exports of Africa
goods and nonfactor services plus net worker remittances. Source: Filmer 1995; ILO, various years; World Bank 1995 and
Source: World Bank baseline forecast, June 1997. staff estimates.
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and Gaza, unemployment is more than 20 percent. modest) spread and firming of commitment to eco-
For Egypt, Jordan, Lebanon, Morocco, and Tunisia it nomic reform over the past decade. Countries that
is close to 15 percent. Real wages are back to their have gone furthest with adjustment and structural
levels of the 1970s and poverty levels have increased reforms are already among the better performers in
in some countries. The region's population growth the region. Countries in the CFA franc zone launched
and age structure is such that the labor force will be a major revitalization of reforms in 1994 and
expanding at almost 3 percent a year in the next achieved around 5 percent growth in 1995-96.
decade. In the absence of progress in creating more Outside the CFA zone, Ethiopia, Kenya, Tanzania,
and better jobs and improving labor productivity and Uganda in East Africa and Ghana in West Africa
and wages, social tensions are likely to rise. So, achieved median growth of 4.1 percent in 1987-96,
intensification of structural reform is necessary to outperforming the 3 percent median for the region as
ensure that the recovery currently under way in a whole.
some countries is more employment intensive than A second factor is political stabilization in southern
in the past. and, perhaps, central Africa. South Africa and Angola,

accounting for 45 percent and 2.5 percent of regional
Sub-Saharan Africa GDP, were gripped by civil strife and grew by only

about 1 percent a year in 1981-94. With peace, South
Growth in Sub-Saharan Africa is projected to average Africa grew around 3.5 percent a year in 1995-96. If it
a little more than 4 percent a year in the coming sustains even this modest growth over the next
decade, more than double the pace of the preceding decade, regional GDP growth will be boosted by more
ten years (table A1-6). Yet regional per capita income, than 0.5 percentage point. Output in the Democratic
rising at a little over 1 percent a year, would be no Republic of Congo (formerly Zaire) may have fallen
higher in 2006 than in 1982 (in constant 1987 U.S. dol- by about 4 percent a year over the past decade. A
lars) and 5 percent lower than in 1974. So the coming return to more stable conditions following the recent
decade would only represent the recovery of ground political transition would also provide a fillip to
lost over twenty years. regional growth. A third factor is that Sub-Saharan

Given the poor performance of the past, how real- Africa's terms of trade fell by 3 percent a year on aver-
istic is even this modest projection? The discussion age in 1981-94, reducing income in terms of purchas-
of the regional outlook in chapter 1 notes that one ing power for imports by perhaps 0.75 percent of GDP
reason for expecting an improvement in growth is a year. Given a somewhat less severe projected decline
the gradual and painfully achieved (though still in primary commodity prices over the next decade,

income losses from this source might amount to only
0.1-0.2 percent of GDP.

Moderate improvement is expected There are of course significant risks attached to
in most economic indexes growth forecasts for Sub-Saharan Africa. Most obvi-

ous, there are uncertainties attached to any long-run
Table A1-6 Sub-Saharan Africa forecast summary forecast for commodity prices. Some of the largest
(Annual percentage change or ratio) economies in the region also continue to face signif-

icant policy challenges. In 1996 South Africa saw a
Baseline downturn in net foreign capital inflows, a widening

Indicator 1987-96 1997-2006 current account deficit, a sharp fall in the rand

Real GDP 2.0 4.1 exchange rate, and higher inflation and interest
Consumption per capita -1.0 1.0 rates. The fiscal deficit remained at a high 4 percent
GDP per capita -0.8 1.2 of GDP, and 1997 growth is widely expected to slip
Population 16-65 years 3.1 3.1 back below 3 percent. The government's plan to pur-
Median inflationa 10.2 8.3 sue fiscal consolidation, privatization, trade liberal-
Gross domestic investment/GDP 18.2 21.1
Budget deficit/GDP -6.7 -4.5 izaion, and reforms of labor markets are opposed by
Export volumeb 2.8 5.6 many in the ruling alliance. In Nigeria high oil prices
Current account/GDP -2.1 -2.4 over the past two years allowed a swing from bud-
Debt/exportsc 330.0 270.0 get deficits averaging 12 percent of GDP in 1990-94

to likely surpluses in 1996-97, but there are few signs
a. GDP deflator. of significant improvements in fundamental poli-
b. Goods and nonfactor services, fsgiiatipoeensi udmna oi
c. Ratio of long-term debt outstanding and disbursed to exports of cies. Government controls over interest rates and a
goods and nonfactor services plus net worker remittances. dual exchange rate system (which subsidizes dollars
Source: World Bank baseline forecast, June 1997. for government use at one-fourth the price for the

private market) remain in place, while progress on
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Appendix 2

Studies of adjustment costs of trade liberalization

Table A2-1 Studies of adjustment costs of trade liberalization

Author Summary Findings

Economywide studies
Baldwin, Mutti, and The authors construct a model of 367 sectors Benefit-cost ratio of 2.4 after one year, 24
Richardson (1980) of the U.S. economy to investigate the potential over the infinite horizon.

effects of a 50 percent multilateral tariff
reduction. They account for idled capital.

Dixon, Parmenter, and The authors construct a model of the Depending on the scenario, 2-14 percent of
Powell (1984) Australian economy to investigate the effects the workforce would have to switch

of a 25 percent liberalization. occupations over two years. This compares
with natural tumover of 32-142 percent.

de Melo and Roland- The authors model trade liberalization for Liberalization would entail the relocation of 5
Holst (1990) Uruguay, taking into account administered percent of the labor force. The authors do not

protection and rent seeking behavior. provide a benchmark with which this figure
can be compared.

Industry studies
de Melo and Tarr (1990) This general equilibrium study focuses on Considering only efficiency gains from

U.S. textiles, steel, and automobiles. The reform, they find a benefit-cost ratio of 17.
authors incorporate earlier findings on long-
term eamings losses for displaced workers.

Mutti (1978) The author studies the U.S. iron and steel, The benefit-cost ratios calculated by the
machine tools, industrial chemicals, motor author range from 1.3 to 24.4. These
vehicles, and electrical machinery industries. numbers are generally smaller than findings

of other studies because the assumed
durations of unemployment were long.

Note: Excludes studies discussed in the text. See references to chapter 3.
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Global economic indicators



Table 1 Growth of real GDP, 1966-2006
(current 1995 dollars and 1987 prices and exchange rates-average annual percentage growth)

1995 GDP 1996 1997-2006
(US$ billions) 1966-73 1974-90 1991-95 1995 estimate forecast

World 28,340 5.2 3.0 2.0 2.5 2.9 3.4

High-income 23,220 4.9 2.9 2.0 2.2 2.5 2.8
Industrial countries 22,110 4.8 2.8 1.8 2.0 2.3 2.7
G-7 countries 19,080 4.7 2.9 1.8 1.9 2.3 2.6

United States 7,255 3.0 2.6 2.6 2.0 2.4 -

Japan 5,110 10.0 3.8 1.1 0.9 3.6 -

G-4 Europe 6,150 4.4 2.3 1.3 2.4 1.4 2.5
Germanya 2,415 4.3 2.0 1.8 2.1 1.4 -

Other industrial 3,030 4.9 2.3 1.5 2.7 2.3 2.9
Other high-income 1,110 9.2 6.5 7.0 7.2 5.8 5.6

Low- and middle-income 5,120 6.7 3.3 2.3 3.8 4.5 5.4
Excluding Eastern Europe and
former Soviet Union 4,100 6.3 3.4 5.0 4.8 5.6 5.5

Asia 1,685 5.5 6.2 8.2 8.5 7.9 7.1
East Asia and Pacific 1,250 7.5 7.3 10.5 9.7 8.6 7.6

China 700 8.5 8.7 12.8 10.7 9.7 -

Indonesia 200 6.4 6.7 7.7 8.2 7.8 -

South Asia 435 3.7 4.9 4.6 5.8 6.5 5.9
India 325 3.7 4.8 4.6 6.1 6.8 -

Latin America and the Caribbean 1,625 6.9 2.6 3.2 0.2 3.4 4.2
Brazil 690 9.8 3.6 2.7 3.0 2.9 -

Argentina 280 4.3 0.4 5.7 -4.6 4.3
Mexico 250 6.8 3.4 1.1 -7.2 5.1 -

Europe and Central Asia 1,050 6.6 3.1 -6.4 -0.8 -0.3 4.5
Russian Federationb 360 6.6 3.6 -9.8 -4.3 -6.0 -

