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Summary

$ 2001 DRAWS TO A CLOSE, THE GLOBAL

economy is slipping precariously to-

ward recession. Developing countries
have seen their economic growth rates plunge.
Growth in trade has undergone one of the
most severe decelerations in modern times—
from over 13 percent in 2000 to 1 percent in
2001. Developing countries are confronting a
10 percentage point drop in the growth of de-
mand for their exports. Though the weight of
evidence still points to a probable recovery in
mid-2002, the risks posed to recovery are the
gravest in a decade. The terrorist attacks in the
United States, although it is still too early to
evaluate them fully, have unleashed new and
unpredictable forces that have substantially
raised the risk of a global downturn.

Against this uncertain backdrop, world
leaders have launched an intense discussion
about whether to begin a new round of global
trade negotiations at the ministerial meeting of
the World Trade Organization (WTO) in No-
vember 2001. A round would offer an oppor-
tunity to renew progress on multilateral rules
that open markets and expand trade. A reduc-
tion in world barriers to trade could accelerate
growth, provide stimulus to new forms of pro-
ductivity-enhancing specialization, and lead to
a more rapid pace of job creation and poverty
reduction around the world.

However, the fate of new trade talks is as
uncertain as the global outlook. Many devel-
oping countries have lingering doubts about
new trade negotiations. On the one hand, they

have become important actors in the global
system. In contrast to the early rounds of
global trade negotiations—the Dillon Round
in 1960 had only 39 participants, mostly from
industrial countries—the next round will have
more than 142 WTO members, 70 percent of
which are developing countries. This mirrors
the increased weight of developing countries
in the global economy. They have grown to ac-
count for more than one-third of merchandise
trade—and they have much to gain from a new
round.

On the other hand, they worry that the
multilateral system, in leaving intact barriers
to markets whose removal would otherwise
stimulate pro-poor growth, has become less
fair and less relevant to their development
concerns; that the trade agenda is being ex-
panded to include only issues in which the de-
veloped countries have an interest; and that
multilateral rules are increasingly becoming a
mere codification of existing laws and rules
prevalent in developed countries, but which
are inappropriate or unenforceable in devel-
oping countries (Ganesan 2000).

Nor is support for new trade initiatives
universal among industrial countries. New op-
position to “globalization” in general—and
expanded trade in particular—has emerged
forcefully, questioning the very premises that
more open markets can raise people’s incomes,
especially those of the poor. The downturn in
the global economy may inflame protectionist
sentiment.
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The international community thus faces a
clear choice: whether now is the time to con-
tinue down the path toward greater openness
that has led to greater integration and pros-
perity for more than five decades, or whether
to allow the hiatus in the wake of the WTO
meetings in Seattle (1999) to endure. If trade
talks are to succeed in underpinning a new
wave of global prosperity, and at the same
time contribute to raising the incomes of the
poorest in the global community, they will
have to ensure that the world’s poorest coun-
tries and poorest people will benefit.

The world’s poor could benefit from
reshaping the global architecture
of trade—
Poor people—those living below the interna-
tional poverty line of $2 per day—work pri-
marily in agriculture and labor-intensive manu-
factures. These sectors confront the greatest
trade barriers, putting the world’s poor at a
particular disadvantage. According to estimates
in chapter 2, the average poor person selling
into globalized markets confronts barriers that
are roughly twice as high as the typical worker
in developed countries. In general, tariffs in
high-income countries on imports from devel-
oping countries, though low, are four times
those collected from developed countries (0.8
percent as opposed to 3.4 percent). Subsidies
and other support to agriculture in the high-
income countries are particularly pernicious—
and are now running roughly $1 billion a
day—or more than six times all development
assistance. Distortions in tariff codes—excep-
tionally high tariffs on developing country
products (tariff peaks), embedded incentives
against processing abroad (tariff escalation),
and tariffs that are far higher once specified im-
port ceilings are reached (tariff rate quotas)—
and trade practices, such as frequent recourse
to antidumping actions, are often more impor-
tant impediments that keep the poor from tak-
ing advantage of trading opportunities.

Other costly asymmetries in trade-related
agreements and practices can at times work at
odds with development objectives. For exam-

ple, full implementation of the Agreement on
Trade-Related Intellectual Property Rights
(TRIPS) may not be suitable for all countries.
Transportation cartels enjoy official sanction
but are costly to developing countries, and
some standards may be set with little regard
for their effects on developing countries.

Protection is not solely an issue for high-
income countries. Developing countries have
also placed high barriers on agriculture, labor-
intensive manufactures, and other products and
services. Developing-country tariffs in manu-
facturing average four times higher for imports
from developing countries than are tariffs in in-
dustrial countries on imports from developing
countries (12.8 percent as opposed to 3.4 per-
cent). Restrictions on services trade are usually
more common than in industrial countries.

This report argues for reshaping the global
architecture of world trade to promote devel-
opment and poverty reduction. The report fo-
cuses on four policy domains:

1. Using the WTO ministerial to launch a “de-
velopment round” of trade negotiations that
would reduce global trade barriers. Those
bargains will only be enduring and have
greatest development impact if industrial
countries are willing to reduce restrictions
on products and services that poor coun-
tries and poor people produce—particularly
protection of agriculture (including subsi-
dies), textiles, and clothing; and even re-
strictions on temporary movement of work-
ers. Similarly, developing countries can
improve their own situation while at the
same time winning concessions by liberaliz-
ing services, and lowering barriers to import
competition. To be sure, a trade round also
involves issues of interest primarily to in-
dustrial countries. Nonetheless, a true de-
velopment round would produce win-win
gains for the entire national community, in-
cluding the world’s poor.

2. Engaging in global collective action to pro-
mote trade outside the negotiating frame-
work of the WTO. Providing market ac-
cess may not by itself be enough to elicit
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new trade from developing countries, par-
ticularly the poorest. Increasing multilateral
“aid for trade”—development assistance to
promote trade infrastructure, adoption of
best practice standards and rules, and a
healthy investment climate—could help. No
less important, global cooperation to im-
prove the environment and labor standards
can most effectively be undertaken outside
the WTO.

3. Adopting pro-trade development policies of
high-income countries unilaterally. First, if
the high-income countries were to allow
low-income countries duty-free and quota-
free access to their markets, they would pro-
vide a strong stimulus to trade that would
help these poor countries overcome their past
lackluster trade performance. Second, high-
income countries could also demonstrate
good faith by reining in mushrooming an-
tidumping cases. Third, increasing bilateral
“aid for trade” can complement the multi-
lateral effort.

4. Enacting new trade reform in developing
countries. Developing countries individu-
ally can improve their competitiveness
through trade reforms that lower restrictive
barriers, especially in services markets. In-
deed their own policies hold the largest po-
tential for policy-induced gains from trade.
Trade reforms, especially those reinforced
with reforms in governance and in domes-
tic investment climates, can raise productiv-
ity and incomes, irrespective of policies of
other nations.

Other aspects of global trade architec-
ture—for example, regional trading arrange-
ments, standards, and world institutions with
effects on trade (such as the World Customs
Organization and so on)—are also important.
However, save for brief mention in chapter 6,
they fall outside the focus of this report. This
is for reasons of parsimony and because they
have been covered in recent Bank reports.!
Nonetheless, if the policies recommended in
these four areas were adopted, they would
move the global trade architecture in way that

would enhance the prospects of developing
countries.

Reshaping global trade architecture

for development would reduce

world poverty—

Seizing the opportunity to reshape the global
trade architecture for development would
make an enormous difference to the world’s
poor. Some 2.8 billion people today live on
less than $2 day. In the base-case long-term
projection of this report, developing countries
would grow at rates that reduce poverty to 2.2
billion by 20135, effectively lifting some 600
million people above this poverty line. This
would be an important achievement.

But better results are possible. This report
simulated the effects of taking the mutually re-
inforcing actions in all four policy domains—ef-
fectively removing restrictions on trade and ser-
vices in combination with the “aid for trade”
agenda and other companion policies that trans-
late the trade impulse into rising incomes for the
poor. These exercises have methodological limi-
tations but are indicative of what’s at stake.

Three headlines are worthy of note: First,
the pace of poverty-reducing globalization
would clearly be accelerated. This combination
of polices could spur new growth that will lift
an additional 300 million people above the
poverty line relative to the normal growth in
the base case.2 Said differently, because of faster
growth associated with trade integration, the
world would have 14 percent fewer people liv-
ing in poverty in 2015 than in the base-case sce-
nario. Faster integration through lowering bar-
riers to merchandise trade would increase
growth and provide some $1.5 trillion of addi-
tional cumulative income to developing coun-
tries over the 2005-15 period.3 Liberalization
of services in developing countries could pro-
vide even greater gains—perhaps as much as
four times larger than this amount.

Second, the effects on income distribution of
removing trade restrictions in the simulation
are broadly positive. The simulations show that
labor’s share of national income would rise
throughout the developing world. And un-

SUMMARY
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skilled workers generally do better in most re-
gions. Finally, this scenario would bring down
infant mortality more rapidly and contribute to
improved child health throughout the develop-
ing world.

Chapter Highlights

This report is dedicated to the
trade-for-development agenda

Realizing the promise of the new global initia-
tives to expand trade requires concerted effort
to move development to center stage in trade
policy formulation. This report is dedicated to
that agenda. It begins with a review of global
prospects and ways globalization links the
fates of industrial and developing countries.
The report then considers issues in four broad
areas that are particularly important to devel-
oping countries: merchandise trade, services,
transport, and intellectual property rights. A
final chapter summarizes the forward-looking
policy agenda, and assesses the potential im-
pact of further global integration and more
rapid growth for the standards of living in
poor countries everywhere.

Global prospects

By the third quarter of 2001, the global econ-
omy was precariously close to recession. For
the first time in more than two decades, the
three major engines of the global economy—
the United States, Japan, and Europe—were
slowing at the same time. With recession al-
ready a fact in Japan and the probability of
negative growth in the United States rising—in
part attributable to the demand and supply
shocks from the September terrorist attack—
and Europe suddenly slowing, the global econ-
omy has ceased supporting rapid growth in de-
veloping countries.

Nonetheless, the outlook for 2002, though
subject to unusually high risks, is that the
global economy will begin to recover. Develop-
ing countries are expected to grow by 3.7 per-
cent if the external environment improves as
expected, up from 2.9 percent in 2001. The

world economy should grow by 1.6 percent,
with the recrudescence of consumer spending in
the United States, prompted by lower interest
rates and fiscal stimulus, and renewed expan-
sion in Europe in response to recent interest
rate cuts and lower oil prices. High-income
countries, still shackled by slow growth in the
first half of 2002 but picking up in the second,
are likely to grow at about 1.1 percent for the
year, up slightly from the anemic 0.9 percent in
2001. Dynamism in major economies of the de-
veloping world—particularly China and India
and, to a lesser extent, Brazil and Mexico—will
reinforce these positive trends. South Asia
seems likely to become the fastest-growing
region, with growth at 5.5 percent, followed
closely by East Asia, at 4.9 percent. Other re-
gions will not achieve these growth rates, but
all will predictably do better than in 2001.

The recovery of the global economy is
likely to transmit new growth to developing
countries through more robust trade demand.
Although unlikely to reach the boom rates of
2000, trade expansion seems likely to surpass
4 percent in 2002, up considerably from the
2001 rate.

Risks to this forecast are unusually high.
The terrorist violence in the United States in
September will have negative short-run conse-
quences for the United States and the global
economy, but could be even more severe than
these projections indicate if unforeseen events
prove highly disruptive. These uncertainties
with enormous downside risks overlay struc-
tural risks. U.S. consumers may be less respon-
sive to interest rates than on previous occa-
sions; foreign investors, concerned about the
high external current account deficit, may pre-
cipitate a sudden adjustment; European growth
may level off at a lower-than-expected plateau;
and Japan’s structural reforms may falter and
cause the dip in 2001 to carry over into the next
year. Thus, with the global economy in precar-
ious balance, unforeseen shocks from whatever
source are magnified and could push the global
economy into recession.

This said, the long-term prospects for de-
veloping countries remain bright. Fundamen-
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tals—savings, population growth, and invest-
ments in education—are favorable. Moreover,
many of the policy distortions prevalent in
many developing countries during the 1980s
have been progressively diminished during the
1990s. Budget deficits have generally come
down, reserve levels are higher relative to debt
levels, and economies are now more open. For
these reasons, the growth rates in the base-case
scenario of 3.6 percent for the 2005-15 period
are both technically feasible and realistic.

However, not all countries and regions
bask in this bright long-term outlook. Non-oil
commodity exporters, countries with high debt
levels, and countries with poor credit histories
will find themselves at a disadvantage in trade
and financial markets. Sub-Saharan Africa in
particular confronts enormous problems in
all of these dimensions—as well as the public
health epidemic of AIDS (acquired immune de-
ficiency syndrome). For these reasons, invigo-
rating the global trade agenda, even in these
times of uncertainty, is imperative.

Merchandise trade

Restrictions on agriculture and labor-intensive
manufactures, notably textiles and clothing,
are particularly damaging to the world’s poor.
Virtually all major agricultural commodities
face barriers to trade on a scale that dwarfs
manufactured products. Barriers include high,
steeply escalating, and nontransparent tariffs;
tariff peaks; tariff rate quotas on maximum
low-tariff imports; and a plethora of domestic
and export subsidies in high-income countries,
to say nothing about state enterprise trading
that still survives in many developing coun-
tries. Support to agricultural producers in
high-income countries runs in excess of $300
billion annually. During downturns—such as
the one the global economy is now experienc-
ing—these subsidies tend to increase and force
a disproportionate share of the cyclical adjust-
ment onto producers in developing countries.
Tariff peaks also work against the poor. Fully
one-third of exports of the poorest developing
countries face tariff peaks in at least one of the
four major markets, the United States, Japan,

Europe, or Canada. As estimated in chapter 6,
phasing out restrictions on agriculture would
produce dynamic gains that could well mean
higher incomes in 2015 by nearly $400 billion.
The Agreement on Textiles and Clothing
(ATC), which replaced the Multi-Fiber Agree-
ment in the Uruguay Round, succeeded in in-
tegrating these products into the WTO. How-
ever, the agreement provided a much delayed
phaseout schedule that put off much of the
market liberalization until the very end of the
process in 2005. And, because the implemen-
tation of the ATC allows importers much lee-
way in selecting the products to be freed of
quotas, forgone export earnings for develop-
ing countries are sizable. Because high tariffs
loom behind the quotas, market access will re-
main restricted even after the quotas have
been abolished in 2005. Removing these bar-
riers would, we estimate, produce increases in
income of perhaps $120 billion by 2015.
These issues provide fertile areas where rec-
iprocal negotiations in a development round of
the WTO could provide substantial benefits for
development. Developing countries would ben-
efit from reducing their own protection in these
sectors as part of negotiated reciprocal reduc-
tions in high-income countries for agriculture
and labor-intensive manufactures. Beyond this,
high-income countries could also expand trade
by enlarging the scope for preferential access
for poor countries. Existing schemes in high-
income countries have limited coverage and,
together with other impediments to trade, un-
dermine their otherwise positive effects.

Services

Services are the fastest growing components of
the global economy, and trade and foreign di-
rect investment in services have grown faster
than in goods over the past decade. In virtu-
ally every country the performance of the ser-
vices sectors can make the difference between
rapid and sluggish growth. More efficient ser-
vices—in finance, telecommunications, domes-
tic transportation, and professional business
services—improve the performance of the
whole economy because they have broad link-
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age effects. Collectively, they are essential to
increasing domestic productivity.

Developing countries, in particular, are
likely to benefit significantly from further do-
mestic liberalization and the elimination of bar-
riers to their exports. In a range of services—
from financial sector and business services to
telecommunications and retailing—restrictions
on foreign investment are still common, par-
ticularly in developing countries. Even more
stringent restrictions affect the export of ser-
vices, such as professional and construction
services, through the movement of persons—a
mode of supply in which many developing coun-
tries have a comparative advantage.

As with merchandise trade, reforms in ser-
vices have to be managed carefully. The largest
gains come from eliminating barriers to entry
and new competition, but many developing
countries have been content only to change
ownership through privatization while retain-
ing limits on entry that buttress monopolies.
Privatization without competition can vitiate
well-intentioned reforms. Effective regulation
is also critical to the success of liberalization.
Even though governments can initiate reforms
of services unilaterally, multilateral agreements
through the General Agreement on Trade in
Services (GATS) could help accelerate domestic
reform and improve access to foreign markets
for developing countries. In parallel, global co-
operation to expand trade could mobilize sup-
port for developing countries at four levels: in
devising sound policy, strengthening the do-
mestic regulatory environment, enhancing their
participation in the development of interna-
tional standards, and ensuring access to essen-
tial services in the poorest areas.

The payoffs to success, however, are espe-
cially high. Studies comparing reduction of ser-
vices barriers to reductions in barriers to mer-
chandise trade find that services liberalization
can provide benefits up to four times higher.
Estimates suggest that, after controlling for
other determinants of growth, countries that
fully liberalized trade and investment in fi-
nance and telecommunications grew on aver-

age 1.5 percentage points faster than other
countries over the past decade.

Transport

International transportation costs to move de-
veloping countries’ exports to foreign markets
often are a far greater barrier to trade than
tariffs. Both public policies and private prac-
tices exercise a significant influence on costs.
Policies toward maritime transport, such as
cargo reservation policies and limitations on
the provision of port services, often protect in-
efficient service providers and unduly restrain
competition. Competition-restricting practices
among shipping lines increase freight rates by
up to 25 percent on selected routes. Increasing
concentration in the market for port terminal
services poses the risk that the benefits of lib-
eral government policies may not be passed on
to consumers.

International air transport services, despite
being at the heart of the globalization process,
are one of the most protected from interna-
tional competition. The current regime of bi-
lateral air service agreements largely denies ac-
cess to efficient outside carriers—and inflates
export costs for developing countries.

Countries themselves can take actions to im-
prove management of their ports and reduce
costly delays associated with inefficient cus-
toms. In Brazil, for example, failure to deploy
efficient container services has kept costs up to
more than twice international norms in cus-
toms, warehousing, inland transport, and ports.
Recasting institutional arrangements to maxi-
mize competition in the provision of port ser-
vices could also drive improvements. Adopting
non-discriminatory policies of open access in
international air transport can enhance the effi-
ciency of air services. At the same time, there is
a need to regulate private practices of transport
service providers by competition policies, to en-
sure that the gains from liberalization are not
captured by private firms.

A special responsibility for promoting com-
petitive international transport markets falls
on the large industrial countries. These coun-
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tries, with their strong regulatory capacity and
history of antitrust enforcement, are well posi-
tioned to enforce competition disciplines on
multinational transport operators. To date, they
have not done so.

Beyond this, multilateral negotiations on
transport services under the GATS can sup-
port domestic reforms by unleashing greater
liberalization and by lending credibility to do-
mestic policies. The scope for creating binding
multilateral disciplines on transport services is
large. Only little progress has been made in
the past on maritime transport, and even less
has been made on air transport.

Intellectual property

Intellectual property rights (IPRs) are designed
to balance the needs of society to encourage
innovation and commercialization of new tech-
nologies, products, and artistic and literary
works, on the one hand, with needs to pro-
mote use of those items, on the other. Since the
overwhelming bulk of intellectual property is
created in the industrialized countries, the
Uruguay Round TRIPS shifted the global rules
governing intellectual property in favor of de-
veloped nations. If TRIPS were fully imple-
mented, rent transfers to major technology-
creating countries—particularly the United
States, Germany, and France—in the form of
pharmaceutical patents, computer chip de-
signs, and other intellectual property, would
amount to more than $20 billion.

To be sure, there are reasons to believe that
the enforcement of IPRs is associated positively
with growth. However, these benefits tend not
to materialize until countries move into the
middle-income bracket. Therefore, many coun-
tries, especially low-income countries, see these
potential benefits as elusive promises against
which they have to weigh heavy, up-front costs
of enforcement and administration. Adminis-
tration and enforcement, together with higher
prices for medicines, agricultural inputs, and
other key technological inputs, could readily
absorb a significant portion of annual public
expenditures in many low-income countries.

Moreover, enforcing all property rights is of-
ten a major problem needed to improve the in-
vestment climate, so governments have to ask
whether it makes more sense when measured
against objectives of poverty reduction to
forego allocating scarce resources for enforce-
ment of (say) land rights in agriculture—where
returns to investments often benefit poor own-
ers directly—in order to enforce IPRs.

Because economic advantages and capabil-
ity of enforcement tend to rise as countries be-
come more developed, and low-income coun-
tries markets are of marginal importance to
patent holders, there is a compelling logic to
rebalance the TRIPS agreement to accommo-
date the problems of low-income countries.
This could take three forms: It may make sense
to recognize the validity of a phased imple-
mentation of TRIPs based upon development
capacity. Second, negotiating compulsory li-
censing provisions to allow poor countries with
no production capability of their own to li-
cense producers in other countries for sale in
their markets would improve their competi-
tion access to critical development inputs. This
may provide small developing countries with
greater flexibility in addressing public health
crises. Third, since industrial countries are the
main up-front beneficiaries of IPRs, they may
find it in their interest to provide assistance to
the poorest countries for the implementation
of TRIPS. Beyond this, developing countries
can realize concrete benefits from TRIPs by en-
couraging domestic intellectual property devel-
opment and its protection abroad.

Reshaping global trade architecture

for development

This report thus proposes actions to reshape
global trade architecture to promote develop-
ment in four policy domains: launching a de-
velopment round of trade negotiations within
the WTO, moving forward on the global co-
operation agenda to expand trade outside the
WTO, enacting new policies in high-income
countries to provide aid for trade, and adopt-
ing trade reforms within developing countries.

SUMMARY
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While this report focuses on global issues,
chapter 6 indicates ways regional agreements,
properly designed, can be steppingstones to
promote new trade and deeper integration
that reinforces multilateral collective action.
The box below summarizes specific measures
that can produce faster economic integration.

Removing barriers to trade and services, in
conjunction with companion policies to fo-
ment a supply response, would give a strong
growth impetus to the global economy and
long-run development. Chapter 6 quantifies
these effects, if with the large margin of un-
certainty and qualifications that estimating
techniques impose. If remaining restrictions on
merchandise trade were phased out in the
2006-10 period, economic growth in develop-
ing countries would be about 0.5 faster than in
the base-case scenario—including services lib-
eralization would add significantly to the boost
in growth. Much of the benefits come from
trade reforms in their own countries and in
other developing countries—and in that sense
developing countries as a group control a con-
siderable portion of their own trade destiny. In
some regions, these new trade policies could
well make the difference between achieving
their objectives (for poverty-reduction, lower-
ing maternal and child mortality, and improv-
ing educational attainment) and falling short
by a large margin.

The long-term promise of well-imple-
mented trade reform is therefore tangible: a
world with a much higher standard of living,
hundreds of millions lifted out of poverty, and
a greater share of children living beyond their

fifth birthday to become productive citizens of
the world. Continuing down the path of
greater integration will not be easy, but if the
international community succeeds in doing so,
the world will undoubtedly be more prosper-
ous and stable.

Notes

1. On regional trading arrangements, see World Bank
2000. On standards, see World Bank 2001, chapter 3.

2. Trade liberalization has a relatively small impact
on the rate of growth, but has a large impact on the net
number of poor lifted out of poverty. The reasons are
threefold as described in chapter 6: First, under the
base-case scenario, growth—assuming population were
held constant—will reduce the number of poor from
2.8 to 1.9 billion, but population growth will push that
number back up to 2.2 billion in 2015. Hence compar-
ing the net change to the change associated with fast
integration records an impressive increment. Second,
growth has a disproportionate and positive effect on
poverty, and we have assumed a poverty elasticity with
respect to growth of two, consistent with historical ex-
perience. Finally, trade liberalization changes the com-
position of production to incomes of the poor.

3. This is the discounted present value in 2005 of
cumulative income gains over the decade to 2015.
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The “classification of economies” tables at
the end of this volume classify economies by
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ume covers all low- and middle-income

countries, including the transition economies.

The following norms are used throughout:

e Billion is 1,000 million.

e All dollar figures are U.S. dollars.

e In general, data for periods through 1998
are actual, data for 1999 are estimated,
and data for 2000 onward are projected.
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Prospects for Developing

Countries: Coping with a

Global Slowdown

Global economy stalls
The global economy, already balanced precari-
ously between recession and recovery in the
summer of 2001, received a sharp negative
shock with the terrorist attacks in the United
States on September 11. The probability of a
more severe global slowdown has since in-
creased, but because of the difficulties of antic-
ipating the responses of businesses and con-
sumers to these unprecedented events, together
with the unpredictable ramifications of the at-
tacks, forecasts are subject to an unusually
high degree of uncertainty. Nonetheless, U.S.
consumer demand, instead of fueling a recov-
ery in global demand in the fourth quarter,
now seems likely to decline. The September 11
events snuffed out the first signs, clearly dis-
cernible in late summer, of an incipient re-
bound in U.S. manufacturing production. As
perceived risks rose, stock markets fell around
the world, and new private lending to most de-
veloping countries has effectively ceased. Trade
flows, already depressed by slowing demand,
are under new pressures from rising security-
related costs, disruptions in normal air traffic,
and further post-attack slackening in demand.
The origins of the global downturn can be
traced to the sudden decline in U.S. financial
markets in mid-2000. This signaled the end to
the worldwide bubble in equity values and cre-
ated over-capacity in global high-tech sectors. In
the ensuing slowdown of the U.S. economy,
investment demand plummeted, and consumer
confidence waned. Weakening investor confi-

dence quickly spread to Europe, first evident in
equity markets but soon transmitted to business
and consumer demand. The phased contraction
of U.S. and then European import demand, in
combination with the reversal of incipient re-
covery in Japan, heralded an unprecedented de-
celeration of world trade in 2001 that has ad-
versely affected developing countries.

Growth of global trade fell from record 13.3
percent growth in 2000 to 1 percent in 2001.
Because nearly half of U.S. investment was in
computers, electronics, telecommunications,
and other high technology products, the sharp
contraction of investment hit East Asia’s tech-
nology-heavy exports swiftly and hard. The
U.S. downturn also rippled through Mexico
into the rest of Latin America. The downturn
spread to the Euro area where economies were
reaching the top of the business cycle in early
2001. Conditions then worsened as the tech-
nology slump cut into demand, rising oil prices
cut into the purchasing power of consumers,
and the profits of European companies in the
large U.S. market sagged. The European Cen-
tral Bank, still fearful of future inflation associ-
ated with oil prices and the Euro’s value, did
not immediately cut interest rates. In Japan,
slumping exports cut the tenuous string pre-
venting the economy from slipping back into
recession as the government bumped up against
ceilings on fiscal headroom. These forces, to-
gether with weak commodity prices, reduced
growth in virtually all major regions of the de-
veloping world.
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Those countries that still depend heavily on
commodity exports were particularly hard-hit.
Many have experienced falling commodity
prices since 1997, prices that never recovered
from the East Asia crisis. These countries were
unable to rebuild reserves and other buffers to
cushion this year’s further terms-of-trade losses,
and suffered declines in income. Sub-Saharan
Africa as a whole, for example, seems likely to
witness a decline in real per capita income of
0.7 percent during 2001.

For the first time since 1974-1975, the
world’s major economies are decelerating in
tandem. With Japan in recession, Europe de-
celerating, the United States dealing with the
aftermath of the attacks, and many develop-
ing countries seeing their own growth slow,
the downturn has now become global in
scope. Global gross domestic product (GDP)
is projected to increase by a tenuous 1.3 per-
cent in 2001, down from 3.8 percent in 2000
(table 1.1).

The most probable scenario is a recovery
in mid-2002—

The global economy, in the most probable sce-
nario, will begin to recover in mid-2002, prob-
ably starting in the United States and then
spreading to Europe and elsewhere. With infla-
tion in abeyance, U.S. monetary authorities
have progressively brought interest rates down
400 basis points over the course of the year
through October and new tax cuts and spend-
ing increases provide additional stimulus for
this year and next. The European Central Bank
cautiously started to bring interest rates down
in the third quarter of 2001, and, after Septem-
ber 11, did so in tandem with other central
banks around the world. Both the low inflation
and the improved structural policies in most in-
dustrial countries have created an environment
in which technology-driven productivity growth
can gain traction rather promptly, once the
cyclical downturn has reversed. Moreover, rapid
technological developments, high depreciation
rates of investment goods, and just-in-time pro-
duction systems tend to generate relatively
rapid rebounds after downturns. Only Japan,

facing severe financial problems, is unlikely to
become a source of global growth in the short
run. Oil prices, averaging $25 a barrel in 2001,
are likely to drift downward to an expected
long-run equilibrium of $20 a barrel, underpin-
ning growth in oil-importing countries.

—creating a global environment better for
developing countries in 2002-03

These developments in the high-income coun-
tries, if they evolve as anticipated, will create a
moderately propitious external environment
for a rebound in developing countries in late
2002, and stronger growth in 2003. Aggregate
growth rates for the developing countries are
expected to fall from 5.5 percent in 2000 to 2.9
percent in 2001; if global recovery takes hold
as anticipated by mid-2002, growth in devel-
oping countries would probably pick up to
3.7 percent in 2002, and then rebound to over
5 percent in 2003. Trade and financial links,
which had transmitted weakening impulses to
growth from the large high-income economies
to developing countries in 2001, appear now
likely to reverse in 2002, and to do so sharply
in 2003.

Trade growth is likely to accelerate mod-
estly next year to 4 percent, and then gain sub-
stantial momentum in 2003 to exceed 10 per-
cent. The last decade of trade growth has
created structural changes that now favor ex-
pansion for many developing countries. Many
countries not only gained global market share
during the 1990s, but also diversified heavily
into manufactures. This enabled them to es-
cape the volatility inherent in commodity trade
and price movements. It also cushioned the
2001 shock, and should allow them to benefit
from high growth when the projected rebound
in global demand begins to occur over 2002-
03. However, those countries remaining de-
pendent on commodity exports are experienc-
ing severe stress today, and can expect little re-
lief from forecast developments over the next
years.

Developments in global financial markets
are also likely to favor renewed growth begin-
ning in 2002, if on a more selective basis than
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Table 1.1 Global conditions affecting growth in developing countries and world GDP growth
(percentage change from previous year, except interest rates and oil price)

April 2001
Current
Current forecasts Forecasts
estimate
2000 2001 2002 2003 2001 2002 2003
Global conditions
World trade (volume) 13.3 1.0 4.0 10.2 5.5 7.3 7.3
Inflation (consumer prices)
G-7 OECD countries?? 1.9 1.8 1.4 1.5 1.8 1.7 1.8
United States 3.4 2.8 2.2 2.3 3.0 2.6 2.7
Commodity prices (nominal dollars)
Commodity prices, except oil (dollars) -1.3 -8.9 1.6 8.1 -0.3 5.4 5.6
Oil price (dollars, weighted average), dollars/barrels 28.2 25.0 21.0 20.0 25.0 21.0 20.0
Oil price, percent change 56.2 -11.3 -16.0 —4.8 -11.4 -16.0 —4.8
Manufactures export unit value (dollars)® -2.0 -4.6 4.0 4.4 5.9 3.1 2.4
Interest rates
LIBOR, 6 months (dollars, percent) 6.7 3.6 2.8 3.0 4.8 4.7 5.0
EURIBOR, 6 months (euro, percent) 4.5 4.1 3.3 3.3 4.3 4.2 4.5
World GDP (growth) 3.8 1.3 1.6 3.9 2.2 3.3 3.4
High-income countries 3.4 0.9 1.1 3.5 1.7 2.9 2.9
OECD countries 3.3 0.9 1.0 3.4 1.6 2.8 2.9
United States 4.1 1.1 1.0 3.9 1.2 3.3 3.2
Japan 1.5 -0.8 0.1 24 0.6 1.8 2.3
Euro Area 3.5 1.5 1.3 3.6 2.5 3.1 2.9
Non-OECD countries 6.3 0.6 3.2 5.7 4.1 4.9 5.2
Developing countries 5.5 2.9 3.7 52 4.2 4.9 4.9
East Asia and Pacific 7.5 4.6 4.9 6.8 5.5 6.0 6.1
Europe and Central Asia 6.3 2.1 3.0 4.2 2.3 4.2 4.1
Latin America and the Caribbean 3.8 0.9 2.5 4.5 3.7 4.4 4.4
Middle East and North Africa 3.9 3.4 2.9 3.6 3.9 3.5 3.6
South Asia 4.9 4.5 5.3 5.5 5.5 5.5 5.6
Sub-Saharan Africa 3.0 2.7 2.7 3.9 3.0 3.4 3.6
Memorandum items
East Asia crisis—affected countriesd 7.1 2.3 3.4 5.4 3.7 5.1 5.2
Transition countries of ECA 6.1 4.0 3.1 3.8 4.1 3.8 3.8
Developing countries
excluding ECA 5.3 3.1 3.8 5.4 4.2 5.1 5.1
excluding China and India 5.0 1.9 2.9 4.6 3.4 4.4 4.4

3 Canada, France, Germany, Italy, Japan, the United Kingdom, and the United States.

bIn local currency, aggregated using 1995 GDP weights.

¢ Unit value index of manufactures exports from G-5 to developing countries, expressed in dollars.
dIndonesia, the Republic of Korea, Malaysia, the Philippines, and Thailand.

Source: Economic Policy and Prospects Group, October 2001; and GDF 2001 projections of April 2001.

in the past. Lower international interest rates  flight to quality, and rising risk premiums
eased the pressure on developing countries’  globally. These have increased financial strains
debt servicing, particularly in the most credit-  in some highly indebted countries. Investors,
worthy countries. However, this positive news  with memories of financial crises in East Asia
is likely to be offset in the short run with a  and elsewhere firmly in mind, are more dis-
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criminating, and that at least partially ex-
plains why financial stress in Turkey and Ar-
gentina have not produced more widespread
contagion. Capital flows are thus likely to
constrain growth in some countries, but will
probably reward good policies in other coun-
tries. As in the case of trade flows, only by
2003 should growth of capital flows be ex-
pected to show a significant acceleration.

Short-term risks are high—
Even though the most probable scenario is for
recovery by mid-2002, risks to this global out-
look are unusually high and depend largely on
the still unfolding ramifications of the terror-
ist violence in the United States. Moreover
structural and policy risks persist. The U.S.
current account deficit remains large, and
global financial markets could impose a dis-
ruptive adjustment. Japanese domestic finan-
cial strains, should improvements in policy
not be forthcoming, may have a destabilizing
effect on the global economy. Furthermore if
both monetary and fiscal policies in Europe
are insufficient to offset the worsening of mar-
ket sentiment, the slump could be deeper and
longer than in present projections; a longer
and more pronounced downturn in Europe
would be especially harmful for developing
countries due to the region’s strong trade and
financial linkages with all developing regions.
Finally, financial tensions in some developing
countries may significantly delay the recovery
in more tightly linked groups of countries.
These risks argue strongly for continued
policies in the high-income countries that will
support growth, and for policies in developing
countries that quicken the pace of structural
reforms to improve their investment climate.

—but long-term prospects are favorable

Even though today’s environment is weak and
unusually uncertain, the long-term growth po-
tential of developing countries is promising.
This is because improved macroeconomic man-
agement, rising savings, increased openness,
and greater diversification create better incen-
tives for investment, technological progress,

and growth. Yet, with these favorable growth
trends in most regions, some will be left be-
hind, and may find it difficult to meet develop-
ment goals, such as a reduction in child mor-
tality, without additional policy measures and
external support.

To understand ways the global slowdown
is affecting the prospects for developing coun-
tries, the first three sections below discuss ele-
ments of the global environment that shape
the outlook for developing countries: the syn-
chronous slowdown in the high-income coun-
tries, then deceleration of trade, and diverse
trends in financial markets. We then show
how these forces shape the short-term outlook
for developing countries, as well as the risks
that could undermine this outlook. A final sec-
tion concludes with a discussion of long-term
prospects and potential consequences for re-
ductions in poverty.

A simultaneous downturn in the
industrial countries

Downturn broadened—
For the third time in two decades GDP growth
in the industrial world slowed below 1 percent
in 2001. By September, the downturn had not
become as deep as during the early 1990s and
the beginning of the 1980s. However, a worri-
some characteristic of the current downturn is
that all three industrial regions are simultane-
ously in a downward phase of the business
cycle (figure 1.1). More pronounced weakness
in the Euro Area and recession in Japan mir-
rored meager GDP growth in the United States.
While the end of the high-tech boom, the
collapse of stock markets, high oil prices, and
currency movements were factors that con-
tributed to the downturn in all three regions,
the relative importance of those factors dif-
fered across regions. Plunging sales of semi-
conductors and related products primarily af-
fected the United States and Japan, as growth
in Europe depended less on high-tech manu-
facturing. Also, the collapse of stock markets
has probably affected the United States and
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Figure 1.1 Industrial production in the G-3 countries falls in 2000-01
(percent change, 3-month/3-month, saar)
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Note: The G-3 countries are United States, Japan and Germany.
Source: National statistics; Economic Policy and Prospects Group calculations.

Japan more severely: wealth effects are tradi-
tionally more important in the United States,
and the fragile Japanese banking sector is vul-
nerable to low equity prices. Inflationary pres-
sure coming from high oil prices and the strong
dollar were a main impediment in Europe,
where the European Central Bank tried to es-
tablish a tradition of keeping inflation strictly
under control and hesitated to ease monetary

policy.

—as growth stalls in the United States—
The downturn started in mid-2000 in the
United States, with sharp corrections in the
stock market ending a long period of large cap-
ital gains, especially in the high-tech sectors.
Just when an expected soft landing seemed at
hand, market sentiment worsened toward the
end of the year. Uncertainty about future prof-
its sharply reduced investment demand and
borrowing, particularly by high-tech firms.
The resulting negative wealth effects also
sharpened the downturn in other sectors.

U.S. business investment continued to
weaken sharply during 2001, exports and im-
ports plummeted at double-digit rates, and
jobless claims rose at a recession-like pace.

Quarterly GDP growth rates flirted with re-
cession during the first three quarters of the
year. Manufacturing production had sagged—
a result of declining domestic investment and
the adverse effects on exports stemming from
the strong dollar and weak global growth—
which in turn yielded burgeoning excess in-
ventory levels that required sharp curtailments
in output.

The terrorist attacks on September 11 ex-
acerbated the deterioration of economic con-
ditions. The direct loss of U.S. output in the
immediate aftermath of the September 11th
tragedy is estimated to be $25 to $35 billion.
This is about one day’s GDP (1.5 percent of
quarterly output)—as business, financial mar-
kets, and air transport effectively came to a halt
as the events of the day unfolded. Financial mar-
kets remained closed for four trading sessions, a
full ban on commercial air travel lasted for a
week, and disruptions to the countries’ “nor-
mal” order of business became widespread.

The collapse of air transport aggravated
the direct output effects, because the sector is
highly labor intensive, and air travel is an es-
sential input to other economic activities. Ac-
cording to the World Bank’s sectoral Linkage
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Model, a 20 percent cut in air travel supply
during one month would reduce annual GDP
by more than 0.25 percentage points. Accom-
modations and restaurants are among the sec-
tors that were affected severely, with “recre-
ational services” representing over 3 percent
of national value added—some three times
that of air transport.

The indirect effects of the attacks are pro-
spectively larger, operating through a fall in
consumer confidence and lower equity mar-
ket prices. The aggressive monetary policy re-
actions following the attacks could well con-
tain the deterioration of market sentiment to
a limited period; but is unlikely to prevent a
strongly negative impact on economic activity
during the fourth quarter of 2001.

—uwhile Japan is in recession—
Even though the economy is likely to have
slipped back into recession in 2001, the Japa-
nese government persevered with its plans for
badly needed reforms. It moved toward some
fiscal consolidation and began disposing of
banks’ nonperforming loans, acknowledging
that short-term economic costs are the price
for achieving long-term gains. Bad loans have
continued to mount in the domestic banking
system, rising by official estimates from 9.7
percent of GDP in fiscal 1997 to 12 percent of
GDP in fiscal 2000.! Loan-loss reserve cover-
age of “risk management loans” dropped from
46 percent in fiscal 1997 to 24 percent as of
fiscal 2000. Revised reporting criteria now
commit commercial banks and other financial
institutions to “mark-to-market” equity held
as capital, revealing losses that have likely been
substantial over the last years, and requiring
additional scale-backs in the loan portfolio (see
box 1.1). With the Nikkei at very low levels,
this adjustment could be particularly sharp.
The economy will probably contract by
0.8 percent in 2001. With limited policy in-
struments other than structural reforms, only
a recovery of exports can offset continued
stagnation in consumption and fall-off in pub-
lic works spending, to set the stage for even-
tual recovery in private investment.

—and Europe, led by Germany, weakens
The weakening in Europe has been unexpect-
edly sharp in the second and third quarters of
2001 (figure 1.2). Germany was the first to feel
the impact of collapsing investment demand in
the United States and East Asia. Its exports to
those regions amount to almost 4 percent of
GDP, more than for any other European coun-
try. The malaise in German manufacturing is
depressing activity in other countries and other
sectors. Moreover, it became increasingly clear
that Europe could not escape the sharp cyclical
global downturn in high-tech products. In par-
ticular the telecom sector, which had invested
heavily in infrastructure and licenses for third-
generation mobile communications, had to ad-
just its profit expectations. Trade volumes are
falling rapidly across the region, reflecting the
sharp downturn in global demand, as well as
declining intra-European Union (EU) flows.
Earlier strengthening of the dollar, remaining
high levels of the oil price and the fall in equity
markets—in addition to slowing world trade,
contributed to this recent sharpening of the
downturn in Europe.

The unexpected strengthening of the dollar
during the spring, and high energy prices both
added to inflationary pressures, and the Euro-
pean Central Bank (ECB) was hesitant to lower
interest rates further, even when it became in-
creasingly clear that such a step would be nec-
essary to stabilize the economy. But the ECB re-
duced its policy interest rates by 25 basis points
in late August, and lowered rates again as part
of the coordinated policy response to the Sep-
tember 11 events.

Declines in equity markets and financing
conditions in the United States appear also to
have affected the domestic investment of glob-
ally active European firms. The EU has contin-
ued to be the major investor in U.S. equity and
fixed-income markets, as well as in mergers and
acquisitions (M&A) over the last years—ac-
counting for some 70 percent of net foreign pur-
chases of U.S. corporate bonds, 90 percent of
equities, and over $1235 billion in M&A during
2000.2 Hence fall-out from slowing export
market growth, accumulated losses in U.S. fi-
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Figure 1.2 European industrial
production falls
(growth at seasonally adjusted annualized rates)
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nancial markets, and unfavorable conditions
under which to mobilize new corporate affilia-
tions have come to exert increasingly adverse ef-
fects on the European business climate. The fall
in equity prices also had a negative impact on
consumer confidence, although wealth effects
are, on average, less important in Europe than
in the United States. Euro Area GDP growth is
expected to fall to 1.5 percent in 2001, follow-
ing strong output gains of 3.5 percent in 2000.

Rebound next year still likely, but
probably later than earlier expected

Before September 11, there were early signs
that a recovery in the manufacturing sector
was underway in the United States. Figure 1.3
shows, for example, that manufacturing pro-
duction, excluding high-tech production, had
reached a trough, confirming information com-
ing from the purchasing managers’ index
(NAPM). Since the terrorist attacks, that recov-
ery has been postponed. But prudent use of the
levers of economic policy is likely to bring
about at least the beginnings of a rebound in
2002 for the United States and Europe. The
United States has aggressively loosened mone-
tary policy, with the Federal Reserve having

lowered interest rates by 400 basis points in a
series of nine cuts over the course of 2001, car-
rying the Federal Funds rate to 2.5 percent by
mid-October, its lowest level since the early
1960s. European rates have also fallen, but not
as swiftly. In addition, on both sides of the At-
lantic increased fiscal stimuli are expected to
augment consumption. However, the U.S. re-
covery, while expected to begin in the second or
third quarter of 2002, will be reflected more in
2003 annual growth numbers than in those for
2002. Nonetheless, the U.S. recovery is unlikely
to be as quick and strong as earlier thought,
and the European recovery will likely lag one
or two quarters. European manufacturers have
been faced with large-scale unsold inventories,
and it will take several quarters for this in-
ventory cycle to unwind. With lower external
demand than earlier anticipated, a buoyant
export-led U.S. recovery has become less likely.
U.S. consumer demand, put on hold after Sep-
tember 11, is expected to lead the recovery—if
somewhat delayed. In Japan, there is no effec-
tive scope for monetary easing through inter-
est rate cuts. Financial problems will continue
to weigh heavily upon the Japanese economy,
though a return to moderate positive growth in
2003 is expected with revival of world trade.

In the medium term, prospects for industrial
countries remain favorable. Low inflation and
improved structural policies in most industrial
countries have created an environment in
which the potential benefits from investment
in technology can be reaped once the cyclical
downturn has reversed. Oil prices averaging
$25 a barrel are expected to return slowly to
long-run equilibrium of under $20 a barrel,
further underpinning growth in the industrial
countries. And in Japan, the new government’s
tougher approach toward the “bad loan” prob-
lem should help the economy move gradually
toward potential growth rates.

Under these assumptions, the forecast antic-
ipates continued low growth rates in the United
States, Japan, and Europe for 2002, 1.0, 0.1,
and 1.3 percent respectively, but with strong
acceleration of GDP growth advancing into
2003 (figure 1.4). [Weaker annual GDP growth
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Figure 1.3 U.S. NAPM and manufacturing industrial production excluding high tech,

Source: National Association of Purchasing Managers, Datastream.

1994-2001
(percent change saar, 3-month/3-month) (index, sa. 3-month/3-month)
10 T 60
5 T 55
0 T 50
Manufacturing
L IP excluding tech .
-5 45
t+—
-10 - — 40
Feb. 1994  Feb. 1995 Feb. 1996 Feb. 1997 Feb. 1998 Feb. 1999 Feb. 2000 Feb. 2001

rates in 2002 are due in large measure to statis-
tical effects related to the initial conditions for
the year—a “carry-over” of sluggish or declining
growth in the final quarters of 2001. A pick-up in
the momentum of output growth across the major
OECD blocs on a quarterly basis is anticipated to
commence in the second and third quarters of
2002, in turn yielding positive “carry-over” ef-
fects and resulting in higher annual GDP figures
for 2003.] The delayed recovery of these major
locomotives of the global economy will trans-
form the earlier-expected outlook for the devel-
oping countries. Trade and financial markets
will be the two main channels through which
these dynamics are transmitted. The next two
sections look at the global environment through
the lens of trade and finance, and a following
section explores in detail the outlook for devel-
oping countries.

Global environment: trade

Downturn hits manufacturing exporters—
The industrial country—downturn has led to
the sharpest deceleration of world trade on
record, from an extraordinary 13.3 percent ad-

Figure 1.4 GDP growth in OECD blocs
(percent)
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vance in 2000 to a crawl of 1 percent growth
in 2001. Import demand in all three industrial
regions slowed sharply, with the steepest de-
cline in U.S. imports (figure 1.5). U.S. invest-
ment in equipment declined by 4.5 percent
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Figure 1.5 Import growth across
industrial centers
(percent)
15
Il 2000 [@ 2001
Hl 2002 [] 2003
10
5 -
0 ol
-5
Industrial United Japan Euro
countries States Area
Source: World Bank data; Economic Policy and
Prospects Group projections.

after growing by over 11 percent last year.
With almost 30 percent of such investment
being imported, and 40 percent of total invest-
ment consisting of high-tech products, this was
a major force behind the slowdown of world
trade and the collapse of the global semicon-
ductor market. Indeed, U.S. imports of capital
goods dropped at an annual rate of 32 percent
during the first half of the year.

The terrorist attacks on September 11 re-
strained trade flows further, exacerbating the
sharp cyclical downturn. Security concerns
translated into higher freight rates,® and limited
air travel greatly hindered the shipment of per-
ishables and high-tech products.* The impact
on trade in services was significantly larger, with
tourism and business travel sharply lower.’

Growth of exports from developing coun-
tries plummeted from over 19 percent in 2000
to 2 percent in 2001. East Asian export
growth fell more sharply still, from 25 percent
to 0.5 percent (table 1.2). These effects are so
pervasive because developing countries are
now more than ever linked to global trade cy-
cles in manufacturing. Countries increased
trade as a share of their economies, and in-
creased their share of the global market during
the 1990s. In doing so, many developing coun-
tries diversified away from commodities to
manufactures, and further, into high-tech prod-
ucts. The share of manufactured goods in de-
veloping countries’ exports increased from 60
to 80 percent over the last decade, while the
share of capital goods increased from 27 to 42
percent (figure 1.6).

—and commodity exporters

Commodity exporters have been hard hit by
price declines. Although the number of coun-
tries that are highly dependent on commodity

Table 1.2 Merchandise export volumes, annual average percentage change

1999 2000 2001 2002 2003

World 4.1 13.5 0.3 3.7 10.3
High-income countries 4.1 11.9 -0.2 3.3 10.5
United States 3.9 11.3 2.1 4.6 11.9
Euro Area 3.2 12.2 2.2 3.0 11.0
Japan 4.0 12.9 -7.7 4.0 11.8
Low-middle-income countries 3.8 19.2 2.1 5.0 9.7
East Asia and Pacific 9.7 25.5 0.5 6.4 11.5
South Asia 7.5 12.3 3.0 7.0 7.6
Middle East and North Africa -2.6 8.0 2.1 4.1 5.8
Europe and Central Asia -2.6 18.9 6.1 2.8 8.4
Latin America and Caribbean -0.8 12.0 1.9 3.8 9.3
Sub-Saharan Africa 0.0 8.8 3.4 2.9 6.4
Memo: Developing x ECA 5.3 19.2 1.2 5.5 10.0

Source: World Bank data; and Economic Policy and Prospects Group projections.
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Figure 1.6 Export shares for developing
countries excluding transition economies
(percent of total exports)
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exports is declining, for more than 10 percent
of developing countries commodities exports
account for over 80 percent of total merchan-
dise exports (figure 1.7).

Non-oil commodity prices are projected
to fall by about 9 percent in 2001 following a
1.3 percent decline in 2000. Substantial in-
creases in the supply of commodities such as
coffee, vegetable oils, and timber, and currency
weakness of major exporters relative to the
U.S. dollar,® also contributed to the fall of com-
modity prices. In the case of metals, the price
declines come in spite of production cuts, par-
ticularly in aluminum, but also in copper and
other metals.” Using its market power, the Or-
ganization of Petroleum Exporting Countries
(OPEC) was able to sustain, at least in the short
run, prices around $25 a barrel. However,
slackening demand, especially after September
11, clearly will exert downward pressure on
price. OPEC’s reassurance that it will guarantee
sufficient supply quickly, eased market con-
cerns after September 11, but the possibility of
future supply disruptions in the aftermath of
the terrorist attacks has not disappeared, keep-
ing uncertainty at exceptionally high levels in
the short run.

Figure 1.7 Distribution of countries by
share of primary commodities in total
merchandise exports

Percent of countries

80

] Il 1981-85
[ 1996-99

70

60

50

40

30

20

10

<60 60-80 80-100

commodity share

Source: Staff calculations using UN COMTRADE data
from WITS system.

World trade expected to rebound later
in 2002—
As noted in Global Development Finance
(GDF 2001), earlier cyclical downturns in the
world semiconductor industry have been brief,
largely due to technological advance and rapid
inventory liquidation. More generally, faster
depreciation rates of capital goods appear to
have shortened the investment cycle, while
lower inventory ratios have reduced the struc-
tural importance of inventory cycles. Com-
bined with the positive impact of lower inter-
est rates on demand for durable goods, the
changing technological characteristics made a
recovery of manufacturing production in the
United States before the end of 2001 proba-
ble—and the first signs of a rebound were vis-
ible before September 11. However, the terror-
ist attacks have now rendered such a scenario
of quick recovery unlikely. Although the mech-
anisms behind the recovery remain unchanged,
a delayed upturn is more plausible now.

As a recovery in the United States begins to
gather pace by mid-2002, increased investment
and Information and Communications Technol-

11
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ogy (ICT) equipment spending should feed
through to import demand, setting the stage for
a pick-up in world export growth, mainly man-
ifesting in robust 2003 annual growth rates
(table 1.2). Expected growth of 4 percent in
2002 is followed by growth over 10 percent in
2003 in this projection. The rebound is likely to
be fastest for East Asia, with growth rates of
6.4 and 11.5 percent in the coming two years.
The dynamics in the region reflect countries’
specialization in high-tech products and the
pronounced boom-bust cycles rippling through
East Asia since the 1997-98 crisis. For regions
depending more on commodity exports, export
growth will be lower under these circum-
stances. For example, Latin American exports
are expected to grow about 4 and 9.5 percent
in 2002 and 2003, while Sub-Saharan Africa
could see exports growing near 3 and 6.5 per-
cent, lower than Africa’s record growth of
2000, but still high relative to past trends.

—but commodity exporters

remain vulnerable

After the sharp 9 percent fall in commodity
prices in 2001, almost no rebound is expected
for 2002, and only by 2003 are current losses
likely to be made up. Market conditions con-
tinue to put downward pressures on commod-
ity prices in local currencies, and the modest
price rebound expected for 2002 is mainly
based on expected currency movements. With
manufactures export prices expected to in-
crease by 4-4.5 percent per year, in light of
anticipated depreciation of the dollar, com-
modity exporters are likely to experience fur-
ther terms-of-trade losses. The decrease in the
import-purchasing power of exports as a result
of relative price changes might constrain con-
sumption and investment demand, for instance
because of reduced availability of intermediate
manufactures or capital goods. Research on
North-South business cycles suggests that up
to 20 to 50 percent of output volatility for such
countries may be explained by business fluc-
tuations in developed countries (see, for ex-
ample, Deaton and Miller 1996; Kouparitsas

Figure 1.8 Episodes of world growth
slowdown and agricultural and mineral
export prices
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percent)
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1996; Kose and Riezman 2000). Figure 1.8 in-
dicates that the negative impact during down-
swings on mineral exporters is generally larger
than on agriculture exporters, reflecting the
greater sensitivity of minerals demand to in-
dustrial production.

Oil prices are expected to gradually decline
to under $20 a barrel over the forecast period,
due to rising supply competition from both
non-OPEC producers and within OPEC itself.
Earlier episodes, notably the second oil crisis
during the early 1980s, show that, in the short
term, it is possible to evoke large price swings
with small supply shocks, but that large sup-
ply adjustments are needed to keep the price at
high levels for a more extended period (figure
1.9). The sharpening of the downturn after
September 11th and OPEC’s policy reactions
to avoid sharp price hikes in the wake of the
terrorist attacks, have accentuated the ex-
pected downward trend.

12
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Figure 1.9 OPEC output and crude oil price
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Increasing risk generally outweighs
interest rate reductions—

The weaknesses of demand in the industrial
countries had translated into lower interest rates
before September 11, as authorities provided a
more accommodating monetary stance. After
the terrorist attacks, monetary authorities in the
industrial countries swiftly eased monetary con-
ditions further. These policies can potentially
soften both the slowdown in the OECD region
itself and the transmission of the downturn to
developing countries, enabling the latter to ben-
efit from lower international interest rates and a
shift of capital flows away from industrial coun-
tries. However, the financial channel of trans-
mitting growth dynamics from the major mar-
kets to developing countries produced higher
spreads instead of larger capital flows in 2001,
and contained a strong bias in favor of well-
performing, creditworthy countries. This re-
flects the behavior of investors, who are now
more risk-sensitive and discerning than they
were in the years before the 1997-98 crises in

emerging markets. Therefore, the benefits of
lower OECD interest rates have been more-
than-offset by higher risk premiums particularly
for poorer performing countries.

This is in sharp contrast to the 1991-93
slowdown in industrial countries, another
episode of slowing growth and interest rate
cuts. Then, when U.S. interest rates fell by 450
basis points cumulatively over three years,
global gross capital market flows increased by
22 percent a year, albeit from very low levels
born of the 1980s’ debt crisis. Developing
countries benefited from the increased liquidity
with a similar increase in inflows by 32 percent
a year.

In 2001, the opposite occurred when the
Federal Reserve reduced policy rates by 400
basis points. After rising in 2000 for the first
time since the 1997-98 crisis-ridden period,
net capital flows to developing countries are
expected to decline in 2001. Gross flows from
international capital markets, which increased
by over 30 percent last year, are down by near
20 percent (year on year—y/y) in the first half
of this year (figure 1.10). Foreign direct in-
vestment (FDI) flows have continued to fall
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billions of dollars (monthly averages)

Figure 1.10 Gross capital market flows to developing countries
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(by 4 percent [y/y] in the first quarter) from
their peak in 1999, and official flows are not
expected to post a significant rise in 2001.
The difference between the current down-
turn and the recession a decade ago is the risk
perception of private investors. Toward the end
of the 1991-93 recession, investors were gener-
ally optimistic about new investment opportu-

nities in emerging markets after many develop-
ing countries eased capital market restrictions.
The spreads were relatively low and developing
countries’ share in global capital flows were in-
creasing (figure 1.11). This year, the spreads
were high and even rising toward the middle of
the year, reflecting the heightened risk percep-
tions of the markets. As a result, the already
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small share of developing countries in global
capital flows has declined further.

—but mainly because of financial tensions
in some large emerging markets—
Although aggregate net capital flows are on the
decline this year, the reduction comes mainly
at the expense of a few large recipients, no-
tably Brazil, Argentina, and Turkey. Investors
shunned the latter two countries on the worry
of default on their public debt. Brazil, which
received FDI flows of over $30 billion a year in
1999 and 2000—more than covering current
account deficits—has seen a marked fall-off in
FDI to $15-20 billion in 2001. A worsening of
the external environment for Brazil—weak ex-
port market growth, low commodity prices,
and rising spreads due to contagion from Ar-
gentina—and a domestic energy crisis have
limited the country’s access to capital markets.

Market reactions in the first weeks after the
terrorist attacks showed a similar pattern.
Spreads on Brazilian and Argentine bonds in-
creased by more than 150 basis points, but the
average increase for all other emerging econo-
mies was just 60 basis points, only slightly more
than the decline in international interest rates
(LIBOR).

Capital market financing to developing
countries other than Argentina, Brazil, and
Turkey declined by 9 percent in the first half
of 2001, contrasted with a 20 percent decline
including these three countries. Bond issuance,
that seems to have benefited from the lower
interest rate environment, grew by 75 percent
excluding the three countries, and by 35 per-
cent for all emerging markets.

Countries that usually had difficulty in ac-
cessing the global bond market in the past few
years were successful during “windows of op-
portunity” that opened up periodically in the
first half of 2001. These episodes usually oc-
curred when interest rates fell sharply in the in-
dustrial countries—thereby increasing liquidity
in the market—and when difficult conditions in
key developing countries abated. June 2001 was
one such month, when gross capital flows
surged to over $21 billion, with countries that

PROSPECTS FOR DEVELOPING COUNTRIES

had little success in accessing the market much
in the past year raising relatively large sums. For
example, a private Russian corporation success-
fully issued a bond—the first access in a year—
while large sums were raised by the Arab Re-
public of Egypt ($1.5 billion), Malaysia ($1
billion), and Hungary ($0.9 billion). Moreover
many small issuers with less-than investment
grade credit ratings either tapped the bond
market (Jamaica, Lebanon, Romania, and the
Republica Bolivariana de Venezuela) or ob-
tained syndicated loans (Chad, El Salvador, Es-
tonia, Gabon, Peru, and a Russian bank that re-
ceived a loan for the first time since the 1998
crisis in that country).

These “windows of opportunity,” however,
alternated with periods when they were closed
decisively. Investor sentiment deteriorated
sharply in July, with average spreads rising by
nearly 200 basis points in response to adverse
developments in Argentina and Turkey. Al-
though spreads also increased for several Cen-
tral European and other Latin American coun-
tries, the contagion was limited. The terrorist
attacks and threats of further violence will
likely yield a further decline in private flows to
emerging markets in 2001, both capital mar-
ket flows and foreign direct investment. Capi-
tal market commitments could drop to some
$160 billion—a third below 2000 levels. FDI
to major emerging markets had declined from
$61 billion in the first half of 2000 to $56 bil-
lion in the first half of 2001, and the attacks
have raised the likelihood of a further down-
turn: they have greatly increased the uncer-
tainty involved in traveling to supervise for-
eign subsidiaries; raised the cost of globally
integrated supply chains due to higher insur-
ance rates and enhanced security measures at
the border; and demonstrated that these sup-
ply chains are vulnerable to interruption.

Capital flows are unlikely to recover

in 2002

Although near-term gross capital market flows
are notoriously difficult to forecast, the global
political and economic environment seems too
uncertain for a rapid upturn in capital flows to
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developing countries. In the short run, emerg-
ing markets’ share of private flows—which in-
creased rapidly during the last decade—is likely
to drop sharply as private investors seek safe
havens. By 2003, however, the right mix of con-
tinued low interest rates, a rebound in world
trade and reduced risk perceptions could gener-
ate a recovery of capital flows, and perhaps an
increase in developing countries’ share of global
flows. Yet private market flows will probably
be much more selective than in the past. In-
vestors, with memories of financial crises in
East Asia and elsewhere firmly in mind, will re-
main more discriminating. Capital flows are
thus likely to reward good policies in some
countries, but continue to constrain growth in
others. Moreover risks remain weighted to the
downside, as default by a major emerging mar-
ket would escalate risk premiums for the ma-
jority of developing countries.

The outlook for developing
countries

Ithough the slowdown in global economic

activity is being led by the industrial
countries, aggregate growth for developing
countries is being adversely affected and ex-
pected to weaken from 5.5 percent in 2000
to 2.9 percent in 2001. Delayed recovery in the
OECD area is likely to keep developing coun-
try growth in 2002 restrained to 3.7 percent.
But stronger recovery in the advanced econo-
mies by 2003 should ignite a rebound to 5.2
percent growth in the developing world. How-
ever, there are considerable regional variations
underlying these summary figures.

The Europe and Central Asia (ECA), and
Latin America and the Caribbean (LAC) re-
gions have been hardest hit by the deteriorat-
ing global environment in 2001—although
conditions in these regions have been clouded
by difficult financial and economic develop-
ments in Turkey, Argentina, and Brazil, respec-
tively. Latin America in particular will begin
2002 within a challenging external environ-
ment, with the United States likely in recession,
commodity prices falling sharply, international

tourism collapsing, and capital-market risk
aversion heightened. Only by mid-2002 will
recovery gain some underpinning, as the
United States and the Euro Area emerge from
their slumps. Economic prospects for the Mid-
dle East and North Africa (MNA) region—
which, after Sub-Saharan Africa (SSA) suffers
the smallest reduction in near-term growth—
are expected to deteriorate further in 2002, as
oil prices continue to fall and other commodity
prices drop relative to the cost of manufactures
imports. The East Asia and Pacific (EAP) re-
gion is anticipated to be first among develop-
ing regions to show a recovery in exports in
late-2001 and early 2002, as the group was the
first to suffer from the collapse in high-tech
trade flows. South Asia (SAS) is expected to
experience a less pronounced cycle, as the re-
gion is relatively less integrated with the global
economy. But GDP growth at 4.5 percent in
2001 corresponds with the 1997 low regis-
tered by the region. (See appendix 1 for more
detailed discussion of the regions).

Diverse impacts of industrial

countries’ slowdowns

Historically, the effects of downturns on devel-
oping countries have been quite diverse (figure
1.12). Financial conditions are discriminating
factors that potentially even reverse the sign of
the impact. In the early 1980s, the developing
countries followed the industrial countries into
recession; after the second oil crisis the indus-
trial countries tightened monetary policy to
bring inflation under control. Higher interest
rates generated severe debt-service problems
for oil-importing developing countries that had
accumulated foreign debts, and the downturn
in the developing countries was almost as deep
as in the industrial world. Moreover, growth
opportunities in highly indebted countries were
limited for a longer period.

In the beginning of the 1990s, growth in de-
veloping countries, excluding the transition
group, accelerated despite recessions in the
United States and Europe. It was again mone-
tary transmission that played an important
role. With inflation under control, the indus-
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(percent change)

Figure 1.12 Industrial- and developing-country GDP growth, 1981-2003
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Source: World Bank data; Economic Policy and Prospects Group projections.

trial world pursued an accommodative and
more predictable monetary policy. Encouraged
by major reforms in developing countries—
including the opening up of capital markets—
international capital diversified away from in-
dustrial country markets and found its way
to those developing countries that undertook
major reforms. This enabled many low- and
middle-income countries not only to escape the
downturn, but to grow at significantly faster
rates than the high-income countries—until the
East Asia crisis brought about a sudden rever-
sal in capital flows.

Although the current downturn resembles
that of 1991-93 rather than the 1982 episode,
developing countries today are more adversely
affected by falling import demand in the in-
dustrial countries. This is because trade link-
ages have become increasingly important. And
in the aftermath of the East Asia crisis, a sharp
rerouting of capital flows from industrial
countries to developing countries (as occurred
in the early 1990s) is less likely. On the other
hand, developing countries are now better
equipped than 20 years ago to absorb negative
external shocks, benefiting from diversification
and domestic reforms associated with integra-
tion into the global economy. The structural

improvements in many developing countries
justify the expectation that they will return to
relatively high growth rates, once the global
economy recovers from the current slowdown.

Current downturn follows region-specific
channels on developing country growth

A probable consequence of the simultaneous
downturn in the industrial world is that a
broad range of developing countries will face
an abrupt ending to the strong recovery that
followed the financial crises. GDP growth is
expected to drop by 2.6 percentage points in
2001, with serious downside risks, discussed
in the next section. Apart from an 11 percent-
age point drop in export market growth, and
sharp fall in non-oil commodities—implying
substantial terms of trade losses—developing
countries face a decline in capital inflows of
almost 20 percent and spreads are again on
the rise after a steady decline since the finan-
cial crises (table 1.3).

The regional impacts follow closely the ex-
port patterns that vary significantly across
regions, both the commodity composition of
exports, and the orientation of exports across
various markets in the industrial and develop-
ing worlds (figures 1.13 and 1.14). Countries
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Table 1.3 All developing countries:
(annual percent change unless indicated)

key indicators

1990-99 2000 2001 2002 2003
Export market* 7.5 13.4 2.3 4.4 9.4
Merchandise export volume 7.4 19.2 2.1 5.0 9.7
Terms of trade (percent of GDP) -0.2 0.5 -0.5 -0.5 -0.4
International market spreads (avg. bp) 807.6 707.2 733.6
Gross capital market flows 15.2 28.8 -18.5
Real GDP 3.2 5.5 2.9 3.7 5.2

*merchandise import growth in destination countries, weighted by export shares of exporting countries.

... Not available
Source: Economic Policy and Prospects Group.

in East Asia—and to a lesser extent Latin
America—with large manufacturing exports,
were the first to feel the impact of the collapse
of import demand in the United States and
Japan. East Asia’s high-tech laden exports
(about one-third of total shipments from the
region) were especially adversely affected as
demand for computers, telecommunications
equipment, and other semiconductor-based
capital goods dissipated. Now, increasing
weakness in Europe and declining commodity

prices put additional pressure on countries in
Central Europe, Sub-Saharan Africa, and Latin
America.

External debt-to-export ratios, and the com-
position of the debt (private or official) differ
widely across regions (figure 1.15), and can
largely influence the severity of the impact. The
more difficult external environment is especially
worrisome for highly-indebted countries relying
on private capital flows, such as Argentina,
Brazil, Turkey, and Indonesia. At a regional

Figure 1.13 Composition of developing-country exports
(average export shares, 1998-2000—percent)
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Source: UN. COMTRADE database.
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Figure 1.14 Major destinations for developing-country exports
(average export shares, 1998—-2000—percent)
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Figure 1.15 Total external debt in developing countries, 2000
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(basis points over US$ Treasury bonds)

Figure 1.16 Emerging market stripped spreads, 1999-2001
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level, Latin America has one of the highest debt-
to-exports ratios, and at the same time the
largest share of private debt in total debt. As a
result, debt from private sources as a share of
exports in Latin America is more than twice as
large as in any other region. This makes Latin
America particularly vulnerable. Potentially the
region can benefit from lower international in-
terest rates, but is at the same time most sus-
ceptible to reduced availability of funds for refi-
nancing. This vulnerability translates into a
larger increase in Latin American spreads than
in other regions (figure 1.16). The hetero-
geneous debt picture across developing coun-
tries requires diverse policy responses. While for
countries with large reserves and low debt,
some macroeconomic easing may be warranted
to stimulate the domestic economy; others face
harsh, but ineluctable, fiscal adjustments.

Region-specific factors will complement
coming recovery

Developments in the world economy, if they
evolve as anticipated, will create a more favor-
able external environment for renewal of
growth in developing countries later in 2002.
Aggregate growth rates for the developing coun-

tries are likely to bounce back from their fall to
2.9 percent in 2001 to a projected 3.7 percent in
2002 and 5.2 percent in 2003. The dynamics of
this cycle are likely to be much different from
earlier downturns in the global economy—and
to be heavily conditioned by structural changes
in trade and financial markets.

Although the initiating factor driving recov-
ery among developing countries will be the re-
sumption of growth in the industrial centers,
this should be augmented by conditions specific
to developing regions and major countries. For
example, an important factor rekindling growth
in East Asia should be a recovery of intra-region
trade, following the return of more buoyant de-
mand conditions in the United States and Eu-
rope. In Central and Eastern Europe progress
toward accession to the EU, albeit more pro-
tracted, should serve to underpin policy reforms
and set the stage for more robust growth as
Western Europe emerges from its slowdown.
The degree of near-term success of reforms in
the larger developing and transition econo-
mies—DBrazil, China, India, Indonesia, and the
Russian Federation—will also prove critical ele-
ments in the outlook, as these countries address
issues ranging from fiscal and financial sector

20



reforms, privatization, or trade liberalization.
China’s imminent accession to the World Trade
Organization could spur its growth and con-
tribute to further global integration.

East Asia and Pacific . . . trade slump
leads to sharp growth slowdown. . .

EAP experienced an unprecedented decelera-
tion of exports in 2001, as noted in previous
sections. Export growth plummeted 25 per-
centage points, mainly following the collapse in
global high-tech markets and the fall in Japa-
nese and U.S. import demand. Worsening of fi-
nancial conditions, reflected in higher spreads,
was limited to highly indebted countries such as
Indonesia and the Philippines. Relatively low
debt levels, current account surpluses, and large
foreign reserves tended to insulate other coun-
tries from contagion.

The sharp drop in manufacturing exports re-
sulted in significant output declines—close to
recession levels in some of the small, open econ-
omies. However, carryover effects from last year
resulted in positive annual growth rates for
most countries, while continued strong, albeit
somewhat less dynamic growth in China keeps
regional growth near 4.5 percent in 2001.

The strength of next year’s rebound will
primarily depend on the vigor of the trade re-
covery and on policy responses to the deterio-
ration of the financial environment. Signs that
the high-tech markets have potentially passed
trough levels are becoming clearer, but it re-
mains uncertain whether the upswing in these
markets will be as strong as they were during
the last decade. And slower U.S. growth in the
wake of September 11 developments will dampen
near-term export prospects.

Export growth during the coming two
years is expected to register 6.5 and 11.5 per-
cent respectively. This is only 1 to 2 percent-
age points above export market growth, while
in previous years the difference between ex-
port performance and export market growth
was much larger, averaging 6 points over the
1990s, reflecting the high-tech specialization
of East Asia. In that sense, the current forecast
is a cautious view on near-term developments.
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Low inflation in most countries provides the
opportunity for further monetary easing. How-
ever, strengthening of financial systems may
be equally as important as domestic stimulus
at the moment. Under cautious assumptions
about trade recovery and domestic policies,
and assuming no clear-cut financial crises, the
forecast implies growth rates of 5 and 6.8 per-
cent in 2002-03 respectively.

Latin America . . . global context and
financial stress in Argentina exact a toll
on growth

Developments during 2001 proved much
more challenging than anticipated in the
spring of the year, and have turned yet more
adverse following September 11. Slackening
world trade and weakening commodity prices
contributed to slower growth in many Latin
American countries. The region’s merchandise
export volume fell from a 12 percent advance
in 2000 to about 2 percent, following a simi-
lar decline in export market growth. At the
same time the region endured terms-of-trade
losses, equivalent to 0.2 percent of GDP in
2001. For commodity-dependent Central
American countries, this measure dropped by
a full percentage point in the year. Caribbean
countries were hit hard by a sharp reduction
in tourism earnings after the terrorist attacks
in the United States.

More important than the deterioration of
the trade environment were changing condi-
tions in financial markets. Rapidly declining
U.S. interest rates provided a degree of relief
for some highly indebted countries by reducing
interest payments on debt. But international
capital markets were less forthcoming than an-
ticipated, and a number of countries had diffi-
culties in financing maturing debt. Argentina’s
fiscal strains and Brazil’s drought-induced
shortage of hydroelectric power were among
the domestic factors that created an inflamma-
ble mixture with the worsening of the external
environment. GDP growth in the region was
constrained to 0.9 percent—a decline of 2.9
percentage points from the 3.8 percent perfor-
mance of 2000.
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GDP growth in 2002 accelerates to 2.5 per-
cent in the current projections. However, this
point estimate is surrounded by a high degree
of uncertainty, as it assumes that those coun-
tries under financial pressure in 2001 are able
to avert further adverse developments. Latin
America’s high debt and continued large fi-
nancing requirements will keep risk percep-
tions elevated, due to the region’s strong re-
liance on volatile private capital markets.
Argentina’s struggle to establish sound footing
for its fiscal position and debt burden contin-
ues to depress its immediate prospects. Many
large countries are facing elections in 2002
(Brazil and Colombia), with the potential for
domestic shocks remaining high. But macro-
economic management in many of the larger
countries has improved steadily over the
course of the 1990s, laying the groundwork
for higher sustainable growth in the medium
term.

In 2003, rebounding world output and trade
activity should be supportive of a substantial
recovery in Latin America, reflected in 4.5 per-
cent GDP growth, powered in part by a revival
of export growth to over 9 percent.

Europe and Central Asia . . . prospects
worsened by EU downturn

The drop in export market growth from 12
percent in 2000 to § percent in 2001 was not
as sharp for the ECA region as for others. This
mainly reflects that the slowdown in Western
Europe, accounting for 50 percent of ECA’s
exports, started half-a-year later than in the
United States and Japan.

Despite the smaller than average drop in
exports (about 13 percentage points), the de-
celeration of output growth was larger than in
any other region, from 6.3 percent in 2000 to
2.1 percent in 2001. This reflects the combined
outturns of a strong contraction in Turkey’s
GDP after recent financial upheaval; a return
to more moderate growth rates in Russia—and
other hydrocarbon exporters—after an unusu-
ally robust expansion of near 8 percent in
2000; and tight monetary policy in several
Central European countries, notably Poland

and Hungary, leading to appreciation of cur-
rencies during the first half of the year. With fi-
nancial stress in Turkey, Western Europe need-
ing time to recover, oil prices expected to
decline, and a possible hiatus in progress to-
ward EU accession,® a sharp and quick recov-
ery of economic activity in the region is un-
likely. In the Commonwealth of Independent
States (CIS), GDP growth is expected to decel-
erate further to 3.2 percent in 2002, due in
large part to the easing of oil prices. In the
absence of high oil prices, significant institu-
tional and structural impediments remain a con-
straint to achieving higher sustained rates of
growth. GDP growth in the CIS is likely to
achieve a 3.5 percent pace in 2003.

In Central and Eastern Europe, the poten-
tial for solid growth exists in the medium run.
Two key assumptions underlying this perfor-
mance are that the EU accession process stays,
generally, on track—albeit with some transi-
tory difficulties. And that Turkey is successful
in reestablishing macroeconomic stability,
paving the way for a recovery over the coming
period, driven in part by strong export
growth, due to some extent to the fall of the
Turkish lire. A gradual recovery to stronger
performance in the region would yield growth
of 3 percent in 2002, rising to near 4.5 by
2003. Contagion from the financial strains in
Turkey has been limited thus far, with average
spreads following a downward trend. This de-
velopment has been supported as well by higher
oil prices serving to ease some of the financial
tensions that caused the Russian crisis. None-
theless, financial risks remain substantial and
could drastically change the outlook.

South Asia . . . less affected by

global slowdown

SAS, less integrated into the global economy,
is generally less affected by the deteriorating
global environment, although uncertainty is
exceptionally high because the region could be
directly affected by the ramifications of the ter-
rorist attacks in the United States. GDP is pro-
jected to slow only moderately, from 4.9 per-
cent in 2000 to 4.5 percent in 2001. Growth is
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then expected to remain near a rate of 5.4 per-
cent over the short-term forecast period. This
reflects not only a relatively low level of global
integration across much of the region, but also
some positive domestic factors within many of
the countries. Agricultural sectors, at least out-
side Pakistan, are expected to perform better
than last year, when weather conditions were
highly unfavorable. However, the most signifi-
cant contribution to growth will be the contin-
ued buoyancy of India’s large domestic service
sector, which is expected to grow at about
8 percent over the next few years. Of course,
the sharp deceleration in global trade has de-
pressed growth in regional manufacturing pro-
duction to only slightly above 1 percent, but
because this sector accounts for approximately
25 percent of regional economic activity, the
aggregate impact has been somewhat muted.
Government subsidies have been used over
the last several years to cushion the impact of
high oil prices and poor crop production on
consumer prices—which in turn is being re-
flected in growing fiscal and current account
deficits. For both India and Pakistan, central
government fiscal deficits—of 5.3 percent and
5.8 percent respectively—have become major
impediments to an acceleration of growth.
India’s fiscal deficit is considerably higher on a
consolidated basis, including regional govern-
ments. Pakistan’s fiscal woes are being com-
pounded by its deteriorating current account
position, which reflects higher oil prices and in-
terest payments, as well as drought-affected de-
clines in export revenues. This has come at a
time of high levels of public debt and low for-
eign reserves, and Pakistan was forced to turn
to the IMF to help finance the current account.
Pressure on the current account may not ease in
the short run, because a severe water constraint
for irrigation is likely to significantly reduce cot-
ton output, the main foreign exchange earner
for Pakistan. Aside from economic develop-
ments, Pakistan’s position on the “front line” of
military action against Afghanistan will carry
substantial near and medium term implications.
Risks are substantial for the region. Politi-
cal uncertainty hangs over Afghanistan, and
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ineluctably implies future uncertainty for the
subcontinent. Structural problems also entail
risks. Financial strains in India and Pakistan,
left unattended, would significantly reduce the
opportunities for the region to benefit fully in
coming years from a recovery in the global
economy, and jeopardize the promise of re-
gional growth. The ending of a preferential
trade agreement with the United States—
which accounts for 30 percent of Bangladesh’s
exports—may damage the Bangladeshi cloth-
ing sector, but this will probably be more than
offset in 2002, when Bangladesh will receive
duty-free access to European markets for its
garment exports.

Middle East and North Africa . . . bigh oil
prices and reprieve from drought boosts
near-term growth

Oil revenues—which account for almost two-
thirds of the region’s export revenues—pro-
vide the MNA region with a short-term out-
look that is better than other regions. In 2001,
the oil-exporting countries benefited not only
from strong export revenues, but also im-
proved fiscal positions and higher rates of in-
vestment. Among the diversified exporters,
agricultural production and rural incomes re-
ceived a strong boost from a reprieve of long-
standing drought conditions in some parts
of northern Africa. Growth in Morocco, for
example, is anticipated to accelerate strongly
after consecutive years of stagnant or declin-
ing output.

While higher oil prices and recovery from
droughts in 2001 have provided a fillip to
growth, the delayed recovery in industrial coun-
tries will significantly reduce the external im-
petus to growth at end-2001 and into 2002.
World demand has slowed, and oil prices are
expected to fall to $21 per barrel by 2002.
Growth in the oil-dominant economies will
slow to 2.3 percent in 2002. The diversified ex-
porters are similarly affected. Demand is now
slowing sharply in the EU—the dominant ex-
port market for the countries of the Maghreb—
and in the United States, of importance to sev-
eral countries in the Mashreq. Lower income
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growth and the erosion of confidence after Sep-
tember 11th will also affect tourism and related
sectors in the region in a substantial fashion.
For some of the diversified exporters, increasing
levels of public debt make it relatively hard to
cope with the current deterioration of the exter-
nal environment. Increasing spreads threaten
to worsen debt dynamics for several countries.
Growth in the diversified exporters should
improve in 2003, as external conditions be-
come more favorable to exports and tourism—
although the improvement in the international
context is expected to be gradual. And the
MNA region will face increasing competitive
pressures as the countries of Central Europe
enjoy greater access to the EU.

Sub-Saharan Africa . . . suffering from
low commodity prices

In 2001, the world economic slowdown tem-
porarily derailed SSA gradual recovery from
the late 1990s slump. Average growth across
the region slowed to 2.7 percent from 3.0 per-
cent in 2000, and with population growing at
2.5 percent, per capita GDP barely increased at
all. Despite generally better supply conditions
in commodity producing sectors, weak demand
in industrial countries held export volume
growth to 3.4 percent. Services, including
tourism also felt the impact, growing at 3.6 per-
cent. A widespread deterioration in terms of
trade compounded the difficulties for many
countries. Agricultural and mineral commodity
export prices plummeted due to a combination
of weaker demand and a delayed supply re-
sponse to the price surge of 1995-97. Oil prices
also weakened, although oil exporters contin-
ued to benefit from buoyant terms of trade and
strong foreign investment demand. Not surpris-
ingly, oil exporters average growth of 3.6 per-
cent significantly outperformed the rest of the
region, where growth registered 2.6 percent for
the year.

Given the steep decline in developed coun-
tries activity toward the end of 2001, and the
prospect of a sluggish recovery in the first half
of 2002, the near term outlook for SSA is pes-
simistic. The forecast anticipates 2.7 percent

growth in 2002, with per capita incomes again
flat. However, the recovery in developed coun-
tries is expected to gather pace over the coming
year and set the stage for a strong rebound in
2003, with growth rising to 3.9 percent. Non-
oil exporters should see a substantial improve-
ment in performance, as commodity markets
firm and prices stabilize or even rise modestly
in real terms. By contrast, oil producers face
sharply weaker export prices and declining
terms of trade. Significant new capacity, espe-
cially in offshore development will help to
offset the negative impacts by allowing produc-
tion and exports to increase. However, spill-
overs to non-energy sectors will be limited and
oil exporters’ growth is expected to slow as the
boom unwinds.

Risks to the outlook

The specter of a sharper slowdown in
industrial countries haunts the outlook—
Risks to this forecast are unusually high. The
terrorist violence in the United States in Sep-
tember will undoubtedly have negative short-
run consequences for the U.S. and global econ-
omy. But it is difficult to predict the severity of
the adverse effects because the response of con-
sumers and businesses—and even future poli-
cies—are unknown. These uncertainties overlay
structural risks that in other contexts would be
more manageable. U.S. consumers may be less
responsive to interest rates than on previous oc-
casions as the stock market falls, high consumer
debt, and heightened insecurity may render
them more cautious; or foreign investors might
become concerned about the persistently high
U.S. current-account deficit, and impose an
abrupt adjustment; these events in turn would
delay the recovery of investment and its implied
demand for high-tech imports. The European
downturn may become more severe once mar-
ket sentiment deteriorates further, or monetary
policy does not ease sufficiently or have the ex-
pected effects. Japan’s structural reforms may
falter or exact a higher toll on economic perfor-
mance, and cause the dip in 2001 to last into
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Table 1.4 First year effects of a 2 percent of GDP decline in investment in the

United States, Europe, and Japan
(percentage points impact on regional GDP)

East Asia Latin America Sub-Saharan Europe and Middle East and
and Pacific and the Caribbean Africa Central Asia North Africa South Asia
-1.5 -0.5 -0.9 -0.4 -0.4 -0.3

Source: Economic Policy and Prospects Group.

the next year. Thus, with the global economy
in precarious balance, unforeseen shocks from
whatever source are magnified and could push
the global economy into recession.