Turkey 165 4.9 4.2 3.2 7.0 6.4
Poland 120 7.3 0.3 2.4 6.6 6.1 -

Middle East and North Africa 460 8.7 1.4 2.6 3.1 4.1 3.6
Iran 105 10.2 -0.3 4.2 2.7 3.6 -

Egypt 60 3.7 7.1 3.4 4.6 4.3 -

Algeria 42 6.3 4.3 0.1 4.4 4.2 -

Sub-Saharan Africa 300 4.7 2.2 1.5 3.9 3.8 4.1
South Africa 135 4.9 2.1 0.7 3.1 3.5 -

Nigeria 25 6.5 1.0 2.6 2.3 2.1

Note: Growth rates over intervals are computed using least squares method.
a. Data prior to 1991 cover Federal Republic of Germany.
b. Data prior to 1992 cover former Soviet Union.
Source: World Bank data and staff estimates.
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Table 2 Growth of real GDP per capita, 1966-2006
(current 1995 dollars and 1987 prices and exchange rates-average annual percentage growth)

1995 GDP 1996 1997-2006
per capita (US$) 1966-73 1974-90 1991-95 1995 estimate forecast

World 5,050 2.9 1.2 0.5 1.1 1.4 2.0

High-income 25,845 3.8 2.1 1.3 1.6 1.9 2.3
Industrial countries 27,200 3.8 2.1 1.1 1.4 1.8 2.2
G-7 countries 28,330 3.8 2.1 1.1 1.3 1.8 2.2
United States 27,000 1.9 1.5 1.6 1.1 1.4 -

Japan 40,800 8.7 3.0 0.8 0.7 3.3 -

G-4 Europe 24,065 3.8 2.1 0.9 2.1 1.2 2.5
Germany, 27,500 3.7 2.1 1.2 1.7 1.3 -

Other industrial 21,745 4.0 1.7 1.0 2.2 1.9 2.6
Other high-income 12,980 6.7 4.7 5.8 6.0 4.7 4.8

Low- and middle-income 1,195 3.8 1.4 0.5 2.1 2.7 3.8
Excluding Eastern Europe and
former Soviet Union 1,085 3.6 1.3 3.3 3.1 3.8 3.8

Asia 600 2.8 4.3 6.8 7.0 6.4 5.7
East Asia and Pacific 790 4.7 5.6 9.1 8.6 7.4 6.6
China 580 5.7 7.1 11.5 9.9 8.6 -
Indonesia 1,040 3.9 4.6 5.9 6.6 6.2 -

South Asia 360 1.2 2.6 2.6 3.9 4.6 4.1
India 350 1.4 2.6 2.7 4.3 4.9 -

Latin America and the Caribbean 3,520 4.2 0.4 1.4 -1.5 1.7 2.7
Brazil 4,325 7.1 1.4 1.2 1.6 1.6 -

Argentina 8,100 2.7 -1.1 4.4 -5.9 3.4
Mexico 2,725 3.4 1.0 -0.8 -8.8 3.2 -

Europe and Central Asia 2,220 5.5 2.2 -6.7 -1.0 -0.8 4.0
Russian Federationb 2,400 5.6 2.9 -9.8 -4.2 -5.9
Turkey 2,700 2.3 1.8 1.5 5.4 4.7
Poland 3,050 6.5 -0.5 2.2 6.4 5.9

Middle East and North Africa 2,000 5.8 -1.7 -0.1 0.8 1.4 1.1
Iran 1,650 7.0 -3.6 1.4 0.2 0.6
Egypt 1,045 1.5 4.5 1.4 2.8 2.5
Algeria 1,485 3.3 1.2 -2.1 2.4 1.9

Sub-Saharan Africa 520 2.0 -0.7 -1.1 1.1 0.8 1.2
South Africa 3,230 2.3 -0.4 -1.5 0.8 1.2
Nigeria 215 3.6 -2.0 -0.3 -0.7 -0.8

Note: Growth rates over intervals are computed using least squares method.
a. Data prior to 1991 cover Federal Republic of Germany.
b. Data prior to 1992 cover former Soviet Union.
Source: World Bank data and staff estimates.
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Table 3 Inflation: GDP deflators, 1966-2006
(1987=100; percentage change)

1996 1997-2006
1966-73 1974-90 1991-95 1995 estimate forecast

World 5.0 7.6 5.0 4.3 3.2 3.3

High-incomea 5.4 6.6 3.1 2.5 1.8 2.0
Industrial countries 5.4 6.4 3.0 2.4 1.7 1.9
G-7 countries 5.3 6.1 3.0 2.3 1.6 1.7
United States 4.9 6.0 3.2 2.5 2.0 -

Japan 5.8 3.3 1.2 1.5 0.0 -

G-4 Europe 5.4 8.1 4.1 2.8 2.3 1.8
Germanyb 4.9 3.5 5.2 2.0 1.0 -

Other industrial 5.8 7.8 3.1 3.1 2.2 2.6
Other high-income 5.1 12.5 5.7 4.6 5.2 4.4

Low- and middle-incomea 4.5 10.7 12.6 11.5 9.2 7.8
Excluding Eastern Europe and
former Soviet Union 4.5 10.9 12.0 10.9 8.8 7.5

Asia 5.6 8.4 9.0 8.5 7.2 6.4
East Asia and Pacific 5.4 7.4 6.7 8.4 7.0 6.4
China -1.7 3.8 11.9 12.8 10.7 -

Indonesia 65.6 13.3 8.1 9.4 9.0 -

South Asia 5.8 8.5 10.1 8.5 7.5 6.6
India 6.2 8.1 10.3 8.0 7.5 -

Latin America and the Caribbean 5.1 18.0 17.8 13.1 11.4 9.1
Brazil 22.8 145.0 765.0 77.8 16.9 -

Argentina 24.0 255.0 26.0 4.5 4.3
Mexico 5.9 47.5 17.5 35.6 27.3 -

Europe and Central Asia 2.4 5.1 44.2 25.7 25.0 12.4
Russian Federationc 0.5 2.0 427.0 180.0 50.0 -

Turkey 10.8 46.2 75.0 82.5 92.5
Poland 1.2 31.4 35.8 27.4 25.8 -

Middle East and North Africa 4.2 9.6 6.7 8.2 6.5 6.5
Iran 5.6 16.9 32.1 39.7 43.6 -

Egypt 2.2 11.3 12.6 12.0 8.4 -

Algeria 4.5 10.5 28.5 28.2 22.2 -

Sub-Saharan Africa 4.1 10.1 11.3 11.3 8.1 8.3
South Africa 6.4 14.5 11.6 10.2 11.5 -

Nigeria 10.7 14.5 38.0 57.4 48.2

Note: Deflators are in local currency units. Growth rates over intervals are computed using least squares method.
a. High-income group inflation rates are GDP-weighted averages of local currency inflation; low- and middle-income group rates are medians.
b. Data prior to 1991 cover Federal Republic of Germany.
c. Data prior to 1992 cover former Soviet Union.
Source: World Bank data and staff estimates.

GDP inflation, 1987-2006
Percent
30 1987-96

25

20

15 1997-2006

10

5 M

High-income East South Latin Europe Middle Sub-
countries Asia and Asia America and East and Saharan

Pacific and the Central North Africa Africa
Caribbean Asia

94



Table 4 Current account balance, 1970-2006
(percentage of GDP)

1995 current
account balance 1996 1997-2006

(US$ billions) 1970-80 1981-90 7991-95 1995 estimate forecast

World -50.0 0.0 -0.5 -0.3 -0.2 -0.2 -0.2

High-income 36.5 0.1 -0.3 0.1 0.2 0.1 0.2
Industrial countries 20.0 -0.1 -0.5 -0.1 0.1 -0.1 0.1
G-7 countries -31.0 0.1 -0.5 -0.2 -0.2 -0.3 -0.3

United States -148.0 0.0 -2.1 -1.4 -2.0 -2.2
Japan 110.0 0.7 2.3 2.6 2.1 1.4

G-4 Europe 16.0 0.2 0.4 -0.5 0.3 0.6 0.5
Germanya -21.5 0.5 2.6 -0.9 -0.9 -0.6

Other industrial 51.0 -0.9 -0.7 0.7 1.7 1.9 1.7
Other high-income 16.5 3.7 6.9 1.3 1.5 2.2 1.7

Low- and middle-income -86.5 -0.1 -1.1 -1.6 -1.6 -1.4 -1.6
Excluding Eastern Europe and
former Soviet Union -90.0 -0.7 -2.5 -2.3 -2.0 -1.7 -2.0