What would be the consequences for the de-
veloping countries of a further slowdown in the
industrial regions? We model simulations of
synchronous downturns in the United States,
Europe, and Japan. For each, the simulation
assumes a decline in domestic investment of
2 percent of GDP, spread over four quarters,
which is counterbalanced by monetary policy
reactions, which leads to a shift in the business
cycle. The monetary reactions follow historical
patterns, with the United States quickly react-
ing to the fall in output with an accumulated
drop of 2.5 percentage points in interest rates.
European policy, much more focused on infla-
tion, is less aggressive, and interest rates fall by
1 percentage point. In Japan, the scope for fur-
ther lowering of interest rates is minimal as
rates are close to zero in the baseline. The result
of the differences in policy reactions is a weak-
ening of the dollar both against the euro and
the yen. Table 1.4 shows the first year effects of
these simulated downturns on developing re-
gions. East Asia is hardest hit followed by Sub-
Saharan Africa. Indeed, the negative effects of
a European recession on developing countries
is generally larger than the impact of a U.S. or
Japanese recession. A Japanese recession has
fewer repercussions, due in part to the smaller
size of Japan in world trade (see box 1.1).

The impact of a U.S. recession is mitigated
by a strong monetary policy response and,
more importantly, by the strong and wide-
spread effects of that reaction. Latin American
countries in particular may benefit from a

sharp decline in dollar interest rates. The euro
interest rate is less important than the dollar
rate in the international financial system. Fur-
thermore European trade linkages with Africa,
Central Europe, and some Latin American
countries are relatively strong. These features
illustrate why the recent slowdown in Europe,
on top of low or negative growth in the United
States and Japan is especially worrisome for
developing countries. The negligible short-
term impact of the U.S. shock on Latin Amer-
ica as a whole is the outcome of very diverse
country-specific effects, strongly negative for
Mexico and positive for Argentina. The latter
result is mainly driven by the weakening of the
dollar in the simulations. However, this posi-
tive impact appears to be only temporary.
The medium-term dynamics of downturns
in the industrial countries differ markedly. Fig-
ure 1.17 shows the impact on global GDP in
the years after the shock. For example, the first
year after the U.S. shock, global GDP is 0.6 per-
cent lower than the baseline, and three years
after the shock it has returned to baseline levels.
So the impact is not a permanent change in the
level of global GDP, but rather a shift in the
timing of the business cycle. While the rebound
after a U.S. downturn is likely to be quicker as
a result of monetary easing, it may create ten-
sions in the medium run because of the mone-
tary impulses to the rest of the world. Lower in-
terest rates potentially boost domestic demand
in other countries to compensate for export
losses. In the medium run this may result in
inflationary tensions that give rise to a new
downturn. The dynamics after a Japanese crisis
show a different picture. Because of limited op-
tions for monetary easing, it takes several years
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Figure 1.17 Global dynamics of
recessions in industrial countries
(percentage points cumulated impact on global GDP)
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Source: Economic Policy and Prospects Group.

to rebound, with a more protracted, but less
pronounced, impact on the global cycle. The
analysis suggests that a European recession
gives rise to global dynamics somewhere in be-
tween the other two. Again we see that a Euro-
pean recession on top of a U.S. recession is po-
tentially dangerous. It could lead to a more
protracted rebound, while at the same time ag-
gravating medium-term tensions.

—uwhile financial instability is

another risk

The previous analysis explored the effects of
slower growth through the main international
transmission mechanisms: trade and interna-
tional interest rates. To illustrate the impor-
tance of financial flows (here, bank lending),
we simulated a temporary withdrawal of short-
term bank lending from the three industrial
regions, along with a general increase in emerg-
ing market spreads and a country-specific in-
crease in spreads, depending on the reduced net
capital inflows in terms of import coverage. In
four quarterly steps the short-term debt owed
to industrial-country banks is halved, after
which the original debt is gradually restored.

Table 1.5 Short-term claims of
international banks outstanding in selected
developing regions

(as of end December 2000; percent of annual imports of
debtor countries)

North
Creditor Japan America Europe Total
Debtor region
Africa 2.7 4.6 33.6 40.9
East Asia and
Pacific 3.8 1.5 11.9 17.2
Europe and
Central Asia = 0.9 2.0 26.4 29.3
Latin America
and the
Caribbean 1.8 10.8 36.9 49.5

Source: BIS; Economic Policy and Prospects Group.

Table 1.5 shows the short-term exposure of in-
dustrial countries’ banks in selected developing
regions as a percentage of the region’s annual
import bill. These economies account for two-
thirds of all short-term borrowing by develop-
ing countries from international banks.

The data show that the claims of European
banks are six to seven times larger than the ex-
posure of U.S. and Japanese banks. Moreover
lending by European banks is much more di-
versified, while Japanese banks are focused on
East Asia, and U.S. banks on Latin America.
Consequently, banking problems in Europe are
potentially more disruptive for a broad range of
developing countries than similar problems in
Japan or the United States, albeit that the prob-
ability of European financial strain is much
lower than of escalating tensions in Japan. The
simulation results highlight the dominance of
European banks and the large negative impact
of a withdrawal of their lending on GDP in all
the debtor countries considered (table 1.6).

Apart from the magnitude of the shock, do-
mestic conditions in the borrowing countries
determine the impact. The shock is more detri-
mental if reserves are low or foreign debt is
high relative to exports. In general, the initial
reduction in foreign funds is absorbed in three
ways: by attracting alternative foreign capital
at the cost of higher interest rates; by improv-
ing the current account at the cost of domestic
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Table 1.6 Withdrawal of short-term
lending by industrial-country banks to
selected developing regions: the first-year
impact on GDP

United States European Japanese
banks banks banks
East Asia -0.1 -1.4 -0.1
Eastern Europe 0.0 -1.3 0.0
Sub-Saharan Africa -0.1 2.1 -0.1
Latin America -0.4 —4.4 -0.1

Source: Economic Policy and Prospects Group calculations.

recession and by reducing foreign reserves at
the cost of becoming more vulnerable to fu-
ture shocks. For example, the Republic of
Korea would replace, in the simulation, a
quarter of the lost short-term capital by other
capital inflows, reducing its capital needs by
roughly 10 percent of the shock, and absorb-
ing the remaining 65 percent of the shock by
selling foreign reserves.

For countries with a low initial level of for-
eign reserves, such as Brazil, reducing reserves
much further would not be a viable option.
Therefore, the withdrawal of short-term lend-
ing would directly translate into a domestic
credit crunch. For countries with high external
debt, such as Indonesia, Argentina, or Brazil,
an improvement of the current account is dif-
ficult because higher spreads result in higher
debt service. This would put more weight on
the contraction of the domestic economy.

Long-term prospects:
growth and poverty reduction
Despite the weakening of growth and uncer-
tain present context, long-term prospects re-
main relatively promising for developing coun-
tries. Moreover, it should be noted that the rate of
GDP growth established by developing countries
even in the sluggish global year 2002 (3.7 per-
cent), contrasts favorably with historic experi-
ence—some 0.2 percentage points above the av-
erage performance of the 1980s, and 0.5 points
above outturns for the 1990s. And longer term
prospects hold the promise of continued better-
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ing of historic performance, with advances in per-
capita GDP rising to 3.6 percent over the period
from 2005-2015, two full percentage points
higher than the experience of the 1990s.

While the near-term outlook for developing
countries is heavily influenced by the interna-
tional business cycle and global environment,
long-term development trends are more di-
rectly the result of economic fundamentals—
savings, investment, population growth, trade
and productivity improvements as well as pol-
icy in the various regions. Analyzing these fac-
tors allows us to study possible paths of devel-
opment and ways developing countries might
interact with the global economy over a longer
period.” To do so, we create a long-term growth
scenario and analyze its consequences for devel-
opment.19 This scenario allows us to test the
realism of growth and poverty reduction objec-
tives, given reasonable expectations about fun-
damentals and current policies. The scenario
also provides a baseline against which to simu-
late policy changes. In chapter 6 we return to
long-run analysis and use the baseline to ana-
lyze the effects of global reductions of barriers
to trade.

Long-term growth: A baseline scenario

Income growth in the developing countries
under the baseline scenario for 2005-15 would
be 3.6 percent in per capita terms, more than
1 percentage point above the per capita growth
rate of the high-income countries and 2 per-
centage points higher than during the decade of
the 1990s (table 1.7). Developing countries are
expected to benefit from reforms carried out
over the past decade. The policy environment is
much improved, especially in major countries
in virtually all of the regions. Tariffs have come
down sharply in the last decade, and as a result
economies are more open, with trade ratios
50 percent higher than a decade ago. Macro-
economic policies are improved; because gov-
ernment budget deficits are lower now than in
the late 1980s and median inflation rates have
been halved. These efforts to improve poli-
cies constitute investment in better long-term
prospects, and will allow regions to take ad-
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Table 1.7 Long-term prospects: forecast and scenario

growth of world GDP per capita

(annual average percentage change)

Forecast Scenario

Medium-term Long-term
1980s 1990s 2000-04 2005-15
World total 1.4 1.2 1.4 2.1
High-income countries 2.4 1.8 1.8 2.5
OECD 2.5 1.8 1.8 2.4
United States 2.2 2.2 1.7 2.2
Japan 3.4 1.1 1.1 2.6
Euro Area 2.2 1.8 2.2 2.7
Non-OECD countries 3.7 3.8 2.3 4.2
Developing countries 1.5 1.6 2.8 3.6
East Asia and Pacific 6.1 6.0 4.8 5.4
Europe and Central Asia 2.7 -2.5 32 3.5
Latin America and the Caribbean -0.9 1.6 1.5 2.6
Middle East and North Africa -0.6 1.0 1.4 1.4
South Asia 3.5 3.3 3.5 4.0
Sub-Saharan Africa -1.2 -0.5 0.9 1.5
Memorandum items
Transition countries of ECA 2.7 -3.2 3.7 3.5
Developing countries,
excluding ECA 1.4 3.0 2.8 3.7
excluding China and India 0.8 0.4 1.8 2.7

Note: Aggregations are moving averages, reweighted annually after calculations of growth in constant prices.

Source: Economic Policy and Prospects Group.

vantage of underlying momentum on economic
fundamentals—savings rates, educational in-
vestments, population growth rates, and im-
provements in productivity. And the external
environment is poised to provide a more sup-
portive long-term context that redounds to the
benefit of the developing countries.

The acceleration of growth in the develop-
ing countries seems, on first sight, somewhat
more spectacular than it actually is. First, ex-
cluding the transition countries, the next five
years feature a decrease of 0.2 percentage
points relative to the 1990s, before accelerat-
ing by 0.9 percentage points to a 3.7 percent
rate of per-capita growth. Second, about two-
thirds of the acceleration is the result of so-
called composition effects. Fast growing coun-
tries such as China have now a larger weight
in the total than they had ten years ago, in-
creasing the growth rate of the developing
countries on aggregate, even without increas-
ing its own rate of growth.

Internal factors and policies drive differing
regional performance. East Asian countries
would not be able to maintain the exceptionally
high growth rates of the 1980s and early 1990s,
but, on the strength of high savings rates and
productivity, would continue its 30-year pattern
as the most rapidly growing region. China’s
growth will naturally slow as its economy be-
comes larger and more modern, but still has
scope to growth at 6 to 7 percent annually over
the period (see World Bank 1997: China 2020).
The countries in East Asia—should their sav-
ings rate persist at high levels—could well see
capital accumulation account for nearly two-
thirds of their overall growth rate, with about
30 percent generated by productivity increases.
South Asia would follow a fairly similar pat-
tern, although with somewhat more contribu-
tion from labor supply growth and less from
technological improvement.

For Latin America, the scenario assumes
that the latent, but undeniable, growth poten-
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tial in Mexico, Brazil, and Argentina, as well
as other economies, is progressively realized.
Better fiscal management and greater hemi-
spheric and global integration are likely to
provide powerful forces that reduce debt bur-
dens which in the past have shackled growth
on the one hand, and, on the other, can un-
leash new productivity. The contribution of
capital accumulation in Latin America will
be about twice the contribution of productiv-
ity, with the contribution from labor supply
growth less than 15 percent on average.!!

The countries of Eastern Europe and Cen-
tral Asia are expected to grow quite rapidly,
continuing a recovery from the transition-
generated depression of the early part of the
1990s. Further openness among Central and
Eastern European countries to trade and fi-
nancial integration with the EU, together
with the reestablishment of the conditions of
peace in Southeastern Europe, should provide
a favorable context for these countries to
grow. Both Eastern Europe and Central Asia
will rely extensively on productivity growth,
with labor supply growth either stagnant or in
decline.

While the Middle East and North Africa
would improve rates of per capita growth rela-
tive to the historic period, growth under this
baseline scenario is likely to make only modest
impact on achieving the International Develop-
ment Goals (IDG). Consistent with relatively
high population growth rates, growth in the
Middle East and North Africa will be ac-
counted for by labor supply growth—between
25 and 40 percent. Productivity growth will
have to be fairly sustained—between 35 and 60
percent of total growth—to achieve the IDG
GDP targets.

The external environment is likely to be sup-
portive. Even though today’s environment is
exceptionally weak, new technologies and fur-
ther economic integration could indeed produce
higher productivity-led per capita growth in
high-income countries of 2.5 percent versus 1.8
percent during the 1990s. The U.S. economy is
expected to recover to a long-term trend that is
somewhat higher than in the medium-term fore-
cast because of the effects of technology-driven
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Figure 1.18 Income and population
shares

(income in billions of 1997 dollars using market
exchange rates, population in millions—percent)
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productivity growth. Europe, with a lower ini-
tial level of integration, has somewhat greater
scope for productivity improvements as it
adopts new technology and becomes more inte-
grated. Japan is expected to emerge from its
current restructuring with a more efficient sys-
tem of allocating capital, and this will allow it
to regain a degree of growth momentum, even
though its aging population profile adds more
drag to its growth. If this scenario for the in-
dustrial countries is realized, capital flows to de-
veloping countries could well resume within the
context of a high productivity, low inflation,
low interest rate environment.

Between 2000 and 2015 world income
would, according to the scenario, expand by
60 percent—some $18 trillion (in 1997 dol-
lars) (figure 1.18). Income in the low- and
middle-income countries would almost dou-
ble, and account for over 37 percent of the in-
crease in world output. Over 1 billion persons
will be added to world population, reaching
some 7.1 billion. Over 97 percent of the pop-
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ulation increase will occur in low- and middle-
income countries, with the high-income coun-
tries expected to add only around 30 million
persons in total.12

Poverty trends

Growth will substantially reduce the number
of people living in poverty. With base case
growth, the total number of destitute poor, liv-
ing on less than $1 per day, would decline to
about 750 million persons in 2015, down
from 1.15 billion in 1999 (table 1.8). The
number of people living on $2 per day or less
would decline by 600 million, from 2.8 billion
to 2.2 billion. While this rate of poverty re-
duction would be sufficiently robust to achieve
the target of reducing poverty by one-half in
2015,13 not all regions would succeed. Sub-
Saharan Africa would be far from reaching the
goal even under this favorable growth sce-

nario. Moreover, should growth in developing
countries turn out to be less than the 3.6 per-
cent per capita of the baseline scenario, the
world as a whole would not reach the target.

Nonetheless, these projections would con-
tinue the reduction of the number of people liv-
ing in poverty that began roughly about 1980.
Up through the 1970%, long-term increases in
population swamped the growth effects in the
global economy and the number of people living
below $1 day increased (figure 1.19).1% How-
ever, since 1980 faster growth, particularly in
China and South Asia, has contributed for the
first time in recent history to a steady decline in
the number living in destitute poverty. These
new projections confirm that trend.

The new projections represent slight reduc-
tions in out-year poverty relative to last year’s
forecast. The changes largely reflect updated
information on poverty and income distribu-

Table 1.8 Regional breakdown of poverty in developing countries

Number of people living on
less than $1 per day (millions)

Number of people living on
less than $2 per day (millions)

Region 1990 1999 2015 1990 1999 2015
East Asia and Pacific 452 260 59 1,084 849 284

Excluding China 92 46 6 285 236 93
Europe and Central Asia 7 17 4 44 91 42
Latin America and the Caribbean 74 77 60 167 168 146
Middle East and North Africa 6 7 6 59 87 65
South Asia 495 490 279 976 1,098 1,098
Sub-Saharan Africa 242 300 345 388 484 597
Total 1,276 1,151 753 2,718 2,777 2,230

Excluding China 916 936 700 1,919 2,164 2,040

Head count index (percent) Head count index (percent)

Region 1990 1999 2015 1990 1999 2015
East Asia and Pacific 27.6 14.2 2.8 66.1 46.2 13.5

Excluding China 18.5 7.9 0.9 57.3 40.4 13.3
Europe and Central Asia 1.6 3.6 0.8 9.6 19.3 8.7
Latin America and the Caribbean 16.8 15.1 9.7 38.1 33.1 23.4
Middle East and North Africa 2.4 2.3 1.5 24.8 29.9 16.7
South Asia 44.0 36.9 16.7 86.8 82.6 65.5
Sub-Saharan Africa 47.7 46.7 39.3 76.4 75.3 68.0
Total 29.0 22.7 12.3 61.7 54.7 36.3

Excluding China 28.1 24.5 14.8 58.8 56.5 43.0

Source: World Bank staff estimates.
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Figure 1.19 World poverty, 1820—1998
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Source: Dollar (2001), Bourguignon and Morrisson (2001),
and Chen and Ravallion (2000).

tion in several countries. The downward revi-
sion in out-year poverty is despite the adverse
effect on poverty of somewhat lower long-
term growth projections—the key economic
determinant of poverty reduction. As discussed
earlier in this chapter, the downgrading of the
economic growth forecast reflects the effects
of lower growth in 2001 and 2002, as well as
minor revisions in long-term prospects for
some countries.!’

There are three factors influencing the
current poverty forecast, reflecting updated
information:

¢ The current forecast incorporates 31 new
household surveys leading to a reduction in
the assessment of the base-year level of
poverty, with South Asia accounting for
the greatest reduction, somewhat offset by
higher poverty levels in Latin America and
the Caribbean.

¢ Opverall projected population growth in de-
veloping countries is slower, in large part
due to the impacts of HIV/AIDS. This tragic
epidemic particularly affects population
growth in Sub Saharan Africa, which ac-
counts for a significant part of the reduction
in this year’s poverty forecast.
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e Revisions to the estimates of the relation-
ship between economic growth and poverty
reduction based on the new surveys, sug-
gesting a stronger positive effect of growth
on poverty reduction in several countries.16

The long-term projection underscores the
importance of achieving fast growth and dis-
tributing the benefits of growth equitably.
Even under this scenario, the harsh reality is
that over 2.2 billion persons will be living
below the $2 per day income level in the year
2015—some 36 percent of developing country
population. Without macroeconomic stability,
improved governance and sustained structural
reforms, including for example, improvements
in the provision of public services and infra-
structure, as well as enhancing the participa-
tion of the poor in growth, the pattern of
growth that underlies the baseline scenario
will not be realized, and millions more people
will remain in poverty.

A faster rate of growth is possible. This re-
port explores the potential for more rapid
growth associated with an acceleration of
global integration. Reducing barriers to trade
in merchandise and services can accelerate
growth if adequately supported by domestic
policies and development assistance. These
policies and their consequences, the focus of
this report, are analyzed further in Chapter 6.

Under-5 mortality

One of the most important international devel-
opment goals for 2015 concerns infant and
child mortality. Are these goals likely to be
achieved under the scenario of growth and ris-
ing incomes? To project under-5 mortality, we
link long-term growth and urbanization,
shown to be effective predictors of child and
maternal health status and expected outcomes
in under-5 mortality.1” Figure 1.20 presents the
baseline forecast and compares it with the offi-
cial IDG target. The only region with a fore-
cast achieving the goal is South Asia (SAS).
Three of the other regions are likely within
range of achieving the target: East Asia (EAP),
Middle East and North Africa (MNA), and
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Figure 1.20 Under-5 mortality—hopes and aspirations

Under-5 mortality rates—East Asia and Pacific

60
i < 50 TN
\\ 40 \
~ & T
\\ 20 \
10
L e B S s B S B B B N A [0 e s s e e s s s s s e
1990 1995 2000 2005 2010 2015 1990 1995 2000 2005 2010 2015
= Hist + Forecast === Target e Hist + Forecast === Target
Under-5 mortality rates—South Asia Under-5 mortality rates—Middle East and North Africa
80
VaN 70 —\
\\A 60 \A
\\’\ 50
\\ 40
30
20
10
L L 0VVVVVVVVVVVVVVVVVVVVVVVVVVV
1990 1995 2000 2005 2010 2015 1990 1995 2000 2005 2010 2015
=== Hist + Forecast === Target == Hist + Forecast === Target
Under-5 mortality rates—Europe and Central Asia Under-5 mortality rates—Latin America and the Caribbean
60
< ik
40 ~
” e
\ 20
— \
10
LN I N L N N N I A A N B I A B I B A B B B B 0VVVVVVVVVVVVVVVVVVVVVVVVV
1990 1995 2000 2005 2010 2015 1990 1995 2000 2005 2010 2015
= Hist + Forecast === Target = Hist + Forecast === Target

Source: Economic Policy and Prospects Group; World Bank/Latin America Region staff.

32




Latin America (LAC). Europe and Central Asia
(ECA) is not likely to achieve its target based
on this scenario. And Sub-Saharan Africa
(SSA) is well off the target path. SSA has al-
ready deviated significantly over the last dec-
ade, and the current forecast foresees little
closing of the gap.

Conclusions
B oth the short-term outlook and the long-
term analysis underscore the importance
of realizing accelerating growth. One way to
create incentives to grow is for developing
countries to deepen their participation in the
global economy. And that is the subject of the
remainder of this report.

Notes

1. Japan Financial Services Agency, January 2001,
and Japanese Banks 2000, Japanese Bankers Association.

2. Source for data is U.S. Treasury. It should be
noted that the United Kingdom accounts for about 50
percent of portfolio investment flows, channeling Eu-
ropean and well as developing country and offshore
funds into U.S. assets.

3. For example, major shipping lines increased
freight rates to South Asia by 10 to 15 percent.

4. Notably, the share of U.S. export value shipped
by air has risen from 25 percent a decade ago to 40
percent in 2001, with 75 percent of total high-tech ex-
ports moving by air.

5. For example, around 65 percent of holidays
booked for the Caribbean had been canceled in the
weeks after the attack.

6. For example, the Brazilian real depreciated 27
percent relative to the dollar in the first half of 2001,
contributing to the 12.9 percent decline in soybean
prices and 11.6 percent drop in vegetable oil prices in
the same period. Indonesia’s currency depreciated 21
percent (from December to April), which pushed dollar
prices for palm oil and natural rubber down. Thailand,
the world’s largest rice exporter, had a year-to-date cur-
rency depreciation of 8 percent, contributing to a 9
percent decline in rice prices.

7. In the U.S. Pacific Northwest, 1.6 million tons of
aluminum capacity has been closed—equivalent to 7
percent of world capacity—because of the electricity
crisis in California.

8. Support for eastward expansion of the EU has
waned markedly in existing member countries, a trend
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that was highlighted most recently by Ireland’s “no”
vote on the Treaty of Nice (which makes changes to the
voting structure of the EU to accommodate a larger
membership).

9. The main strategy in developing the baseline sce-
nario is that GDP growth rates are given and the model
solves endogenously for a technology parameter consis-
tent with the GDP target. The following assumptions
underlie the base-case scenario. The baseline assumes
that population and labor supply growth is exogenous.
The latter is proxied by the growth of the population
aged between 15 and 65 years, and implicitly assumes
that participation rates are constant. Agricultural pro-
ductivity is fixed at 2.5 percent per year. Manufacturing
productivity is assumed to be 2 percentage points
greater than services productivity. International trans-
portation margins decline by 1 percent per year in the
baseline. Income elasticities are fixed at base year levels.
This involves recalibrating the parameters of the con-
sumer demand system between solution periods. Capi-
tal accumulation is modeled as the previous period’s
depreciated capital stock augmented by the previous
period’s level of investment (including net foreign in-
vestment). The model tracks capital vintages with sub-
stitution elasticities, typically lower for installed capital
than for new capital. Countries with higher rates of in-
vestment will exhibit more flexibility over time. Foreign
capital flows are fixed at base year levels (ensuring at
least their sustainability). Fiscal policies are unchanged
at their base year levels, except for direct taxation that
adjusts to target a given fiscal deficit.

10. This is distinct from a forecast in the sense that
unforeseeable positive or negative shocks—from tech-
nology, politics, or other sources—are virtually certain
to occur, and will push up or down actual perfor-
mance, especially at the regional level.

11. While one of the key outcomes of the baseline
scenario is the endogenously determined productivity,
many other variables of interest are generated endoge-
nously in the baseline—relative factor prices, real ex-
change rates, terms of trade, bilateral trade flows, and
the composition of demand and output.

12. The above analysis provides a framework for
assessing the world distribution of income and rates of
conversion, but says nothing about how this outcome
is achieved or what policies are needed to help bring
about these outcomes or even improve them. The
analysis relies to a large extent on an applied general
equilibrium model of the global economy. The model
reflects key facets of economic theory—the most im-
portant being that supply equals demand. This frame-
work ensures that all economic flows are fully consis-
tent—at the individual, national, and global level. The
model abstracts from some real world phenomenon,
notably international financial flows are not modeled
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explicitly, allowing differential rates of return across
nations. Nor are there linkages between monetary phe-
nomena and the real economy, for instance, when the
model exhibits super-neutrality.

13. Reducing poverty by one-half in 2015 (com-
pared with the 1990 level) is one of the key develop-
ment goals (see for example http://www.paris21.org/
betterworld).

14. Historical discussion based on David Dollar
(2001), Bourguignon and Morrisson (2001) and Chen
and Ravallion (2000).

15. The long-term per-capita consumption growth
forecast for developing countries has dropped from
3.5 percent to 3.4 percent (average per cent change per
annum), though with variation across regions.

16. The household surveys and national income ac-
counts on which forecasts are predicated are undergoing
continual review and methodological changes, espe-
cially for large countries, which can have important ef-
fects on overall poverty assessments. For example, the
poverty levels for India may well be revised downward
even further next year, once the new household survey
has been thoroughly evaluated in conjunction with na-
tional authorities.

17. This is based on the pioneering work initi-
ated by Quentin Wodon of the World Bank’s Latin
American Region. We link long-term GDP forecasts to
econometrically estimated relations with selected Inter-
national Development Goals (IDGs). The work under-
taken in the Latin American Region has used panel es-
timation techniques to fit a relation between the IDGs
and GDP and the rate of urbanization, two important
determinants of health access. In order to allow for
varying elasticities (with respect to income and urban-
ization levels), the LAC estimation procedure used
spliced data. The forecast presented here uses a logistic
function that has continuously variable elasticities (al-
though with constant signs). The estimation procedure
is based on pooled data on a regional level. It is as-
sumed that the relation between per capita GDP growth
and the rate of urbanization is uniform across coun-
tries within a region, although the elasticities them-

selves will be country-specific and related to the level of
economic development.
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Market Access and the

World’s Poor

ith the conclusion of the Uruguay

Round and a wave of unilateral re-

forms, barriers to trade have fallen
substantially around the globe, spurring the
growth of world trade. Developing countries as
a whole gained significant market share—about
7 percent—in world nonenergy merchandise
trade, thanks mainly to ambitious domestic pol-
icy reforms in the 1990s.

Global protection bits the poor hardest
However, progress in lowering barriers has
lagged in two of the sectors with both the high-
est protection and with the greatest impact on
poverty—agriculture and labor-intensive man-
ufactures (such as textiles and clothing). Agri-
culture and other labor-intensive products mat-
ter to the world’s poor because they represent
more than half of low-income countries’ ex-
ports, and about 70 percent of least-developed
countries’ export revenues.

Developing countries themselves are part of
the problem. Although South-South trade is a
much smaller share of total trade, average tar-
iffs in manufactures are three times higher for
trade among developing countries than for
exports to high-income countries. Taken to-
gether and because of high protection for labor-
intensive products around the globe, the world’s
poor face tariffs that are, on average, roughly
twice as high as those imposed on the nonpoor.

Protection that affects the poor takes several
forms, including tariff peaks, quotas for textiles
and clothing, tariff escalation, and agricultural
subsidies in high-income countries. In textiles

and clothing, the opening of markets has been
slow, because the implementation of the World
Trade Organization (WTO) agreement allows
importers the leeway to select the products
to be freed of quota restrictions. Thus despite
progress made by the agreement, foregone ex-
port earnings for developing countries are size-
able. And due to still-high tariffs, market access
will remain restricted even after the quotas

have been abolished in 2005.

A “development round” would help—
These issues provide fertile areas where recip-
rocal negotiations in a “development round”
could provide substantial benefits for develop-
ment. Open trade in agriculture and labor-
intensive manufactures would raise incomes
among the world’s poor.

—but effectiveness requires cooperative
policies to complement negotiations

Global cooperation beyond negotiations could
also expand trade. For example, most prefer-
ential access schemes to high-income countries’
markets only partly breach the walls of pro-
tection. Their limited coverage and various
other impediments to trade undermine their
otherwise positive effects. The recent European
Union’s “Everything But Arms” initiative miti-
gates these problems by removing barriers on
exports from least-developed countries. Exten-
sion of this initiative to the United States,
Japan, Canada, and other higher-income coun-
tries would greatly stimulate the exports and
growth of the least-developed countries.
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Beyond these, “aid for trade” can help
countries take advantage of new market open-
ings. Providing assistance for countries to im-
plementing WTO-sponsored reforms, design-
ing programs that protect the poor during
reform, and upgrading work skills will help
ensure that trade benefits the poor. Moreover,
domestic reforms and assistance to improve
backbone services—such as transport, finance,
and communications—can better link the poor
to the global marketplace.

A changing landscape of
merchandise trade

he 1990s witnessed a boom in world

trade, with an average annual increase of
6.3 percent in the volume of global merchan-
dise trade (1990-99)—outpacing global gross
domestic product (GDP) growth by an aver-
age 4.2 percent per year over the same time
period. Exports grew faster than output in
every major region.

Developing countries gained market share
in world merchandise trade—

The share of developing countries in global
export markets rose by almost 7 percentage
points, to about 25 percent of world non-
energy merchandise trade, primarily on the
strength of superior performance in manufac-
turing (figure 2.1). However the details behind
these headlines reveal divergent trends—with
some sectors and some countries enjoying ex-
ceptional growth, while others remained al-
most stagnant.

—but poor countries remained

on the sidelines, dependent on slow
growing commodities and labor

intensive manufactures

Developing countries as a whole improved
their penetration of world markets, but the ex-
port share of the 49 least-developed countries
(LDCs) shrank from 3 percent in the 1950s to
around 0.5 percent in the early 1980s, and has
hovered around this very low rate over the last
two decades (UNCTAD 2001). The least-

developed countries continue to be dependent
on agriculture and labor-intensive manufac-
tures, which together account for about 70
percent of LDC exports.

The expansion of trade volumes in these
sectors did not keep pace with world trade
growth, which has undermined the growth
prospects of the LDCs and hindered the battle
to reduce poverty. South-South trade repre-
sents about 30 percent of low-income coun-
tries’ nonenergy merchandise exports, and is
more important than for middle-income coun-
tries. Exports of low-income countries to other
developing countries increased rapidly, espe-
cially in agriculture. In labor-intensive man-
ufactures, South-South trade is far more
important in textiles than it is in clothing, foot-
wear, and leather, both for low-income and for
middle-income countries.

Moreover across products, the increase in
developing countries’ exports was uneven. In
labor-intensive manufactures, developing coun-
tries” market share increased sharply and now
surpasses that of high-income countries. By con-
trast, in agriculture, another labor-intensive sec-
tor, developing countries’ market share rose
more modestly. This rise in market share was
driven by South-South trade, with about one-
third of all developing countries’ agricultural
exports now directed to other developing coun-
tries—up from just about 20 percent in the early
1990s. The slow increase of developing coun-
tries’ share in world agricultural exports partly
reflects developing countries’ export diversifica-
tion out of agriculture, and partly reflects sur-
plus production from high-income countries.

Exports of the poorest countries are even
more concentrated in agriculture and labor-
intensive manufactures. Sub-Saharan African
agricultural products provide about 60 per-
cent of export revenues, with little contribu-
tion from manufactures.!

Labor-intensive exports can spur

pro-poor growth

In developing countries—in particular the
poorest where inexpensive labor is plentiful—
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Figure 2.1 Changing global trade patterns

Export growth outpaced growth of output
everywhere—
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export-led growth can accelerate the reduction
of poverty. Faster export growth can boost
income growth of the poor, first, by stimulating
overall economic growth. On average, every
additional percentage point of growth in house-
hold consumption reduces the number of peo-
ple living on less than $1 a day by an estimated
2 percent (World Bank 2000a). And among all
developing countries, successful integrating
countries—the top third of developing coun-
tries ranked by an increase in trade-GDP ra-
tios—grew faster (Dollar forthcoming). During
each of the past two decades, the developing
countries that have had fast export growth—
leading to an increase in the share of nonenergy
merchandise exports in GDP—have also had,
on average, 1 percent higher real GDP growth
(figure 2.2).

But if growth is necessary to reduce poverty,
the pattern of growth also matters. Export-led
growth can reduce poverty more directly when
it fosters employment in labor-intensive sectors

Figure 2.2 A rising share of exports in
GDP is associated with faster growth
Average real GDP growth per year, percent

3.5

W 1980-89 [0 1990-99

25 |

Decreasing export
share in GDP

Increasing export
share in GDP

Note: Sample includes only developing countries. Exports
refer to nonenergy merchandise exports. Data from
national accounts in constant 1995 dollars. Number of
countries with increasing (decreasing) export share in

GDP: 1980-89: 23 (63), 1990-99: 57 (29).

Source: World Bank staff calculations.

where the poor have a stake. Capital-intensive
and import-substituting growth has generally
not been effective in alleviating poverty; agri-
cultural growth, where there is a low concen-
tration of land ownership and labor-intensive
technologies are used, has almost always helped
to alleviate poverty (Gaiha 1993; Datt and
Ravallion 1998). Exports of textiles and cloth-
ing have also spurred labor-intensive growth in
manufacturing, contributing to the reduction of
urban poverty, especially among women.

—Agricultural exports can reduce

rural poverty

Rural poverty accounts for nearly 63 percent
of poverty worldwide, reaching 90 percent in
China and Bangladesh, and between 65 and
90 percent in Sub-Saharan Africa (Khan 2000).
Developing countries that have had more rapid
agricultural export growth have also tended to
have more rapid growth of agricultural GDP
(figure 2.3). Thus increased agricultural ex-
ports contribute to increased agricultural in-
come growth and reduced rural poverty.

The effects of trade growth on poverty
would be muted if exports expanded at the
expense of domestic food production. But in
most cases, increased exports of nonfood agri-
cultural commodities (such as coffee, cocoa, or
cotton) provided hard currency to purchase in-
puts for food crop production, which boosts
overall agricultural growth. In Vietnam, for ex-
ample, nonfood crop production and U.S. dol-
lar exports (primarily coffee) rose by about 15
percent per year from 1990 to 1998, following
economic reforms. This boosted fertilizer use
and contributed to a nearly 50 percent rise in
food crop production over the same period.
Agricultural GDP grew by 4.6 percent per year,
and rural poverty fell to 45 percent in 1998—
down from 66 percent in 1993 (World Bank
2000b).

In Uganda, nonfood crop production
surged following marketing liberalization in
the early 1990s. This surge was followed by a
tripling of fertilizer use and a rise in food crop
production. Thus, increased exports (primar-
ily coffee) boosted agricultural GDP growth
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Agriculture GDP vs. export growth

Agricultural GDP growth (percent/year, 1980-98)

Figure 2.3 Increases in exports and agricultural production go hand-in-hand
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to about 4.4 percent per year, and eventually
contributed to increased exports of other crops,
creating a virtuous circle in agriculture. Rural
poverty fell from 60 percent in 1992 to 39
percent in 2000, and among the poorest quin-
tile of population primary school enrollment
rose from 51 percent to 69 percent in the same
period (World Bank 2001a).

Cross-country comparisons confirm that in-
creases in agricultural exports rarely occur at
the expense of food crop production. Rather
than competing for scarce resources, the two
are positively correlated at the national level
(figure 2.3). Thus increased agricultural ex-
ports and increased food production are a win-
win combination for developing countries.

Exports of textiles and clothing tend to
reduce urban poverty—

Many developing countries have become major
exporters of textiles and clothing (T&C), but
others, especially in Sub-Saharan Africa, have
yet to take advantage of this card. Low-cost
labor and a competitive exchange rate are two
important enablers of T&C exports. Institu-

tional arrangements that give duty-free and ef-
ficient access to inputs and foreign investors are
no less important. Most success stories among
developing countries confirm that booming ex-
ports of textiles and clothing fostered broad
output growth (table 2.1).

Increased T&C exports are associated with
growth of local manufacturing, through de-
mand linkages and increased purchasing
power among workers. In all successful textile
exporters the share of private investment in
GDP considerably increased during export
booms. However, to benefit from backward
linkages, the domestic suppliers of the T&C
industry must be competitive and responsive.2
For example, Pakistan seems to be a case of
low industrial linkages and spillovers, as the
increase in the share of manufacturing value
added in GDP was just about the same as that
of the T&C industry. Pakistan remained fo-
cused on protective policies to boost the cot-
ton-processing sector on the back of abundant
domestic cotton production (including, for ex-
ample, export controls on cotton), rather than
relying on globally integrated production
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Table 2.1 Major export booms in textiles and clothing and effects on economic performance and poverty
Bangladesh! Madagascar Mauritius Pakistan Tunisia

Period 1975-80 1980-95 1992-95 1996-99 1980-85 1986-92 1980-85 1986-90 1980-86 1987-93
Share of T&C in exports (%) 0.2 39.3 Va4 19.1 27.7 47.8 36.5 53.7 19.3 34.7
Real GDP growth per year (%) 3.3 4.7 1.2 3.6 27 7.4 7.4 6.0 3.9 4.3
Share of manufacturing value

added in GDP (%) 16 16.4 14.3 15.0 16.9 23.9 15.6 16.9 13.5 16.6
P > Total Head Count 58.5 53.1 60.2 — 19.5 10.6 49.6 33.9 19.9 14.1

overty rate
Urban Head Count 50.2 35.0 — — — — 38.2 28.0 12.0 8.9

Note: 'Exports of clothing. 2According to the national definition-end of period. For each country, the second column, indicates T&C export booms.
Source: World Bank staff calculations.

using best-available materials. By contrast, in
Mauritius and Tunisia, T&C export growth
was accompanied by broad manufacturing
growth.

Growth in textiles and clothing also bol-
sters employment and real wages. In Mauri-
tius, growing T&C exports had a tremendous
impact on unemployment, which was at 14
percent before the export boom and was
virtually absorbed by 1992. Eventually the
shortage of labor became a constraint on the
expansion of output, bringing about a nearly
50 percent wage increase. Part of Mauritius’
T&C production moved thus to Madagascar.

Because of faster employment and wage
growth for low-skilled workers in all countries
with T&C export booms, poverty declined sig-
nificantly (table 2.1). As T&C manufactur-
ing is typically concentrated in urban areas,
urban poverty was more drastically reduced. In
Bangladesh, one of the poorest countries with
overwhelming rural population, total poverty
declined slowly; however during the export
boom in clothing, urban poverty dropped by
almost one-third (World Bank 1999b). Thus
to effectively contribute to the reduction of
poverty, trade liberalization in agriculture and
labor-intensive manufactures must go hand in

hand.

—but trade liberalization affects the poor
in various ways

Domestic trade policy reform lays the ground-
work for better use of productive resources to

improve export performance. Poor workers
and farmers will benefit from domestic trade
policy reform, thanks to faster export growth,
increased demand for their labor, and higher
wages and producer prices. But trade liberal-
ization can also affect the poor in the short
term in complex ways that depend on country
circumstances (see Winters 2000). These effects
are difficult to track because trade policy re-
form is often undertaken in tandem with other
major reforms that may also affect the poor—
such as labor market reform, product market
deregulation, or public enterprise reform.

Trade policy does have important short-
term effects on the poor through three chan-
nels. Trade policy reform will, first, affect the
poor by changing the prices of their consump-
tion basket. Trade liberalization will shift rel-
ative prices, eventually increasing the prices of
traded relative to nontraded goods and reduc-
ing the prices of imported relative to locally
produced goods.

The overall impact on the poor through the
price channel depends both on the composition
of their consumption and on other reforms that
may concurrently affect prices (such as the
phasing out of subsidies and price controls). On
balance, in net food exporting countries, while
poor farmers may gain from higher producer
prices, poor urban dwellers may suffer from
higher food prices. In Ghana for example,
while the rural sector gained from the reform
and overall poverty was substantially reduced,
living standards in Accra deteriorated in
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1988-92. By contrast, in net food importing
countries, poor consumers may benefit from
lower domestic prices of imported food. Expe-
rience from Haiti illustrates the complex impact
of trade liberalization on the poor (box 2.1).
Second, wages and employment may not
always change as expected, depending on the
pre-reform structure of protection. If for ex-
ample, the protected sectors employ many of
the poor, they may suffer in the transition to
an open trade regime. This is more likely in
middle-income countries, where sectors inten-
sive in unskilled labor are often protected as
they face stiff competition from low-cost pro-
ducers (Davis 1996; Wood 1997). For exam-
ple, in Mexico, a country that implemented an
ambitious trade policy reform program from
1985 to 1988, the nominal tariff and import
license coverage in apparel and footwear was
among the highest in manufacturing (Revenga

MARKET ACCESS AND THE WORLD’S

1995). A similar pre-reform pattern of protec-
tion was also found in Morocco (Currie and
Harrison 1997). A more common pattern is
that the politically connected sectors that re-
ceive the most protection are the ones em-
ploying workers with higher wages.

A third channel is through the effects of
government taxing and spending. Institutional
disruptions can mitigate the benefits of trade
liberalization for the poor. The abolition of the
marketing boards for export crops sometimes
led to abandoning key services that they often
provided—such as research, quality monitor-
ing, maintenance of rural roads, and credit to
small farmers (Winters 2000; World Bank
2000a). In Zambia, for example, the abolition
of the marketing board led to abandoning the
purchase of maize in remote areas. There is
also concern that, in the absence of reforms to
broaden the tax base, reduced government rev-
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enues from trade-related taxes may trigger a
decrease in social expenditures targeted for the
poor. For example, Tanzania trade policy re-
form in the mid-1980s shifted income toward
the largely untaxed small farmers, small enter-
prises, and the informal sector, thus reducing
the domestic tax ratio (Kanaan 2000).

In sum the evidence is clearer on the long-
term consequences for the poor: on average,
in countries where outward orientation has in-
creased, income growth of the poor has kept
pace with mean income growth (figure 2.4).3
And on average, globalizers have grown faster,
thus witnessing accelerated reduction of poverty.
By contrast, countries where outward orienta-
tion has decreased have seen slower growth,
and the poor in those countries have also
fallen behind. Nonetheless the transition to
these higher growth rates can take time and
reform can impose short-term costs on the
poor in some countries. Hence, governments
have to design trade reforms carefully, provide

Figure 2.4 In globalizing economies the
poor participate in stronger growth
Percent of change per year

Average income growth

25
2.0 \
Income growth of the poorest
20 percent of the population
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1.0
0.5 —
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Note: Sample includes 129 time periods, based on
developing countries’ household surveys. Outward
orientation is measured by the share of trade flows
(the sum of exports and imports) in GDP. Periods of
increasing outward orientation are those when the
share of trade flows in GDP increases by at least 0.5
percentage points per year.

Source: World Bank staff calculations.

adequate social protection, and ensure maxi-
mum access to retraining opportunities.

Market access barriers
limit export opportunities of
developing countries

he Uruguay round of trade negotiations

made a significant contribution toward
lowering global barriers to merchandise trade
on two fronts: improving market access, thanks
to the reduction of tariffs and quantitative
restrictions on a number of products; and ex-
tending multilateral disciplines to previously ex-
cluded sectors—particularly agriculture, textiles,
and clothing. As a result of multilateral trade ne-
gotiations and unilateral reforms, average tariff
rates have been halved—although they still re-
main high in South Asia and in the Middle East
and North Africa (figure 2.5).* Progress in low-
ering tariff barriers has been particularly im-
portant for more skill-intensive manufactures,
on which an increasing number of developing
countries in East Asia, Eastern Europe and Cen-
tral Asia, and Latin America rely for exports.
For example, the largely duty-free trade in in-
formation technology products that came into
force with the “Information Technology Agree-
ment” of the Uruguay Round strongly boosted
South-North trade in the information and com-
munications technology sector.

Tariff walls are high, especially in
labor-intensive products

However despite progress, labor-intensive
products still remain extensively protected.
Tariff protection for agricultural commodities
is higher than for manufactures, both in indus-
trial and in developing countries. But in high-
income countries the average tariff rate on
agriculture is almost double the tariff for man-
ufactures. Applied tariffs on labor-intensive
manufactures also largely surpass the average
for industrial goods. Compared to industrial
products as a whole, labor-intensive manufac-
tures are again more protected in high-income
than in developing countries, by an estimated
one-third.
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Figure 2.5 Tariffs still impede trade

In a decade, average tariffs have been almost
halved—
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Labor-intensive manufacturers are also
sheltered—

Average MFN tariffs in 1997-99 (unweighted, in percent)

—but tariff protection in agriculture is higher than in
manufactures.
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—as widespread tariff peaks shelter agriculture and
labor-intensive manufactures in the Quad
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Tariffs escalate steeply in the Quad—
especially in agriculture—

Average unweighted tariffs in percent (1998-99)

Note: Tariff peaks are defined as tariffs greater than 15 percent.

Source: World Bank, based on OECD tariff files.

—but tariff escalation is also common in developing
countries
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Trade barriers on labor-intensive products
are commonly raised through tariff peaks (tar-
iffs exceeding 15 percent) on imports of “sensi-
tive commodities.” Imports at tariff peaks rep-
resent about 5 percent of total Quad (Canada,
European Union (EU), Japan, and United States)
imports from developing countries, and more
than 11 percent of total Quad imports from
LDCs (Hoekman, Ng, and Olarreaga 2001).

Within the Quad, tariff peaks are wide-
spread but their pattern differs (figure 2.5). In
North America, tariff peaks are commonly
found in industrial goods, particularly on im-
ports of textiles and clothing. By contrast, tar-
iff peaks in the EU and Japan are common in
agriculture—especially on imports of processed
food, and tariff peaks on imports of footwear
are widespread across all Quad markets and
surpass those found in textile and clothing. In
developing countries, tariff peaks are prevalent
also, because applied tariffs are close to the tar-

iff peak threshold.

Tariff escalation is a major concern for
developing countries

Tariffs often rise significantly with the level of
processing (tariff escalation) in many high-
income and developing countries. Tariff esca-
lation in high-income countries has the poten-
tial of reducing demand for processed imports
from developing countries, hampering diver-
sification into higher-value added exports
(Blackhurst, Enders, and Francois 1996).

In high-income countries, tariffs escalate
steeply, especially on agricultural products (fig-
ure 2.5). In the Quad, tariffs on more processed
agricultural commodities are comparatively
higher in the EU and Japan, while in the United
States there is evidence of reverse escalation be-
tween unprocessed and semiprocessed com-
modities. Though less prevalent, tariff escalation
also affects imports of industrial products—es-
pecially at the semiprocessed stage. Examples of
such products, in which many developing coun-
tries have a comparative advantage, include tex-
tiles and clothing; leather and leather products;
wood, paper, and pulp; furniture; rubber prod-
ucts; and metals.

In developing countries, too, the average tar-
iff for fully processed agricultural products and
manufactures is higher than on unprocessed
products. The reduction of tariff peaks in the
Quad and other countries would mitigate tariff
escalation. In the EU and Japan, for example,
tariff peaks are more widespread on imports of
processed food than on primary food imports
(figure 2.5). Trade of products where more
processed exports from LDCs have a chance of
breaking through would thus receive a boost.

Despite progress, trade in agriculture
remains heavily distorted

The Uruguay Round Agreement on Agriculture
(URAA), which came into force in 1993,
marked an important step in improving access
to sheltered agricultural markets in high-
income countries. A wide range of nontariff
barriers was abolished, including quantitative
import restrictions, variable import levies, and
discretionary import licensing. These barriers
were converted to ordinary tariffs (tariffica-
tion). Existing and new tariffs were bound, and
these bindings were subject to reduction. De-
veloping countries were allowed more compli-
ance flexibility through longer implementation
periods and lower reduction commitments.

Because international agricultural prices in
the base period for the URAA (1986-88) were
way below high domestic prices supported by
quotas, the conversion of quotas into tariff
equivalents resulted in high rates of tariff pro-
tection (OECD 2001a; World Bank forthcom-
ing). Moreover tariff reduction commitments
involved a simple average across products, cre-
ating much leeway to spread reductions un-
evenly, with lower cuts in more sensitive com-
modities. Hence scheduled tariff reductions over
the URAA implementation period may not have
reduced protection enough to significantly im-
prove market access and boost agricultural
trade (Diakosavvas 2001).

Tariff peaks in agriculture occur frequently
on processed products and temperate commodi-
ties. They are less common on unprocessed fruits
and vegetables and tropical commodities, which
are not produced in high-income countries but
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are major export crops of least-developed coun-
tries. Thus tariff peaks could be seen as not tar-
geting developing countries in particular, since
such tariff peaks can be found where market
shares of developing countries in Quad imports
are comparatively low. However, many devel-
oping countries in temperate zones have the
potential of competing as lower-cost producers
in temperate commodities. Hence besides pro-
viding sizeable market price support to high-
income countries’ producers, developing coun-
tries’ exporters may be displaced by high tariff
peaks, especially in the EU where intra-EU trade
is duty-free. Indeed, intra-EU trade in product
groups with a high share of tariff-peak lines is
prevalent, at about 70 percent of EU countries’
agricultural imports. By contrast, when tariff
peaks are less widespread, non-EU suppliers
seem to have more opportunities.

Concerns about market access also arise
from the poor performance of tariff quotas
(TRQs) introduced by the URAA with the aim
of securing a minimum level of market access.’
The average fill rates of TRQs have been low
and declining, from 67 percent in 1995 to 63
percent in 1998, while about a quarter of tar-
iff quotas were filled to less than 20 percent.
Evidence as to whether the method of adminis-
tration of tariff-quota allocations may have an
influence on the fill rates is still unclear (WTO
2001; OECD 2001a). But the low fill rate
could reflect high “in-quota” rates; in some
Quad markets in-quota rates are above the av-
erage for agriculture (OECD 1999a). And, for
specific products, over-quota rates skyrocket—
such as the EU 130 percent tariff for above-
quota bananas.

Support to agriculture is sizable

and growing

At an estimated $245 billion in 2000—about
five times the level of international development
assistance—support to agricultural producers in
high-income countries remains sizeable (OECD
2001b). Total support to agriculture (as defined
by the OECD) is even higher, at about $327 bil-
lion in 2000—or 1.3 percent of OECD coun-
tries’” GDP.6
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Support is often rationalized on the non-
economic benefits of agriculture, which are
not properly valued by the market—such as
environmental protection, food security, and
maintenance of rural communities (Winters
1990; Maier and Shobavashi 2001). But exten-
sive support may be counterproductive for
these goals because subsidies, in addition to ac-
counting for the “multifunctionality” of agri-
culture, have a number of side effects. For ex-
ample, production-linked subsidies encourage
environmentally unsustainable farming prac-
tices, boosting the use of chemicals, fertilizer,
and fuel in order to produce additional output
beyond what competitive conditions would
dictate. Agriculture now thus contributes about
one-fifth of global greenhouse gases—50 per-
cent of methane and 70 percent of nitrous
oxide—while high-income countries account
for the major share of global agricultural green-
house gas emissions (OECD 1999b).” Enhanc-
ing the environmental performance of agricul-
ture remains a challenge, but efforts should rely
on appropriate incentive policies, tailored to
local environmental circumstances and de-
mands (OECD 2001d).

Production-related support in high-income
countries also distorts agricultural commod-
ity trade and affects developing countries. It
boosts production of agricultural commodi-
ties and reduces agricultural imports, thus dis-
placing developing-country exports in high-
income countries’ markets. The case of the
U.S. subsidies to sugar producers illustrates
both the pernicious impact of support on de-
veloping countries’ exporters, and the large
costs borne by high-income countries’ con-
sumers and taxpayers (box 2.2).

The unwanted production surpluses are
dumped into world markets with the aid of
export subsidies, depressing prices for many
temperate agricultural commodities (Burfisher
2001). The case of growing EU exportable
surpluses of wheat illustrates the potential dis-
tortions to trade (box 2.3). The incidence is
generally negative for agricultural exporters—
especially developing countries that export
temperate commodities or have the capacity of
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Steady support to U.S. sugar producers
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becoming low-cost exporters. There are also,
however, benefits for net food-importing devel-
oping countries from lower import prices for
food (Freeman and others 2000).

The URAA also covered trade-distorting
measures of support and export subsidies (box
2.4). The value of support subject to reduction
commitments in OECD countries declined sig-
nificantly, to about 65 percent of its level in
the base period. However during the imple-
mentation period, this was largely offset by in-
creased support under measures exempt from
reduction commitments, so that in 1997 over-
all support was practically unchanged from its

base-period level.® Subsidies that were exempt
from reduction commitments now account for
about 60 percent of total OECD-country agri-
cultural support, even though some of these
subsidies may affect production and trade
(OECD 2001a).

The overall level of support to producers—as
measured by the OECD’s producer support esti-
mates (PSE)—has further increased since 1998,
in response to the decline in world commodity
prices, and now represents about 35 percent of
gross farm receipts (figure 2.6).° And because
support is counter-cyclical, it insulates farmers
in high-income countries from changes in world
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prices and makes production less responsive to
swings in demand. As a result, world commod-
ity prices become more volatile, and during
downturns the burden of adjustment is shifted
disproportionately to producers in developing
countries who enjoy much lower levels of sup-
port (Tyers and Anderson 1992; Winters 1994).

Over the past 15 years support to agriculture
in high-income countries has declined only mar-
ginally as a share of gross farm receipts. The
outlook is unclear, because the reduction com-
mitments are sectorwide, allowing governments
much leeway to target the reductions, while in-
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creasing support for specific “sensitive” com-
modities. Many commodities of export interest
for developing countries remain heavily subsi-
dized—such as, for example, rice and sugar,
where support covers as much as 80 and 45 per-
cent of gross farm receipts (OECD 2001Db).

Export subsidies are particularly
damaging

The effectiveness of URAA in disciplining ex-
port subsidies is also questionable. Because ex-
port subsidies in the 1986-88 base period were
sizeable, the limited reduction commitments
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taken in the URAA leave broad margins for
continued subsidization. Thus for a number of
products, permitted subsidized exports during
URAA implementation were larger than actual
subsidized exports in the first half of the 1990s
(OECD 2001a; World Bank forthcoming). And
the share of subsidized exports has even in-
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creased for many products of export interest to
developing countries. For example, subsidized
exports of wheat represented 25 percent of total
wheat exports in 1998, up from 7 percent in
1995, while subsidized exports of sugar rose to
31 from 19 percent in the same period (Ingco
and Winters 2001).
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Figure 2.6 Support to agriculture in the
Quad is growing . ..
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In the EU, the Agenda 2000 Common Agri-
cultural Policy (CAP) reform marked a step in
the right direction to reduce the need for ex-
port subsidies by cutting the support prices for
cereals, beef, and dairy, but it is unlikely to
be sufficient to eliminate the EU exportable
surpluses in the years ahead. In addition to di-
rect export subsidies, officially supported ex-
port credits have expanded during the 1998
Asian financial crisis, and are largely used in
the United States. By resulting in targeted cost
discounts for buyers, export credits might have
similar distorting effects on trade as direct ex-
port subsidies. The URAA called for negotia-
tion of export credit disciplines, which has not
yet been achieved.

Due to remaining restrictions on textiles
and clothing, developing countries forego
sizeable export earnings

The Uruguay Round Agreement on Textiles
and Clothing (ATC) provides for the gradual
phaseout of the multifiber arrangement (MFA)
country—specific quotas over a 10-year period,
ending in 2005 (box 2.5). The ATC was an im-

portant step to improve developing countries’
access to high-income countries’ markets, be-
cause it became very difficult for the importers
to introduce new quotas. Moreover, the ATC
abolished voluntary export restraints in re-
sponse to pressure from developing countries.
These measures were identical in form with the

MFA quotas.

However the effectiveness of ATC in freeing
up markets has been limited by two main short-
comings. First, scheduled quota integration is

“back-loaded,” with quota-

for nearly half of all imports

free market access
due only at the end

of the transition. Hence the transition is un-
likely to be smooth for currently shielded pro-
ducers. This could disrupt the post-ATC regime
by encouraging calls for higher tariff protection,
or for more intensive use of contingent protec-
tion measures (box 2.6). And in textiles, after
the Uruguay Round, the use of contingent pro-
tection measures has increased faster than in

other sectors. In 1998-99,

initiations of an-

tidumping investigations in textiles represented
11 percent of total, up from only about 5 per-
cent, on average, in 1990-92 (WTO 2001).
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Second, the ATC rules for the removal of
quotas are framed in terms of overall import
shares in textiles and clothing, rather than in
terms of the number of quotas. This allows
importing countries the leeway to select the
products to be freed of quota restrictions in
each step, which slows the pace of liberali-
zation.'0 Up to 2000, more than 33 percent
of trade was integrated, fulfilling the mini-
mum ATC requirements. But products that
have been freed of quotas by the EU and the
United States represent only small shares of
their total textile and clothing imports—about
6 percent of 1995-97 imports for the United
States and less than 5 percent for the EU
(ITCB 1999). Moreover, the products of inter-
est to developing countries that were inte-
grated tend to have low value added—such as
tops, yarns, and fabrics—with clothing repre-
senting only a small share of the total.

Due to the slow pace of the liberalization,
potential benefits for developing countries are
being eroded, and foregone export earnings are
sizeable. For example, on current trends, the
share of intra-EU trade in textiles and clothing
could further decline from 49 to around 43 per-
cent of total EU countries’ imports by the ATC
expiration in 2005. Assuming a twice-as-fast
decline under a more ambitious liberalization,
this share could drop by an additional 7 per-
cent. Thus foregone export earnings for re-
strained developing countries in the EU could
be as high as $10 billion a year. In the United
States, after the creation of the North American
Free Trade Agreement, restrained suppliers were
displaced by booming textile and clothing ex-
ports from Mexico, which grew by about 35
percent per year. Despite these trade diversion
effects, the sharp increase in Mexican exports
illustrates the potential for other restrained low-
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cost producers to expand their exports, should
market-access obstacles be removed.
Evaluating the impact of MFA quota aboli-
tion requires a model comprehensive enough
to take into account the interplay between
suppliers, as well as the sectoral interactions
of each economy (see also chapter 6, and
Kathuria and others (2001) for South Asia).
Given the equally slow pace of liberalization in
North America, a rough estimate of foregone
export earnings for developing countries could
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Developing countries are victims and
players in the rising game of antidumping
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be twice the estimated amount in the EU—
equivalent to about 12 percent of total devel-
oping countries’ textile and clothing exports.
Market access in textiles and clothing will
remain restricted even after the MFA-related
quotas have been abolished, because tariff bar-
riers are high. While 90 percent of total high-
income countries’ imports of manufactures face
tariff rates below 10 percent, only about half
of textile and clothing imports face such low
tariffs. Moreover 28 percent of total OECD
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countries’ imports of textile and clothing still
face tariff peaks, down only marginally from
35 percent in the pre-Uruguay Round regime
(OECD 2001c).!1

Preferential market access for developing
country exports

Preferential access schemes to high-income
countries’ markets, such as the generalized sys-
tem of preference (GSP) and the LDC regimes,
aim to partly mitigate the effects of high most-
favored nation (MEN) tariffs on export prod-
ucts of developing countries. The United Na-
tion’s 48 least-developed countries benefit from
LDC preferential access in all Quad countries,
where 75 percent of their exports are sold.!?

Even though on average, these preferential
schemes look relatively generous (Hoekman
and others 2001), a number of factors erode
their effectiveness in reducing trade barriers
faced by poor countries. First, preferences
mainly apply to products that already face rel-
atively low MFN tariffs (below 10 percent).
The margins of preference on tariff peaks are
significantly lower—with the exception of the
EU, where the LDC preference margin for tar-
iff peak products is about 70 percent. This
margin is only 25 percent in Canada and 30
percent in Japan and the United States. Reflect-
ing the selectivity of preferences and the struc-
ture of LDC exports, high tariffs are thus com-
mon in some Quad markets on products on
which LDC beneficiaries reveal some compara-
tive advantage (figure 2.7).

Second, tariff preferences under GSP and
LDC regimes can also be easily eroded by non-
tariff measures, such as antidumping, safe-
guards, rules of origin, and graduation mecha-
nisms. The case of the safeguard measures
applied by Japan on imports of Shiitake mush-
rooms from China illustrates this point (box
2.7). Finally, the GSP (and LDC regime implic-
itly) have graduation mechanisms that are re-
lated to income and market shares. They are
time-bound and subject to (uncertain) renewal.
Countries graduate if they pass a certain per
capita income threshold and if they expand
their exports of products beyond a certain im-

Figure 2.7 Despite preferences, LDC
exports to the Quad often face high tariffs
In percent of LDC exports to each market (1996-99)
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Source: World Bank staff calculations.

port share in the market of the GSP-granting
country.

There is evidence that tariff preferences help
the least-developed countries take advantage of
better export opportunities in Quad markets. In
the post-Uruguay Round period, LDC exports
to the EU that receive high preferences, have
grown by about 8 percent per year on average,
outpacing growth of LDC exports that receive
medium or low preferences (figure 2.8). A sim-
ilar pattern is seen in Canada and Japan.!3

On balance, global tariffs penalize
developing countries—

The post-Uruguay Round tariff structure penal-
izes developing countries as a whole because
their exports tend to be concentrated in prod-
ucts where market access is highly restricted.
Trade-weighted applied tariffs convey a sense of
tariff incidence across countries and product
groups (figure 2.9).14 In manufactures, develop-
ing country exporters face, on average, higher
trade-weighted tariffs than other suppliers, both
in high-income and in developing countries’
markets. Tariff walls faced by developing-
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country exporters of manufactures in develop-
ing countries’ markets are about three times
higher than in high-income countries’ markets.

In agriculture, developing-country suppliers
face lower trade-weighted tariffs than do other
exporters, both in high-income and in develop-
ing countries’ markets. This is because trade
preferences to some extent mitigate the impact
of tariff protection on developing countries,
while a large share of developing countries’
exports is in tropical commodities, for which
tariff protection is relatively low. By contrast,
high-income countries’ agricultural exports are
mainly concentrated in temperate agricultural
commodities and dairy products, which face
widespread tariff peaks.

Because average applied tariffs in agricul-
ture are higher in developing countries, South-
South trade of agricultural commodities faces
higher trade-weighted tariffs than exports from
the South to the North (South-North trade).
With an increasing share of developing coun-
tries’ manufactured and agricultural exports
being directed toward other developing coun-
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tries, high levels of tariff protection in the South
may also impede prospects for export-led
growth. Trade in agriculture may suffer more
from high levels of protection in middle-income
developing countries because markets in these
countries are growing fast, reflecting fast popu-
lation and income growth. High tariff protec-
tion in middle-income developing countries may
also damage the export opportunities of low-
income countries, especially in agriculture and
in textiles where the export market shares of
low-income countries have increased rapidly.

—and denies the world’s poor access to
the global markets

Because developing countries are home to the
world’s poor—356 percent of the world’s pop-
ulation defined as those living on less than
$2 per day (World Bank 2000c)—high tariff
barriers on developing countries’ exports act
as a roadblock to market access by the poor.
Compared with the nonpoor of the world,
poor people are more exposed to high penal-
ties of the global system of protection.
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Figure 2.8 LDC exports can grow fast
when tariff preferences are significant
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The world’s poor generally earn their living
in the rural sector and other labor-intensive
activities—such as light manufacturing, infor-
mal services, and construction. When these
products find their way to the world markets,
they face high tariff barriers—such as those
faced by agricultural commodities and labor-
intensive manufactures. Labor services face
particular restrictions—for example, restric-
tions on temporary cross-border movements
of workers for the provision of construction

services (see chapter 3).

One way to quantify the incidence of pro-
tection—albeit in rough fashion—is to look at
effective tariffs faced by the different income
groups in access to the world markets. Despite
the existing preferential access schemes for de-
veloping countries’ exports, the world’s poor
face tariffs that are more than twice as high as
the nonpoor face (box 2.8). This fact is inde-
pendent of their position in the relative scale
of poverty. Making world merchandise trade
work for the world’s poor would require bold

steps to remove this disparity.

Figure 2.9 Opposite patterns of tariff
incidence in manufactures and
agriculture
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Source: Based on IMF-WB 2001.

Liberalizing trade to promote
development
R emoval of trade barriers on labor-intensive
products will generate shared benefits,
both for high-income and developing countries
(these are quantified in chapter 6). Benefits for
developing countries would include greater ac-
cess to high-income countries’ agricultural and
apparel markets and more buoyant demand in
industrial countries as a result of lower prices
to consumers. Middle-income countries that
have access to international capital markets
but still depend greatly on exports of protected
products (for example, Argentina), could pos-
sibly see a decline in the risk premia they face,
because more buoyant growth of export rev-
enues could make their balance of payments
less vulnerable to economic swings. With bet-
ter access to global markets, domestic policy
reforms become important to create export
opportunities and absorb the dynamic gains
from trade.
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Domestic policies to create

export opportunities

Developing countries have gone a long way to-
ward removing many of the domestic obstacles
to export-led growth. Tariffs are lower every-
where, the anti-export bias embedded in the
domestic trade regimes and sectoral policies
has been reduced, while more sound macro-
economic policies have led to more competitive
exchange rates. However, while macroeco-
nomic policy and trade policy reforms were

MARKET ACCESS AND THE WORLD’S

The poor face high tariffs

Effective tariff faced by income groups (in percent, 1997-98)
16

14

12

Deeply poor Poor $1-$2/day I Nonpoor

<$1/day >$2/day

ambitious, the pace of agricultural reforms
has been uneven both at the commodity and
country levels (Townsend 1999; Shepherd and
Farolfi 1999; Akiyama and others 2001).
Moreover a number of structural impediments
hamper export diversification into manufac-
tures in the poorest countries—especially in
Sub-Saharan Africa (Fosu and others 2001).
Deepening the reform process in fzwo direc-
tions is key to realizing the trade promise for
growth and poverty reduction: (a) reducing
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further tariff and non-tariff barriers to trade in
a context of supportive policies that link the
poor to expanded market opportunities and
cushion transitional costs for any displaced
group; and (b) building trade capacity by up-
grading “behind-the-border” institutions, rang-
ing from customs and ports to telecommunica-
tions and domestic transport.

Reducing tariffs and other barriers to
trade can increase incomes, but
adjustment costs cannot be ignored
Reducing tariffs and other trade barriers will
not automatically lead to higher growth. Trade
policy cannot substitute for a development
program. However trade reform is an impor-
tant component of a development strategy, and
developing countries, with average tariff levels
three times that of the high-income countries,
have ample scope for capturing further gains
from trade reform. Most analyses suggest that
unilateral reduction in barriers can produce
the greatest and quickest gains. Several coun-
tries have realized this and undertaken impor-
tant domestic trade policy reforms—including
Chile, China, and Costa Rica.

Improving integration into the world trad-
ing system involves lowering trade barriers
and reforming domestic institutions in ways
that may initially hurt low-income consumers,
unskilled workers in sheltered industries, and
previously shielded producers—especially sub-
sistence farmers in remote areas with deficient
rural infrastructure. Producers of import-com-
peting commodities that receive dispropor-
tionate support may suffer from lower levels
of protection, at the same time that poor con-
sumers benefit from lower prices.

Even though the benefits from trade inte-
gration would eventually outstrip the costs,
deployment of temporary safety nets—such as
support to displaced producers and retrain-
ing—would help cushion the costs of disloca-
tion for specific groups, and would ensure that
trade-led growth is pro-poor (World Bank
1997, box 2.9). Efforts would also be needed
to cushion the consequences for affected coun-
tries of the reorientation of export flows,

should the preferential market access regimes
for specific commodities be discontinued. This
would require increased donor support. At the
same time, policy should remove distortions,
with the aim of facilitating the redeployment
of labor and released resources from the in-
dustry that enjoyed support. Although labor
markets are inherently more flexible in devel-
oping countries, distortions—linked, for ex-
ample, to state enterprise employment—often
obstruct labor markets and hold back the ad-
justment to reforms.

Building trade capacity by upgrading
“behind-the-border” institutions

If a country’s investment climate is poor and its
institutions and infrastructure are weak, sim-
ply changing relative price incentives through
trade policy may do little to promote sustained
growth. In several cases, as for example, in
Haiti (box 2.1), failure to respond to opportu-
nities created by trade liberalization has been
related to poor macroeconomic policies that
have fed volatility and discouraged investment.
Weakness of “behind-the-border” institutions
can have a similar dampening effect, as occurs
in transport, utilities, and communications.
Improving regulation and competition in these
sectors would strengthen the export response
by reducing the cost of exporting. In agricul-
ture, this is key to ensuring competitiveness
in rapidly expanding markets for high-valued
commodities where competition is stiff—such
as, for example, fruits, vegetables, meats, and
cut flowers.

Effective duty drawback and indirect tax
rebate mechanisms, are important to over-
come the anti-export bias often embedded in
trade regimes. Export finance is often a major
constraint inhibiting exports in many low-in-
come countries. Inadequacies may result from
the overall weakness of the financial sector or
may reflect difficulties in assessing creditwor-
thiness of traders. While ensuring availability
of trade finance is a matter that needs to be
left to the private sector, any effort to expand
exports and to promote increased opportuni-
ties for the poor in the export sector needs
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complementary policies to help overcome
credit bottlenecks. Appropriately managed
matching grants can be an effective instrument
to assist small firms to penetrate export mar-
kets. Product standards based on interna-
tional norms facilitate market linkages, and
act as safety, health, quality, or environmental
safeguards. Developing countries face a diffi-
cult challenge in this area, as they need to es-
tablish efficient testing, certification, and lab-
oratory accreditation requirements to attain
sanitary, phytosanitary, and product stan-
dards. Low-income developing countries need
both technical and financial assistance to meet
this goal. Marketing of exports is a challeng-
ing task for all low-income countries, because
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they have to improve information on market
opportunities; overcome problems of product
and country brand; and meet concerns about
quality. Foreign partners and FDI can be help-
ful in providing needed contacts and expertise.
But local associations of exporters or produc-
ers can also help. Cooperatives and similar
ventures can help improve marketing while
ensuring that benefits from exports accrue to
small poor farmers. However, transparency
and competition in these institutions is impor-
tant, or poor farmers may receive lower prices
for their outputs.

In agriculture, in particular, where the stakes
for poverty reduction are high, additional com-
panion policies and institutions would be
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needed to improve the supply response to mar-
ket incentives. Some of these policies demand
considerable up-front mobilization of resources,
and should be backed by donor support. Exam-
ples include stepped up investment in rural in-
frastructure, which is a key enabler of agricul-
tural exports in developing countries. Securing
sufficient supply of credit at competitive condi-
tions is important to encourage private sector
investment into storage, transportation, and
marketing of agricultural products. Increased
investment in skills through education and
training in rural areas is needed to bolster pro-
ductivity in agriculture, and to enhance the abil-
ity of absorbing emerging technologies—espe-
cially those stemming from the biotechnology
revolution.

But other initiatives in agriculture would
need to improve the regulatory and policy en-
vironment. Continued trade policy reforms
should redress the still remaining anti-export
bias in developing countries’ agriculture. Re-
forms of pricing policies should be stepped up,
because in a number of LDC producer prices
are still compressed compared to border prices,
thus limiting export incentives.

Efficient land policies and land tenure insti-
tutions are also key to improving the function-
ing of land markets, securing property rights
to farmland, and supporting the emergence of
more efficient farm structures. Enhancing land
rights and transferability can increase a farm-
er’s ability to produce both for subsistence and
for income, improve their incentives to invest,
and enhance their ability to obtain credit (see
also Freeman and others 2000).

High-income countries can belp

Domestic policies in developing countries have
a greater chance of success if high-income
countries realize their interest in development
success. One policy high-income countries can
adopt is following the lead of the European
Union. Its “Everything but Arms” proposal
grants duty-free and quota-free access in all
but 25 lines related to arms trade.!> Other
Quad countries have also announced initia-

tives that extend existing preferential access to
LDC or African countries, but they all fall
short of a full coverage.1®

A number of studies have found that the
export growth gains for LDCs could be signif-
icant if all Quad markets granted duty-free ac-
cess to LDC (Hoekman and others 2001; Ian-
chovichina and others 2001; UNCTAD 2001).
The projected trade diversion and decline in
other developing countries’ exports are negli-
gible, since LDCs represent only a small part
of world merchandise trade, and other devel-
oping countries’ exports are more diversified.
According to a study (Hoekman and others
2001), even if all Quad members were to grant
LDCs duty-free access for only tariff-peak
items, non-oil LDC exports would increase by
an estimated 11 percent, while other develop-
ing countries’ exports would decline only mar-
ginally—by an estimated 0.1 percent.

Extending duty-free market access to all
LDC exporters would also help mitigate the
drawbacks of current preferential access
schemes targeted on specific beneficiaries.
These schemes often distort trade, because they
displace low-cost producers elsewhere in the
developing world. The case of the EU prefer-
ential regime for bananas illustrates this point
(box 2.10). Moreover, preferential access to
high-income country agricultural markets with
highly subsidized domestic prices provides a
premium over world prices to the countries
receiving the preferences. This form of “aid-
through-trade” is not an efficient way of pro-
viding aid because it creates dependence and
is targeted to particular economic activities
rather than to identified areas of need.

High-income countries can also provide
“aid for trade.” This could include increased
grant aid for trade policy analysis (such as in
the integrated framework program discussed
in chapter 6), technical assistance on imple-
mentation of standards, and aid for aspects of
development that affect the “soft infrastruc-
ture” of the investment climate, such as gov-
ernance. No less important is disciplining the
burgeoning recourse to contingent protection.
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Open regionalism could promote
trade creation—
Regional arrangements continue to proliferate,
and are likely to remain an enduring feature
of the trade panorama. Smaller memberships
make it easier to negotiate the increasingly im-
portant issues inherent in trade and regulatory
regimes, while small countries often can exer-
cise greater influence in regional arrangements.
“Qpen regionalism” holds the potential to
stimulate global trade and improve the effi-
ciency of regional producers. But regional
arrangements can also become a vehicle for
protection, trade diversion, and unintended in-
efficiency. Key conditions to benefit from ex-
panded trade and investment include lowering
common external trade barriers, stimulating
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competition, reducing transaction costs, and
reinforcing nondiscriminatory investment and
services policies (World Bank 2001b).17
North-South regional agreements are more
likely to improve welfare than South-South
arrangements, because they usually result in
lower trade barriers with less trade diversion,
and because the greater structural differences
in North-South economies produce greater
gains from trade creation (World Bank 2000d).
Although South-South arrangements can be
made to work, a number of regional integra-
tion agreements have had negative or ambigu-
ous effects on income. In particular, agree-
ments between richer and poorer developing
countries are likely to generate losses for the
poorer ones when their imports are diverted
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toward the richer members whose firms are
not internationally competitive.

Reflecting large differences in costs between
high-income and developing countries, North-
South arrangements hold also the greatest
promise for trade creation in agricultural prod-
ucts and labor-intensive manufactures. By con-
trast, a regional approach—even on a South-
South basis—seems promising in the regulation
of services, when combined with a nondiscrim-
inatory approach to liberalization (Subraman-
ian and others 2000). Possible areas of cooper-
ation—by pooling resources and expertise and
by upgrading and harmonizing standards—
would include domestic regulation in sectors
such as financial services, telecommunications,
power, and transport.

—but multilateral policies hold the

key to a sustained improvement in

market access—

The next trade round has the potential to im-
prove access for developing countries’ mer-
chandise exports to high-income markets, par-
ticularly in agriculture and labor-intensive
manufactures, where the stakes for the reduc-
tion of poverty are high. The Quad countries—
the United States, EU, Japan, and Canada—
would serve their interest in expanding trade
and development well if they put serious con-
cessions on the table in these areas.

Offering to link “aid for trade” to progress
in reforms in developing countries would also
serve the interest of development well. The
trade round should also provide more interna-
tional aid and technical assistance in key sec-
tors, such as agriculture, where the poor coun-
tries need to build trade capacity.

Developing countries too (especially the
middle-income countries) should join multilat-
eral efforts to further liberalize merchandise
trade if they want to maximize the benefits
from freer global markets. Because merchan-
dise trade among developing countries is set to
accelerate further, outpacing the growth of
world trade, reducing trade barriers in devel-
oping countries holds a key promise in in-
creasing the development impact of trade.

An agenda of multilateral trade policy op-
tions to make merchandise trade work for the
poor would need to respond to three main
challenges.

—reducing distortions in

agricultural trade—

Removal of distortions to agricultural trade re-
quires coordinated efforts in different direc-
tions. As a first priority, MFN-applied tariffs
should be reduced, on average by half in high-
income countries, and by one-third in develop-
ing countries. Agricultural tariff peaks in high-
income countries should be phased out. Tariffs
should also become more transparent by limit-
ing the use of specific and compound tariffs.
The EU and Japan should take the lead because
in these countries tariff peaks on agricultural
imports and specific tariffs are more prevalent.
The size of tariff quotas should be increased
and the “in-quota” tariff rates should be elimi-
nated to improve the very low tariff quota fill
rates, and the over-quota tariffs should be con-
siderably cut to expand market access. Re-
moval of tariff peaks in the Quad will help re-
duce the tariff escalation that hampers trade
in more processed agricultural products and
higher value-added manufactures. But multilat-
eral surveillance should also be enhanced, to
progressively eliminate tariff escalation in both
high-income and developing countries.

As a second step, agricultural tariffs should
be bound to levels close to MFN-applied rates,
particularly in developing countries where
bound rates are very high. Binding of tariff
rates will improve the predictability of the
global tariff system. High bound tariffs create
ample scope for tariff protection to rise without
infringing WTO commitments. Investors’ risks
could thus increase, limiting the benefits from
more open trade.

The third step would require a much bolder
overhaul of the system of support provided by
high-income countries to agriculture. More
binding disciplines should be introduced on
production-affecting support, also encompass-
ing subsidies that are currently exempt from
URAA reduction commitments (“Blue Box,”
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“Green Box,” and “de minimis” measures).
As a benchmark, the producer support esti-
mate in high-income (OECD-member) coun-
tries should be cut on average by half as a
share of gross farm receipts. This should be
coupled with an accelerated phaseout of ex-
port subsidies—especially in the EU, where
their usage continues to be widespread. To
level the playing field, officially supported ex-
port credits—which are more prevalent in the
United States—should also be brought under
multilateral disciplines.

—expanding access in labor-intensive
manufactures—

The phaseout of the remaining quantitative
restrictions in textiles and clothing should be
stepped up, ahead of the ATC expiration in
2005, because the removal of quotas has been
“back-loaded.” But this will not be enough to
improve market access for developing countries.
Applied tariffs in textiles and clothing remain
excessively high and should be cut on average
by half in high-income countries, and by one-
third in developing countries. Tariff peaks
should be phased out—especially in the United
States and Canada where they are prevalent.
Tariffs on footwear should be reduced across all
Quad countries.

To build confidence that trade in textiles
and clothing will be freed up in the post-ATC
regime, the increasing trend in the use of con-
tingent protection (especially in textiles)
should be halted. Reducing the wide discrep-
ancies between bound and applied tariffs
would help build trust, because these discrep-
ancies provide the scope for using tariffs as
safeguards or for balance-of-payments reasons
(Laird forthcoming). And multilateral surveil-
lance should be enhanced, to eliminate tariff
escalation on labor-intensive manufactures in
both high-income and developing countries.

—and eliminating tariff peaks and
escalation on all products

Eliminating tariff peaks that now discriminate
against labor-intensive products would add con-
siderably to the export potential of developing

MARKET ACCESS AND THE WORLD’S

countries. Similarly, reducing escalation in tar-
iff codes in the developed and developing
countries alike will produce more efficient, usu-
ally pro-poor growth.

Notes

1. Moreover, in Sub-Saharan Africa agricultural
exports are concentrated in five major crops (cocoa,
coffee, cotton, sugar, and tobacco), which, in 1990-95,
accounted for an estimated 62 percent of total agri-
cultural exports. Export concentration has hardly
changed over time, since these same five crops repre-
sented 63 percent of total agricultural exports in the
1970s (Ingco and others 2001).

2. Export processing zones (EPZs) were often used
extensively—for example, in Tunisia, Bangladesh, and
Mauritius—to overcome the anti-export bias of do-
mestic trade policy regimes and support export-ori-
ented T&C industries. But their effectiveness in pro-
moting spillovers to the rest of the economy has been
questioned. By creating economic enclaves, EPZs often
impair backward linkages with the rest of the econ-
omy, as the supply chain of exporting firms may rely
more on imported, duty-free, intermediate goods than
on local producers. Such impediments to local produc-
tion linkages could be seen, for example, in the case of
Bangladesh (World Bank 1999a).

3. The data on income distribution for the countries
included in the sample are from household surveys re-
ported in Deininger and Squire 1996, but in some coun-
tries household surveys measure expenditures, while in
others they measure income. When household surveys
report expenditure (47 out of 129 observations), con-
sumption growth of the poorest 20 percent of the pop-
ulation is compared to growth in average per capita
consumption—otherwise it is compared to growth in per
capita GDP. Time periods span irregular intervals for
each country—depending on the availability of house-
hold surveys of acceptable quality. To smooth out short-
run fluctuations in income or expenditure, time periods
span at least 3 years, with an average duration of 6.8
years. The geographical breakdown of the sample is: East
Asia—31; Latin America and the Caribbean—50; Mid-
dle East and North Africa and Europe and Central
Asia—15; South Asia—18; Sub-Saharan Africa—15.

4. In developing countries, applied tariffs are, on
average, about three times higher than in industrial
countries, partly because developing countries rely more
on trade-related taxes to raise revenue. In developing
countries, the coverage of nontariff barriers, including
state trading monopolies, has also been considerably
reduced (Martin forthcoming).