Asia -40.0 -1.2 -2.3 -1.7 -2.3 -1.9 -1.7
East Asia and Pacific -28.7 -1.1 -1.7 -1.4 -2.1 -1.7 -1.6
China 1.6 -0.4 0.1 0.8 0.2 0.1 -

Indonesia -7.0 -1.4 -3.1 -2.3 -3.5 -1.7
South Asia -11.3 -1.5 -3.5 -2.3 -2.6 -2.5 -2.1
India -5.5 -0.1 -2.2 -1.1 -1.7 -1.5

Latin America and the Caribbean -30.0 -2.8 -1.8 -2.5 -1.8 -2.0 -2.7
Brazil -17.8 -4.1 -1.5 -0.3 -2.5 -3.1
Argentina -2.4 -0.3 -2.1 -1.9 -0.8 -1 .8
Mexico -0.7 -3.5 -0.8 -5.4 -0.3 -0.6

Europe and Central Asia -3.5 0.4 2.0 0.6 -0.3 -0.4 -0.2
Russian Federationb 14.0 2.0 2.9 2.7 2.2 2.0 -

Turkey -2.3 -2.0 -1.3 -0.7 -1.4 -1.9
Poland -4.2 -0.9 -1.4 -3.9 -3.7 -5.0

Middle East and North Africa -1.5 6.5 -3.6 -3.7 -0.3 1.4 -1.5
Iran 4.0 2.4 -0.4 -1.4 2.3 4.4 -

Egypt 0.0 -8.2 -4.6 3.3 0.0 0.1 -

Algeria -2.3 6.8 -0.5 0.2 -5.5 -2.6

Sub-Saharan Africa -11.5 -2.0 -2.8 -2.5 -3.8 -3.2 -2.4
South Africa -3.5 -1.7 0.6 0.3 -2.6 -2.4
Nigeria -3.5 0.7 -0.1 -1.3 -8.7 -3.3

Note: Current account balance includes net official transfers. The world balance is a statistical discrepancy item. Shares over intervals are period averages.
a. Data prior to 1991 cover Federal Republic of Germany.
b. Data prior to 1992 cover former Soviet Union.
Source: World Bank data and staff estimates.
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Table 5 Exports of goods, 1995
(percent)

Merchandise Average Effective Merchandise Average Effective Merchandise Average Effective
exports annual market exports annual market exports annual market

Regiorn (US$ growth growth Region! (US$ growth growth Region! (US$ growth growth
country millions) 1981-94 1981-94 country millions) 1981-94 1981-94 country millions) 1981-94 1981-94

World 5,074,031 5.5 5.5 Europe and Central Asia (continued) Sub-Saharan Africa (continued)
Bulgaria 5,110 -12.3 -5.2 Madagascar 364 0.4 5.2All developing 1,051,011 4.9 5.2 Czech Republic 21,647 - - Nigeria 9,950 1.9 6.1

Asia 400,159 11.3 6.9 Estonia 1,967 - - Senegal 720 0.1 3.6
East Asia and Georgia 140 - - South Africa 27,860 1.4 4.7
Pacific 353,822 11.8 7.3 Greece 11,180 6.6 3.9 Sudan 475 -3.3 6.5

China 148,797 11.9 8.1 Hungary 12,540 0.7 1.1 Zambia 1,140 -0.9 5.6
Fiji 607 3.2 5.9 Kazakstan 4,584 - - Zimbabwe 1,980 1.9 4.2
Indonesia 45,417 9.5 6.5 Kyrgyz Republic 380 - - High-income 4,023,020 5.6 5.4
Malaysy a 74,045 13.9 11.5 Latvia 1,283 - - Industrial 3,428,088 5.0 5.0
Myanmar 846 2.0 4.2 Lithuania 2,707 - - G-7 2,491,647 4.7 5.3
Papua New Guinea 2,654 7.3 5.8 Moldova 720 - - Canada 192,197 5.5 6.5
Philippines 17,502 5.2 6.7 Poland 22,892 4.8 1.9 France 286,694 4.3 4.4
Thailand 56,440 16.8 6.3 Romania 7,548 -10.5 2.2 Germany 511,771 4.1 4.1
Vietnam 5,300 - 6 Russian Federation 81,137 - - Italy 231,336 4.6 4.4
South Asia 46,337 8.1 4.9 Slovak Republic 8,552 - - Japan 443,116 3.7 5.6United Kingdom 241,790 4.2 4.6Bangladesh 3,173 9.4 5.3 Slovenia 8,286 - - United States 584,743 6.1 6.1
India 30,764 7.6 6.2 Tajikistan 707 - -
Nepal 348 9.6 4.7 TFYR Macedonia 1,130 - - Other industrial 936,441 5.7 4.4
Pakistan 7,992 8.9 5.6 Turkmenistan 1,939 - - Australia 53,085 6.9 6.4
Sri Lanka 3,798 8.5 4.0 Turkey 21,600 6.7 4.0 Austria 58,100 6.9 3.7
Latin America and Ukraine 11,567 - - Belgium and
the Caribbean 220,395 4.3 5.9 Uzbekistan 3,371 - - Luxembourg 168,307 4.6 4.1Denmark 49,036 4.8 4.1Argentina 20,967 3.1 5.1 Middle East and Finland 39,573 2.8 3.8

Bolivia 1,101 3.7 6.1 North Africa 115,700 1.2 5.6
Brazil 46,506 5.0 5.6 Algeria 9,810 2.2 4.9 Iceland 1,804 2.2 3.8
Chile 16,039 7.3 5.7 Bahrain 4,044 4.0 6.5 Ireland 43,681 9.7 4.4
Colombia 9,764 12.5 5.5 Egypt, Arab Rep. 3,770 0.5 4.1 Netherlands 195,516 5.1 4.2
Costa Rica 2,611 6.9 5.7 Iran, Islamic Rep. 16,000 7.1 10.5 New Zealand 13,736 4.1 6.1
Dominican Republic 765 -5.5 6.7 Iraq 373 -21.0 5.0 Norway 41,746 7.2 3.0
Ecuador 4,307 4.0 2.5 Jordan 1,769 5.0 2.6 Portugal 22,584 10.1 4.3
El Salvador 998 0.3 5.0 Morocco 4,824 3.9 4.4 Spain 91,716 7.6 4.3
Guatemala 2,050 1.0 6.0 Oman 6,260 11.6 4.5 Sweden 79,908 3.9 4.4
Jamaica 1,414 2.8 4.4 Saudi Arabia 48,150 -0.1 6.4 Switzerland 77,649 6.4 4.5
Mexico 79,800 10.8 10.4 Syrian Arab Rep. 3,970 8.6 3.1 O
Panama 605 5.5 4.4 Tunisia 5,475 8.2 3.5 income 594,932 10.5 6.9
Paraguay 895 9.7 4.9 Yemen, Rep. 973 2.0 9.8 Brunei 2,440 -0.4 -

Peru 5,575 1.0 5.8 Sub-Saharan Africa 69,433 2.3 4.9 Hong Kong (China) 173,871 16.1 7.1
Trinidad and Tobago 2,456 -0.7 5.3 Angola 3,880 9.5 5.2 Israel 19,028 6.3 5.5
Uruguay 2,117 1.9 4.8 Botswana 1,910 5.5 3.0 Korea, Rep. 125,058 10.8 6.5
Venezuela 18,324 3.3 6.5 Cote d'lvoire 3,400 1.7 4.2 Kuwait 13,036 -1.2 6.2
Europe and Cameroon 1,410 7.0 4.3 Qatar 3,365 1.0 6.0
Central Asia 245,323 1.0 2.6 Ethiopia 423 -3.7 3.7 Singapore 118,265 13.8 7.4

Armenia 248 - - Gabon 2,670 2.7 4.8 Taiwan (China) 111,680 9.3 9.9
Azerbaijan 550 - - Ghana 1,440 6.5 4.6 United Arab
Belarus 4,156 - - Kenya 1,856 5.5 1.5 Emirates 21,700 7.6 6.4

Note: Merchandise exports are f.o.b. in current U.S. dollars. Growth rates are for export volumes. Effective market growth is a weighted average of import vol-
ume growth in the country's export markets. Growth rates over intervals are computed using least squares method.
Source: See technical notes.
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Table 6 Imports of goods, 1995
(percent)

Merchandise Average Merchandise Average Merchandise Average
imports annual Merchandise imports annual Merchandise imports annual Merchandise