5. Tariff quotas allow a lower-tier, or “in-quota,”
rate to be set at low levels, with the second-tier, or
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“over-quota,” rate set at a higher level—close to the
level of protection enjoyed before the URAA. The dis-
tribution of TRQs among countries and product groups
reflects the incidence of tariffication. More than one-
quarter of all tariff quotas apply to fruits and vegetables,
with the next four more important groups being meat,
cereals, dairy products, and oilseeds (WTO 2001).

6. Support to agricultural producers refers to the
producer support estimate (PSE) computed by the
OECD. The PSE is an indicator of the annual monetary
value of gross transfers from consumers and taxpayers
to farmers, measured at the farmgate level, arising from
policy measures that support agriculture. These trans-
fers include both government subsidies to agriculture
(taxpayer transfers) and effective market price support
through trade policies to restrict imports (transfers from
consumers). A wider indicator of support, calculated by
the OECD, is the total support estimate (TSE). In addi-
tion to transfers included in the PSE, the TSE also in-
cludes an estimate of general services support provided
to agriculture—for example, public research and devel-
opment, agricultural schools, inspection services, and
infrastructure.

7. To be sure, the global impact of subsidy reduction
in OECD countries on agricultural greenhouse gas emis-
sions is uncertain, as production could increase in coun-
tries with higher emission intensity per unit of output.

8. In the EU and Japan, production-related total ag-
gregate measurement of support (AMS) and “blue box”
measures still account for the majority of support (83
percent in the EU and 53 percent in Japan), while in the
United States support is now provided mainly under
“green box” measures (84 percent).

9. Domestic support to agriculture is also high out-
side the Quad. For example, in the Republic of Korea, at
an estimated $17.3 billion on average during 1998-
2000, the PSE covered 66 percent of gross farm receipts,
and was more than four times higher than in Canada
(OECD 2001b).

10. For example, in 1990 only about 58 percent of
EU imports were under quota restrictions, which left
much room to defer the “integration” of restrained
products.

11. These high levels of protection also have a large
cost for high-income countries’ consumers. According
to a study, in 1997, quotas and tariffs on textiles and
clothing cost to EU consumers about $10 billion, while
the loss of production efficiency due to the sheltering of
domestic production will have cost another $10 billion
(Francois, Glismann, and Spinanger 2000). Hence, each
job saved through the delayed freeing up of the EU tex-
tiles and clothing market costs an estimated $24,000
per year in textiles and $35,000 per year in clothing.

12. Other preferential schemes offer better access to
some developing countries, such as those received by

African, Caribbean, and Pacific, southern Mediter-
ranean and Eastern European countries in the Euro-
pean Union; and those received by Mexico, Israel, An-
dean countries, and the Caribbean Community in the
United States.

13. LDC exports to the United States show an op-
posite pattern. However, high-preference exports rep-
resent less than 1 percent of LDC exports to the United
States, which suggests that the outcome could be sensi-
tive also to other barriers—such as standards, rules of
origin, antidumping, safeguards, distribution, and so
forth.

14. Trade-weighted applied tariffs may to some ex-
tent underestimate the degree of tariff protection, since
highly restrictive tariffs, which are likely to reduce
trade flows, receive small weights in the construction
of the index.

15. However, for three sensitive agricultural prod-
ucts—bananas, rice, and sugar—the liberalization will
be phased in during a rather lengthy transition period,
to be completed by 2009 for rice and sugar, and 2006
for bananas.

16. Japan’s “99 percent Initiative on Industrial Tar-
iffs” does not cover agricultural products where tariff
barriers are particularly high. The U.S. “African Growth
and Opportunity Pact” that grants duty-free and quota-
free access to the United States does not include sensitive
agricultural products (for which there are tariff quotas),
nor apparel and clothing, which have their own prefer-
ential regime—including quotas and relatively restrictive
rules of origin.

17. For example, Harrison, Rutherford, and Tarr
(1997) estimate that Chile was able to profit from its
free trade agreement with MERCOSUR due to the fact
that it lowered its external uniform tariff from 11 to
6 percent.
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Trade in Services:

Using Openness to Grow

Services are vital for economic
development—
Services are the fastest growing sector of the
global economy, and trade and foreign direct
investment in services have grown faster than
in goods over the past decade. Developing
countries have witnessed even faster growth
rates, and their share in world services exports
increased from 14 percent in 1985-89 to 18
percent in 1995-98. Technological progress
has greatly enhanced the scope for trade in
conventional services, such as education and fi-
nance, and also created a host of new tradable
services, such as software development and In-
ternet access. Moreover, liberalization in many
countries is leading for the first time to the pri-
vate and foreign provision of services such as
telecommunications, transport, and finance.
In virtually every country, the performance
of the services sectors can make the difference
between rapid and sluggish growth (box 3.1).
Developing countries, in particular, are likely
to benefit significantly from further domestic
liberalization and the elimination of barriers
to their exports. The income gains from a re-
duction in protection to services are estimated
to be multiples of those from trade liberaliza-
tion in goods.

—but the benefits from liberalization are
not automatic

Flawed reform programs can substantially re-
duce gains. The largest gains come from elim-
inating barriers to entry, but many developing

countries have given priority to a change in
ownership through privatization, while retain-
ing limitations on new entry. Effective regula-
tion ranging from prudential regulation of fi-
nancial services to procompetitive regulation
of telecommunications is critical to the success
of liberalization, but regulatory weaknesses
are too prevalent in developing economies.
Liberalization also frequently requires com-
plementary policies to help improve access to
essential services for the poor. The experience
of several countries has demonstrated that
universal service goals can be achieved in com-
petitive markets.

Multilateral engagement can be an
important catalyst for liberalization

Even though governments can initiate reforms
of services individually, multilateral engage-
ment can help in two ways. First, negotiations
under the General Agreement on Trade in Ser-
vices (GATS) could help accelerate domestic
reform and improve access to foreign markets
for developing countries. However, for these
negotiations to be fruitful, both developed and
developing countries must recognize mutual
interests in reciprocal liberalization. In particu-
lar, developed countries must see the advan-
tages of allowing the temporary movement of
individual service providers. Developing coun-
tries must see the advantages of multilateral
agreements to increase competition, enhance
credibility of potential domestic reform, and
strengthen domestic regulation. Recognizing
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these potential mutual gains will allow recip-
rocal “concessions” that benefit both.

In parallel, global cooperation is needed to
provide support for developing countries at
four levels: in devising sound policies, strength-
ening the domestic regulatory environment,
enhancing their participation in the develop-
ment of international standards, and in ensur-
ing access to essential services in the poorest
areas.

Surging trade and investment
in services

Trade in services: four modes of supply

Services include activities as disparate as trans-
port of goods and people, financial interme-
diation, communications, distribution, hotels
and restaurants, education, health care, con-
struction, and accounting. In contrast to mer-

chandise trade, services are often intangible,
invisible, and perishable, and usually require
simultaneous production and consumption.!
The need in many cases for proximity between
the consumer and the producer implies that
one of them must move to make an interna-
tional transaction possible. Since the conven-
tional definition of trade—where a product
crosses the frontier—would miss out on a whole
range of international transactions, it is now
customary to define “trade in services” to in-
clude four modes of supply:

® Mode one: cross-border supply, which is
analogous to trade in goods; arises when
a service crosses a national frontier, for
example, the purchase of software or in-
surance by a consumer from a supplier
located abroad.

* Mode two: consumption abroad; occurs
when the consumer travels to the terri-
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tory of service supplier, for example, to
purchase tourism, education, or health
services.

® Mode three: commercial presence; in-
volves foreign direct investment, for ex-
ample, when a foreign bank or telecom-
munications firm establishes a branch or
subsidiary in the territory of a country.

* Mode four: movement of individuals; oc-
curs when independent service providers
or employees of a multinational firm tem-
porarily move to another country.?

Services have been among the fastest grow-
ing components of world trade over the last
15 years. Over the period 1985-99, the com-
pound annual growth rate for services exports
on a balance-of-payments basis—which covers
primarily cross-border supply and consump-
tion abroad—was over 9 percent per annum,
compared to 8.2 percent per annum for mer-
chandise (figure 3.1 left). As a result, services
trade more than trebled its size in fifteen years

IN SERVICES:

to $1.2 trillion in the year 1999, and now ac-
counts for a quarter of all cross-border trade.>

Developing countries as a group have wit-
nessed an even more rapid (nearly four-fold)
increase in their services exports, and a conse-
quent increase in their share in world service
trade from 14 percent in 1985-89 to 18 per-
cent in 1995-98 (figure 3.1 right). From a re-
gional perspective, Europe and Central Asia
(ECA) and East Asia and Pacific (EAP) in-
creased their services exports by a factor of six;
South Asia (SAR) and Latin America and the
Caribbean (LAC) kept up with world growth;
and Sub-Saharan Africa (SSA) and the Middle
East and North Africa (MNA) lagged behind.
Even so, most trade in services still takes place
between rich countries.

Over the last two decades, there has been a
significant decline in the relative importance of
transport services in total services exports—
from around one-third to around one-fifth of
total exports—which may in part reflect a de-
cline in the relative price of transport services

Figure 3.1 Trade in services has grown
faster than trade in goods—
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period 1985-98. Figure for 1999 is estimate from 69 countries.
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Source: IMF BoP Rev. 3, through SIMA; EPPG staff
calculations.

—and developing countries share in
world exports have increased, 1986-98
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Figure 3.2 Transport has declined, while
“other” services have increased

Percent of world total services exports
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Note: Population estimate from a sample of 89 countries.
Source: IMF BoP Rev. 5, through SIMA; EPPG staff
calculations.
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(figure 3.2). While the 1980s witnessed a
growth in the relative importance of travel, the
1990s witnessed a significant increase in the
share of other commercial services. Detailed in-
formation on this last category is not available
for most countries. Estimates suggest that fi-
nancial services are probably the most impor-
tant, followed by construction, communications,
and computer and information services.

Most FDI in services goes

to OECD economies—

A large amount of “trade” in services takes
place through an established presence, for ex-
ample through foreign direct investment (FDI).
The available evidence suggests that commer-
cial presence has been the most dynamic mode
of services supply in recent years.* This may re-
flect the fact that there has been far greater lib-
eralization of foreign investment than of cross-
border supply of services, which was either
already open or did not witness significant new
opening. At the level of individual sectors, de-
spite the growing use of information and com-
munications technology, commercial presence

is the dominant mode of supply in all sectors
except transport, and to a more limited extent
telecommunications.’

—but the growth rates of FDI flows to
developing countries are higher

The limited evidence available suggests that the
bulk of FDI stocks are in the Organisation for
Economic Co-operation Development (OECD)
countries (figure 3.3). However, over the pe-
riod 1988-97, stocks in developing countries
have witnessed much faster rates of growth,
increasing ten-fold in EAP, seven-fold in SSA,
and five-fold in LAC, compared to a three-fold
increase in the OECD.¢ The only exceptions
are the three countries in SSA for which data
are available, where the stock declined by a
half. In all regions except SSA, the services sec-
tor now accounts for nearly half of the entire
FDI stock—from 1988 levels of less than one-
fifth in LAC and less than one-third in SAS.
The limited information on sectoral composi-
tion of FDI stocks suggests that nearly half the
stock in SAS is in financial services, whereas
the stocks in EAP and LAC are more uniformly
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Figure 3.3 FDI in services is concentrated
in the OECD countries—
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—but the growth rates are higher for
many developing countries
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distributed across finance, transport, storage
and communications, hotels and restaurants,
real estate, and other business services.

Developing countries are becoming players
in exporting services

While some developing countries are increas-
ingly investing in other countries to export
services—for example, Malaysia in environmen-
tal services, and South Africa in telecommunica-
tions—most supply services via cross border
sales (for example, data processing), to visiting
foreign consumers (for example, tourism), and
through the movement abroad of individual
services providers (for example, professional
services). Developments in information and
communication technology have dramatically
increased the scope for cross-border exports of
services, ranging from software development in
the Philippines to data processing in Barbados.
Rough estimates suggest that the size of the po-
tential market for developing-country exports of
long-distance services could be in the range of 1
to 5 percent of the total employment in services
in the seven richest economies—implying ex-

ports valued at between $40 billion and $120
billion (World Bank 19935). This mode of deliv-
ery is still free of explicit barriers, though regu-
latory barriers may impede trade (see box 3.2).
One of the most striking recent examples
of a developing-country service export success
story is the Indian software industry. Indian
software exports grew from $225 million in
1992-93 to $1.75 billion in 1997-98 (at an
annual growth rate of approximately 50 per-
cent).” A recent report projects annual rev-
enues of $87 billion, 2.2 million jobs, and a
market capitalization of $225 billion for the
Indian information technology (IT) sector by
the year 2008.8 By the same year, the IT sector
could account for 35 percent of India’s ex-
ports and attract $5 billion of FDI per year.
These figures are not implausible because
India still accounts for only half a percent of
the world software market, and there are still
wide differences across countries in the cost
of software development and support. The av-
erage cost per line of code in Germany (the
most expensive country) exceeds by more than
four times that of India (the cheapest country)

TO GROW
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Box 3.2

in some instances not voluntary and involve a “name
and shame” approach to induce compliance.

These issues have provoked continuing discus-
sions in the international financial institutions and
other fora, but much work needs to be done before
international consensus can be established. The Bank
and the Fund are assisting many jurisdictions to as-
sess their compliance with international standards

(continued)

SERVICES: USING OPENNESS

with the aim to help them address any underlying
weaknesses. Key in this is the Bank-Fund Compre-
hensive Financial Sector Assessment Programs and
the recent IMF-led program of voluntary off-shore fi-
nancial center assessments. Several Caribbean off-

shore financial centers have endorsed these initiatives.

Source: Bank staff.

TO GROW

(figure 3.4). Against the background of a total
market for software services worth about $58
billion in the United States, $42 billion in Eu-
rope, and $10 billion in Japan, cost savings
could well be substantial.” Other gains from
trade liberalization include a more competitive
market structure for software services, increased
choice (because countries may develop a special
expertise for certain development or support
services), and greater diffusion of knowledge.
The movement of service-supplying person-
nel remains a crucial means of delivery. Even
though the share of on-shore services in total
Indian software exports has been in continu-
ous decline (in 1988, the percentage of on-site
development was almost as high as 90 per-
cent), about 60 percent of Indian exports are
still supplied through the temporary movement

of programmers to the client’s site overseas.1?

Figure 3.4 Software is cheaper to
develop in India
Cost per line of code (dollars)
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Source: Adapted from Rubin (1999).

Barriers to mode four deprive both home
and host country of benefits

Many more developing countries could “ex-
port” at least the significant labor component
of services such as construction, distribution,
environmental, and transport with greater lib-
eralization in the movement of individuals
(mode four). If the movement is temporary,
then we can be fairly confident that both the
host and home country will gain. For export-
ing countries, it is clear that both the financial
and knowledge benefits would be greatest if
service suppliers return home after a certain
period abroad.!! For importing countries, such

temporary movement should create fewer so-
cial and political problems than immigration.
Today, many different barriers constrain the
movement of individuals. The most obvious
barriers are explicit quotas or economic needs
tests—for example, requirements that employ-
ers take timely and significant steps to recruit
and retain sufficient national workers in the
specialty occupation and that no worker has
been laid off for a certain period preceding and
following the filing of any work permit or visa
application.'? Then the many formalities (for
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example, to obtain a visa) make red tape re-
lated to FDI seem trivial by comparison. The
entry of foreigners can be impeded by non-
recognition of their professional qualifications,
burdensome licensing requirements, or by the
imposition of discriminatory standards on them.
The requirement of registration with, or mem-
bership of, professional organizations can also
constitute an obstacle for a person wishing to
provide the service on a temporary basis.

Health services could be an area of
comparative advantage—

Health services are another area in which de-
veloping countries could become major ex-
porters, either by attracting foreign patients to
domestic hospitals and doctors, or by tem-
porarily sending their health personnel abroad.
In Cuba, the government’s strategy is to convert
Cuba into a world medical power. SERVIMED,
a trading company created by the government,
prepares health and tourism packages. During
1995-96 25,000 patients and 1,500 students
went to Cuba for treatment and training re-
spectively, and income earned from sales of
health services to foreigners was $25 million.
Cost savings for patients and health insurers
can be significant. For example, the cost of
coronary bypass surgery could be as low as
70,000 to 100,000 Indian rupees in India, about
5 percent of the cost in developed countries.
Similarly, the cost of a liver transplant in India is
one-tenth of that in the United States (UNCTAD
and WHO 1998).

—but will require greater portability of
insurance

A major barrier to consumption abroad (mode
two) of medical services is the lack of portability
of health insurance. For example, U.S. federal or
state government reimbursement of medical ex-
penses is limited to licensed, certified facilities in
the United States or in a specific U.S. state. The
lack of long-term portability of health coverage
for retirees from OECD countries is also one of
the major constraints to trade. In the United
States for instance, Medicare covers virtually no
services delivered abroad. Other nations may

extend coverage abroad, but only for limited pe-
riods (two or three months). This constraint is
significant because it tends to deter some elderly
persons from traveling or retiring abroad. Those
who do retire abroad are often forced to return
home to obtain affordable medical care. If indi-
vidual concerns about the quality of care re-
ceived abroad are addressed, then the potential
impact of permitting portability could be sub-
stantial. If only 3 percent of the 100 million el-
derly persons living in OECD countries retired
to developing countries, they could bring with
them possibly $30 to $50 billion annually in
personal consumption and $10 to $15 billion
in medical expenditures (UNCTAD and WHO
1998).

Service reforms can promote
efficiency and growth
Liberalization of trade in services, accom-

panied by the reform of complementary
policies, can lead to sectoral and economy-
wide improvements in performance.

At the sectoral level—
Removing barriers to trade in services in a par-
ticular sector is likely to lead to lower prices,
improved quality, and greater variety. As in the
case of trade in goods, restrictions on trade
reduce welfare because they create a wedge
between domestic and foreign prices, leading to
a loss to consumers that is greater than the
increase in producers’ surplus and government
revenue.l? Several empirical sectoral studies
support this contention.'* Because many ser-
vices are inputs into production, the inefficient
supply of such services acts as a tax on produc-
tion and prevents the realization of significant
gains in productivity. As countries reduce tariffs
and other barriers to trade, effective rates of
protection for manufacturing industries may be-
come negative if they continue to be confronted
with input prices that are higher than they
would be if services markets were competitive.1’
A major benefit of liberalization is likely to
be access to a wider variety of services whose
production is subject to economies of scale.

76



TRADE

Consumers derive not only a direct benefit from
diversity in services such as restaurants and en-
tertainment, but also an indirect benefit because
a wider variety of more specialized producer
services, such as telecommunications and fi-
nance, can lower the costs of both goods and
services production (Ethier 1982; Copeland
2001). In such circumstances, smaller markets
can be shown to have a strong interest in liber-
alizing trade in producer services, since this can
offset some of the incentives that firms have to
locate in larger markets (Markusen 1989).1¢

—and economywide—

Estimates of benefits vary for individual coun-
tries—from under 1 percent to over 50 percent
of gross domestic product (GDP)—depending
on the initial levels of protection and the as-
sumed reduction in barriers.!” In simulations of
global service trade liberalization, developed
countries gain more in absolute terms—which
is not surprising given the relative size of their
economies—but developing countries also see
significant increases in their GDP. One model
predicts gains of between 1.6 percent of GDP
(for India) to 4.2 percent of GDP (for Thailand)
if tariff-equivalents of protection were cut by
one-third in all countries (Chadha and others
2000). The gains from liberalizing services may
be substantially greater than those from liberal-
izing trade in goods (box 3.3), because current
levels of protection are higher and because lib-
eralization would also create spillover benefits
from the required movement of capital and
labor. For instance, one model finds that the
welfare gains from a 50 percent cut in services
sector protection would be five times larger
than those from nonservices sector trade liber-
alization (Robinson and others 1999). These
results are particularly striking because they are
derived from models that do not fully allow for
the temporary movement of individual service
suppliers—potentially a major source of gain.

—uwith accelerator effects on growth

Certain services industries clearly possess
growth-generating characteristics (see box 3.1).
Furthermore, barriers to entry in a number of

IN SERVICES:

services sectors, ranging from telecommunica-
tions to professional services, are maintained
not only against foreign suppliers but also
against new domestic suppliers. Full liberal-
ization can, therefore, lead to enhanced com-
petition from both domestic and foreign sup-
pliers. Greater foreign factor participation and
increased competition together imply a larger
scale of activity, and hence greater scope for
generating the special growth-enhancing ef-
fects.1® Even without scale effects, the import
of foreign factors that characterizes services
sector liberalization could still have positive
effects because they are likely to bring tech-
nology with them.!® If greater technology
transfer accompanies services liberalization—
either embodied in foreign direct investment
or disembodied—the growth effect will be
stronger.20

Econometric evidence—relatively strong for
the financial sector and less strong but nev-
ertheless statistically significant for the tele-
communications sector—suggests that openness
in services influences long-run growth perfor-
mance (figures 3.5 and 3.6). After controlling
for other determinants of growth, countries that
fully liberalized the financial services sector
grew, on average, about 1 percentage point
faster than other countries. An even greater im-
petus on growth was found to come from fully
liberalizing both the telecommunications and
the financial services sectors. Estimates suggest
that countries that fully liberalized both sectors
grew, on average, about 1.5 percentage points
faster than other countries. While these esti-
mates indicate that there are substantial gains
from liberalizing key services sectors, it would
be wrong to infer that these gains can be real-
ized by a mechanical opening up of services
markets.

A flawed reform program can undermine
the benefits of liberalization

If privatization of state monopolies to private
owners (sometimes foreigners) is conducted
without concern for creating conditions of
competition, the result may be merely transfers
of monopoly rents to private owners. Similarly,

USING OPENNESS
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Percentage change in GDP resulting from
liberalization of selected service sectors
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if increased entry into financial sectors is not
accompanied by adequate prudential supervi-
sion and full competition, insider-lending and
poor investment decisions may result. Also, if
policies to ensure universal service are not put

in place, liberalization need not improve access
to essential services for the poor. Managing re-
forms of services markets therefore requires in-
tegrating trade opening with a careful combi-
nation of competition and regulation.
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Figure 3.5 Services liberalization indices: telecoms & financial services
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South Africa’s experience with liberalizing
telecommunications services is instructive. The
government recognized the need for a more
efficient supply of services. It decided to sell a
30 percent equity stake of the public incum-
bent, Telkom, to a strategic investor and to
grant the newly privatized entity a five-year
monopoly period for fixed-line telephone ser-
vices. It was hoped that market exclusivity
would facilitate rapid infrastructure rollout to
previously underserviced areas, but the pro-
gram has had mixed results. Even though net-
work growth picked up, Telkom did not meet
its rollout obligations and sought to renegoti-
ate the targets specified in its monopoly li-
cense. The cost of the fixed-line monopoly
was also reflected in Telkom’s rising price-cost
margin, with gains in productivity leading to
higher margins rather than lower prices (Hodge
1999). Finally, despite some improvement, la-

USING OPENNESS TO GROW
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bor productivity was only a quarter that of lead-
ing international operators, with the lack of
competition in the domestic market identified
as a major contributing factor. Continued re-
strictions on domestic and foreign entry ap-
pear to have prevented the realization of the
full benefits of competitive markets.

In addition to competition, the institutional
and regulatory framework plays a critical role.
For example, in the 1990s financial reforms
were introduced in many African countries,
but have been less successful than expected
(World Bank 2001a). Some of the reasons for
the disappointing results are directly related
to the financial system, while others pertain
to the general economic environment. The re-
structuring of state-owned banks was not suf-
ficient to change the behavior of the financial
institutions. Public authorities still pressured
these institutions to lend money to loss-mak-
ing public enterprises. Liberalization failed to
trigger competition in the banking sector and
governments were generally reluctant to close
down distressed state banks. Furthermore, lib-
eralization of interest rates in a setting charac-
terized by uncontrolled fiscal deficits had a per-
nicious effect on domestic public debt, which in
turn led to larger deficits. Finally, and crucially,
there was a lack of adequate regulation and su-
pervision mechanisms to monitor the function-
ing of the financial system.

The collapse of the Republic of Korea’s econ-
omy in 1997 also reveals the precariousness of
financial liberalization in an imperfect policy
environment. Korea did liberalize its financial
markets substantially, but it encouraged the
development of a highly fragile financial struc-
ture.?! By liberalizing short-term foreign bor-
rowing, the Korean authorities made it possi-
ble for the larger and better-known banks and
conglomerates (chaebols) to assume heavy in-
debtedness in short-term foreign currency debt.
Meanwhile, the second tier of large chaebols
greatly increased their short-term indebtedness
in the domestic financial markets (funded indi-
rectly through foreign borrowing of the banks).
The funds borrowed were being invested in the
over-expansion of productive capacity. At the

same time, financial regulation and supervision
were fragmented with responsibilities spread
unclearly between the Bank of Korea and sev-
eral parts of the Ministry of Finance. In addi-
tion, Korea had a restrictive regime in terms of
foreign bank entry. Until the 1997 crisis, the
Korean banking system was virtually closed to
foreign banks, in contrast to some other East
Asian economies, such as Hong Kong (China),
which was almost completely open for all fi-
nancial services. This restrictive regime impeded
the development of the local institutions, and
may have contributed to the large capital out-
flows as foreign creditors refused to rollover
their loans.

Liberalization could increase prices of
some services for the poor—

Opening up essential services to foreign or do-
mestic competition could have an adverse ef-
fect on the poor—which is often cited as a rea-
son for the persistence of public monopolies.
However, a more efficient solution is to have
regulations with a social purpose.

If a country is a relatively inefficient pro-
ducer of a service, liberalization and the resul-
tant foreign competition are likely to lead to a
decline in domestic prices and improvement in
quality. But there is a twist. Frequently, the
prices before liberalization are not determined
by the market but set administratively, and are
kept artificially low for certain categories of
end-users or types of services products. Thus
rural borrowers may pay lower interest rates
than urban borrowers, and prices of local tele-
phone calls and public transport may be kept
lower than the cost of provision.22 This struc-
ture of prices is often sustained through cross-
subsidization within public monopolies, or
through government financial support.

Liberalization threatens these arrangements.
Elimination of restrictions on entry imply an
end to cross-subsidization, because it is no
longer possible for firms to make extranormal
profits in certain market segments. New en-
trants may focus on the most profitable mar-
ket segments (“cream-skimming”), such as
urban areas, where network costs are lower
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and incomes higher. And privatization could
mean the end of government support. The re-
sult is that even though the sector becomes
more efficient and average prices decline, the
prices for certain end-users may actually in-
crease or availability decline, or both.

The evidence on the relationship between
competitive market structures and wider ac-
cess to services is mixed. In some cases, a pos-
itive relationship has been observed in services
such as basic telecommunications, especially
in countries where initial conditions are fee-
ble, as exemplified by a low teledensity or ser-
vice rationing (long waiting lists for obtaining
connections). However, there is also evidence
that financial services liberalization in some
countries has had an adverse affect on access
to credit for rural areas and the poor.23 These
point to the need to create mechanisms to en-
sure that the poor have adequate access to ser-
vices in liberalized markets.

—and entail adjustment costs

Different modes of supply have different ef-
fects on factor markets. Cross-border trade
and consumption abroad resemble goods trade
in their implications. The impact of the move-
ment of factors depends critically on whether
the factors are substitutes or complements for
domestic factor services. Given the structure of
factor prices in poor countries, we would typi-
cally expect liberalization to lead to an inflow
of capital and skilled workers. Such inflows
would tend to be to the advantage of the un-
skilled poor, increasing their employment op-
portunities and wages.?* Interestingly, it has
been shown that even when foreigners com-
pete with local skilled workers in a services sec-
tor, the productivity boost to the sector from
allowing foreigners access could lead to an in-
crease in the demand for domestic skilled
workers—the scale effect could outweigh the
substitution effect (Markusen, Rutherford, and
Tarr 2000). Given these predictions, why are
workers in developing countries sometimes
skeptical about the benefits of liberalization?
One concern is the possible reduction in em-
ployment in formerly public monopolies that

IN SERVICES:

have frequently employed surplus labor. For
example, Alexander and Estache (1999) find
that the privatization of electricity distribution
in Argentina led to a 40 percent reduction in
the workforce after privatization.

But there is also evidence that pessimism
may not always be justified. For example, a
number of developing countries have managed
to maintain or even increase employment in
their liberalized telecommunications sectors.
Since many developing countries have low tele-
densities (in the vicinity of five lines per 100
people), roughly 70 percent of telecom invest-
ment in developing countries is directed to-
ward building wire line and mobile networks,
which are labor intensive and hence help main-
tain or raise employment levels. Petrazzini and
Lovelock (1996) find in a study of 26 Latin
American and Asian economies that telecom
markets with competition were the only ones
that consistently increased employment levels,
while two-thirds of the countries with monop-
olies saw considerable declines in their telecom
workforce.?> Nonetheless, reform programs will
generally require complementary policies to miti-
gate any social and economic costs of adjust-
ment in factor markets.

Domestic policy: emphasizing
competition and regulation

Increasing competition is the first order

of business

Many developing countries have moved away
from public monopolies in sectors such as com-
munications, financial, and transport services,
but are still reluctant to allow unrestricted new
entry. Privatization does not axiomatically mean
greater competition. Restrictions on foreign
presence assume particular significance in the
case of services where cross-border delivery is
not possible, because consumer prices then de-
pend completely on the domestic market struc-
ture. Several studies have concluded that larger
welfare gains arise from an increase in competi-
tion than from a simple change in ownership
from public to private hands (Armstrong and

USING OPENNESS
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others 1994). Foreign investment clearly brings
benefits even in situations where it does not lead
to enhanced competition. Foreign equity may
relax a capital constraint, can help ensure that
weak domestic firms are bolstered (for example,
via recapitalizing financial institutions), and
serve as a vehicle for transferring technology
and know-how, including improved manage-
ment. However, if restrictions on competition
artificially inflate the returns on investment, the
net returns to the host country may be negative.

Are there good reasons to limit entry? In
some cases, technical limitations may prevent
competition—such as those imposed by the
scarcity of radio spectrum needed for the pro-
vision of mobile telecommunications services,
and scarcity of space for department stores or
airports in a city. More generally, entry restric-
tions might be justified by the existence of sig-
nificant economies of scale. For example, if
there are substantial fixed costs of networks,
competitive entry could lead to inefficient net-
work duplication.2® However, entry restrictions
are increasingly hard to defend in principle, in
the face of technological change and in the face
of mounting evidence that competition works.

First of all, entry restrictions change the na-
ture of interaction between incumbents and
may well make collusion more likely. Second,
such restrictions dampen the impact of compe-
tition on productive efficiency. Third, the reg-
ulator is usually not better placed than the
competitive process to determine the optimal
number of firms in the market, especially given
the difficulty of obtaining information about
the cost structure of firms and other sources of
regulatory failure. Furthermore, technological
advances have significantly lowered network
costs in a unisector such as telecommunica-
tions, and vertical separation (for example,
through network unbundling) has widened the
scope for competitive entry (Smith 1995).
Therefore inefficiencies introduced by duplica-
tion of networks may be small compared to
operational inefficiencies that can result from
a lack of competitive pressure.?” For example,
even in telecommunications, a sector where

fixed costs are significant, countries in Latin
America that granted monopoly privileges to
telecom operators of six to ten years to the pri-
vatized state enterprises saw connections grow
at one and a half times the rate achieved under
state monopolies, but only half the rate in
Chile, where the government retained the right
to issue competing licenses at any time (Welle-
nius 1997). A recent study of countries in Asia
found that the largest increases in mainline
penetration and productivity were witnessed
in countries where a change of ownership was
accompanied by the introduction of competi-
tion and the strengthening of regulation (Fink
and others 2001).

Efficient regulation: Making

competition work

Regulation in services, as in goods, arises es-
sentially from market failure, which is attrib-
utable to the problems of natural monopoly
and inadequate consumer information, and
from considerations of equity and protecting
the poor.

The existence of natural monopoly or oli-
gopoly is a feature of the so-called locational
services. Such services require specialized dis-
tribution networks: roads and rails for land
transport, cables and satellites for communica-
tions, and pipes for sewerage and energy dis-
tribution (UNCTAD; and World Bank 1994).

Many countries have instituted indepen-
dent regulators for basic telecommunications
services to ensure that monopolistic suppliers
do not undermine market access by charging
prohibitive rates for interconnection to their
established networks (see box 3.4).28 A simi-
lar approach is being taken in a variety of
other network services, including transport
(terminals and infrastructure), and energy ser-
vices (distribution networks).

Regulation of the interconnection price may
not, however, be sufficient. Small markets may
not be able to create conditions for effective
competition in the supplies of certain telecom-
munications, transport, and financial services,
even if they eliminate all barriers to entry—for

82



TRADE IN SERVICES: USING OPENNESS TO GROW

two related reasons. First, with services, unlike ~ ond, changing technologies may have reduced
in the case of goods, national markets are often ~ the optimal scale of operation as well as sunk
segmented from the international market due  costs in these sectors, but not enough for small
to the infeasibility of cross-border delivery. Sec-  markets to sustain competitive market struc-
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tures. Some form of final price regulation may,
therefore, be unavoidable. In some cases, such
regulation can be implemented at the national
level although, in practice, many developing
countries today lack the means to do so. In
other cases, the limited enforcement capacity of
small states strengthens the case for multilat-
eral initiatives.?’

Regulation to remedy inadequate
consumer information
In many intermediation and knowledge-based
services, consumers have difficulty securing full
information about the quality of service they are
buying (UNCTAD and World Bank 1994). Con-
sumers cannot easily assess the competence of
professionals such as doctors and lawyers, the
safety of transport services, or the soundness of
banks and insurance companies. When such in-
formation is costly to obtain and disseminate,
and consumers have similar preferences about the
relevant attributes of the service supplier, the reg-
ulation of entry and operations in a sector could
increase social welfare. However, the establish-
ment of institutions competent to regulate well is
a serious challenge, as is revealed by the difficul-
ties in the financial sector—not only in a number
of developing countries but also in the United
States, Sweden, and Finland in the 1980s and
1990s. The fact that regulatory inadequacies can-
not be quickly remedied raises the issue of how
different elements of reform—particularly pru-
dential strengthening and trade and investment
liberalization—are best sequenced (see box 3.5).
A separate problem is that domestic regula-
tions to deal with the market failure may them-
selves become impediments to competition and
trade, as a result of differences across jurisdic-
tions in technical standards, prudential regula-
tions, and qualification requirements in profes-
sional, financial, and numerous other services
(see box 3.2). In many cases, the impact on
trade is an incidental consequence of the pur-
suit of a legitimate objective, but in some cases
regulation can be a particularly attractive
means of protecting domestic suppliers from
foreign competition.3? The issue of how multi-
lateral trade rules might sift the legitimate from

the protectionist is an issue to which we return
in the final section of this chapter.

Regulation to ensure universal service
Reform programs can accommodate universal
service obligations by imposing this require-
ment on new entrants in a nondiscriminatory
way. Thus such obligations were part of the
license conditions for new entrants into the
fixed network telephony and transport in sev-
eral countries. However, subsidies have often
proved more successful than direct regulation
in ensuring universal access (Estache and oth-
ers 2001).31 In 1999, Peru adopted a universal
service levy of 1 percent to finance a fund ded-
icated to providing universal access in remote
areas. Funds were allocated through a com-
petitive bidding process that encouraged oper-
ators to adopt the best technology and other
cost-saving practices at minimum subsidy. The
Chilean government adopted a similar scheme
that permitted it to leverage over $2 million in
public funds into $40 million in private in-
vestment; this resulted in installation of tele-
phones in 1,000 localities at about 10 percent
of the costs of direct public provision. House-
hold ownership of a telephone in Chile in-
creased from 16 to 74 percent from 1988 to
2000, and all but 1 percent of the remaining
households were provided with public access
to telephones.

Public subsidies may also be directed to the
consumer rather than the provider (Cowhey
and Klimenko 1999). Governments have ex-
perimented with various forms of vouchers,
from education to energy services. This last in-
strument has at least three advantages: first, it
can be targeted more directly to those who need
the service and cannot afford it; second, it
avoids the distortions that arise from artificially
low pricing of services to ensure access; and fi-
nally, it is an instrument that does not discrim-
inate in any way between providers. Of course,
no single approach will fit all sectors and coun-
tries, and the appropriate model to ensure ser-
vice delivery to low-income groups will depend
on local circumstances, particularly regulatory
capacity.
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Multilateral engagement:
Buttressing domestic reforms

n principle, a country can liberalize its mar-

kets and strengthen its regulatory institu-
tions unilaterally, but four types of issues cre-
ate benefits from multilateral engagement.
First, liberalization may be constrained by do-
mestic opposition from those who benefit from
protection. Second, a country cannot on its
own improve access for its exports to foreign
markets. Third, a small country may not be
able to deal adequately with anticompetitive
practices by foreign suppliers. Finally, a coun-
try may lack the expertise and resources to de-
vise and implement optimal policy, especially
in the area of domestic regulation.

The WTO is the natural forum to pit the
first two elements—opposition to reform at
home and barriers to access abroad—against
each other constructively through the process
of mercantilist negotiations. But there is also
a need for complementary multilateral efforts

to ensure that the gains from liberalization
are not undermined by inadequacies in policy
choice and regulation.

Using the current round of GATS
negotiations to deliver liberalization at
home and access to markets abroad

The General Agreement on Trade in Services
(GATS) had a deliberately symmetric struc-
ture, encompassing the movement of both
capital and labor for services provision. In the-
ory, developed and developing countries could
indeed bargain to exploit their modal compar-
ative advantage: improved access for capital
from developed countries being exchanged for
improved temporary access for individual ser-
vice providers from developing countries. In
practice, all countries have been unwilling to
grant greater access for foreign individuals
(except for the limited class of skilled intra-
corporate transferees), and a tradeoff between
modes of delivery simply has not occurred

movement of natural persons (Mode 4)

Figure 3.7 WTO members have been reluctant to make market access commitments on the
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(figure 3.7). Moreover, even the negotiating
links across services sectors and between ser-
vices and goods sectors do not seem to have
been particularly fruitful. And so, since gov-
ernments could not demonstrate improved ac-
cess to foreign markets as a payoff for domes-
tic reform, GATS commitments reflect for the
most part the existing levels of unilaterally de-
termined policy—rather than liberalization
achieved through a reciprocal exchange of
“concessions.”32

This may change with time. With severe
shortages of skilled labor in the United States
and Europe and the powerful constituency of
high-technology companies lobbying for re-
laxation of visa limits, the prospects for seri-
ous intermodal tradeoffs—such as obtaining
temporary labor movement in return for al-
lowing greater commercial presence for for-
eign service providers—are now greater. The
challenge is, first, to devise mechanisms that
provide credible assurance that movement is
temporary rather than a stepping-stone to mi-
gration; and second, to devise negotiating for-
mulae that credibly link Mode 4 liberalization
to reductions in restrictions in other areas.

Strengthening GATS rules
and commitments
In line with the WTO?’s central concern with
securing market access, it would also be nat-
ural to use the GATS to enhance the credibil-
ity of policy at home and security of access to
markets abroad through legally binding com-
mitments; to ensure that domestic regulations
support trade liberalization; and to prevent dis-
crimination between trading partners by ensur-
ing effective application of the most-favored
nation (MFN) principle.33

First, the GATS could help secure access to
markets that are already open. Trade in elec-
tronically delivered products, in which more
and more developing countries are beginning
to participate, must continue to remain free
of explicit barriers—should such barriers ever
become feasible. It would be far more effective
to widen and deepen commitments under the

GATS on cross-border trade (see box 3.6).

IN SERVICES:

At home, policies that are believed in are
most likely to succeed. Developing countries
themselves could take greater advantage of the
opportunity offered by the GATS to lend credi-
bility to reform by committing to maintain cur-
rent levels of openness or to greater levels of fu-
ture openness. In basic telecommunications, the
one sector where countries have been willing to
make such commitments, there is evidence that
the commitments have facilitated reform.

Developing countries have much to gain
from stronger multilateral rules on domestic reg-
ulations. Such rules can play a role in promoting
and consolidating domestic regulatory reform,
as happened to some degree in the telecommu-
nications negotiations. The rules are also needed
to equip developing-country exporters to ad-
dress regulatory barriers in foreign markets in
the form of burdensome licensing and qualifica-
tion requirements for professionals, or restric-
tive standards in electronic commerce.

It is desirable also to remedy the current
weaknesses in the application of the MFN
principle in the GATS. One obvious problem
is the explicit departure from the MFN obli-
gation through numerous MFN exemptions
listed by countries. Less visible, but potentially
more serious, is the possibility of implicit dis-
crimination through preferential recognition
agreements and allocation of quotas. Rules in
these areas need to be clarified and strength-
ened to protect developing countries both
from discrimination in their export markets
and from pressure to grant particular foreign
suppliers privileged access to their markets—
as, for instance, is reported to be happening in
the Chinese insurance market.

Dealing with anticompetitive practices

Anticompetitive practices that fall outside the
jurisdiction of national competition laws may
be important in sectors such as maritime, air
transport, and communication services. The
current GATS provision in this area provides
only for information exchange and consulta-
tion. Strengthened multilateral rules are needed
to reassure small countries with weak enforce-
ment capacity that the gains from liberaliza-
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Commitments on cross-border supply in selected
services sectors
*

Data 26
processing services 20

Voice 25
telephone services 51

Online info and 26
database retrieval 30

Audiovisual 4
services

Retailing
services

Adult
education

Non-life
insurance

Acceptance
of deposits

Lending of
all types

Trading in
securities

Entertainment
services

News agency
services

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

I Full 1 Partial
*Number of countries with commitments.

Source: World Trade Organization.
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tion will not be appropriated by international
cartels. For instance, the United States and the
EU could begin by ending the exemption of
cooperative price-setting and related practices
in maritime transport from the scope of their
competition law. Ending the exemption would
enable a careful assessment by competition au-
thorities of the social costs and benefits of these
collusive arrangements. Competitive discipline
could also be strengthened by creating a right
for foreign consumers to challenge anticompet-
itive practices by services firms in the national
courts of countries whose citizens own or con-
trol these firms—a variant of the precedent in
the WTO rules on intellectual property and gov-
ernment procurement.

Global cooperation to support
liberalization

Beyond WTO negotiations multilateral sup-
port is needed at four levels: in devising sound
policy, strengthening the regulatory environ-
ment, enhancing developing country partici-
pation in the development of international
standards, and ensuring access to essential ser-
vices in the poorest areas.

While there is growing consensus on the
benefits of liberalization, there is less agree-
ment on the precise route to liberalization.
Certain issues have prompted differing strate-
gies. Should all barriers to entry be eliminated
in sectors with significant economies of scale?
How far should trade and investment liberal-
ization be conditioned on strengthened pruden-
tial regulation? Developing countries in partic-
ular could benefit from the experience of other
countries on these issues—but the experiences
with electricity in California and rail transport
in Britain suggest that there is scope for learn-
ing in all countries. More work is needed at the
national and international levels to take stock
of individual and cross-country experience to
identify the areas where there are clear pre-
scriptions for policy and those where there is a
need for further research, and therefore for hu-
mility in policy advice and formulation.

Sound domestic regulation—ranging from
prudential regulation in financial and profes-

IN SERVICES:

sional services to procompetitive regulation in
a variety of network-based services—is critical
to realizing the benefits of services liberaliza-
tion. We have also seen that devising and im-
plementing such regulation is not easy, and
that there are acute regulatory problems in
many developing countries. Regulatory insti-
tutions can be costly and may require sophis-
ticated skills. To some extent such costs can be
recovered through fees or regional coopera-
tion—but external assistance could help en-
sure that adequate regulation is in place. Some
technical assistance is already being provided,
but often on an ad hoc basis either bilaterally
or through international organizations. More
systematic efforts—along the lines of the Inte-
grated Framework for least-developed coun-
tries—are needed to assess the needs of indi-
vidual developing countries and to ensure that
the most appropriate assistance is provided in
key sectors.

Improvements in domestic standards and
qualifications are also needed in order to ex-
port services. For example, in the case of pro-
fessional services, low standards and dispari-
ties in domestic training and examinations can
become a major impediment to obtaining for-
eign recognition. Thus inadequacies in domes-
tic regulation can legitimize external barriers
to trade. At the same time, developing coun-
tries need to participate more actively in the
development of international regulations and
standards, especially in new areas such as elec-
tronic commerce. Otherwise, standards could
evolve to reflect the concerns only of devel-
oped countries and impede the participation
of developing countries in services trade.

There will remain certain poor countries, or
certain regions within poor countries, where
improvements in services policy and regulation
will not be sufficient to ensure access to es-
sential services. The criterion for determining
whether assistance is needed could be the ab-
sence of private sector provision despite com-
prehensive policy reform. International as-
sistance effectiveness could be maximized by
allocating it in a manner similar to that used
domestically by countries such as Chile and
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Peru to achieve universal service. For instance,
once a country (or a region within a country)
has been selected for assistance, funds—such as
those provided by certain countries to bridge
the digital divide—could be pooled and allo-
cated through international competitive tenders
to the firm that offers to provide the necessary
infrastructure at least cost. Providing inter-
national assistance in meeting the costs of the
required subsidy programs could increase the
benefits of, and facilitate, liberalization by en-
suring that the needs of the poor would be met.

Notes

1. There are, however, exceptions to each of these
characteristics of services: a software program on a
diskette or an architect’s design on paper are both tan-
gible and storable, many artistic performances are vis-
ible, and automated cash-dispensing machines make
face-to-face contact between producers and consumers
unnecessary. These exceptions do not, however, detract
from the usefulness of the general definition of services
presented above.

2. This view of trade originated in Bhagwati 1984
and Sampson and Snape 1985, and has been formal-
ized in the General Agreement on Trade in Services
(GATS).

3. The invisibility and intangibility of most services
imply that when they are delivered across borders,
their passage is not recorded by a customs official. Data
on services are therefore unreliable and volatile. Fur-
thermore, statisticians in most countries do not keep
track of the sales of services by foreign investors or for-
eign individuals who stay for longer than a year. Despite
these difficulties, it is possible to put together a rough
picture of trade in services by drawing on three com-
plementary sources. The International Monetary Fund
(IMF) balance of payments statistics are the only ser-
vices trade statistics available on a global basis, and
capture cross-border supply, consumption abroad (as
part of the category “travel”), and some temporary
movement of service suppliers. The more limited United
Nations Conference on Trade and Development (UNC-
TAD) data on FDI in services capture the flows through
which commercial presence is established. Finally, the
United States is the only country that has regularly col-
lected data on the sales of services by foreign affiliates.

4. The United States is the only country that has
regularly compiled data on sales of services to foreign
persons by majority-owned foreign affiliates of U.S.
companies, and on sales of services to U.S. persons by

majority-owned U.S. affiliates of foreign companies. A
comparison of the balance of payments and foreign af-
filiates transactions reveals in broad terms the relative
importance of sales through cross-border delivery and
commercial presence.

5. It must be borne in mind, though, that the rela-
tive importance of trade by different modes in a par-
ticular sector reflects the choices of economic agents
given the constraints of both technological feasibility
and policy restrictions.

6. The FDI data are extremely thin, with data miss-
ing for many countries and only available for three SSA
countries.

7. See the National Association of Software and
Service Companies (NASSCOM) Web site <http://www.
nasscom.org>. These exports consist mainly of stan-
dardized coding and testing services.

8. This report was prepared by McKinsey and
Company for NASSCOM.

9. These figures were computed from WTO 1998,
table 3. Data refer to 1997.

10. See http://www.nasscom.org. The dominance of
on-shore delivery is due, among other things, to a re-
duction in information asymmetries with regard to the
performance of programmers, the need for continuous
client-developer interaction, and demands by Indian
programmers to be sent abroad, in part to improve
their skills and expose themselves to international mar-
kets (see Heeks 1998).

11. With permanent movement, the gains to the
host country must be weighed against the possible cost
to the home country in terms of “brain drain.” Over
50 percent of all migrating physicians come from de-
veloping countries. In Ethiopia, for example, during
1984-94, 55.6 percent of the pathology graduates from
the Addis Ababa Faculty of Medicine left the country.
In Ghana, of the 65 who graduated from the Medical
School in 1985, only 22 had remained in the country by
1997. 1f these countries had adequate medical staff at
home, these figures would be less cause for concern.

12. Other barriers to movement of natural persons
include double taxation, wage-matching requirements
(wages paid to foreign workers should be the similar to
those paid to nationals in that profession, eliminating
the cost advantage for foreigners), and local training
requirements (to replace foreign with national labor
within a certain time frame).

13. This is strictly true in static models without
market imperfections—such as monopolistic market
structures, internal and external economies of scale, or
other distortions. The presence of imperfections opens
up a plethora of possibilities in which the effects of
trade policies are typically indeterminate, depending
on the prior distortion.

14. See Hoekman and Braga (1997) for a review.
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15. Consider, for instance, the case of the Arab Re-
public of Egypt, where the import-weighted tariff was
31 percent in 1997, and the average manufacturing-
wide effective rate of protection (ERP) was much higher
at 70 percent (Hoekman and Djankov 1997). However,
services inputs used by Egyptian industry, including con-
struction, communications, financial, business, distribu-
tion, transport, and storage, were more expensive than
they might have been if competition had been allowed.
If it were assumed that prices were higher by, say, 15
percent, then the average ERP for manufacturing would
not only be lower, but negative for several industries
(chemicals, crude petroleum, and other extractive in-
dustries), implying that the tariff on intermediate goods,
together with the implicit tariffs on services inputs, out-
weighed the tariff protection on the final goods.

16. If no trade in either goods or services is possi-
ble, the production of final goods is cheaper in larger
markets, because a larger market can support a greater
variety of services. If trade in only goods is possible
(for instance if services must be supplied through a
local establishment), then goods production tends to
agglomerate in the larger country. The large country
gains from this as productivity increases since a larger
final goods sector can support a wider variety of inter-
mediate goods production. For the same reason, the
smaller country can lose from goods trade as final goods
production shrinks. However, if there is free cross-
border trade in services, then all countries have access
to the full range of producer services. As a result, pro-
ductivity in final goods production increases in all
countries, and so all countries gain from trade.

17. The last few years have seen a profusion of
national and global computable general equilibrium
models seeking to estimate the economywide effects of
services liberalization. The models suffer from weak-
nesses, particularly the inadequate treatment of differ-
ent modes of supply, the poor data on the levels of pro-
tection in different services sectors, and an inability to
capture the regulatory institutional detail that is a key
determinant of the consequences of services liberaliza-
tion. The models are, nevertheless, useful in providing
a rough idea of the costs of maintaining services barri-
ers and the corresponding welfare gains from their
removal.

18. As pointed out by Rodriguez and Rodrik (1999),
there are two contradictory impulses on growth ema-
nating from the scale effect described above. Protecting
a sector increases its size, leading to higher growth, but
it also creates a wedge between domestic and foreign
prices imposing a production inefficiency that rises over
time exerting a negative impact on growth. The larger
the size of the protected sector the larger this impact. By
contrast, liberalization of the services sector, in which
the country is assumed to have a comparative disadvan-

IN SERVICES:

tage, will also lead to increased static efficiency. This
will strengthen the growth impact of liberalization.

19. For example, there is evidence to suggest that
foreign bank entry qualitatively changed Turkish bank-
ing by introducing financial and operations planning
and improving the credit evaluation and marketing sys-
tem (Denizer). Foreign banks also took the lead in
spreading electronic banking and introduced new tech-
nologies. They raised the human capital level of Turk-
ish workers through domestic training programs, and
by sending local recruits to training centers abroad.

20. Coe, Helpman, and Hoffmaister (1999) and
Lumenga-Neso and others (2001) are among those
who present empirical evidence demonstrating the im-
pact of technology diffusion—in their case through
trade in goods—on total factor productivity growth. In
principle, the same should hold true for technology
that is diffused through factor flows

21. In terms of the financial instruments employed
(too much reliance on short-term bills), in terms of the
financial intermediaries that were unwittingly encour-
aged (lightly regulated trust subsidiaries of the banks,
and other newly established near-bank financial inter-
mediaries), and in terms of market infrastructure de-
velopment (failure to develop the institutions of the
long-term capital market). See, for instance, Claessens
and Glaessner (1999)

22. Sometimes the object is to ensure access to all
consumers at the same price, irrespective of the cost of
provision (for example, in transport and postal ser-
vices). At other times, the object is ensure cheaper ac-
cess for certain categories of users (for example, in fi-
nancial services).

23. Mosely (1999) estimates the impact of financial
liberalization on access to rural credit in four African
countries Uganda, Kenya, Malawi, and Lesotho. Using
sample survey data, Mosely reports that between 1992
and 1997, the percentage of sampled households with
access to rural credit rose in Kenya and Uganda from
13.1 percent and 9.2 percent to 25 percent and 21 per-
cent respectively. However, in Malawi, there was in a
decline in the corresponding number from 12 to 8 per-
cent. Access to credit of the poorest 10 percent (by in-
come) remained unchanged in Uganda and Kenya, but
in the case of Malawi and Lesotho declined from
1.9 and 2 percent to .9 and 1.9 percent respectively.
Mosely’s study also shows that financial reform by way
of financial innovation in rural areas and development
of financial institutions catering to the poor has strong
and significant effects on improving access to rural
credit and lowering poverty. But simply privatizing
state micro-finance agencies has proven to be unsuc-
cessful, as illustrated by the experience of Malawi.

24. The poor are likely to be unskilled, so the ques-
tion arises as to the services sectors in which they are
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likely to be employed. Unfortunately, data on the skill
composition of the workforce in services sectors are
only available for some OECD countries and that at a
rather aggregate level. Still a certain pattern can be in-
ferred. Construction, distribution and personal services
tend to be unskilled-labor intensive, whereas commu-
nications, financial and business services tend to be
skilled-labor intensive.

25. In India, the incumbent operator—the depart-
ment of telecom expanded its workforce over the
1996-2000 period. In the face of competition, it was
forced to improve its marketing strategy, expand its
network and opened up thousands of public call offices
all over India.

26. One such possibility is the case of “nonsustain-
ability” of natural monopoly. This could arise, for in-
stance, under some natural monopoly cost conditions,
when there exist no prices that will not attract entry,
even though single firm supply is efficient. Armstrong
and others (1994, p. 106) conclude that, “Notwith-
standing the logical possibility of this happening,
we are doubtful whether it provides a good case for
entry restrictions in the utility industries, which are
not for the most part remotely contestable and where
there is little evidence that cost conditions give rise to
nonsustainability.”

27. Interesting evidence in this context is available
from the Indian telecommunications sector. Das (2000)
estimates a frontier multi-product cost function of the
incumbent fixed-line operator, covering 25 years from
1969 to 1994. The study finds the existence of very
high economies of both scale and scope in the technol-
ogy used—the parameter estimates even suggest that
telecommunications in India is a natural monopoly.
However, the incumbent operator displays great ineffi-
ciency, leading to a 26 percent increase of the opera-
tor’s cost of production. Based on these findings, Das
concludes that India’s market liberalization program,
started in the mid-1990s, is justified, but he argues that
there may be a need to regulate entry in order to reduce
unnecessary duplication of common costs. Moreover,
with continued improvements in technology, the fixed
costs of entrants are likely to fall, reducing losses of
scale economies and thus increasing the costs of entry
restrictions.

28. Several countries have found it difficult to create
an open, competitive telecommunications sector be-
cause of a weak regulatory environment. Poland opened
up its telecommunications sector to private competition
as early as 1990. There was a rush to invest, and about
200 licenses were awarded in the first six years of the
newly liberalized regime. The dominant state operator,
operating in a weak regulatory system, limited access to
its network and benefited from unequal terms for rev-
enue sharing, however. By 1996, only 12 of the 200 li-

censes were still being used by the few competitive op-
erators who had managed to survive.

29. Studies of Argentina show that all income
classes gain from services reforms but that the rich (and
the foreign investors) gain relatively more if the regula-
tor is weak and that the poor win relatively more if the
regulator is effective in ensuring that the rents of the
sector are shared with the rest of the economy (Chisari
and Romero 1999; and FIEL 2000). The additional
gains from good regulation are estimated to be about
0.35 percent of GDP on an annual basis.

30. As UNCTAD and World Bank (1994) argue,
“Service providers are likely to prefer the higher in-
comes that result from control of entry into their occu-
pation, or form restrictions on competition between
those who are admitted to it . . . whenever regulation is
judged necessary, a major concern must be to ensure
that regulatory powers are not captured by the exist-
ing providers of a service and used to further their
interests.”

31. In some cases, though, where the cost of raising
revenue is very high, the direct regulation route may be
preferable.

32. Hoekman 1996.

33. For a detailed treatment see Mattoo 2000 and
forthcoming.
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Transport Services:

Reducing Barriers to Trade

High transport costs are a barrier

to trade—

The costs of international transport services
are a crucial determinant of a developing coun-
try’s export competitiveness. Shipping costs
often represent a more binding constraint to
greater participation in international trade than
tariffs and other trade barriers. Across econ-
omies, a doubling of shipping costs is associ-
ated with slower annual growth of more than
one-half of a percentage point. Transport costs
determine the potential access to foreign mar-
kets, which, in turn, explains up to 70 percent
of variations in countries’ gross domestic prod-
uct (GDP) per capita.

—reflecting geography and income—
Transport costs depend on a mixture of geo-
graphic and economic circumstances. Adverse
geographic locations and low-income levels—
the latter being associated with poor infra-
structure and low traffic volumes—pose an in-
herent challenge for many countries’ trade and
development prospects—at least in the short
to medium term.

—but also competitive forces in

service markets

Public trade barriers and private commercial
practices hamper the provision of international
maritime and air transport services. Policies to-
ward maritime transport, such as cargo reser-
vation and limitations on the provision of port
services, often protect inefficient service pro-
viders and unduly restrain competition. At the

same time, competition restraining practices
among shipping lines and port terminal opera-
tors around the world pose the risk that the
benefits of government reforms will be cap-
tured by private firms. International air trans-
port is one of the services sectors most pro-
tected from international competition. The
current regime of bilateral air service agree-
ments largely denies access to efficient outside
carriers. International airline alliances, while
enhancing network efficiency, can also be detri-
mental if they impede effective competition.

Policy reform can lower costs—

In most countries, policy can make better use
of existing transport resources and signifi-
cantly improve the efficiency of services. At the
domestic level, targeted infrastructure invest-
ments, regional cooperation on transportation,
and trade facilitation initiatives can play an
important role in improving the transport
competitiveness of exporters. As discussed in
chapter 3, liberalizing services policy can pro-
duce substantial cost reductions and widen the
availability and choice of services. The prepon-
derance of anticompetitive practices by trans-
port service providers also demands the de-
velopment of efficiency-oriented competition
policies.

—and multilateral policies can be
supportive of domestic reforms

Multilateral negotiations on transport services
under the General Agreement on Trade in Ser-
vices (GATS) Agreement have, so far, not un-
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leashed substantial liberalization, nor have
countries bound existing policies to gain cred-
ibility in their domestic reforms. Indeed, the
negotiations on maritime transport were the
only post-Uruguay Round services negotia-
tions that completely failed. International air
transport services are largely outside the scope
of the GATS. The new round of services ne-
gotiations offers the possibility of creating a
rules-based services regime for maritime trans-
port, as well as an opportunity to develop a
framework under which a multilateral regime
for air transport services could be phased in.
Moreover, the multilateral trading system can
play a useful role in developing procompeti-
tive regulatory principles for the transport sec-
tor, and in fostering international cooperation
on competition policy matters more generally.

High transport costs
penalize exports

High transport costs push down profits
and wages
The efficiency of transport services greatly de-
termines the ability of firms to compete in for-
eign markets. For a small economy—for which
world prices of traded goods are largely
given—higher costs of transportation feed into
import and export prices. To remain competi-
tive, exporting firms that face higher shipping
costs must pay lower wages to workers, accept
lower returns on capital, or be more produc-
tive. The pressure on factor prices and produc-
tivity is even higher for industries with a high
share of imported inputs. In these cases, small
differences in transport costs can easily deter-
mine whether or not export ventures are at all
profitable. In developing countries, for labor-
intensive manufacturing industries such as tex-
tiles, high transport costs most likely translate
into lower wages, directly affecting the stan-
dard of living of workers and their dependents.
The cost structures of firms are equally af-
fected by the quality of transport services. If ser-
vices are unreliable and infrequent, or if a coun-
try lacks third party logistics providers who

efficiently handle small shipments, firms are
likely to maintain higher inventory holdings at
every stage of the production chain. The costs
of financing large inventories can be significant,
especially in countries with high real interest
rates. Gausch and Kogan (2001) find that in-
ventory holdings in the manufacturing sector
in developing countries are two to five times
higher than in the United States, and estimate
that cutting inventory levels in half could reduce
unit costs of production by over 20 percent. At
the wholesale and retail levels, firms depend
greatly on high quality transport services in dis-
tributing products to geographically dispersed
markets. For example, seamless transport ser-
vices were critical to Kodak’s decision to inte-
grate once-separate national warehousing oper-
ations in the Mercosur countries into one trade
bloc—wide operation located in Brazil, thus reap-
ing economies of scale in distribution.!

Long journeys have a similar effect. They
delay payments if goods are exported on a
cost, insurance, and freight (c.i.f.) basis or im-
porters may demand a time discount if goods
are delivered free on board (f.o.b.). If products
are perishable (such as food) or subject to fre-
quent changes in consumer preferences (such
as high-fashion textiles), longer journeys lead
to additional losses in terms of a product’s
shortened lifetime in the export market. Box
4.1 illustrates the complex logistical arrange-
ments that ensure the timely delivery of
Kenyan cut flowers to European consumers.
One recent estimate, based on comparisons be-
tween air and ocean freight rates for U.S. im-
ports, puts the per day cost for shipping de-
lays at 0.8 percent of the value of trade for
manufactured products. Only a small fraction
of these costs can be attributed to the capital
costs for the goods during the time they are on
board the ship.? Delivery time is found to have
a more pronounced effect for imports of inter-
mediate products (Hummels 2000), suggesting
that the fast delivery of goods is crucial for the
maintenance of multinational vertical product
chains. Quality aspects of transportation are
thus likely to be an important factor in the lo-
cation decisions of multinational companies.
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Shipping costs often represent a greater
burden than tariffs—

Transport costs are important relative to other
trade barriers. Figure 4.1 compares countries’
transport cost incidence for exports to the
United States (the share of international ship-
ping costs in the value of trade) and their tariff
incidence (the trade-weighted ad valorem duty
actually paid). For 168 out of 216 U.S. trading
partners, transport cost barriers outweigh tar-

iff barriers. Only a few developing countries—
including, among others, Bangladesh, the Arab
Republic of Egypt, Lesotho, Mauritius, Mon-
golia, Nepal, Pakistan, and Sri Lanka—are
more constrained by trade taxes than by ship-
ping costs. For the majority of Sub-Saharan
African countries, the tariff incidence typically
amounts to less than 2 percent, while the trans-
port cost incidence often exceeds 10 percent.
Most striking is the example of Benin, where
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Figure 4.1 Transport costs are often
higher than tariffs
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exports faced duties equivalent to 0.6 percent
of total exports, but shipping costs represented
22.7 percent of trade. Amjadi and Yeats (1995)
confirm that freight rates for African exports
to the United States are considerably higher
than on similar goods originating in other
countries—contributing to the region’s lacklus-
ter trade performance over the last two or
three decades.’

In interpreting the relative importance of
transport costs and tariffs, several points
should be kept in mind. First, the freight rate
calculations, based on c.i.f/f.0.b. comparisons,
understates the true door-to-door shipping
cost, because only the international leg of the
transport journey is considered. The impor-
tance of port and inland transportation costs
vary substantially by country and exporter lo-
cation, but can take up as much as two-thirds
of the total door-to-door costs (see below). Sec-
ond, the U.S. tariff schedule is lower compared
to other countries, and exporters face other
policy-induced barriers to trade besides tariffs.*

Indeed, for some product groups, restrictions
implied by standards or domestic regulations
represent a bigger obstacle to trade than import
taxes. Third, it is somewhat arbitrary to look
only at transport services and ignore the costs
of other producer services critical to the supply
of foreign markets. High costs of communica-
tions, legal assistance, or export finance, for
example, represent other sources of inefficien-
cies that may erode exporters’ competitive-
ness.® Finally, transport costs—as distinct from
tariffs—cannot be brought down to zero.

One recent estimate finds that a doubling
of the ad valorem freight rate leads, on aver-
age, to a fall in aggregate import values be-
tween five- and six-fold.® These are rough cal-
culations, however, and the effect is likely to
vary substantially across countries and indus-
tries. Much depends on the degree to which
higher shipping costs are directly passed on to
consumer prices. Another factor is the price
sensitivity of final demand and the degree to
which imports from one location can be sub-
stituted with imports from another location,
or from domestic sources. If final demand is
highly price sensitive, and goods from differ-
ent locations are good substitutes, small changes
in shipping costs can have a substantial effect
on bilateral imports.”

—and restrain trade in services—

Transport costs also represent a barrier to
trade in services. Though difficult to quantify,
this is important for developing countries that
rely heavily on tourism services as a source of
foreign exchange (figure 4.2). Tourists are sen-
sitive to travel costs, especially where close
substitute destinations exist. Estimates vary
substantially across locations, but a doubling
in travel costs may reduce tourism demand as
much as eight-fold.® More than 90 percent of
tourists arrive in developing countries by air,
underscoring the importance of efficient air
transport services for this export industry.
For example, air transport costs in East and
Southern Africa are reported to be up to ten
times higher than for Florida, in the United
States, limiting the pool of lower- and middle-
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Figure 4.2 Tourism earnings in developing countries, 1998
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income tourists able to afford a holiday in
these regions.” The price of international pas-
senger transport also dictates the extent to
which firms can afford business trips neces-
sary to maintain ties with foreign companies
and to gather information about market de-
mand in other countries. In addition, the mo-
bility of businesspeople is key to the formation
of multinational production networks, which
have emerged as a dynamic driver of world
trade over the past decades.

Transport costs affect growth rates—
Shipping costs can affect economic growth in
several ways. First, higher transport costs re-

duce rents earned from the exports of primary
products, lowering an economy’s savings avail-
able for investments. They push up import
prices of capital goods, directly reducing real in-
vestments. Second, all things being equal, coun-
tries with higher transport costs are likely to de-
vote a smaller share of their output to trade.
Those countries are also less likely to attract
export-oriented foreign direct investment (FDI).
Since trade and FDI are key channels of inter-
national knowledge diffusion, higher transport
costs may lead an economy to be farther re-
moved from the world technology frontier and
slow its rate of productivity growth.1% Third,
transport costs determine a country’s selection

TO TRADE
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of trading partners. If export markets largely
consist of poor, slow-growing markets and
there are significant costs (including transporta-
tion) of switching to new, richer, and faster-
growing markets, countries may be constrained
in their growth potential. This dilemma may be
especially severe for small landlocked countries
far away from major economic centers.!!

Controlling for a large number of socioeco-
nomic, geographic, and institutional factors,
Radelet and Sachs (1998) find that developing
countries with lower shipping costs experi-
enced more rapid growth of manufacturing
exports relative to GDP in the period from
1965 to 1990. In addition, when exploring the
relationship between shipping costs and over-
all economic growth across economies, the
study concludes that a doubling of the cost of
transportation is associated with slower an-
nual growth of slightly more than one-half of
a percentage point.

—and belp to explain regional variations
in income

Transport costs—as opposed to tariffs faced
by exporters—vary widely across trading na-
tions. The availability, price, and quality of
transportation services therefore have strong
implications for what countries produce and
with whom they trade.

In a theoretical analysis, Venables and
Limao (1999) find that transport costs may
cause the world to be divided into “zones of
specialization.” The more transport-intensive a
good is, the more likely it is that it is exported
by countries that exhibit lower shipping costs
to the economic center. By contrast, exceedingly
high shipping costs to a major economic center
can lead a country to be self-sufficient in a par-
ticular good—despite the fact that it may not
hold a comparative advantage in its production
solely based on its factor endowments. Coun-
tries with higher transport costs but identical
factor endowments also exhibit lower real in-
comes, as more resources are devoted to trans-
portation and the gains from trade are smaller.

Redding and Venables (2001) estimate the
potential access of a country’s manufacturing

goods to the domestic and foreign markets, as
determined by shipping costs.!2 This measure
of market access explains up to 70 percent of
variations in countries’ GDP per capita in
1996 (figure 4.3). Admittedly, the study lends
strong causative weight to transport costs, as
other factors explaining income variation—
notably capital accumulation—are taken,
themselves, to be determined by market access.
At the same time, the inclusion of characteris-
tics of physical geography and social, political,
and institutional variables does not fundamen-
tally alter the study’s result. While more re-
search is necessary to verify and refine these
findings, they support the view that a country’s
development prospects are greatly affected by
their economic geography, of which shipping
costs are an important determinant.

As much as transport costs explain the lo-
cation of production across countries, they are

Figure 4.3 Potential market access
explains variations in income
Income per capita (log)

YR “"‘0
10 060
o A
¢ ¢ ¢ [}
¢
9 ‘- :;":
00,0
DV
¢ Ty
8 s ‘.‘A‘A '
| S
4y b0 . ¢
‘ v
0‘: ¢
7
9‘000
¢
6 T T T T
13 15 17 19 21 23

Potential market access (log)

Note: Countries’ potential access to the domestic and
foreign markets are estimated by a gravity equation,
whereby bilateral trade flows are explained by
characteristics of the importing and exporting countries,
as well as bilateral transport costs.

Source: Redding and Venables 2001.

102



TRANSPORT

equally important in affecting the location of
exporting firms within countries. As foreign
trade barriers are removed, firms have an in-
centive to move to regions with good access to
foreign markets, such as border areas or port
cities—especially if exports account for a large
fraction of total sales. For example, closer ties
between the United States and Mexico caused
a rapid expansion of manufacturing employ-
ment in northern Mexico at the expense of the
Mexico City manufacturing belt.!3 Agglomer-
ation forces may create a self-reinforcing pro-
cess, whereby entire industries move toward
exporting centers, causing sharp regional in-
equalities in production and income. The sever-
ity of this process depends on the efficiency of
internal transport systems—as illustrated in box
4.2 on China.!*

Transport services thus matter for trade
competitiveness. Even if tariff and nontariff
barriers to trade were removed, cross-country
evidence suggests that the penalty of high ship-
ping costs will continue to hold down growth
rates and income of countries with poor inter-
national transport links. Furthermore, ineffi-
cient internal transport systems can sharpen
economic inequalities within countries, with
hinterland regions being disconnected from in-
ternational commerce. Two questions that im-
mediately arise in this context are why some
countries pay more for transport services than
others, and what governments can do to im-
prove the transport competitiveness of trading
firms.

Why some countries pay more
for transport services:
geography and income

International transport costs

vary dramatically

Transport costs vary widely across countries.
According to the price quotes of one U.S. freight
forwarder, it costs $1,000 to ship a 40-foot
container from Baltimore to Dar es Salaam, the
largest port city in Tanzania (figure 4.4). Yet the
price of shipping the same container to Durban

SERVICES: REDUCING BARRIERS

(South Africa) is $2,500 and goes up to $4,000
for Vienna (Austria), $6,500 for Asuncién
(Paraguay), $7,800 for Yerevan (Armenia),
$10,000 for Bujumbura (Burundi), and $13,000
for Kathmandu (Nepal). The geographic dis-
tance from Baltimore alone cannot explain these
dramatic price differences. Transport costs are
determined by factors that can be changed in the
short run by policy, and those that cannot. This
section concentrates on the second set of de-
terminants. Despite advances in transport tech-
nology, a large number of developing coun-
tries continue to be challenged by geography in
terms of being landlocked or far away from
the world’s economic centers. In addition, poor
physical infrastructure and thin traffic densities,
typically associated with low-income econ-
omies, represent additional impediments to
transport competitiveness (although policy can
alter these constraints in the longer term). Thus,
high shipping costs undeniably represent a con-
straining factor in the trade and development
prospects of many developing countries.

Advances in transport technology—
Innovations in transportation have been an im-
portant factor in the globalization of goods
markets observed in the late twentieth century.
An examination of ad valorem freight rates for
U.S. imports, for which detailed data are avail-
able, suggests that the share of shipping costs
in the value of trade in 1998 was smaller for all
major commodity groups compared to 1938,
and for all but two goods classes compared to
1974 (see table 4.1).13 However, declining ad
valorem freight rates may also be due to changes
in the composition of trade or in unit values of
traded commodities, due, for example, to im-
provements in the quality of goods.

Ocean, air, road, and railway shipping have
each seen a different mix of technological and
institutional innovations, with profound impli-
cations on how traded goods are shipped from
one location to another.1® Ocean shipping is a
relatively mature industry, yet there have been
important advances in maritime transport tech-
nology over the past decades. Specialized ships
have emerged for dry bulk commodities, oil,
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only half the costs story
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Figure 4.4 Shipping a container from Baltimore, Maryland, around the world: Distance is
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chemicals, automobiles, forest products, and
other goods. Probably the most far-reaching de-
velopment in maritime transport has been the
growth of containerized cargo shipping, which
has allowed investments in larger and faster
ships. Today, more than 60 percent of global
general cargo trade moved by sea is carried in
containers. On trades between industrialized
countries the percentage is just over 80 per-

cent.!” However, evidence from major developed-
country shipping routes suggests that the real
price of ocean liner shipping has not declined
over the past decades, while tanker and tramp
shipping has arguably become cheaper (Figure
4.5). Unfortunately, no information is available
to assess the development of real ocean freight
rates for developing country routes in past
decades.

Table 4.1 Ad valorem freight rates for U.S. imports: 1938, 1974, and 1998

(As percent of total import values)

All countries

Developing countries

1938 1974 1998 1938 1974 1998
Foods 9.3 9.4 7.0 12.5 8.3 8.4
Agricultural raw material 7.5 11.4 6.5 10.3 14.3 10.2
Crude materials and ores 65.2 44.5 12.0 57.3 30.4 13.9
Fuels 14.3 7.7 7.8 21.5 13.0 9.3
Chemicals 10.4 14.3 3.3 6.7 16.0 6.4
Metals 10.0 7.7 5.2 10.2 6.8 5.5
Other manufactures 10.1 10.6 4.6 5.2 7.5 4.5

Note: Ad valorem freight rates are based on comparisons between f.0.b export and c.i.f. import values, as reported by U.S.
customs. They therefore do not include inland transportation costs and charges incurred at the port of exportation.

Source: Yeats 1981 for 1938 and 1974; and U.S. Bureau of Census for 1998.
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Figure 4.5 Ocean freight rates, 1970-99
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—bhave boosted air transport—

Air transport is still a relatively young industry
that has gained in significance only after the
emergence of long-distance jet airliners in the
late 1950s and the introduction of the wide-
body jet in 1967. The liberalization of air trans-
port services, starting domestically with the
United States in 1978, provided an additional
impetus to the industry’s growth, as airlines
were granted greater freedom in determining
their routes and schedules, and service competi-
tion intensified. Since 1980 airlines’ freight op-
erating revenues per ton-kilometer have fallen
by 55 percent in real terms. As air shipping
prices have fallen relative to prices for ocean
transport, the share of world trade shipped by
air has continuously grown over the past
decades—from 7 percent in 1965 to 30 percent
in 1998 in terms of value for U.S. imports.18 In
terms of ton-miles shipped worldwide, air cargo
shipping has grown by almost 10 percent annu-
ally from 1970-96, compared to only 2.6 per-
cent growth for ocean shipping.1?

Air passenger transport has also experienced
a dramatic real price decline, which has led to a
sharp increase in international air travel, grow-
ing at an average annual rate of 5.8 percent in
terms of passenger-kilometers since 1980.

—and have improved the quality
of services
Due to the introduction of faster ships and the
growth of air transport services, the average
time of cargo delivery has fallen sharply in the
past decades—from an estimated 40 days in
1950 to 14.3 days in 1998 in the case of U.S.
imports.20

Managerial innovations and closer integra-
tion of transport services into production, in-
ventory, and distribution systems have been
additional drivers of change in the interna-
tional transport industry. Just-in-time delivery
of intermediate inputs, for example, has al-
lowed firms to outsource certain stages of pro-
duction, cut inventories, and geographically
disperse production. Better management of the
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supply chain has enabled producers of perish-
able commodities to compete in distant con-
sumer markets. These managerial changes
have, in turn, led many transport operators to
become multidimensional providers of logis-
tics services—including packing and labeling,
freight forwarding, insurance and banking, the
processing of border formalities, tracking of
shipments, and other services. The growth of
these services has, in part, been propelled by
the falling cost and increasing power of com-
munications and computing, as logistics pri-
marily involves the processing of information.

Geography continues to exert its
own tyranny—
Despite technological advances, however, geog-
raphy continues to be an important determi-
nant of international variations in transport
costs. The distance between the origin and
destination points of a transport journey di-
rectly affects the variable cost of shipping in
the form of fuel, wear and tear of vehicles, and
the amount of time that goods are traveling.
Due to the existence of fixed costs of trans-
portation, however, the effect of distance on
transport costs is less than proportionate, sug-
gesting that distance matters more where the
costs of packaging, documentation, port ser-
vices, and other distant-invariant activities are
small.2! Typically, a 1 percent increase in dis-
tance causes trade volumes to fall by slightly
more than 1 percent—although this large ef-
fect is also due to factors other than transport
costs.>2 Countries that share a common bor-
der are found, on average, to trade signifi-
cantly more than countries without a common
border, which can in many instances be attrib-
uted to more integrated transport networks
and the existence of bilateral customs agree-
ments that reduce transit times.

—especially for landlocked countries

The effect of distance depends greatly, how-
ever, on the mode of transport. By one esti-
mate, an additional kilometer of overland
transport adds seven times more to transport
costs than an additional kilometer by sea.?3 It
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is thus not surprising that landlocked countries
pay, on average, more for shipping exports and
imports than coastal economies. Multiple stud-
ies have documented the “penalty” of being
landlocked, and estimates usually put the addi-
tional cost of transportation at more than 50
percent of that paid by countries with maritime
ports.2* For many shipments to landlocked
countries this “penalty” is likely to be higher.
For example, the price quotes for container
shipments from Baltimore reveal that the cost
of shipment to Durban (South Africa) is
$2,500, whereas the cost to Mbabane (Swazi-
land) via Durban comes to $12,000—a land-
locked “penalty” of 380 percent (figure 4.4).
Aside from longer overland distances, traffic to
and from landlocked economies often suffers
from higher transaction costs due to the com-
plexities of coordinating multimodal transport
journeys and the crossing of multiple borders.
It is thus not surprising to find that land-
locked countries have only 30 percent of the
trade volume of average coastal economies;
that none of the 15 developing countries with
the fastest export growth is landlocked; and
that all 15 of those economies are located ei-
ther directly on major shipping routes or close
to a major developed-country market.?> The
study by Redding and Venables (2001) pro-
vides additional proof of the burden of geog-
raphy: access to the coast raises per capita in-
come by 64 percent, while halving the distance
to all trading partners increases per capita
income by 74 percent. While these figures pro-
vide a pessimistic view on the trade and devel-
opment prospects of geographically disadvan-
taged countries, in the long run new economic
centers emerge. High-income landlocked econ-
omies such as Switzerland, or the state of Col-
orado in the United States demonstrate that
such disadvantages need not be permanent.

Infrastructure links the binterland to

the world—

Transport infrastructure, encompassing road,
railway, and internal waterway networks, sea-
ports and airports, warehousing facilities, and
supporting communications systems, is a key
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prerequisite to efficient transport services. When
goods originate or terminate in remote regions,
inland shipping accounts for a substantial share
of the total door-to-door transport charge (fig-
ure 4.6). If internal transportation networks
are dense, remote regions are in a better posi-
tion to supply foreign markets. In countries
with well-developed infrastructures, exporters
can typically choose among alternative modes
of transport (truck, railroad, or internal water-
way) and alternative seaports and airports to
ship their goods abroad. Aside from greater
flexibility, increased modal and port choice
directly promotes competition and limits the
potential abuse of market power by transport
operators serving chokepoints. Based on an
index that captures the densities of coun-
tries’ road, railway, and telecommunications
networks, Limdo and Venables (1999) confirm
that better infrastructure translates into signif-
icantly lower transport costs.”?® Moreover, a
higher infrastructure density in transit coun-
tries reduces transport costs to landlocked econ-
omies. Both own and transit country infra-

Figure 4.6 Decomposing the costs of
door-to-door shipments
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Note: Costs refer to the cheapest route of shipment.
Insurance and bank processing charges are excluded.
Source: Subramanian and Arnold 2001.

structures are found to be important determi-
nants of bilateral trade flows.2”

—and poor countries are at a
disadvantage

Poor infrastructure conditions are often the di-
rect result of low income levels, as the resources
available for infrastructure investments are lim-
ited. Nonetheless, governments play an impor-
tant role in expanding the reach and improving
the quality of existing infrastructure. Invest-
ments in transport infrastructure often take a
significant share of developing countries’ GDP.28
Governments in many countries—in part dri-
ven by the need to cut public expenditures—
have increasingly turned to the private sector
for financing such large investments. Successful
involvement of private investors necessitates an
attractive investment climate, transparent and
carefully designed concession contracts, and
a credible overall policy regime.?? Yet where
commercial risks are too high, public sector in-
vestments are still required—especially in the
poorest countries that are typically not able to
attract private investment. Governments also
play a crucial role in infrastructure planning.
Road, railway, and port capacities need to ac-
commodate projected growth in trade. The de-
sign and construction of transport networks
need to be coordinated with neighboring coun-
tries, which is especially important for small
and landlocked economies.

Economies of scale and scope

There are large economies of scale in the provi-
sion of shipping services. Greater transporta-
tion flows allow service providers to operate
larger vehicles and to spread fixed route costs
over a larger number of shipments. The capac-
ity of containerships operating on the major
East-West trading routes is several times that of
those operating on North-South routes, where
traffic density is substantially smaller. Control-
ling for other determinants of liner freight
prices, shipments from the port of Lagos, Nige-
ria, to southern California would be 24 percent
cheaper, if traffic on this route would be the
same as from the port of Hong Kong (China)
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to the same region.30 Furthermore, due to rela-
tively low trading volumes, developing coun-
tries often face longer travel times and less fre-
quent services, as ocean carriers require a larger
number of stops to fill vessels.3!

At sufficiently large traffic volumes, trans-
port operators can reap economies of scope by
offering services on connected routes. Through
hub-and-spokes systems, maritime and ocean
transport operators have been able to cut costs,
while at the same time offering transport links
between a larger number of locations at higher
frequencies. The overwhelming share of inter-
continental ocean trade is today delivered by
hub-and-spoke systems, through major ports
such as Hong Kong (China), Los Angeles, Rot-
terdam, or Singapore. By contrast, most ocean
carriers serving the routes to and from West
Africa still operate under so-called multiple
ports of call systems. However, given current
traffic levels, commodity mix, port infrastruc-
tures, and inland transportation systems, Pals-
son (1997) finds that the adoption of a hub-
and-spoke system would not systematically
yield substantial cost savings. Future growth in
trade as well as infrastructure improvements
may change this calculus. Yet the implementa-
tion of a hub-and-spoke system would still re-
quire the willingness of the spoke countries to
accept lower traffic volumes to the benefit of
the hub port.