Region/ (US$ growth importsl Region! (US$ growth importsl Regionl (US$ growth imports!
country millions) 1981-94 GDP country millions) 1981-94 GDP country millions) 1981-94 GDP

World 5,124,036 5.5 18.2 Europe and Central Asia (continued) Sub-Saharan Africa (continued)

All developing 1,126,429 2.8 21.6 Bulgaria 5,800 -11.3 44.9 Madagascar 532 -1.7 16.6
Czech Republic 26,444 - 59.1 Nigeria 6,990 -8.6 29.2

Asia 424,664 8.6 24.9 Estonia 2,354 - 53.2 Senegal 970 -0.3 19.9
East Asia and Georgia 436 - 10.1 South Africa 30,555 0.8 22.8

Pacific 364,913 9.9 28.8 Greece 25,480 7.8 28.1 Sudan 870 -3.2 13.4
China 129,113 10.3 1485 Hungary 15,073 1.4 34.5 Zambia 970 -1.7 23.6
Fiji 864 0.8 41.8 Kazakstan 4,108 - 18.0 Zimbabwe 2,690 0.5 40.8
Indonesia 40,918 4.7 20.3 Kyrgyz Republic 439 - 13.9 High-income 3,997,607 6.2 17.5
Malaysia 77,751 11.3 91.1 Latvia 1,810 - 29.0 Industrial 3,365,736 5.7 15.4
Myanmar 1,335 4.2 13.4 Lithuania 3,083 - 37.3 G-7 2,466,192 5.9 13.1

Papua New Guinea 1,451 -0.1 29.6 Moldova 822 - 48.4 Canada 168,426 6.0 29.6
Philippines 28,337 7.6 38.2 Poland 29050 6.6 24.7 France 274,972 5.0 17.9
Thailand 73,654 15.7 44.1 Romania 9,424 -1.4 28.5 Germany 448,132 6.1 18.6
Vietnam 7,500 - 37.1 Russian Federation 60,916 - 17.0 Italy 204,062 5.1 18.8

South Asia 59,751 4.0 13.7 Slovak Republic 8,500 - 49.0 Japan 335,882 6.8 6.6
Bangladesh 6,496 2.8 22.3 United Kingdom 263,760 5.1 23.9
India 34,522 481 1205 TSlovenia 9,452 - 51.0 United States 770,958 6.3 11.1India 34,522 4.1 10.5 ~~~~~~Tajikistan 690 - 37.7
Nepal 1,374 5.2 31.2 TFYR Macedonia 1,260 - 64.0 Other industrial 899,544 5.2 29.8
Pakistan 11,461 3.6 18.9 Turkmenistan 994 - 25.4 Australia 61,286 4.5 17.6
Sri Lanka 5,185 5.8 40.1 Turkey 35,710 9.8 217 Austria 67,300 6.3 28.8

Latin America and Ukraine 11,379 - 14.3 Belgium and
theCaribbean 238,214 2.6 14.6 Uzbekistan 2,951 - 12.8 Luxembourg 154,206 4.2 57.3

Argentina 20,123 6.0 7.2 M. Denmark 43,223 3.7 25.1Argeninia 20,123 16. 73.2 Middle East Finland 28,114 2.3 22.4

Brazil 53,783 3.1 7 8 and North Africa 108,929 -3.8 23.4 Iceland 1,756 0.6 24.9
Chile 15,914 6.7 23.6 Algeria 10,350 -4.9 25.0 Iceland 12,756 0.6 24.9
Colombia 13,853 1.7 17.1 Egypt,Arab Rep. 11,700 -2.8 19.3 Netherlands 176,123 5.0 44.5

Costa Rica 3,274 6.7 35.5 Iran, Islamic Rep. 11,100 -0.8 10.6 New Zealand 13,958 4.7 24.5
Dominican Republic 2,976 3.0 24.7 Iraq 783 -27.5 - Norway 32,702 3.2 22.4
Ecuador 4,193 0.3 23.4 Jordan 3,697 -2.3 55.6 Portugal 32,322 10.0 31.6
El Salvador 2,853 4.8 29.4 Morocco 8,563 5.1 26.4 Spain 114,831 11.1 20.6
Guatemala 3,135 4.8 21.2 Oman 4,248 1.0 35.1 Sweden 64,438 4.3 28.2

Jamaica 2,757 3.1 56.1 Saudi Arabia 27,458 -5.4 21.9 Switzerland 76,985 2.6 25.6
Mexico 72,500 12.7 29.0 Syrian Arab Rep. 4,616 -2.7 27.6 Other high-
Panama 2,565 1.8 34.6 Tunisia 7,903 4.2 43.8 income 631,871 10.2 57.0
Paraguay 2,235 10.1 24.9 Yemen, Rep. 3,200 -4.8 69.2 Brunei 1,940 3.9 38.9
Peru 9,224 2.3 15.7 Sub-SaharanAfrica 76,146 -1.0 26.0 Hong Kong (China) 192,774 12.6 134.2

Trinidad and Tobago 1,713 -7.6 33.2 Angola 1,700 2.8 27.5 Israel 29,632 6.1 32.2
Uruguay 2,867 5.8 16.1 Botswana 1,800 7.5 41.7 Korea, Rep. 135,119 11.5 29.6
Venezuela 11,978 -1.9 16.0 C6te dIlvoire 2,300 -2.6 22.8 Kuwait 7,139 -5.0 26.8

Europeand Cameroon 1,100 -4.6 13.8 Qatar 2,165 -0.1 28.4
Central Asia 278,476 4.5 24.8 Ethiopia 960 -1.9 16.2 Singapore 124,507 10.4 148.8

Armenia 661 - 23.3 Gabon 870 -2.6 18.5 Taiwan (China) 103,571 13.7 39.7
Azerbaijan 681 - 18.1 Ghana 1,960 5.7 31.7 United Arab
Belarus 5,257 - 24.5 Kenya 2,948 0.3 32.4 Emirates 22,800 4.8 58.3

Note: Merchandise imports are c.i.f. in current U.S. dollars. Growth rates are for import volumes. Growth rates over intervals are computed using least squares
method.
Source: See technical notes.
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Table 7 Direction of merchandise trade, 1995
(percentage of world trade)

High-income importers Developing importers

Middle
Europe East Latin All

Other All Other All Sub- and and America low- and
Source United European indus- indus- high- high- Saharan Central North andthe middle-
of exports States Union Japan trial trial income income Africa Asia Asia Africa Caribbean income World

High-income 10.8 32.0 3.9 6.4 53.2 8.3 61.4 1.1 7.4 3.5 1.7 3.8 17.4 78.8
Industrial 8.5 30.4 2.7 6.0 47.6 6.3 53.9 0.9 4.3 3.3 1.5 3.4 13.5 67.4
United States .. 2.4 1.3 2.9 6.6 1.7 8.3 0.1 0.8 0.2 0.3 1.9 3.3 11.6
European
Union (15) 2.7 24.1 0.9 2.4 30.1 1.8 31.9 0.7 1.4 2.9 1.1 1.0 7.1 39.0

Japan 2.4 1.4 .. 0.4 4.2 2.3 6.5 0.1 1.6 0.1 0.1 0.4 2.3 8.8
Other industrial 3.3 2.4 0.5 0.3 6.6 0.5 7.1 .. 0.4 0.1 0.1 0.1 0.8 7.9

Other high-
incomea 2.3 1.6 1.3 0.4 5.6 2.0 7.6 0.1 3.1 0.2 0.2 0.3 3.9 11.4

Low- and middle-
income 4.2 5.5 2.0 0.6 12.3 2.9 15.2 0.4 2.0 1.9 0.6 1.2 6.0 21.2
Sub-Saharan
Africa 0.2 0.5 0.1 0.1 0.9 0.1 1.0 0.2 0.1 .. .. .. 0.3 1.3

Developing Asia 1.5 1.3 1.4 0.3 4.4 2.2 6.6 0.1 0.8 0.2 0.2 0.1 1.4 8.0
Europe and
Central Asia 0.2 2.1 0.1 0.1 2.4 0.1 2.5 .. 0.2 1.6 0.1 0.1 2.1 4.6

Middle East and
North Africa 0.2 0.8 0.3 0.1 1.4 0.4 1.8 0.1 0.7 0.1 0.2 .. 1.1 2.9

Latin America
and the
Caribbean 2.1 0.8 0.2 0.1 3.2 0.1 3.3 .. 0.1 0.1 0.1 0.9 1.2 4.5

World 15.0 37.4 6.0 7.0 65.4 11.2 76.6 1.5 9.3 5.4 2.3 4.9 23.4 100.0

.. Is not meaningful or is less than 0.1 percentage point.
Note: Expressed as a share (percent) of total world exports. World exports in 1995 amounted to some $5,000 billion.
a. Other high-income includes the Asian newly industrialized economies, several oil exporters of the Gulf region, and Israel.
Source: IMF Direction of Trade Statistics; UN Comtrade database.

Share of merchandise imports from developing Direction of merchandise exports, 1995
countries, 1995 Developing

Percent to developing
35 16%)

Developing
30 to high-income

25 High-income (15%)
25 to high- _

20 income(61%)
15_ -: - :-/High-income

to developing
10 118%)

5

0
United European Japan High- Developing
States Union income
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Table 8 Growth of merchandise trade in nominal dollars, 1985-95
(average annual percentage growth)

High-income importers Developing importers

Middle
Europe East Latin All

Other All Other All Sub- and and America low- and
Source United European indus- indus- high- high- Saharan Central North and the middle-
of exports States Union Japan trial trial income income Africa Asia Asia Africa Caribbean income World

High-income 7.8 11.2 12.2 9.1 10.2 17.0 10.9 6.0 16.0 12.1 1.9 12.0 11.2 11.0
Industrial 7.2 11.0 11.8 9.1 10.0 15.8 10.5 5.3 13.5 11.9 1.8 11.7 9.9 10.4

United States .. 9.1 11.0 10.0 9.8 15.0 10.7 3.6 13.4 6.9 3.0 11.9 10.4 10.6
European
Union (15) 6.7 11.3 17.2 8.9 10.7 16.6 11.0 5.3 14.5 13.9 2.5 13.1 10.2 10.8

Japan 6.2 11.9 .. 3.9 7.5 16.2 9.8 9.3 13.1 -1.3 -4.0 9.6 9.3 9.7
Other industrial 8.3 9.4 8.1 11.7 8.8 14.8 9.1 2.2 12.1 1.0 2.2 7.2 7.1 8.9

Other high-
income 10.7 14.8 13.1 9.7 12.2 21.8 13.9 11.1 21.1 18.9 3.3 16.7 18.3 15.2

Low- and middle-
income 11.3 7.4 8.0 10.4 8.8 17.0 10.0 9.3 13.1 4.9 2.0 11.0 7.9 9.3
Sub-Saharan
Africa 5.0 1.8 5.5 5.3 3.0 15.1 3.6 12.1 14.1 2.7 8.8 -2.6 8.6 4.6

DevelopingAsia 17.7 18.5 11.3 17.4 15.4 18.2 16.2 16.4 19.4 4.7 6.5 19.5 13.9 15.8
Europe and
Central Asia 12.9 10.2 9.4 2.6 10.1 22.7 10.5 -0.6 9.1 6.7 -3.2 16.2 5.8 8.1

Middle East and
North Africa 3.8 0.9 0.7 7.9 1.5 11.3 2.8 8.8 10.8 -4.1 4.6 -5.1 5.3 3.7

Latin America
and the
Caribbean 10.0 5.2 6.3 9.0 8.4 15.3 8.6 -0.5 7.8 -1.1 2.1 13.5 9.6 8.8

World 8.7 10.5 10.6 9.2 9.9 17.0 10.7 6.8 15.3 8.9 2.0 11.8 10.3 10.6

.. Is not meaningful or is less than 0.1 percentage point.
Note: Growth rates are compound averages.
Source: IMF Direction of Trade Statistics; UN Comtrade database.
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Table 9 Structure of long-term public and publicly guaranteed (PPG) debt, 1995
(percentage of long-term PPG debt)

Nonconcessional Nonconcessional

Con- Con-
cessional Variable Fixed cessional Variable Fixed

All developing 30.0 33.8 36.2 Dominican Republic 55.5 25.2 19.4

Asia 48.3 21.4 30.3 Ecuador 15.8 47.5 36.7
East Asia and Pacific 39.0 25.0 36.0 El Salvador 54.9 19.5 25.6
China 18.4 28.7 53.0 Guatemala 50.1 21.1 28.8
Indonesia 44.8 31.2 24.0 Jamaica 41.0 25.2 33.9
Malaysia 19.8 27.0 53.2 Mexico 1.7 48.6 49.8
Myanmar 90.9 0.0 9.1 Panama 11.0 66.9 22.1

Papua New Guinea 55.9 22.3 21.8 Paraguay 59.3 7.4 33.3
Philippines 38.0 30.1 31.9 Peru 24.3 38.8 36.9
Thailand 41.9 15.8 42.4 Trinidad and Tobago 3.9 54.2 42.0
Vietnam 92.9 - - Uruguay 6.4 48.8 44.8

Venezuela 0.4 55.4 44.2
South Asia 66.7 14.3 19.0 Europe and Central Asia 15.5 45.1 39.4
Bangladesh 98.2 0.3 1.5 Arm en ia 47.5 51.2 1.3
India 54.7 18.1 27.3 Armenia4751.13
Nepal 9.7 70.0 2.3 Azerbaijan 14.7 85.3 0.0
pakistan 68.6 18.6 12.8 Belarus 38.0 52.1 9.9

Sri Lanka 91.0 3.0 5.9 Bulgaria 2.9 73.8 23.3
Sri Lanka 91.3.0 59 Czech Republic 1.4 35.9 62.7

Latin America and Estonia 30.1 60.0 9.8
the Caribbean 14.5 45.4 40.2 Georgia 8.5 40.2 51.2

Argentina 4.4 43.7 51.9 Hungary 2.3 27.5 51
Bolivia 61.7 12.1 26.2 Kaz2.3 27.5 70.1
Brazil 3.0 60.1 36.9 Kazakstan 5.3 84.6 10.2
Chile 4.9 70.1 25.0 Kyrgyz Republic 79.0 17.3 3.7
Colombia 7.7 47.0 45.4 Latvia 44.9 31.6 23.5
Costa Rica 29.0 24.5 46.4 Lithuania 21.0 34.9 44.1

Structure of long-term PPG debt, by group, 1995 Structure of long-term PPG debt, by region, 1995
Percent Percent
100 100

80 80

60 60

40 40

20 20

Severely Moderately Severely Moderately Other East South Latin Europe Middle Sub-
indebted indebted indebted indebted Asia and Asia America and East and Saharan

low-income low-income middle- middle- Pacific and the Central North Africa
income income Caribbean Asia Africa

* Fixed rate X Variable rate * Concessional * Fixed rate X Variable rate U Concessional
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Table 9 (continued)

Nonconcessional Nonconcessional

Con- Con-
cessional Variable Fixed cessional Variable Fixed

Europe and Central Asia (continued) Syrian Arab Rep. 90.1 0.0 9.9
Moldova 36.6 61.4 1.9 Tunisia 38.0 21.9 40.0
Poland 27.0 59.3 13.7 Yemen, Rep. 63.8 1.4 34.8
Romania 11.1 33.5 55.4
Russian Federation 22.1 44.7 33.2 Sub-Saharan Africa 46.7 13.7 39.7
Slovak Republic 25.0 22.3 52.7 Angola 15.7 8.4 76.0
Slovenia 2.8 76.0 21.3 Botswana 51.4 15.0 33.6
Tajikistan 4.0 94.2 1.8 C6te d'lvoire 39.4 42.9 17.7
Turkmenistan 5.3 76.3 18.4 Cameroon 52.2 10.2 37.6

Tur*menistan 5.3 76.3 18.4 Ethiopia 83.2 1.3 15.4
Turkey 15.8 24.0 60.2
Ukraine 1.0 76.0 23.0 Gabon 24.0 15.0 61.0
Uzbekistan 14.0 67.7 18.3 Ghana 83.4 0.6 15.9

Kenya 67.0 5.6 27.4
Middle East and Madagascar 62.8 8.0 29.2
North Africa 34.7 35.3 30.0 Nigeria 5.0 18.6 76.4

Algeria 10.1 51.4 38.5
Egypt, Arab Rep. 65.6 3.9 30.5 Senegal 75.8 8.1 16.0
Jordan 48.5 25.1 26.4 Sudan 49.5 16.4 34.0
Morocco 24.7 40.9 34.4 Zambia 68.4 6.7 24.9
Oman 20.5 51.8 27.8 Zimbabwe 47.2 17.1 35.7

Source: World Bank data.
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Table 10 Long-term net resource flows to developing countries, 1995
(US$ millions)

Official
Private

Official
Percentage Net debt Portfolio development

Total of GDP Total flows FDI equity flows Total assistance Other

All developing countries 237,197 4.55 184,189 56,613 95,489 32,087 53,008 45,199 7,808