Why some countries pay more:
policy-driven factors

overnment policy can inadvertently in-

flate transport costs. Most developing
countries enact rules that detract from using
existing transport resources efficiently. These
rules drive up transport-related transaction
costs and often preserve monopolies in service
markets.

Reducing high transaction

costs in-country—

High costs of transport-related transactions—
such as frequent reloading of goods, customs
clearance, fulfillment of documentation require-

SERVICES: REDUCING BARRIERS

ments, and others—add to the overall logistical
costs of international shipments. Uncertainty
about the enforceability of legal documents
(such as bills of lading or letters of credit) in-
creases the risks faced by importers and ex-
porters as well as transport operators. One
study on Brazilian ports reports the average
costs per container related to administration
and customs clearance at $1,727, which could
be reduced to $320 according to international
best-practice estimates (figure 4.7).32 In many
cases, transport-related transaction costs do
not even show up in the final freight bill, but
take up a firm’s resources that could be used
more productively.

Multiple changes of transport modes dur-
ing the transport journey create costs in the
form of frequent reloading of goods, coor-
dination problems that result in shipment de-
lays, and the need to contract several trans-
port operators instead of a single door-to-door
service provider—often exacerbated by legal
provisions preventing foreign multimodal oper-

Figure 4.7 Potential door-to-door cost
savings on containerized imports in
Brazil
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ators from undertaking door-to-door contracts.
Containerization has substantially reduced the
reloading costs of multimodal journeys, as goods
are packed once at the factory’s door and un-
packed at the importer’s site. Indeed, con-
tainerization has fostered the integration of
transport service providers toward multi-
modal operations, which internalizes transac-
tion costs resulting from modal switches. Even
though containerization of general cargo has
taken hold in many developing country—ports,
containers are less frequently used for inland
transport (especially in Africa)—obviating one
of the main cost-saving characteristics of con-
tainer shipping.33 The main reasons for this
are long inland turnaround times for contain-
ers, risks of loss or damage to containers, and
inadequate road infrastructure unsuited to con-
tainer loads. Limitations on the cross-border
provision of trucking services create bottle-
necks at the border, because goods have to be
reloaded onto different carriers. Different na-
tional standards regarding safety requirements,
vehicle sizes, railway gauges, or coupling and
braking systems similarly constrain the smooth
cross-border movements of goods.

Although official customs fees are typically
only a small portion of overall transportation
costs, inefficiency in customs procedures can re-
sult in congestion and long queues at the bor-
der. For example, at the key border crossing-
point between India and Bangladesh as many as
1,500 trucks queue up on both sides of the bor-
der, and waiting times vary between one and
five days.3* Inefficiencies often are the result
of understaffing, burdensome documentation
requirements, poorly defined procedures, and
the need to obtain approval from many offi-
cials. High trade protection typically results in
more complex customs requirements—for ex-
ample, through the need to obtain import li-
censes before goods are shipped. Corruption is
endemic in many developing country ports
and is more widespread the more opaque are
the customs procedures, and the greater the
discretion of customs officials.

Advances in information technologies have
created a large scope for reducing transport-

related transaction costs. The development of
the electronic data interchange (EDI) system,
for example, has substituted the traditional
paper documentation routines for customs
clearance. Through the global positioning sys-
tem, firms can monitor the location of vehicles
and better time loading and reloading. The
Internet has opened new ways of organizing
transport movements, creating more flexible
and efficient transport markets with reduced
uncertainty regarding the quality of shipments.
Yet use of these technologies is still primarily
confined to developed countries and large
ports. Lack of communications infrastructure
and the necessary skills, as well as an inade-
quate legal framework for electronic signatures,
often present obstacles to the dissemination of
transport-related information technology in the
developing world.

—requires coordinated government action

There is much that governments can do to re-
duce transport-related transaction costs, usu-
ally under the umbrella of so-called trade facil-
itation initiatives. Such programs can result in
significant reductions in direct and indirect
shipping costs in relatively short time periods.
They are most effective if implemented in part-
nership with the private sector (box 4.3). An-
other role for governments is to create an ap-
propriate legal and regulatory framework for
multimodal transport, which often represents
one of the most pressing constraints to the pro-
vision of efficient door-to-door services. Coop-
eration on standard-setting and the conclusion
of mutual-recognition agreements with neigh-
boring countries can facilitate the cross-border
movement of goods by trucks. While countries
should remain free to adopt their preferred reg-
ulatory standards, it is important to ensure
that such standards do not unnecessarily dis-
criminate against foreign—service providers (see
chapter 3).

From public monopoly to

private competition

For a long time the provision of many trans-
port services was the domain of public monop-
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olies, and indeed state-owned enterprises
continue to be a dominant force in many coun-
tries’ transport sectors. Public monopolies were
often justified by natural monopoly argu-
ments, such as in the case of port operations,
which require large infrastructure investments.
Prestige arguments (for example, the desire to
operate a national flag airline) and security
concerns (self-sufficiency in times of war) af-
forded a justification for limiting the participa-
tion of foreign service providers in domestic
transport operations. Such arguments are be-
coming increasingly harder to defend. Private
entry and competitive market structures have
proved to be feasible for virtually all transport
services and, to a large extent, have led to effi-
ciency gains and lower prices for consumers.
Moreover, the principle of comparative advan-

tage fully applies to the provision of transport
services, as it does to other traded commodi-
ties. By opening up domestic markets to for-
eign competition, shippers can choose among a
broader spectrum of services and opt for ser-
vice operators with superior technologies or
lower operating costs.

Maritime transport—

Due to differences in commodity type as well
as to technological improvements in the ship-
ping industry—most importantly, container-
ization—international maritime freight trans-
port has developed specialized branches. Liner
shipping, meaning maritime transport of com-
modities by regular lines, which publish in ad-
vance their calls in different harbors, is dis-
tinct from tramp shipping, which refers to
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transport performed irregularly, depending on
momentary demand. Typically, liner carriers
transport commodities with a higher degree of
industrial processing using containers, while
noncontainerized raw materials (such as crude
and refined oil, iron ore, grain, coal, or baux-
ite) tend to be carried in tramp carriers.

—is affected by government policies—
Tramp shipping is generally believed to be a
highly competitive market that is, as a rule,
free from restrictions.3> Prices are set in spot
markets based on either time charter or voyage
charter contracts. In contrast, liner shipping
has traditionally been subject both to trade re-
strictions and private cooperation. The most
important policy-imposed barriers applied to
international maritime transport have been
various cargo reservation schemes. These re-
quire that part of the cargo carried in trade
with other states must be transported only by
flagships (ships carrying a national flag) or
ships interpreted as national by other criteria.
Cargo reservation takes various forms. It
can be imposed unilaterally if ships flying na-
tional flags are given the exclusive right to
transport a specified share of the cargo passing
through the country’s ports. An alternative
form involves cargo sharing with trading part-
ners on the basis of bilateral or international
agreements. A specific form of multilateral
cargo reservation scheme is the United Nations
Conference on Trade and Development (UNC-
TAD) Liner Code of Conduct, which was con-
ceived to encourage the development of the
shipping industry of developing countries by
guaranteeing domestic lines a minimum (40
percent) share of traffic, and ensuring their par-
ticipation in international liner conferences.3¢
Cargo reservation schemes have probably
declined in significance, as more and more
countries have phased them out. In addition,
the increased transfer of ships to open reg-
istries to enable the ship owners to benefit
from more efficient cost conditions has further
diluted the importance of cargo sharing. The
UNCTAD Liner Code, which was never ap-
plied on a large scale, is even less visible today,

being applied mostly to routes between West
Africa and Europe (box 4.4). Nevertheless,
countries ranging from Benin to India still
have in place reservation policies that at least
nominally restrict the scope for trade.

—and the practices of ocean carriers
Competition-restraining practices in liner
transport take the form of cooperative agree-
ments among maritime carriers on technical
or commercial matters. Carriers’ cooperative
habits are deeply rooted in the history of mar-
itime transportation. The first shipping cartels,
covering the routes between the United King-
dom and Calcutta, India, date back to 1875.
By joining carrier agreements, shipping compa-
nies retain their juridical independence, but
consent to common practices with the other
members regarding pricing, traffic distribution,
or vessel capacity utilization. One of the most
common types of agreement are liner confer-
ence agreements, which typically provide for
the fixing of and adherence to uniform freight
tariff rates and conditions of service. Liner con-
ferences also employ exclusive contracts and
other loyalty-inducing instruments to deter
entry of outside shipping lines.3” Another type
of carrier agreement includes cooperative work-
ing and discussion agreements, which establish
exclusive or preferential working relationships
between shipping lines, and provide a forum
for information sharing but do not necessarily
engage in unique price setting. A more recent
form of private cooperation is strategic alliances,
which aim at closely integrating vessel opera-
tion activities and service networks.

It has been frequently pointed out that in
recent years the power of liner conferences
and other cooperative arrangements has been
eroded. In the 1990s efficient outside shipping
lines were able to gain a significant share of the
market on many routes. Moreover, more liberal
regulations affecting international shipping
have weakened the command of rate-fixing
agreements. For example, the Ocean Shipping
Reform Act of 1998 in the United States intro-
duced the confidentiality of key service contract
terms, allowing greater scope for price com-
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petition. It is also important to recognize that
private cooperation can bring benefits to con-
sumers of shipping services—notably due to
improved network coordination, which can
generate economies of scope and a wider choice
of services available to shippers.

Yet one recent study, which examines the
impact of price-fixing and cooperative work-
ing agreements on liner freight rates for U.S.
imports, concludes that private practices con-
tinue to exercise a significant influence on
liner freight rates, and that the hypothetical
breakup of carrier agreements could lead to
cost savings of as much as 20 percent (see box
4.5). In practice, the extent to which liner
freight rates are pushed up by private anti-
competitive practices is likely to differ across
routes. Developing country routes are arguably
more prone to such practices, since low overall
traffic volumes limit the number of competi-
tors that can be commercially sustained (see

box 4.4).

Seaport services are increasingly driven by
private capital and competition—
In performing their function as the interface
between various modes of transport, seaports
provide multiple services. The management of
ships in ports requires a mixture of services re-
lated to berthing, including pilotage, towing,
and tug assistance. Cargo handling is the most
important service in moving goods through
seaports, accounting for 70 to 90 percent of
total port charges. Other services related to
cargo manipulation include customs clearance,
storage, and warehousing. Specialized agents
or consignees take on the paperwork and all
matters related to the use of port facilities by
a ship. Finally, there is a series of ancillary ser-
vices to crew members and ships, including
provisioning, fueling and watering, garbage
collecting, and repair facilities.38

The last decades have seen profound
changes in the organization of seaports—the
general trend being toward increased private
sector participation and greater competition
within and between ports. A variety of owner-
ship and operational structures have emerged

with regard to port management and coor-
dination, the provision of infrastructure, and
the supply of services. For example, under the
Landlord Port concept—which is becoming
widespread worldwide—the public Port Au-
thority owns the basic infrastructure—land,
access, and protection assets—and leases it
out to private operators on a long-term con-
cession basis. Under the Tool Port concept the
Port Authority owns the infrastructure, the su-
perstructure, and heavy equipment, and rents
it to private operators, which carry out com-
mercial operations under licenses. The Port
Authority usually retains all regulatory func-
tions in the case of landlord and tool ports. In
only a few ports in the world has port land
been sold to private operators, and all public
management and regulatory functions been
transferred to the private sector.’

—but smaller ports are at

a disadvantage—

The feasibility of competitive provision of port
services, especially cargo handling, depends on
several factors. The availability of port space
poses a constraint to the number and the de-
gree of specialization of port terminals. Sec-
ond, traffic levels have to be sufficiently large,
such that it is feasible to operate several termi-
nals at full capacity. Experience has shown that
the operation of more than one container ter-
minal only becomes viable if port traffic ex-
ceeds 150,000 twenty-foot equivalent units
(TEUs) per year. Third, competition between
ports depends on geographic factors, the den-
sity and quality of inland transport networks,
and overall traffic volumes in the greater port
region. In practice, competitive forces are
likely to lead to a cost-efficient provision of
services only in large seaports and regional
hubs. For smaller ports, ex ante competition,
in the form of auctions where private firms bid
for the right to operate a terminal, can extract
potential monopoly or oligopoly rents that
service providers expect to generate. Further-
more, it is necessary to accompany private port
participation with appropriate regulation over
tariffs charged by service providers. Indeed, the
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creation of regulatory capacity is an important
element in every port reform package—not
only to monitor and set tariffs, but also to en-
sure the safety and quality of services supplied.

With few exceptions, such as Singapore,
public port monopolies are typically associated
with inefficient and expensive services; experi-
ence has shown that liberalization programs
can, in principle, greatly improve performance
(see box 4.6). Yet achieving successful liberal-
ization is a complex task—even in developed
countries. To attract long-term private inves-
tors, the overall policy regime has to be credi-
ble and consistent over time. At the same time,
governments need to ensure that efficiency
gains are passed on to port users, which re-
quires carefully designed concession contracts
ex ante and appropriate regulatory mechanisms
ex post. Thus a country with weak institutions,
high overall economic uncertainty, a reputation
for policy reversal, and limited regulatory ca-
pacity arguably faces a significantly more diffi-
cult task in managing the liberalization process.
Another frequently encountered obstacle in re-
forms is the adjustment to the labor force in
port. Due to technological progress, port oper-
ations have, over the past decades, become
more capital-intensive, such that moderniza-
tion typically requires the reduction of excess
labor. Forming consensus with workers on the
design of reforms, retraining programs, and
measures to soften the social impact of labor re-
ductions can overcome some of the resistance
of often-powerful port unions.*°

—and powerful operators are emerging at
the global level

Opening port services to the participation of
foreign operators can bring special benefits, as
multinational companies often bring technol-
ogy, experience, and managerial know-how.
Large global port operators can also offer a
loyal customer base, networking possibilities,
and access to finance. Yet a number of ob-
servers have voiced concerns about the rising
global concentration of the industry. A rela-
tively small group of port operators has estab-
lished a regional or worldwide presence; by one

estimate this small group now accounts for
about 40 percent of the world’s annual con-
tainer liftings.*! While consolidation may bring
benefits to port users, there is the danger that
dominant operators may abuse their market
power—for example, by offering exclusive con-
tracts to shipping lines if they use their world-
wide facilities. Such practices may pose the risk
that the benefits from port liberalization are to
some extent captured by foreign firms.

International air transport services are
beavily restricted—

International air transport is divided into sched-
uled passenger, freight, and mail services, and
chartered services that depend on momentary
demand. In 1998, scheduled services repre-
sented 87 percent of revenues, of which the
overwhelming share (88 percent) came from
the movement of passengers.*? International
airfreight transport can be further divided into
passenger belly-hold freight and dedicated
freight services. Passenger belly-hold freight is
typically cheaper, because freight rates are set
at marginal cost, whereas dedicated freight
services need to recover the full costs of oper-
ating the aircraft.

Trade in international air transport services
is heavily restricted by governments around
the world—more so than international mari-
time transport. Market access of foreign pas-
senger and cargo carriers is largely determined
through a complex system of bilateral air ser-
vice agreement (ASAs), which typically desig-
nate the airlines allowed to operate on bilateral
routes, the number and frequency of flights
they operate, what types of aircraft they use,
and how much they charge.*> ASAs also deter-
mine the traffic rights of airlines operating on
bilateral routes, which are defined by so-called
freedoms of the air. Under third and fourth
freedom rights, airlines are allowed to carry
traffic between their home countries and for-
eign countries. Fifth freedom rights permit an
airline of one country to carry traffic between
two other countries, provided the flight origi-
nates or terminates in its own country. The
most liberal—yet rarely granted—traffic rights
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are seventh freedom rights, which allow an air-
line of one country to operate flights between
two other countries without the flight originat-
ing or terminating in its own country.*4

—but bilateral arrangements are
becoming more liberal—

Over time, ASAs have become increasingly
more liberal. For example, so-called Bermuda-
type agreements do not regulate capacity on
each route, but leave it to the designated air-
lines to negotiate the number and frequency
of flights. “Open skies” agreements are an
even less restrictive type of ASA, which origi-
nally emerged on selected routes to and from
the United States. Under a multiple open skies
agreement, airlines can typically fly on all
routes between two countries without any ex
ante controls on capacity or fares, and are
granted unrestricted fifth freedom rights. Do-
mestic reforms, especially the entry of second
and third carriers to compete with the former
national flag carriers have also led to more in-
tense competition on a considerable number
of international routes. In addition, unilateral
and bilateral policies toward air cargo services
are, in most countries, more liberal than pas-
senger services. Governments have often been
willing to authorize dedicated freight services
when demand for services exceed what na-
tional flag carriers could provide.*

Another noteworthy development is the
conclusion of liberal regional air service agree-
ments that, at least partially, attempt to over-
come the distortions introduced by bilateral
preferences. These are often linked to regional
trade agreements, such as in the case of the
common aviation market in the EU or the An-
dean Pact open skies agreement. The “Ya-
moussoukro Declaration” adopted by African
countries provides for liberalization of air
transport on the continent by 2002. The fore-
seen regime would replace bilateral air ser-
vices arrangements and eliminate all restric-
tions in traffic rights up to the fifth freedom.

Privatization of state-owned airlines has
also progressed in the 1990s. More than 70
percent of airline companies now have a ma-

jority of private capital. In addition, govern-
ments have become less willing to come to the
rescue of distressed national flag carriers. In-
deed, selected countries—notably in the devel-
oping world—have allowed the bankruptcy
and closure of national carriers. While privati-
zation is frequently driven by short-term fiscal
needs, there is growing recognition that direct
or indirect subsidies to national flag carriers
distort the allocation of resources. The tight-
ening of competition policies in relation to
state aids has also contributed to a more com-
mercially oriented climate in which airlines
operate today.

Besides restrictive bilateral agreements,
market access of foreign airlines is sometimes
limited due to regulatory standards and re-
quirements. While it is legitimate for more de-
veloped countries to seek higher safety and
environmental standards, they can potentially
have adverse effects on air services with devel-
oping countries, which should be taken into
account when adopting new standards (box
4.7). International cooperation on technical
standards, for example under the umbrella of
the International Civil Aviation Organization
(ICAOQ), can play a useful role in forming con-
sensus about what are legitimate safety or en-
vironmental concerns and what can be consid-
ered unnecessarily discriminatory.

—fostering consolidation—

A large number of studies have documented
the benefits of liberal international air service
markets in developed economies. In principle,
competition between airlines has been shown
to result in overall lower prices, and an in-
creased range and quality of services.#¢ Little
formal research has been conducted to evalu-
ate the effects of air service liberalization in
developing countries, but anecdotal evidence
points to significant inefficiencies as a result
of restrictive air service policies. At the same
time, the experience of developed countries
has shown that liberalization may foster con-
solidation in the industry, as airlines seek to
expand the reach of their networks to generate
hub-and-spoke economies.
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A regional market with limited traffic may
only sustain a number of airlines that is smaller
than the number of states in the region. Some
observers have, for example, pointed out that
consolidation would be a likely consequence if
air services were further liberalized in Africa.
Consolidation may be in the consumer’s best
interest, if economies of scale and scope result
in lower airfares and freight rates, yet it also
raises the danger that “spoke” routes with thin
traffic densities will become monopolized and
airfares increase once price and capacity con-
trols are removed.#” Achieving successful liber-
alization may require the regulation of prices
and the imposition of service requirements on
thin routes—at least temporarily until compe-
tition has sufficiently intensified.

—and increasing the relevance of

private practices.

A related concern stems from the emergence
of a large number of airline alliances and code-
sharing agreements between airlines of differ-
ent countries. One of the main rationales of
these arrangements has been to expand the
reach of existing networks in an environment
where cross-border trade and direct invest-
ments are restricted by bilateral ASAs.*8 In
addition, regulation and market structure in
industries upstream or downstream from air
services can strongly affect competitive condi-
tions for both passenger- and cargo-transport.
Chiefly, the allocation of landing and takeoff
slots at airports can be used to favor domestic
incumbents and lead to a high concentration
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of services in city-specific markets. Similarly,
passenger carriers need access to computer
reservation systems, which are provided glob-
ally by only a small number of operators.

Unleashing competition in
international transport:
policy implications

Domestic policy action is needed—
Government policies can play an important
role in improving the efficiency of interna-
tional transport services. Creating a favorable
climate for private investments, targeted pub-
lic infrastructure investments, and regional
cooperation on transport matters can serve
to lessen constraints imposed by adverse geo-
graphic or economic circumstances. As pointed
out in chapter 3, the liberalization of service
markets should focus on the removal of entry
barriers in the form of public monopolies or
specifically government policies that directly
limit competition. Such policy-imposed re-
strictions are present in a large number of
countries and can apply to virtually all trans-
port services, ranging from public shipping
lines, port monopolies, and national flag air
carriers, to controlled freight forwarding, and
agency and third party logistics markets.*’

Cargo reservation in maritime transport,
while still applied in a number of developing
countries, has arguably become less relevant.
Liberalization of port services is a much newer
phenomenon, but has proved to be a success-
ful strategy in improving the performance of
port operations in both developed and devel-
oping economies.

Notwithstanding the recent progress to-
ward more commercially oriented and liberal
air service markets, the current system govern-
ing international air transport remains one
that essentially grants preferential access to
airlines that reside at one end of an interna-
tional route. Even the most liberal bilateral
open skies agreements and regional accords do
not grant seventh freedom rights. Preferential

liberalization entails costs, in that market ac-
cess may be denied to the world’s most effi-
cient airlines, unless those airlines fall under
the ambit of a bilateral agreement. Despite the
spread of airline alliances, which has led to
improved international network coordination,
limitations on foreign ownership of airlines
similarly prevent foreign airlines from fully
integrating service networks and achieving
economies of scale and scope. In the long term,
the goal should be to move toward a nondis-
criminatory trade and investment regime in air
transport. Further liberalization at the domes-
tic level would contribute to an environment in
which such a regime would become feasible in
the future.

—as well as a strong regulatory and
competition policy framework
Liberalization needs to be accompanied by the
development of appropriate regulatory mecha-
nisms. Regulatory intervention is necessary to
remedy market failures, to protect consumer
interest and the environment, and to ensure the
safety of services supplied. Good regulation is
often the key to successful liberalization. Al-
though there is no unique model of a good reg-
ulator, experience has shown that clearly de-
fined responsibilities, institutional and some
degree of financial independence, well-trained
staff, and credibility in the market are impor-
tant ingredients to the regulator’s effectiveness.
Assistance from bilateral or multilateral donors
can be supportive, especially for newly created
agencies with limited resources.

An adequate competition policy framework
is needed to address potentially anticompeti-
tive business practices by operators, and to en-
sure that the gains from policy liberalization
are passed on to consumers of services. In prin-
ciple, greater scrutiny of private carrier agree-
ments by competition policy would not auto-
matically imply the breakup of all forms of
private cooperation, but would require a static
and dynamic efficiency test as to whether car-
rier agreements, alliances, and other private
practices—whether in maritime or air trans-
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port—seek to lower operational costs or work
to the detriment of consumers.

Yet effective application of competition
policy may be difficult—

Many developing countries lack an adequate
national competition policy framework to deal
with private practices by transport operators.
Although a large number of countries have
recently adopted antitrust laws, examination
and enforcement capabilities often remain
weak and take time to develop. There are also
significant extraterritoriality problems related
to the application of national laws to transport
services that are inherently international. Large
states can probably tackle such practices uni-
laterally, but small states with limited enforce-
ment capacity are at a disadvantage. Coopera-
tion on antitrust matters (such as the collection
of evidence) can help in pursuing multijurisdic-
tional practices, but, again, such cooperation
currently is most pronounced only among de-
veloped countries.

—in part due to developed country
antitrust exemptions

Undoubtedly antitrust scrutiny of international
transport operators in big trading nations, such
as the United States and the EU, is likely to gen-
erate positive spillovers for developing coun-
tries; yet such positive spillovers are likely to be
limited, for several reasons. First, the United
States, the EU, and other countries have histor-
ically exempted—at least partially—shipping
conferences from the realm of antitrust law, on
the grounds that they provide price stability
and limit uncertainty regarding available ton-
nage.’? In some countries, governments even
facilitate price-fixing by requiring ocean carri-
ers to officially file their rate and schedule in-
formation. Similarly, the United States has ex-
empted selected airline alliances from the realm
of its antitrust law—justified by airlines’ need
to share scheduling and pricing information,
which could be challenged under existing com-
petition regulations. Second, developed coun-
try competition laws typically do not take into
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account the interests of foreigner consumers,
and foreign persons usually do not have stand-
ing in developed country courts.

A case can therefore be made to review
competition regulations—including sectoral
exemptions—in the major industrial countries
in terms of their potential development impli-
cations. This would not only make for better
overall development implications, but in many
cases it could lead to better outcomes in de-
veloped countries.

Multilateral negotiations can be
supportive of domestic reforms—

Reform programs aimed at improving the per-
formance of transport services are primarily
a challenge for domestic policy. Nonetheless,
multilateral agreements can help in several
ways to achieve good policy—as chapter 3 has
discussed in greater detail. Transport services
fall under the scope of the General Agreement
on Trade in Services (GATS), which was one
of the outcomes of the Uruguay Round of
trade negotiations. Measures listed in member
countries’ specific commitments include, for
example, quotas such as cargo reservation poli-
cies, foreign ownership limitations of service
providers, requirements regarding the legal form
of commercial presence, discriminatory taxes
and subsidies, restrictions on the hiring of for-
eign crew members, and the terms of access to
port services and other essential facilities such as
computer reservation systems.

—but little has been achieved so far—

Notwithstanding the broad coverage of the
GATS, relatively little has been achieved to date
on disciplining transport services by multilat-
eral trade rules. Take the case of maritime
transport services, where negotiations stretched
over a period of nearly ten years.’! Liberaliza-
tion was a central concern in the Uruguay
Round, but at the end of the process only 39
WTO-Member countries were willing to offer
commitments, most with significant limitations.
As in other sectors, such as telecommunications
and financial services, it was decided to extend
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negotiations in this sector until the end of June
1996. However, no agreement could be reached
and negotiations were suspended. Thus even
though the maritime transport sector is an inte-
gral part of the GATS, it is not subject to the
most favored nation (MFN) rule, and existing
commitments are limited to those that certain
Members have been willing to make unilater-
ally. The suspension of the MFN obligation
was prompted by the difficulty in eliminating
MEFN-inconsistent measures in the maritime
sector. Examples of such measures are the
bilateral cargo-sharing arrangements under
the UNCTAD Liner Code of Conduct, and cer-
tain unilateral retaliatory actions—such as those
maintained by the United States—against trad-
ing partners who are perceived to resort to re-
strictive foreign trade practices.

Liberalization of air transport services
under the GATS has also been very limited.
Current commitments only apply to three an-
cillary services—aircraft repair and mainte-
nance services, selling and marketing services,
and computer reservation services. The GATS
expressly excludes the core issue of air traffic
rights. Because the bilateral structure of the
international air service regime is fundamen-
tally at odds with the MFN principle of the
World Trade Organization (WTO), exclusion
was preferred to the possibility of scheduling a
large number of MFN exemptions. Several de-
veloped countries—in part supported by their
airlines—also preferred to pursue the liberal-
ization of air services in a bilateral context.
The fact that these countries can obtain a rapid
and timely resolution of disputes under the ex-
isting bilateral system contributed to the lack
of enthusiasm for a strong GATS framework.

—leaving the door open for mutually
beneficial negotiations in the new round
In 2000, new negotiations on services were
initiated, as called for in the GATS. If a broader
new round were to be launched at the Minis-
terial Meeting in Doha, Qatar, in November
2001, the scope for intersectoral bargaining
would substantially widen and encourage a

broader and deeper exchange of commitments
by Members. Although specific negotiating in-
terests on transport services are likely to vary
from country to country, there are general
guiding principles that would arguably con-
tribute to beneficial outcomes. First, develop-
ing countries are likely to gain credibility in
their domestic reforms by binding existing
transport policies in a multilateral commit-
ment. Holding on to commitments that are
“below” actual policy—for example, moti-
vated by the desire to preserve future negoti-
ating leverage—entails significant costs, in
that investors may be deterred by the risk
of policy reversal. In maritime transport, the
prospects for locking in existing policies have
arguably improved since the last round of ne-
gotiations, as unilateral liberalization in this
sector has gathered steam, and a larger num-
ber of countries appreciate that restrictions
on maritime trade impose a significant cost on
the whole economy.’?

Second, developing countries should use
the negotiating process to advance liberaliza-
tion of transport services—especially in sec-
tors where there are powerful interest groups,
such as in port services, which resist reforms.
At the same time, market access demands by
trading partners need to be reconciled with
domestic reform priorities and overall devel-
opment objectives. This “balancing act” re-
quires careful analysis prior to negotiations,
which should be supported by bilateral and
multilateral development agencies.

Third, and specifically regarding the cover-
age of air transport services under the GATS, a
stronger multilateral framework for aviation
would, in principle, be desirable and could
contribute to a more level playing field for
smaller countries. Realistically, application of
the MFN principle to air transport—for exam-
ple, by substituting bilateral quotas with non-
discriminatory taxes—would require major
changes in the way the industry is currently
governed, which seems unlikely in the short
to medium term. One way forward would be
to negotiate the inclusion of air cargo and so-
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called express integrated cargo services, which
are already relatively more liberal than air pas-
senger services. In the long term, multilateral
rules for these subsectors can create the mo-
mentum for a more comprehensive treatment
of air transport under the GATS.

Finally, it may be beneficial to create mul-
tilateral disciplines on transport regulation and
measures that address anticompetitive business
practices. Such disciplines could unleash a
deeper exchange of liberalization commitments,
as countries would be more confident that mar-
ket access concessions are not reversed by regu-
latory barriers and that the gains from more lib-
eral policies are not captured by private parties.
The Reference Paper on Regulatory Principles,
which is part of the 1997 GATS Agreement on
Basic Telecommunications, has demonstrated
that multilateral disciplines can play a positive
role in this regard, without aiming at harmoniz-
ing regulatory standards or practices. The expe-
rience with these behind-the-border issues in the
WTO is still young; further work is necessary to
evaluate possible options in the transport sector.
For example, extending nondiscrimination prin-
ciples under the GATS to essential facilities in
transportation, such as seaports and airports, or
computer reservation systems, could make a
positive contribution toward a secure trading
regime for transport services. Competition dis-
ciplines could call for an end to exemptions of
particular sectors—such as air and maritime
transport—from domestic antitrust law. An-
other useful role the WTO might play in this re-
gard is to uncover anticompetitive practices, for
example in the context of the already existing
trade policy reviews mechanism, or in the form
of dedicated competition assessments. Develop-
ing countries that have limited resources avail-
able for this kind of analysis would likely be the
main beneficiaries.

Notes

1. See Lakshmanan 2001.

2. If one assumed a 6.26 interest rate (the average
U.S. Treasury Bill rate in the year of estimation), the
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daily capital would be 0.017 percentage ad valorem,
roughly 47 times smaller than the measured cost.

3. Amjadi and Yeats (1995) also show that African
countries use a larger share of their foreign exchange
earnings on net payments for transport services com-
pared to other developing country regions.

4. Hummels (1999a) makes similar comparisons
between freight rates and import tariffs for several
Latin American countries and, in many cases, finds
that tariffs do exceed transport costs, especially among
manufactured goods.

5. Note that insurance services are included in the
definition of freight rates shown in figure 4.3.

6. See Limado and Venables 1999. Geraci and Prewo
(1977) estimate a similar elasticity of trade with respect
to shipping costs.

7. Hummels (1999a) directly estimates the degree
of goods’ substitutabilities, controlling for the trans-
port and tariff incidence on import prices. The study
suggests an even larger trade-inhibiting effect of trans-
port costs for individual product categories than the
aggregate estimate by Limao and Venables 1999.

8. For an overview of travel cost elasticity estimates
of tourism demand, see Witt and Witt 19935.

9. See Christie and Crompton 2001.

10. A recent study on productivity spillovers in Or-
ganisation for Economic Co-operation and Develop-
ment countries finds that foreign research and develop-
ment (R&D) stocks in distant economies have a much
weaker effect on domestic total factor productivity than
do R&D stocks in closer economies (Keller 2001).

11. Indirect evidence for the role of export market
choice on growth is provided by Vamvakidis 1998.
This study finds that the size of open neighbors’ market
and their level of economic development has a positive
effect on home country economic growth, although a
faster growth rate of the neighboring economy was
found to not provide any positive spillovers.

12. Since direct data on transport costs are unavail-
able, Redding and Venables (2001) use geographic dis-
tance and the existence of a common border to ap-
proximate the effect of shipping costs. Estimations are
performed for a group of 101 developed and develop-
ing economies, using 1994 bilateral trade data.

13. See Hanson 1998.

14. Interesting new work even suggests that trans-
port costs—as an element of trade costs—help explain
a variety of puzzles in the field of international macro-
economics. Their role in explaining countries’ home
bias in consumption may be the most straightforward,
but Obstfeld and Rogoff (2000) also demonstrate that
trade costs can be an explanatory factor of why savings
in most countries are typically invested domestically, or
even why exchange rates are excessively volatile.
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15. It should be pointed out that 1974 is an unfor-
tunate year for comparisons, however, because freight
rates were pushed up by the oil price shock in the pre-
ceding years. Based on similar data from New Zealand,
Hummels (1999b) finds that freight costs increased by
at least 30 percent between 1973 and 1974, such that
the decline in ad valorem freight rates between 1974-98
would be nearly eliminated.

16. Most of the discussion on ocean and air trans-
port is based on Hummels 1999b. This study provides
an excellent treatment of available evidence on the evo-
lution of international shipping costs.

17. See World Bank 2000.

18. See Hummels 2000.

19. These estimated growth rates are based on
Hummels 1999b.

20. See Hummels 2000. Based on an estimated
daily ad valorem cost of 0.8 percent of the import
value, this study concludes that, “. .. the advent of rel-
atively fast shipping is equivalent to reducing tariffs
from 32 to 11.4 percent.”

21. In the case of maritime transport, Fink and oth-
ers (2001) estimate that a 1 percent increase in distance
pushes up liner transport prices by 0.2 to 0.3 percent.
Besides fixed transport costs, it is also possible that dif-
ferences in the variable costs of shipping across ships
and routes cause freight rates to increase less than pro-
portionately with distance.

22. See, for example, Rose 2000 or Limio and Ven-
ables 1999.

23. See Limio and Venables 1999.

24. See, for example, Radelet and Sachs 1998, and
Limio and Venables 1999.

25. See Radelet and Sachs 1998, and Limio and
Venables 1999.

26. Improving the infrastructure density index in
the export destination country by one standard devia-
tion reduces transport costs by the equivalent of 6,500
kilometers by sea or 1,000 kilometers by land.

27. Raising infrastructure density of the median
landlocked economy to the 25th percentile reduces the
disadvantage of being landlocked by 12 percentage
points; improving the infrastructure of the transit econ-
omy reduces the disadvantage by a further 7 percent-
age points.

28. For example, one study for Latin America esti-
mates investment needs of $18 billion annually in Latin
America for 2000 to 20085, in order to bring road in-
frastructure to the upper-middle-income country aver-
age of 2.32 kilometers per capita. See Fay 2000.

29. For a more detailed discussion of the role of the
private sector in transport infrastructure investments,
see Estache 1999.

30. This estimate is based on the empirical model of
ocean liner shipping by Fink and others 2001.

31. See Hummels 2000.

32. Admittedly, such best-practice estimates are
often crude and sometimes do not fully take into ac-
count that practices or technologies employed abroad
may not be applicable at home. Moreover, the study is
based on the performance of Brazilian ports in 1997.
Since then, port charges have been significantly reduced
through the concessioning of private container termi-
nals to private operators.

33. See Pélsson 1997.

34. See Subramanian 2001.

35. See World Trade Organization 1998a.

36. The UNCTAD Liner Code was adopted in 1974
and entered into force in 1983 through its ratification
by more than 70 countries. Signatories are required to
divide the cargo transported according to the following
rule: 40 percent for ships belonging to the exporting
country, 40 percent for ships belonging to the import-
ing country, and 20 percent for ships belonging to
other countries.

37. Marin and Sicotte (2001) provide historical ev-
idence of how the stock returns of ocean lines respond
to anticipated changes in the legal treatment of exclu-
sive contracts.

38. See Trujillo and Nombela 1999.

39. For a more detailed description of port owner-
ship and management structures, see World Bank 2001a.

40. See World Bank 2001b.

41. See World Bank 2000.

42. These shares were computed from operating
revenue data published in the Statistical Yearbook of
the International Civil Aviation Organization. They
refer to the revenue of scheduled airlines, which in
1996 accounted for more than 97 percent of all carrier
revenue.

43. With some exceptions, chartered air services
remain outside the scope of the bilateral ASAs. Their
authorization remains largely at the discretion of indi-
vidual countries; airlines must satisfy the charter re-
quirements of both the origin and destination countries
before commencing services.

44. First and second air freedoms grant the right to
fly over another country’s territory or to land in an-
other country for nontraffic purposes such as refueling
or maintenance. Sixth freedom rights are a combina-
tion of two sets of third and fourth freedom rights—
they allow an airline of one country to carry traffic be-
tween two other countries via its own country.

45. See WTO 1998b.

46. See, for example, Dresner and Tretheway 1992,
Gillen and others 1999, Gonenc and Nicoletti 2000,
and Productivity Commission 1998.

47. For example, Brueckner and Spiller (1994) sim-
ulate the effect of industry consolidation based on
structural estimates of cost and demand parameters in
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the U.S. domestic market. They find that a merger of
two carriers who share the same hub results in a fare
increase for passengers traveling on routes where pre-
viously only the merging carriers operated. Fares on
routes that remain competitive after the merger, how-
ever, fall, indicating that density gains compensate for
the loss of competition. Because the merger leads to a
substantial increase in total airline profit, its net wel-
fare effect is positive.

48. A recent study on global airline alliances con-
cludes that, while the existing alliances are not stable
enough to threaten competition of global airline mar-
kets, individual alliances may be able to dominate cer-
tain hubs or even city pairs (Laaser and others 2000).

49. For example, one study on container transport in
China identified ineffective competition for freight for-
warding services—with 80 percent of the market being
controlled by two state-owned enterprises—as a reason
for limited inland container use (World Bank 1996).
Similarly, entry restrictions in the provision of third
party logistics providers in Brazil are found to adversely
affect Brazil’s distribution economy (World Bank 1997).

50. The exemptions from competition law in the
United States and the European Union are arguably
accompanied by a strong regulatory framework and
mechanisms that monitor competitive conditions in the
affected transport markets. At the same time, the inter-
ests of foreign consumers are either not or only margin-
ally taken into account by authorities in these countries.

51. See Mattoo 2001.

52. See WTO 1998b.
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Intellectual Property: Balancing

Incentives with Competitive Access

Intellectual property rights can promote
development—

One of the most fundamental changes in global
commercial policy set out by the Uruguay
Round of trade negotiations was the commit-
ment by all World Trade Organization (WTO)
Members to adhere to the requirements of the
Agreement on Trade-Related Intellectual Prop-
erty Rights (TRIPS). TRIPS defines minimum
standards of protection for intellectual property
rights (IPRs) and their enforcement. IPRs seek
to balance the incentives necessary to encour-
age future innovations (such as the ability to re-
coup the costs and risks of development, and
still earn a profit) against the desire to provide
wide access to those products in a competitive
market. Because the overwhelming majority
of intellectual property—new inventions, pro-
prietary commercial information, digital enter-
tainment products, software, trade names, and
the like—is created in the industrialized coun-
tries, TRIPS decidedly shifted the global rules
of the game in favor of those countries. None-
theless, TRIPS may lead to several long-run
benefits for countries that take advantage of its
standards in an appropriate and flexible man-
ner, while complementing those standards with
broader development and competition regimes.

—but should be appropriate to local
capacities and benefits—

Developing countries went along with the TRIPS
agreement for a variety of reasons, ranging from
the hope of additional access to agricultural
and apparel markets in rich nations, to an ex-

pectation that stronger IPRs would encourage
additional technology transfer and innova-
tion. However, the promise of long-term ben-
efits seems uncertain and costly to achieve in
many nations, especially the poorest coun-
tries. In addition, the administrative costs and
problems with higher prices for medicines and
key technological inputs loom large in the
minds of policy makers in developing coun-
tries. Many are pushing for significant revi-
sion of the agreement.

There are reasons to believe that the en-
forcement of IPRs has a positive net impact
on growth prospects. On the domestic level,
growth is spurred by higher rates of innova-
tion—although this tends to be fairly insignifi-
cant until countries move into the middle-
income bracket. Nonetheless, across the range
of income levels, IPRs are associated with
greater trade and foreign direct investment
(FDI) flows, which in turn translate into faster
rates of economic growth.

—so the poorest countries may require
assistance and time—

The most appropriate level of IPRs enforce-
ment therefore varies by income level. In par-
ticular, poorer countries—which are less able
to absorb the associated costs, and least likely
to benefit from domestic innovation—may
find it advantageous to stage implementation
of some aspects of IPRs. Since industrial coun-
tries are the main beneficiaries of IPRs, and
given the challenges facing developing coun-
tries, the former may find it in their interest to
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provide assistance to the poorest countries for
the implementation of TRIPS.

—and they also may require

special consideration in the case

of essential medicines

The least-developed countries face critical needs
for access to new drugs and vaccines that may
be developed for treating human immunode-
ficiency virus/acquired immune deficiency syn-
drome (HIV/AIDS), malaria, tuberculosis, and
other diseases. Patent protection will raise in-
centives marginally for drug firms to invent such
treatments but could also support considerably
higher prices. A mechanism needs to be found
to reward innovation in this area while provid-
ing new medicines to poor countries at low cost.