Asia 104,169 6.11 89,328 18,706 53,567 17,055 14,841 9,803 5,038
East Asia and Pacific 95,764 7.55 84,137 17,646 51,776 14,715 11,628 6,470 5,158
China 51,870 7.43 44,339 5,683 35,849 2,807 7,531 1,734 5,797
Indonesia 12,999 6.46 11,649 2,428 4,348 4,873 1,350 1,074 276
Malaysia 11,856 13.90 11,924 3,825 5,800 2,299 -69 -38 -31

Myanmar 95 0.95 61 36 10 16 34 35 -1
Papua New Guinea 931 18.99 578 -325 453 450 353 329 23
Philippines 4,234 5.71 4,605 1,166 1,478 1,961 -371 343 -714
Thailand 9,753 5.84 9,143 4,921 2,068 2,154 610 716 -107
Vietnam 881 4.35 237 -67 150 155 643 705 -62

South Asia 8,405 1.93 5,191 1,060 1,791 2,340 3,214 3,334 -120
Bangladesh 906 3.11 10 -25 2 33 896 912 -16
India 3,282 1.00 3,592 775 1,300 1,517 -311 -237 -74
Nepal 287 6.52 -2 -10 8 0 289 289 0
Pakistan 2,511 4.14 1,443 305 409 729 1,068 1,092 -24
Sri Lanka 631 4.89 140 15 63 61 491 496 -5

Latin America and
the Caribbean 66,884 4.10 54,261 24,174 22,897 7,190 12,624 5,032 7,592

Argentina 8,650 3.08 7,204 5,674 1,319 211 1,447 602 845
Bolivia 748 12.20 191 41 150 0 557 465 92
Brazil 17,783 2.58 19,097 9,827 4,859 4,411 -1,314 444 -1,757
Chile 2,481 3.69 4,230 2,261 1,695 274 -1,749 63 -1,812
Colombia 3,342 4.13 3,741 1,109 2,501 131 -399 89 -487

Costa Rica 275 2.98 384 -13 396 1 -109 -10 -99
Dominican Republic 281 2.34 237 -34 271 0 44 12 32
Ecuador 867 4.83 561 90 470 1 306 240 66
El Salvador 170 1.75 8 -30 38 0 161 121 40
Guatemala 169 1.14 85 10 75 0 83 132 -49

Jamaica 188 3.82 188 21 167 0 0 82 -83
Mexico 23,443 9.38 13,068 5,586 6,963 520 10,374 -65 10,440
Panama 221 2.98 228 -12 220 20 -7 0 -7
Paraguay 343 3.82 174 -26 200 0 169 159 11
Peru 4,119 7.00 3,532 26 1,895 1,611 587 255 332

Trinidad and Tobago 330 6.39 271 -28 299 0 59 20 39
Uruguay 241 1.35 217 88 124 4 24 51 -28
Venezuela 634 0.85 470 -438 900 7 165 25 140

Europe and Central Asia 40,570 3.61 30,059 10,072 17,215 2,772 10,511 10,125 387
Armenia 200 7.05 8 0 8 0 192 190 3
Azerbaijan 270 7.18 110 0 110 0 160 88 72
Belarus 287 1.33 103 83 20 0 183 156 27
Bulgaria 454 3.52 489 -46 135 400 -34 55 -89
Czech Republic 5,675 12.67 5,596 2,946 2,568 82 79 83 -4

Estonia 291 6.58 207 -1 201 7 84 22 63
Georgia 169 3.93 0 0 0 0 169 169 0
Hungary 7,628 17.45 7,841 2,839 4,519 483 -213 243 -456
Kazakstan 1,000 4.39 500 216 284 0 500 158 342
Kyrgyz Republic 187 5.90 15 0 15 0 172 194 -23

Latvia 269 4.30 224 44 180 0 44 27 18
Lithuania 307 3.71 194 116 73 4 113 42 71
Moldova 197 11.58 79 15 64 0 118 102 16
Poland 8,375 7.12 5,058 478 3,659 921 3,318 3,364 -47
Romania 1,415 4.28 687 267 419 1 728 316 412
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Table 10 (continued)

Official
Private

Official
Percentage Net debt Portfolio development

Total of GDP Total flows FDI equity flows Total assistance Other

Russian Federation 2,121 0.59 1,115 -1,043 2,017 141 1,006 868 138
Slovak Republic 855 4.93 653 410 183 60 202 136 66
Slovenia 778 4.20 838 662 176 0 -59 2 -62
Tajikistan 106 5.80 15 0 15 0 91 55 37
Turkmenistan 28 0.72 19 19 0 0 9 1 8

Turkey 1,249 0.76 2,000 485 885 630 -751 9 -760
Ukraine 710 0.89 247 -20 267 0 463 88 375
Uzbekistan 488 2.11 235 120 115 0 254 46 207

Middle East and North Africa 2,420 0.52 1,414 1,559 -347 203 1,006 5,149 -4,143
Algeria 1,005 2.43 129 123 5 1 876 489 387
Egypt, Arab Rep. 1,210 2.00 294 -306 598 2 916 1,218 -302
Iran, Islamic Rep. 58 0.06 17 0 17 0 41 41 0
Jordan 546 8.22 -143 -197 43 11 690 567 123
Morocco 388 1.20 572 132 290 150 -184 303 -487

Oman 136 1.12 126 -28 150 5 10 24 -15
Syrian Arab Rep. 285 2.12 43 -22 65 0 242 268 -26
Tunisia 907 5.03 751 487 264 0 157 150 7
Yemen, Rep. 145 3.14 -2 -2 0 0 147 131 16

Sub-Saharan Africa 23,154 7.91 9,128 2,102 2,157 4,868 14,026 15,091 -1,065
Angola 891 14.40 523 123 400 0 368 385 -17
Botswana 100 2.31 64 -6 70 0 36 76 -40
Cfte d'lvoire 680 6.75 36 14 19 3 644 969 -325
Cameroon 206 2.59 49 -53 102 0 157 278 -121
Ethiopia 627 10.57 -42 -49 7 0 669 652 17

Gabon 170 3.62 -125 -75 -50 0 295 221 74
Ghana 1,078 17.44 525 29 230 267 553 579 -27
Kenya 500 5.50 -42 -74 32 0 542 703 -161
Madagascar 230 7.18 4 -6 10 0 226 233 -8
Nigeria 312 1.30 453 -203 650 6 -141 -15 -126

Senegal 394 8.10 -24 -25 1 0 419 460 -41
Sudan 184 2.82 0 0 0 0 184 165 18
Zambia 482 11.74 30 -36 66 0 452 548 -96
Zimbabwe 450 6.82 99 41 40 18 351 367 -16

Source: World Bank data.
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Table 11 Manufactures unit value, LIBOR, and commodity prices, selected years, 1965-96

1965 1970 1973 1974 1975 1976 1977 1978 1979 1980 1981

G-5 unit value index
of manufacturesa 22 25 33 41 45 46 50 58 66 72 72

LIBORb 5.0 8.9 9.4 10.8 7.7 6.1 6.4 9.2 12.2 14.0 16.7

Commodity price Weights
indexesc (percent)

Petroleum 6 5 12 48 46 51 55 57 135 161 155
Nonfuelcommodities 40 44 68 91 75 87 109 101 116 125 108
Agriculture 69.1 42 45 75 98 80 98 127 116 130 138 118
Food 29.4 42 46 91 132 100 86 90 99 113 137 123
Beverages 16.9 47 57 73 87 82 156 268 199 208 182 146
Raw materials 22.8 37 36 57 63 54 71 71 76 93 104 90

Metals and minerals 28.1 37 41 50 61 53 61 66 68 85 95 83
Fertilizers 2.7 39 30 60 195 158 76 75 73 100 129 122

Commodity prices Units

Agriculture
Cocoa cents/kg 37 67 113 156 125 204 379 340 329 260 208
Coffee cents/kg 100 115 137 145 144 315 517 359 382 347 287
Tead cents/kg 107 90 86 117 120 128 214 160 167 180 161
Sugar cents/kg 5 8 21 66 45 26 18 17 21 63 37
Bananas $/mt 159 165 165 184 247 257 275 287 326 379 401
Wheat $/mt 59 55 140 180 149 133 103 128 160 173 175
Rice $/mt 119 126 293 517 341 235 252 346 313 411 459
Maize $/mt 55 58 98 132 120 112 95 101 116 125 131
Coconut oil $/mt 348 397 513 998 394 418 578 683 985 674 570
Palm oil $/mt 273 260 378 669 434 407 530 600 654 584 571
Soybean oil $/mt 270 286 436 832 563 438 580 607 662 598 507
Soybeans $/mt 117 117 290 277 220 231 280 268 298 296 288
Cotton cents/kg 63 63 136 142 116 169 155 157 169 205 185
Rubber cents/kg 50 41 68 75 56 77 81 99 126 142 112

Other
Logs $/cm 35 43 68 82 68 92 93 97 170 196 155
Sawnwood $/cm 157 175 224 247 223 264 265 272 366 396 349
Urea $/mt - 48 95 316 198 112 127 145 173 222 216

Metals and minerals
Copper $/mt 1,290 1,413 1,786 2,059 1,237 1,401 1,310 1,367 1,985 2,182 1,742
Aluminum $/mt 474 556 589 674 797 896 1,050 1,088 1,230 1,456 1,263
Nickel $/mt 1,735 2,846 3,373 3,825 4,570 4,974 5,203 4,610 5,986 6,519 5,953
Gold ($/toz) 35 36 97 159 161 125 148 193 307 608 460
Phosphate rock $/mt 13 11 14 55 67 36 31 29 33 47 50
Steel products index (1990 =100) 25 31 46 66 52 54 53 68 76 79 82

Energy
Crudepetroleum $/bbl 1.4 1.2 2.8 11.0 10.4 11.6 12.6 12.9 31.0 36.9 35.5
Coal $/mt - - - - - - 33.4 39.6 35.4 43.1 56.5

a. Unit value index in U.S. dollar terms (1990=100) of manufactures exported from the G-5 countries (France, Germany, Japan, United Kingdom, and United
States), weighted by the country's exports to developing countries.
b. London interbank offer rate on six-month U.S. dollar deposits.

Price indexes relative to manufactures unit value index, 1985-96
Index (1990=100)
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1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996

71 70 68 69 81 89 95 95 100 102 107 106 110 119 114
13.6 9.9 11.3 8.6 6.8 7.3 8.1 9.3 8.4 6.1 3.9 3.4 5.1 6.1 5.6

143 130 125 119 63 79 64 78 100 85 83 74 69 75 89
95 103 104 91 92 93 111 107 100 95 92 91 112 122 115

103 112 117 100 103 99 110 106 100 98 94 99 123 131 125
96 104 106 85 77 84 107 108 100 99 100 99 107 117 124

148 156 176 164 194 135 140 114 100 93 77 84 149 151 126
80 88 87 71 70 90 91 97 100 99 98 110 126 135 127
75 82 74 70 65 78 114 111 100 89 86 74 85 102 89

105 98 98 89 89 94 109 106 100 102 96 84 93 104 120

174 212 240 225 207 199 158 124 127 120 110 112 140 143 146
309 291 319 323 429 251 303 239 197 187 141 156 331 333 269
164 216 292 181 173 167 163 187 205 172 170 168 158 153 169

19 19 11 9 13 15 22 28 28 20 20 22 27 29 26
374 429 370 380 382 393 478 547 541 560 473 443 439 445 470
160 157 152 136 115 113 145 169 136 129 151 140 150 177 208
272 257 232 197 186 215 277 299 271 293 268 235 268 321 338
109 136 136 112 88 76 107 112 109 107 104 102 108 123 166
464 730 1,155 590 297 442 565 517 337 433 578 450 608 670 752
445 501 729 501 257 343 437 350 290 339 394 378 528 628 531
447 527 724 572 342 334 463 432 447 454 429 480 616 625 552
245 282 282 224 208 216 304 275 247 240 236 255 252 259 305
160 185 179 132 106 165 140 167 182 168 128 128 176 213 177
86 106 96 76 81 98 118 97 86 83 86 83 113 158 139

146 138 157 122 139 202 201 191 177 191 210 390 308 256 253
339 328 352 307 329 401 402 485 533 553 607 758 821 740 741
159 135 171 136 107 117 155 132 157 172 140 107 148 212 205

1,480 1,592 1,377 1,417 1,374 1,783 2,602 2,848 2,662 2,339 2,281 1,913 2,307 2,936 2,295
992 1,439 1,251 1,041 1,150 1,565 2,551 1,951 1,639 1,302 1,254 1,139 1,477 1,806 1,506

4,838 4,673 4,752 4,899 3,881 4,872 13,778 13,308 8,864 8,156 7,001 5,293 6,340 8,228 7,501
376 423 360 318 368 446 437 381 383 362 344 360 384 384 388

42 37 38 34 34 31 36 41 41 43 42 33 33 35 39
71 67 70 61 62 72 94 106 100 99 88 91 93 107 96

32.7 29.7 28.6 27.2 14.4 18.2 14.7 17.8 22.9 19.4 19.0 16.8 15.9 17.2 20.4
52.2 44.5 48.6 46.6 43.9 36.2 37.1 40.5 41.7 41.5 40.6 38.0 36.5 39.2 37.2

c. Indexes are in current U.S. dollar terms (1990=100).
d. Tea prices are average for auctions at Calcutta, Colombo, London, and Nairobi/Mombasa; previous editions reported London auction prices only.
Source: World Bank data.
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Technical notes

The principal sources for the data in this statistical Tables 7 and 8. Growth rates are compound averages
annex are the World Bank's central databases. and are computed for current dollar measures of

Regional aggregates are based on the classification trade.
of economies by income group and region, following Table 9. Long-term debt covers public and publicly
the Bank's standard definitions (see country classifi- guaranteed external debt but excludes IMF credits.
cation tables that follow). Debt and finance data refer Concessional debt is debt with an original grant ele-
to the 136 countries that report to the Bank's Debtor ment of 25 percent or more. Nonconcessional vari-
Reporting System (see the World Bank's Global able interest rate debt includes all public and
Development Finance 1997). Small economies have gen- publicly guaranteed long-term debt with an original
erally been omitted from the tables but are included grant element of less than 25 percent whose terms
in the regional totals. depend on movements of a key market rate. This

Current price data are reported in U.S. dollars. item conveys information about the borrower's
exposure to changes in international interest rates.

Notes on tables For complete definitions, see Global Development
Finance 1997.

Tables 1 through 4. Projections are consistent with Table 10. Long-term net resource flows are the sum
those highlighted in chapter 1 and appendix 1. of net resource flows on long-term debt (excluding

Tables 5 and 6. Merchandise exports and imports IMF) plus non-debt-creating flows. Foreign direct
exclude trade in services. Imports are reported on a investment refers to the net inflows of investment
c.i.f. basis. Growth rates are based on constant price from abroad. Portfolio equity flows are the sum of
data, which are derived from current values deflated country funds, depository receipts, and direct pur-
by relevant price indexes. Effective market growth is chases of shares by foreign investors. For complete
the export-weighted import growth rate of the coun- definitions, see Global Development Finance 1997.
try's trading partners. The UNCTAD trade database Table 11. Commodity price data are collected by the
is the principal source for data through 1995; in some International Economics Department of the World
cases these data have been supplemented by IMF and Bank. World Bank commodity price series for wheat,
UN Comtrade databases or by World Bank staff esti- rice, rubber, sawnwood, and crude petroleum were
mates. Trade figures for countries of the former Soviet revised in April 1995. As a result, commodity price
Union now reflect the total of non-CIS and intra-CIS indexes are not strictly comparable to previous edi-
exports and imports. tions of Global Economic Prospects.
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Classification of economies



Table I Classification of economies by income and region, 1997-98

Sub-Saharan Africa Asia Europe and Central Asia Middle East and North Africa

East and Eastern
Income Southern East Asia and Europe and Rest of Middle North
group Subgroup Africa West Afrtca Pacific South Asia Central Asia Europe East Africa Americas

Angola Benin Cambodia Afghanistan Armenia Yemen, Rep. Guyana
Burundi Burkina Faso China Bangladesh Azerbaijan Haiti
Comoros Cameroon Lao PDR Bhutan Bosnia and Honduras
Congo, Dem. Central African Mongolia India Herzegovina Nicaragua
Rep.' Republic Myanmar Nepal Kyrgyz Republic

Eritrea Chad Vietnam Pakistan Moldova
Ethiopia Congo, Rep. Sri Lanka Tajikistan
Kenya Cote d'lvoire
Lesotho Equatorial Guinea
Madagascar Gambia, The

Low- Malawi Ghana
intco,tue Mozambique Guinea

Rwanda Guinea-Bissau
Somalia Liberia
Sudan Mali
Tanzania Mauritania
Uganda Niger
Zambia Nigeria
Zimbabwe Sao Tome

and Principe
Senegal
Sierra Leone
Togo

Botswana Cape Verde Fiji Maldives Albania Turkey Iran, Islamnic Rep. Algeria Belize
Djibouti Indonesia Belarus Iraq Egypt, Arab Bolivia
Namibia Kiribati Bulgaria Jordan Rep. Colombia
Swaziland Korea, Dem. Rep. Estonia Lebanon Morocco Costa Rica

Marshall Islands Georgia Syrian Arab Tunisia Cuba
Micronesia, Kazakstan Republic Dominica

Fed. Sts. Latvia West Bank Dominican
Papua New Lithuania and Gaza Republic

Guinea Macedonia, Ecuador
I.ower Philippines FYRb El Salvador

Solomon Islands Romania Guatemala
Thailand Russian Jamaica
Tonga Federation Panama
Vanuatu Turkmenistan Paraguay
Westera Samoa Ukraine Peru

Uzbekistan St. Vincent and
Middle- Yugoslavia, the Grenadines
intcome Fed. Rep.' Surname

Venezuela

Mauritius Gabon American Samoa Croatia Isle of Man Bahrain Libya Antigua and
Mayotte Malaysia Czech Republic Malta Oman Barbuda
Seychelles Hungary Saudi Arabia Argentina
South Africa Poland Barbados

Slovak Republic Brazil
Slovenia Chile

Grenada
tipper Guadeloupe

Mexico
Puerto Rico
St. Kitts and
Nevis

St. Lucia
Trinidad
and Tobago

Uruguay

Subtotal: 157 26 23 21 8 27 3 10 5 34
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Table I (continued)

Sub-Saharan Africa Asia Europe and Central Asia Middle East and North Africa

East and Eastern
Income Southern East Asia and Europe and Rest of Middle North
group Subgroup Africa West Africa Pacific SouthAsia CentralAsia Europe East Africa Americas

Australia Austria Canada
Japan Belgium United States
Korea, Rep. Denmark
New Zealand Finland

France
Germany
Greece
Iceland

Ol'CD Ireland
countries Italy

Luxembourg
Netherlands
Norway

High- Portugal
incomue Spain

Sweden
Switzeerland
United
Kingdom

RKunion Brunei Andorra Israel Aruba
French Polynesia Channel Kuwait Bahamas, The
Guam Cyprus Qatar Benmuda
Hong Kong (China)d Faeroe Islands United Arab Cayman Islands

NoO(I71) Macao Greenland Emirates French Guiana
couwtries New Caledonia Liechtenstein Martinique

N. Mariana Monaco Netherlands
Islands Antilles

Singapore Virgin
OAE' Islands (U.S.)

Total: 210 27 23 34 8 27 28 14 5 44

a. Formerly Zaire.
b. Former Yugoslav Republic of Macedonia.
c. Federal Republic of Yugoslavia (Serbia/Montenegro).
d. As of July 1, 1997, Hong Kong is a part of China.
e. Other Asian economies-Taiwan (China).

Definitions of groups

For operational and analytical purposes, the World Bank's main $3,115; upper-middle-income, $3,116-$9,635; and high-income,
criterion for classifying economies is gross national product (GNP) $9,636 or more.
per capita. Every economy is classified as low-income, middle- Indebtedness: Standard World Bank definitions of severe and
income (subdivided into lower-middle and upper-middle), or high- moderate indebtedness, averaged over three years (1993-95) are
income. Other analytical groups, based on geographic regions and used to classify economies in this table. Severely indebted means
levels of external debt, are also used. either of the two key ratios is above a critical level: present value of

Low-income and middle-income economies are sometimes debt service to GNP (80 percent) and present value of debt service
referred to as developing economies. The use of the term is to exports (220 percent). Moderately indebted means either of the
convenient; it is not intended to imply that all economies in the two key ratios exceeds 60 percent of, but does not reach, the critical
group are experiencing similar development or that other economies level. For economies that do not report detailed debt statistics to the
have reached a preferred or final stage of development. World Bank Debtor Reporting System (DRS), present value
Classification by income does not necessarily reflect development calculation is not possible. Instead, the following methodology is
status. used to classify the non-DRS economies. Severely indebted means

These tables classify all World Bank member countries as three of four key ratios (averaged over 1993-95) are above a critical
well as all other economies with populations of more than 30,000. level: debt to GNP (50 percent), debt to exports (275 percent), debt

Income group: Economies are divided according to 1996 GNP service to exports (30 percent), and interest to exports (20 percent).
per capita, calculated using the World Bank Atlas method. The Moderately indebted means three of the four key ratios exceed 60
groups are low-income, $785 or less; lower-middle-income, $786- percent of, but do not reach, the critical level. All other classified

low- and middle-income economies are listed as less-indebted.
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Table 2 Classification of economies by income and indebtedness, 1997-98

Income
group Subgroup Severely indebted Moderately indebted Less indebted Not classified by indebtedness

Afghanistan Mauritania Bangladesh Armenia Bosnia and Herzegovina
Angola Mozambique Benin Azerbaijan Eritrea
Burundi Myanmar Burkina Faso Bhutan
Cambodia Nicaragua Chad China
Cameroon Niger Comoros Kyrgyz Republic
Central African Nigeria Gambia, The Lesotho

Republic Rwanda Haiti Moldova
Congo, Dem. SSo Tome India Mongolia

Rep.' and Principe Lao PDR Nepal
Low- Congo, Rep. Sierra Leone Pakistan Sri Lanka
itcomie Cote d'lvoire Somalia Senegal Tajikistan

Equatorial Sudan Zimbabwe
Guinea Tanzania

Ethiopia Togo
Ghana Uganda
Guinea Vietnam
Guinea-Bissau Yemen, Rep.
Guyana Zambia
Honduras
Kenya
Liberia
Madagascar
Malawi
Mali

Bolivia Algeria Albania Korea, Dem. Marshall lslands
Bulgaria Colombia Belarus Rep. Micronesia, Fed. Sts.
Cuba Egypt, Atab Rep. Belize Latvia West Bank and Gaza
Ecuador Indonesia Botswana Lebanon Yugoslavia, Fed. Rep.'
Iraq Macedonia, FYRb Cape Verde Lithuania
Jamaica Morocco Costa Rica Maldives
Jordan Papua New Guinea Djibouti Namibia
Panama Philippines Dominica Parguay
Perm Russian Federation Dominican Romania

Lower Syrian Arab Republic St. Vincent and the Grenadines Republic Solomon Islands
Tunisia El Salvador Suriname
Turkey Estonia Swaziland
Venezuela Fiji Thailand
Western Samoa Georgia Tonga

Guatemala Turkmenistan
Iran, Islamic Ukraine
Rep. Uzbekistan

Middle- Kazakstan Vanuatu
incomie Kiribati

Argentina Chile Antigua and South Africa American Samoa
Brazil Hungary Barbuda St. Kitts and Guadeloupe
Gabon Poland Bahrain Nevis Isle of Man
Mexico Trinidad and Tobago Barbados St. Lucia Mayotte

Uruguay Croatia Puerto Rico
Czech Republic
Grenada

Uipper Libya
Malaysia
Malta
Mauritius
Oman
Saudi Arabia
Seychelles
Slovak Republic
Slovenia
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Table 2 (continued)

Income
group Subgroup Severely indebted Moderately indebted Less indebted Not classified by indebtedness

Australia Korea, Rep.
Austria Luxembourg
Belgium Netherlands
Canada New Zealand
Denmark Norway

OECD Finland Portugal
countries France Spain

Germany Sweden
Greece Switzerland
Iceland United
Ireland Kingdom
Italy United States
Japan

High- Andorra Macao
incomie Aruba Martinique

Bahamas, The Monaco
Bermuda Netherlands
Brunei Antilles
Cayman Islands New Caledonia
Channel Islands N. Mariana

Non-OIsClD Cyprus Islands
countries Faeroe Islands Qatar

French Guiana Rdunion
French Polynesia Singapore
Guam United Arab
Greenland Emirates
Hong Kong (China)' Virgin
Israel Islands (U.S.)
Kuwait OAE'
Liechtenstein

Total: 210 52 31 63 64

Nole: For definitions of country groups and indebtedness indicators, see Definition of Groups at the end of table 1.
a. Formerly Zaire.
b. Former Yugoslav Republic of Macedonia.
c. Federal Republic of Yugoslavia (Serbia/Montenegro).
d. As of July 1, 1997, Hong Kong is a part of China.
e. Other Asian economies-Taiwan (China.)
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