Intellectual property rights
and development

Rationale
At their most basic level, intellectual property
rights exist to strike a balance between the
needs of society to encourage innovation and
commercialization of new technologies, prod-
ucts, and artistic and literary works, on the one
hand, and to promote use of those items, on
the other. Intellectual property takes several
forms (box 5.1). The need for intellectual prop-
erty protection arises from the fundamental
characteristics of information. It is often costly
to develop new technologies and products,
requiring considerable investment in research
and development (R&D) with uncertain pay-
offs. The investment extends further to the
costs of bringing new ideas to the marketplace.
These costs must be recovered through a
temporary ability to set prices above marginal
costs of production. If an intellectual creation is
potentially valuable but easily copied and used
by others, there will be free riding by competi-
tive rivals. Such behavior would quickly drive
the price to marginal production cost and pre-
vent the inventor from recouping investment
costs, thereby discouraging innovation. Society
has a dynamic interest in limiting free riding to

benefit from the introduction of new products
and technologies. This goal is achieved by the
exclusive market positions afforded by IPRs.

At the same time, society has an interest in
promoting widespread access to new products
and information. Countries therefore limit the
scope and duration of protected exclusivity in
order to place goods into the public domain
after an adequate expected return has been
earned. There is an obvious tension between
invention and dissemination.

Despite the inherent difficulty of measure-
ment,! a growing body of empirical work sug-
gests that IPRs, as represented by legislated
patent rights, influence international eco-
nomic activity and growth performance.?

Like other economic policies, IPRs are cho-
sen by governments in response to competing
interests. Thus the strength of intellectual
property protection depends on economic and
social circumstances, which in turn affect per-
ceptions of the appropriate tradeoff between
invention and dissemination. Historically,
countries have adopted stronger IPRs only
when domestic interests in their favor became
sufficiently strong to decide policy. This is fur-
ther supported by the wide variation in stan-
dards across countries. The stronger the capa-
bilities of a nation’s enterprises to develop
distinctive products and new technologies, the
greater the preferences of consumers for qual-
ity guarantees among similar products; the
wider the markets in which artists wish to sell
their music and literature, and the easier it is to
misappropriate the returns to invention through
imitation, the more pronounced will be inter-
ests in protection.

Enforcement of rights increases

with income—

Several stylized facts emerge from the litera-
ture about the level of development and IPRs.
First, countries with a high ratio of R&D in
gross domestic product (GDP) or a high pro-
portion of scientists and engineers in the labor
force have markedly stronger patent rights
than others. Clearly such countries desire to
protect returns to inventive activity.
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Second, the evidence suggests that interests
in encouraging low-cost imitation dominate
policy until countries move into a middle-
income range with domestic inventive and ab-
sorptive capabilities.> Only at high income
levels do patent rights become strongly pro-
tective. These findings may be explained by
the nature of technological development.
Least-developed countries devote virtually no
resources to innovation and have little intel-
lectual property to protect. As incomes and
technical capabilities grow to intermediate
levels, some adaptive innovation emerges but
competition flows primarily from imitation.
Thus, the majority of economic interests pre-
fer weak protection. As economies mature to
higher levels of technological capacity and de-
mands shift toward higher-quality products,
domestic firms come to favor protective IPRs.
Finally, the strength of IPRs shifts upward at
the highest income levels (Evenson and West-
phal 1997). Not only do legislated IPRs be-
come stronger, but enforcement and compli-
ance also rise with income levels.

—and with greater openness of trade
Third, countries that are more open to trade
tend to have stronger patent rights. This result
suggests that trade interacts positively with
the demand for intellectual property protec-
tion and, possibly, domestic innovative efforts.
Finally, the size of an economy, as measured
by absolute GDP, has no detectable correla-
tion with patent rights. Thus, even in large de-
veloping countries such as India and China it
may be some time before patent rights are ef-
fectively enforced.

IPRs and international economic activity
In strengthening their IPRs regimes—either
unilaterally or through adherence to TRIPS—
developing countries may be able to attract
greater inflows of technology. The three chan-
nels through which technology is transferred
across borders include international trade in
goods and services, foreign direct investment,
and contractual licensing of technologies.

IPRs can boost trade volumes—

Imports of goods and services can transfer and
diffuse technology. For example, imports of
capital goods and technical inputs could reduce
production costs and raise productivity. An im-
portant question is whether IPRs affect such
trade flows. Maskus and Penubarti (1995,
1997) estimated changes in imports of manu-
facturing goods and high-technology manufac-
tures that could be induced by stronger patent
rights. A patent index from Rapp and Rozek
(1990) was increased by various amounts for
different countries to reflect roughly the com-
mitments required by TRIPS. The anticipated
impacts on trade volumes depended on the ex-
tent of patent revisions, market size, and reduc-
tions in the imitation threats from complying
with TRIPS. Estimated effects on trade ranged
from small impacts in the United States and
Switzerland, which were not required to under-
take much legal revision, to substantial in-
creases in imports in China, Thailand, Indone-
sia, and Mexico, which must adopt stronger
rights.* Mexico updated its IPRs regime early
because of commitments made under NAFTA.

The study found significant impacts of
IPRs change on import volumes of developing
countries. For example, there was an antici-
pated increase in manufactured imports into
Mexico of $6.3 billion, amounting to 9.4 per-
cent of its real manufactured imports in 1995.
Thus, evidence suggests that the long-run im-
pacts could be substantial. The estimated in-
crease in China’s high-technology imports was
$2.8 billion, or just under 2 percent of its total
imports in 1995. Note that Coe, Helpman,
and Hoffmaister (1997) found that total fac-
tor productivity (TFP) is enhanced in develop-
ing nations through such imports. In principle
there could be a notable bonus to productivity
performance.

However, most of the largest predicted im-
pacts were in nations with strong imitation
capacities, such as Argentina and Brazil. In
contrast, India and Bangladesh would experi-
ence relatively weak, though positive, trade
impacts.’
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—and attract FDI inflows and licenses

A primary channel of technology transfer is
FDI. IPRs should have varying importance
across sectors with respect to encouraging
FDI. Investment in low-technology goods and
services should depend less on the strength of
IPRs and more on input costs and market op-
portunities. Investors with technologies that
are costly to imitate also would pay little at-
tention to local IPRs. However, firms with eas-
ily copied products and technologies, such as
pharmaceuticals and software, would be quite
concerned about the ability of the local IPRs
system to deter imitation. Firms considering
investing in a local R&D facility would pay
particular attention to protection of patents and
trade secrets (Mansfield 1994, 1995).

Thus, the strength of IPRs and the ability to
enforce contracts could have important effects
on decisions by multinational firms in certain
sectors on where to invest and whether to
transfer advanced technologies. Table 5.1 re-
ports results from the econometric estimation
of a model of FDI and patent rights (Maskus
1998).6 Using the Ginarte-Park index, there
was a negative elasticity of FDI assets with re-
spect to patents in high-income economies, but
a strongly positive elasticity among developing
economies. Applying these impacts to antici-
pated changes in patent laws from TRIPS gen-
erates the estimated impacts on asset stocks in
column 2. Reductions in asset stocks in Japan
and Canada would amount to over $2 billion,
for example.” However, FDI assets would rise
significantly in Brazil, Mexico, Chile, and In-
donesia as a result of stronger patents. Indeed,
the increase in the Mexican FDI assets would
be 2.6 percent of the 1994 stock of U.S.-owned
assets in that country, and in Brazil that would
be 7.4 percent. Note that these figures related
solely to U.S.-owned assets. If multinational
firms headquartered in other developed nations
were to react similarly, there would be even
larger increases in overall inward FDI stocks.

Other studies of FDI and intellectual prop-
erty protection bear mixed messages. Lee and
Mansfield (1996) statistically related the in-
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Table 5.1 TRIPS: who gains?

Estimated changes in Payments for Technology and in FDI
Flows for selected countries for full application of TRIPS
(millions of 2000 dollars)

U.S. receipts from

Net Unaffiliated

patent U.S.-owned Royalties and
Country rents EDI Assets License Fees
United States 19,083 n/a n/a
Germany 6,768 -1,180 100
Switzerland 2,000 -102 0
France 3,326 n/a n/a
Australia 1,097 =279 2
Ireland 18 -267 14
New Zealand -2,204 -83 4
Portugal -282 97 n/a
Greece -7,746 51 n/a
Netherlands 241 -1,503 32
Spain -4,716 -341 47
Japan 5,673 -2,533 783
United Kingdom 2,968 -1,369 29
Canada -574 -2,396 69
Panama n/a 309 n/a
Israel -3,879 6 0.6
Colombia n/a 1,190 n/a
South Africa -11 25 11
Rep. of Korea -15,333 270 388
Mexico -2,550 3,465 148
India -903 139 63
Brazil =530 3,505 124
Argentina n/a 721 64
Chile n/a 1,062 n/a
China -5,121 687 n/a
Indonesia n/a 1,966 181

Source: World Bank staff and Maskus (2000a). Figures for net
patent rents update McCalman’s (2001) coefficients applied to
1995 data. Calculations for the stock of FDI assets use coeffi-
cients from an econometric analysis of the impacts of patent
rights on patent applications, affiliate sales, exports, and affili-
ate assets, using data over 1986-94 for the foreign operations
of U.S. majority-owned manufacturing affiliates in several de-
veloped and developing countries. These coefficients were ap-
plied to 1994 asset stocks and updated to year 2000 dollars.
Computations for royalties and license fees use coefficients
from an econometric analysis of the effects of patent rights

on U.S. licensing volumes in manufacturing for 26 countries
in 1985, 1990, and 1995. These coefficients were applied to
1995 royalty fees and updated to year 2000 dollars.

vestment decisions of U.S. multinational en-
terprises to their perceptions of the weak-
nesses of IPRs in a sample of developing coun-
tries. They found that FDI is negatively
affected by weak protection. Using firm-level
data, Smarzynska (2001) discovered that for-
eign investors considering operations in the
countries of Eastern Europe and the Former
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Soviet Union pay attention to patent rights. In
particular, investment in technology-intensive
sectors is deterred by weak protection; in all
sectors weak protection discourages invest-
ment in production facilities but does not
deter investment in distribution. Smith (2001)
also found that international FDI flows are
positively related to IP protection. Using a dif-
ferent econometric approach, however, Fink
(1997) could not detect a significant impact
of patent rights on various measures of FDI
activity by U.S. or German multinational en-
terprises. Thus, there remains statistical am-
biguity about the nature of the relationships
between IPRs and FDI, though most studies
suggest it is positive.

Yang and Maskus (2001) studied technol-
ogy licensing. The figures in the last column of
table 5.1 update their results of estimating the
impacts of international variations in patent
rights on the volume of unaffiliated royalties
and licensing fees (a measure of arm’s length
technology transfer) paid to U.S. firms. Japan
had a large absolute response, reflecting the
importance of licensing in the Japanese econ-
omy. However, large impacts were also dis-
covered in the Republic of Korea, Mexico,
Brazil, and Indonesia. Indeed the analysis sug-
gested that licensing volumes would double in
Mexico and India, and would go up by a fac-
tor of nearly five in Indonesia.

The findings discussed here are economet-
ric predictions of long-run impacts of patent
reforms on imports, FDI, and market-based
technology transfer. The figures are not defin-
itive but do support the view that stronger
IPRs could have potentially significant and
positive impacts on the transfer of technology
to developing countries. This conclusion is
strongest for middle-income developing coun-
tries. The results are less positive for the least-
developed economies, where the potential for
market-power effects looms larger.

IPRs and innovation in

developing countries

Developing nations also hope that stronger
intellectual property protection could encour-

age domestic innovation, product development,
and technical change. It is possible to structure
IPR systems in ways that promote dynamic
competition through technology adaptation,
learning, and follow-on innovation. However,
many developing countries have regimes that
favor imitation of foreign products and tech-
nologies and discourage domestic technical
change. Indeed, inadequate IPRs can limit in-
novation even at low levels of economic devel-
opment. This is because much invention and
product development are aimed at local mar-
kets and could benefit from domestic protec-
tion of patents, utility models, and trade secrets
(see box 5.1). In the vast majority of cases, in-
vention involves minor adaptations of existing
technologies and products. The cumulative im-
pacts of these small inventions can be critical for
growth in knowledge and productive activity.

An example is that protection for utility
models (or “petty patents”)—minor adap-
tations to existing technologies—improved
productivity in some countries (Evenson and
Westphal 1997). In Brazil, utility models
helped domestic producers gain a significant
share of the farm machinery market by en-
couraging adaptation of foreign technologies
to local conditions. Utility models in the
Philippines encouraged successful adaptive in-
vention of rice threshers.

In another example, the Japanese patent sys-
tem (JPS) affected postwar Japanese technical
progress (Maskus and McDaniel 1999). The
JPS in place over the period 1960-93 was de-
signed to encourage incremental and adaptive
innovation and diffusion of technical knowl-
edge into the economy. It stimulated large num-
bers of utility model applications, which were
based in part on published prior applications
for invention patents. In that study utility mod-
els had a strongly positive impact on real TFP
growth over the period, because they were an
important source of technical change and infor-
mation diffusion. It is interesting to note that as
Japan has become a global leader in technology
creation, its patent system has shifted away
from encouraging diffusion and more toward
protecting fundamental technologies.

134



If constructed well, IPRs also stimulate ac-
quisition and dissemination of new informa-
tion. Patent claims are published, allowing
rival firms to use the information in them to
develop further inventions. A recent study on
trademark use in Lebanon suggests that inno-
vation through product development and
the entry of new firms is motivated in part by
trademark protection, even in poor nations
(Maskus 2000b). Firms in the Lebanese ap-
parel industry are capable of designing cloth-
ing of high quality and style aimed at Middle
Eastern markets. Their efforts have been frus-
trated by trademark infringement in Lebanon
and in neighboring countries. Firms in the
food products sector suffered from rivals pass-
ing off goods under their trademarks. The
problem has restrained attempts to build mar-
kets for Lebanese foods in the Middle East and
elsewhere. Related difficulties plagued innova-
tive producers in the cosmetics, pharmaceuti-
cals, and other sectors. Thus, product develop-
ment and enterprise growth have been stifled by
trademark infringement targeted largely at do-
mestic enterprises.®

Copyright protection can induce investments
in creative activities and also stimulate innova-
tion. Where protection is weak, such copyright
industries as publishing, entertainment, and
software are dominated by counterfeiting rather
than domestic creation. Thus, lower-quality
copies are widely available, but the economy’s
cultural and technological development may be
hampered. For example, Lebanon has a small
but vibrant film and television industry that
could successfully export to neighboring econ-
omies if those countries adopted stronger copy-
right protection (Maskus 2000b). In the face of
difficulties in expanding their markets, Chinese
software enterprises are now playing a role in
promoting enforcement (Maskus, Dougherty,
and Mertha 1998). Finally, work in such coun-
tries as Jamaica and Senegal shows that weak
copyrights and the absence of supporting insti-
tutions, such as professional collection societies,
significantly reduce incentives for local musi-
cians to record and market their compositions

(World Bank 2000).
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At the same time, in many poor countries,
the effectiveness of all types of intellectual
property instruments is held back by inade-
quate administration and enforcement proce-
dures. These inadequacies may be due to cor-
rupt and inflated bureaucracies or weaknesses
in the legal system at large—frequently affect-
ing also the security of real and physical prop-
erty rights. Hence, a weak overall governance
structure typically poses one of the biggest
challenges to harnessing the positive contri-
bution IPRs can make to the development
process.

IPRs can boost growth prospects

The analysis reviewed here suggests that se-
lecting appropriate IPRs systems could boost
economic growth. History does not provide
strong guidance on this hypothesis. At differ-
ent times and in different regions of the world,
countries have realized high rates of growth
under varying degrees of IPRs protection.

Two recent empirical studies have consid-
ered this question in a cross-country econo-
metric framework. Gould and Gruben (1996)
related economic growth rates across many
countries to a simple index of patent strength
and other variables. They found no strong di-
rect effects of patent rights on growth, but there
was a significantly positive impact when those
rights were interacted with a measure of open-
ness to trade. The impact of stronger patent
laws in open economies was to raise growth
rates by 0.66 percent, on average. This suggests
that market liberalization and IPRs jointly in-
crease growth.

Park and Ginarte (1997) studied how IPRs
affect growth and investment. They found no
direct relation between patent strength and
growth, but there was a strong and positive
impact of patent rights on physical investment
and R&D spending, which in turn raised growth
rates.

While these results are encouraging, the link
between IPRs and long-term economic growth
remains poorly understood, and is likely to re-
main controversial. More research is necessary
to provide better guidance to policymakers.
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Costs of enforcing IPRs
hile developing countries may enjoy
long-run gains from strengthening their
systems, the transition to stronger protection
involves short-run costs that are not trivial.

Administrative costs

It is costly to develop the administrative and en-
forcement mechanisms necessary to support a
modern system of intellectual property protec-
tion. Costs include upgrading offices for regis-
tering and examining patents and trademarks,
and for accepting deposits of plant materials;
training examiners, judges, and lawyers; im-
proving courts to manage intellectual property
litigation; and training customs officers and un-
dertaking border and domestic enforcement ac-
tions. The United Nations Conference on Trade
and Development (UNCTAD 1996) provided
some estimates of the administrative costs of
complying with TRIPS in various developing
countries. In Chile, additional fixed costs from
this upgrade were estimated at $718,000 and
annual recurrent costs at $837,000. Egyptian
fixed costs would be perhaps $800,000, with
additional annual training costs of around $1
million. Bangladesh anticipated one-time costs
of administrative TRIPS compliance (drafting
legislation) amounting to $250,000, and over
$1.1 million in annual costs for judicial work,
equipment, and enforcement efforts. If training
costs were included it is likely that a compre-
hensive upgrade of the IPRs regime in the poor-
est countries could require an up-front expen-
diture of $1.5 to $2 million, plus recurrent costs.
Finger and Schuler (1999) report World Bank
surveys finding that these costs could be far
higher.

Given other pressing needs in education,
health, and policy reform it is questionable
whether the least-developed countries would be
willing to absorb these costs, or indeed whether
they would achieve much social payoff from
investing in them. Moreover, note that poor
countries are extremely scarce in trained admin-
istrators and judges, suggesting that one of the
largest costs would be to divert scarce profes-
sional and technical resources out of potentially

more productive activities. Indeed, in many
poor countries, devoting more resources to the
protection of tangible property rights, such as
land, could benefit poor people more directly
than the protection of intellectual property.

Three factors could help offset these costs.
First, intellectual property offices may charge
fees to defray their costs. Fees should be set
to meet the innovation and commercialization
needs of each country. Second, poor countries
may petition for technical and financial as-
sistance from industrial countries and from
the World Intellectual Property Organization
(WIPO) and the WTO. Unfortunately, the re-
sources available are small in relation to the
underlying needs. Third, authorities may take
advantage of cooperative international agree-
ments to reduce administrative costs. Mem-
bership in the Patent Cooperation Treaty, for
example, provides significant economies be-
cause examiners may read the opinions made
by major patent offices about novelty and in-
dustrial applicability, rather than undertake such
technical examinations themselves.

Rent transfers

Patents are overwhelmingly owned by inven-
tors in the industrialized countries. For example
in Mexico in 1996, only 389 patent applica-
tions came from domestic residents, while over
30,000 came from foreign residents, mostly in
the United States and the EU. Brazil’s domestic
applications were just 8 percent of total appli-
cations in that same year. In the poorest coun-
tries virtually no patents are granted to domes-
tic residents. As patent rights are strengthened,
this relative imbalance could be reversed to
some degree, particularly in countries that de-
velop innovation systems and inventive enter-
prises. However, inventors from developed coun-
tries are expected to apply for most patents for
the foreseeable future.

As patents and trade secrets are better pro-
tected, imitation costs rise and the ability of
patent holders to set higher prices and license
and royalty fees is enhanced. Thus, one impact
of TRIPS will be to transfer economic rents from
technology importers to technology developers.
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Suggestive evidence is provided in table 5.1.
Firms own patents in various countries, the
values of which depend on local protection
and market size. In an interesting study, Mc-
Calman (2001) used an econometric model to
compute the value of these patents in 1988.
World Bank staff used his methods and regres-
sion coefficients to compute the values of in-
ternational patents among 28 nations in 19935,
using the Ginarte-Park patent index, patent
applications, and GNP levels. Note that both
patent applications and GNP had reached far
higher levels in the later year, thereby raising
the value of patent portfolios. To assess the
change in patent rents associated with stronger
IP protection, the index for each country was
increased to reflect obligations accepted in the
TRIPS Agreement.

The figures in the first column of table 5.1
show that overwhelmingly the United States
would gain the most income in terms of static
rent transfers, with a net inflow of some $19.1
billion per year. U.S.-headquartered firms
owned numerous patents in many countries
that were required by TRIPS to strengthen
their intellectual property protection, while
U.S. law was subject to little change. Germany
would earn an additional net income of $6.7
billion on its patent portfolio. Many countries
would experience a rising net outflow of pa-
tent rents because they tend to be net technol-
ogy importers. Korea would register the larg-
est net outward transfer of some $15.3 billion
because of the large rise in volume of patents
registered there. Developing countries also
would pay more on their patent stocks, with
China experiencing a net outward transfer of
around $5.1 billion per year. These calcula-
tions are static and ask only what the addi-
tional income on existing patents would have
been under TRIPS. They suggest that TRIPS
could have a significant impact on net incomes
earned from foreign patents.

Prices of patented drugs

By January 1, 2005, developing countries must
provide patents for new pharmaceutical prod-
ucts and most have already implemented pa-
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tents or exclusive marketing rights. Nothing
is more controversial in TRIPS. It is conceiv-
able that patent protection will increase incen-
tives for R&D into treatments for diseases of
particular concern to poor countries. However
because purchasing power is so limited in the
poorest countries, there is little reason to ex-
pect a significant boost in such R&D. Accord-
ingly, many developing countries see little po-
tential benefit from introducing patents.

In contrast, potential costs could be signif-
icant. Pharmaceutical supplies in many devel-
oping countries often come from domestic or
imported generic competition. Such competi-
tion for drugs on patents in the industrialized
countries helps sharply lower drug costs in de-
veloping nations with active pharmaceutical
industries. In the future, enterprises in these
countries must wait until patent expiration be-
fore they can compete with generic versions,
or else must produce under license to patent
holders. It should be noted that if firms choose
not to register patents in certain countries, this
issue will not arise.

There is some scope for stronger patents to
encourage local firms to develop patentable
drugs themselves. Several Indian enterprises
claim to be developing treatments that may
be patentable abroad, although they currently
refuse to place them on the Indian market for
fear of imitation.” In most cases, however,
local enterprises will come under pressure to
close down or form alliances with larger firms,
resulting in a concentration of the industry.
There is evidence that patents generate consid-
erably higher prices for protected drugs than
for copied and generic drugs (Lanjouw 1998;
Fink 2001). Watal (1999) computed that sta-
tic price impacts of patent coverage in India
could raise average patented drug prices by at
least 26 percent from a 1994 base.

In light of this possibility, developing coun-
tries need to gird themselves with policies that,
while consistent with TRIPS, bear potential to
moderate the price impacts of new patents. Re-
cent attempts by South Africa and Brazil to push
the boundaries of TRIPS in this regard have
proven contentious, as discussed in box 5.2.
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Agricultural inputs

Under TRIPS, patents must be awarded to
agricultural chemicals and biotechnological in-
ventions, and effective protection must be pro-
vided for plant breeders’ rights (PBRs). Because
farming is the mainstay of economic activity
in many developing countries, policies that in-
crease costs of key agricultural inputs could be
damaging. Plant strains bioengineered for pest-
and drought-resistance are of particular inter-
est to many developing countries. Note that
plant patents preclude the breeder’s research
exemption and, unless explicitly allowed for in
the rules, also the farmer’s privilege to retain
seeds for replanting. Experience from Latin
America suggests that providing PBRs while
retaining this privilege does not much disad-
vantage farmers (Maskus 2000a).

Genetic materials and indigenous
knowledge

Because firms can attain patents in some in-
dustrialized countries on products developed
from plant and animal resources they find
anywhere, incentives exist to extract such ma-
terials as sources for new drugs, food prod-
ucts, and cosmetics. New patents in develop-
ing countries will increase such incentives.
This “bioprospecting” raises several concerns.
First, foreign patents have been awarded to
products and formulas that were already
known in the source countries, or were simple
improvements, preventing those with the orig-
inal know-how from marketing abroad (Duran
and Michalopoulos 1999). Second, genetic ma-
terials often do not bear adequate property
rights. Plants may be extracted from public
lands or from farms and villages that cannot
assert ownership or represent collective inter-
ests. The resources may be acquired without
compensation or attention to socially optimal
extraction rates.

There is much know-how in developing
countries among tribes, villagers, and other col-
lective units about how to produce foodstuffs,
apparel designs, and artistic works. Because the
knowledge is a collective good, and therefore of
uncertain ownership, it has proven difficult to
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apply standard intellectual property tools to its
protection. Many such products and designs
have found their way into international com-
merce under protection in foreign countries,
however, as firms abroad copy and register them.

These problems point to a shortcoming in
TRIPS. That agreement makes it clear that in-
ventions from genetic resources are patentable
except in unusual circumstances. However, it
is silent on the issue of how nations may reg-
ulate their extraction, an issue in which IPRs
are only one consideration. Similarly, it con-
tains no provisions for defining and protecting
rights in collective knowledge. It is important
for the global community to work out appro-
priate mechanisms for ensuring the appropri-
ate valuation of resources and knowledge and
for effecting payments that both conserve the
materials and provide incentives for efficient
innovation.

IPRs policies for promoting
development

espite the significant costs, stronger intel-

lectual property protection could produce
gains in the long run through greater domestic
innovative activity and cultural creation, prof-
itable international exploitation of that activity,
enhanced structural transformation, and in-
creased technology transfer. These gains are
more likely to materialize if countries adopt
standards and supporting policy regimes that
promote competitive processes on their markets.

IPRs standards at varying levels

of development—

TRIPS prevents countries from discriminating
between domestic and foreign firms in the
treatment of IPRs. Beyond this basic stipula-
tion, however, TRIPS contains considerable
flexibility in implementing and enforcing stan-
dards that are conducive to development. One
important principle of a pro-competitive devel-
opment of IPRs policy is that the standards
adopted tilt the balance in favor of second-
coming rival firms. A second principle is that
governments should not discourage inward
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transfer of technology and should not suffo-
cate innovative efforts of domestic firms. The
essential goal is to move local entrepreneurs
from “free-riders” to “fair-followers” in Reich-
man’s apt phrase.l!

Table 5.2 divides developing countries into
three types and lists IPRs standards that are
likely to be most appropriate for each group.!2
The first country type is low-income nations,
or the least-developed countries and some coun-
tries in transition, which have weak environ-
ments for advanced invention but some capa-
bility at small-scale innovation and cultural
creation. The second is middle-income nations,
which have a strong imitative capacity and a
reasonable degree of human capital. Such
countries need to encourage technology adop-
tion and incremental innovation. The third is
high-income nations, which have a strong hu-
man capital stock and a growing capacity for
innovation. It is evident that as countries be-
come more developed they may choose to
strengthen their IPRs. Table 5.2 is only a guide-
line; individual countries may choose to pur-
sue their own standards as interests require.
This section analyzes possibilities for the low-
income and middle-income nations.

—allowing poor countries the possibility
of exemptions

While countries must meet the general obliga-
tions of TRIPS, there are some areas in which
poor nations are afforded special status.
Under Article 66, those least-developed coun-
tries experiencing difficulties in implementing
legislation may petition the TRIPS Council for
time extensions, and there is no specified limit
on the number of such petitions. While it is
important to consider carefully the signals a
delay would send to the global community,
some countries may wish to take advantage of
it, particularly as regards the complex and con-
troversial subject of patents.

Both low-income and middle-income coun-
tries would benefit from greater flows of tech-
nical and financial assistance to develop, im-
plement, and enforce IPRs. Poor developing
countries also should push the developed coun-

tries to do more to encourage private technol-
ogy transfer. The weakness of such action to
date remains a sore point leading some ob-
servers to question the balance of interests in

TRIPS.

Administration

Administration and enforcement are costly.
Authorities in low-income nations could
achieve some gains by publicized raids and
consumer awareness programs. While such ac-
tions would face opposition among infringing
enterprises, they would signal some commit-
ment to IPRs and also encourage domestic
creative interests to become more active. The
awareness itself may be the most valuable, and
authorities could limit economic damages by
imposing moderate penalties for first offenses,
with the severity of the fines rising with the ex-
tent of the piracy and the number of violations.

Low-income countries cannot readily afford
patent examination offices and should rely on
patent registration instead. However, authori-
ties need to consult international patent offices
and databases to see if applications were de-
nied elsewhere. Thus, developing countries
would benefit from the cost savings of using
foreign sources of information, such as the
Patent Cooperation Treaty. Countries could
also gain from adherence to regional examina-
tion systems. Electronic access to international
patent and trademark registries also cuts costs
of performing prior art examinations. As coun-
tries grow richer and technologically more so-
phisticated, the patent system could move to-
ward domestic examinations.

Application and renewal fees for patents
and trademarks may be set to cover the costs
of administering those regimes. It is sensible to
select fees in ways that promote desirable in-
novation and use of IPRs. It is possible, for ex-
ample, to set lower patent application fees for
small and medium enterprises than for large
firms. Patent renewal fees may rise over time
in order to encourage firms to let protection
lapse on less-valuable inventions. This can be
an important means of pushing technologies
into the public domain.

140



INTELLECTUAL PROPERTY

Table 5.2 TRIPS-consistent IPRs standards: options for developing countries

Area of TRIPS

Low-Income

Middle-Income

High-Income

General transition
periods

Assistance

Technology transfer

Administration
Enforcement and
customs

Judiciary

Patents
Administration

Standards and scope

Compulsory licenses

Working requirements

Utility models

Industrial designs

Plant breeders’ rights

Consider Article 66 extensions in
patents, trade secrets

Push for technical and financial
assistance, including an
international fund

Push for fulfillment of technology
transfer commitments

Reduce piracy and counterfeiting
through raids and awareness
Moderate fines and civil penalties
Train customs officers for periodic

inspections
Upgrade professionalism

No special IP court
Training for judges and attorneys

Registration system

Rely on international grants data
Rapid and full disclosure
Post-grant opposition
Differential fees by applicant size

Rising renewal fees

Fullest exemptions from patent
eligibility

High inventive step using rigorous
international examinations

Oral prior art considered

Narrow claims

Narrow or no doctrine of equivalents

Permit experimental use

National emergency use
Public non-commercial use
Antimonopoly tool

Permit imports to satisfy
Liberal definition of demand

Recognize utility models

Recognize design rights
Originality requirement
Supplement with copyrights
Nonvoluntary licenses of right

Provide PBRs

Recognize farmers’ privilege

Permit breeders’ exemption

UPOV 1978 model with national
treatment

Public research and extension

Push for technical and financial
assistance

Reduce piracy and counterfeiting
through raids and awareness

Stronger fines and civil penalties

Train customs officers for inspections
on demand

No special IP court
Training for judges and attorneys

Registration or limited examination
system

Rely on international grants data

Rapid and full disclosure

Pre-grant opposition

Differential fees by applicant size

Rising renewal fees

Broad exemptions from patent
eligibility
High inventive step

Oral prior art considered
Narrow claims

Narrow doctrine of equivalents
Permit experimental use

National emergency use
Public non-commercial use
Antimonopoly tool

Permit imports to satisfy

Recognize utility models

Recognize design rights
Originality requirement
Supplement with copyrights
Non-voluntary licenses of right

Provide PBRs

Recognize farmers’ privilege
Permit breeders’ exemption
UPOV 1991 model

Public research and extension

Consider providing technology
transfer

Full enforcement

Deterrent penalties

Consider special IP court

Examination system

Consult international grants data
Full disclosure

Pre-grant opposition

More uniform fee

Structure

Rising renewal fees

Consider appropriate exemptions
Moderate inventive step

Oral prior art considered
Broader claims

Broader doctrine of equivalents
Permit experimental use

National emergency use
Antimonopoly tool

Limited working requirements

Recognize design rights
Originality and novelty
Supplement with copyrights
Nonvoluntary licenses of right

Consider patents

Limited exemptions for farmers
Permit breeders’ exemption
UPOV 1991 model or patents

Extension services

(continued)
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Table 5.2 TRIPS-consistent IPRs standards: options for developing countries (continued)

Area of TRIPS

Low-Income

Middle-Income

High-Income

Biotechnology

Integrated circuits

Trademarks

Geographical
Indications (GI)

Copyrights

Trade secrets and
test data

Maintain exemptions from
patentability

Strict standards for patent eligibility

Narrow claims

Contracts for efficient and equitable
extraction

TRIPS minimum standards

Indefinite registration with rising
renewal fees

Registration contingent on use after
3 years

Fair use of descriptive terms

Register service marks

Define sector broadly for which
trademark is “well-known”

Limits on protecting marks against
dissimilar goods

Protect domain names

List generic and semi-generic names

Registration system for indications to
be protected

Oppose or cancel registration of own
GI abroad

Push for common WTO list for wines
and spirits

Expand TRIPS protection for relevant
products

Reduce piracy and raise awareness

TRIPS minimum period

Liberal fair use and compulsory
licenses for education, research

Reverse engineering in software

Non-voluntary licenses of right in
software

Establish collection societies,
contracts, infrastructure

Identify copyrightable works

Compliance with minimum standards
in WIPO treaties

Require creativity for data
compilations

Minimum definition of unlawful
disclosure methods
Limit employment restraints in hiring

High standard for defining” new
chemical entity”

No period for excluding prior
applicant’s test data

Maintain exemptions from
patentability

Weaker standards for patent eligibility

Broader claims

Contracts for efficient and equitable
extraction

TRIPS minimum standards

Indefinite registration with rising
renewal fees

Registration contingent on use after
3-S5 years

Fair use of descriptive terms

Register service marks

Narrower definition

Protect domain names

List generic and semi-generic names

Registration system for indications to
be protected

Oppose or cancel registration of own
GI abroad

Push for common WTO list for wines
and spirits

Expand TRIPS protection for relevant
products

Reduce piracy

TRIPS minimum period

Liberal fair use and compulsory
licenses for education, research

Reverse engineering in software

Non-voluntary licenses of right in
software

Improve infrastructure

Compliance with minimum standards
in WIPO treaties

Require creativity for data
compilations

Moderate definition of unlawful
disclosure methods
Limit employment restraints in hiring

High standard for defining” new
chemical entity”

Short period for excluding prior
applicant’s test data

Limited exemptions from patentability

Weaker standards for patent eligibility
Broader claims

TRIPS standards plus possible patents
Indefinite registration

Registration contingent on use after
S years

Register service marks
Narrower definition

Protect domain names

List generic and semi- generic names

Registration system for indications to
be protected

Oppose or cancel registration of own
GI abroad

Push for common WTO list for wines
and spirits

Expand TRIPS protection for relevant
products

Liberal fair use

Permit patents under
tight criteria

Adopt WIPO treaties

Require creativity for data
compilations

Moderate definition of unlawful
disclosure

More permissive toward employment
restraints

Longer period for excluding prior
applicant’s test data

Source: World Bank staff.
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Encouraging innovation

For reasons of promoting dynamic competi-
tion, developing countries should require
rapid publication of patent applications (most
of which will have been published elsewhere
in any case), with full disclosure of the techni-
cal processes involved in producing the inven-
tions, and how to reduce them to commercial
practice. This should encourage local firms to
invent around patents and use the disclosed
knowledge to improve their manufacturing
methods. Countries with a registration system
should permit active opposition after grants
are made, in order to invalidate inappropri-
ately awarded patents. Those countries that
undertake examination could permit pre-grant
opposition.

Developing countries could permit oral
prior art to defeat claims of novelty. They could
also provide a limited grace period in order to
maximize the inventions available in the public
domain to domestic firms. Authorities could
also preserve the rights of prior users of newly
patented inventions to continue to use them
with appropriate license fees.

For patents, countries could set high stan-
dards for the inventive step, thereby prevent-
ing routine discoveries from being patented.
Regarding patent scope, it is sensible to exer-
cise strict claims and discourage multiple claims
in patent applications.

Under limited circumstances governments
may resort to compulsory licensing to promote
the public interest in health, welfare, security,
competition, and other grounds. Low-income
countries may wish to ensure that their patent
legislation and health regulations permit the
issuance of compulsory licenses in patented
medicines under sharply defined conditions. In
addition to being consistent with the require-
ments of TRIPS, compulsory licensing should
be transparent and not arbitrary in order to
avoid discouraging entry of foreign firms and
development of new technologies by domestic
firms. Compulsory licenses are available also
as a primary restraint on monopolistic behav-
ior. Indeed, the United States has an extensive
record of compelling licensing from technology
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owners to rival firms as a remedy for anticom-
petitive activity.

Protection for industrial designs can also
promote innovation in developing countries.
Providing rights to registered designs with a
small novelty requirement, for a limited time
period, can promote product innovation. Such
rights may be supplemented in two ways. First,
designs may be protected under copyright law,
even without registration. Second, countries
could experiment with systems in which, after
a shorter defined period of protection, rivals
are able to acquire licenses to use the designs in
their own work.

Protection of plant varieties remains contro-
versial. When establishing PBRs, poor coun-
tries would be advised to follow the UPOV
1978 model,!3 providing the farmers’ privilege
and a wide exemption for rival breeders to use
protected seeds to develop their own strains.
There is a role for public agencies to undertake
research and disseminate new seed varieties.
Middle-income economies are seeing develop-
ment of plant breeders, and there are potential
gains from protection.

In biotechnology, lower-income economies
may prefer to recognize narrow patent claims
and retain exemptions from patentability where
allowed by TRIPS. Countries with stronger in-
dustries, such as China and Brazil, might award
stronger protection in order to promote tech-
nology transfer and domestic invention.

Recognition of trademarks can promote do-
mestic enterprise development. In developing
countries it is often domestic entrepreneurs
who are frustrated in building their enterprises
because their marks are infringed by inferior
products. This problem raises confusion on the
part of consumers about the inherent quality
of commodities they wish to purchase. Thus,
recognition of trademarks can be an important
development spur, even for poor countries.

Geographical indications may be of particu-
lar interest to numerous developing countries.
Again, such indications reflect the quality char-
acteristics of products coming from a particu-
lar location. Because many developing nations
have a comparative advantage in agricultural
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products and processed foods and beverages,
significant gains could be realized from regis-
tration of such place names. This is one area in
which developing countries might be advised
to push for extended global standards.

Cultural resources—including folkloric arts,
designs, and traditional remedies—could be
protected by a combination of copyright and
trademark principles. The difficulty here is that
such resources are often collective knowledge
and effectively in the public domain. Efforts are
needed to work out appropriate standards for
protecting such knowledge and the economic
advantages that can be earned from it.

A distinction should be made between
straightforward duplication of published and
recorded goods—also called piracy—and ac-
cess to new information. While the former ac-
tivities only yield short-run benefits, they do
little to enhance the technological capabilities
of copying nations.

Countries are free to determine the fair-use
exceptions they will permit in the copyright
area. Copyrighted materials may be made
available on a limited and noncommercial basis
for use in teaching, research, libraries, muse-
ums, and charitable organizations. Indeed, the
preamble to the 1996 WIPO Copyright Treaty
contains language promoting this balance of
interests and encouraging nations to carry for-
ward such limitations into the digital network
environment.

TRIPS requires copyright protection for
data compilations. The EU has gone well be-
yond TRIPS® standards in specifying strong
protection for databases even when their
compilation involves no creative step. Devel-
oping countries should insist upon a demon-
stration of creativity before recognizing such
protection.

Recognition of the need to protect confi-
dential business information can also be pro-
competitive. A natural lead-time is provided to
the owners of trade secrets because rivals must
invest in learning the technical information
they embody. This effort can contribute to the
technical knowledge capital of an economy
and encourage follow-on innovation. Follow-

ers may prefer to acquire trade secrets by pur-
chasing licenses from the originator, thereby
paying some share of the invention rents and
raising incentives for future inventive activity.
Trade secrets are also instrumental in encour-
aging technology transfer from abroad.

Poor nations would be advised to adopt the
least stringent regulations set out in the Paris
Convention and perhaps also actively encour-
age technology transfer. Middle-income coun-
tries could establish more protective regimes,
for example by imposing more stringent re-
quirements on technical employees who are
induced to change employment.

Governments have some obligation to pre-
vent the public disclosure of confidential test
data submitted for approval of medicines and
agricultural chemicals for some period. Devel-
oping countries could establish a high standard
for what constitutes a new chemical entity and
deny such protection to simple reformulations
or repackaging. For those submissions meeting
the originality test, data need to be protected,
even though denying such information to rivals
would extend the time before generic competi-
tion ensues.

Other policies can support
technological progress

hile the standards sketched above are

important in promoting competition
and innovation, simply adopting a stronger set
of IPRs cannot be sufficient to ensure a posi-
tive outcome. Intellectual property protection
is but a component of broader business regu-
lation, innovation promotion, and consumer
protection that must be conjoined in an effec-
tive overall system.14

Perhaps the most important complemen-

tary factor is a commitment to education,
training, and skill development. The positive
role of educational attainment in economic
growth is well established empirically. It is
plausible that a positive relationship exists be-
tween the strength of IPRs and the level (or
growth) of human capital, given the results re-
viewed earlier.
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Economies that are more open to trade
and FDI experience a growth premium from
strengthening their IPRs relative to closed
economies. Competitive markets help limit the
scope of intellectual property rights to their in-
tended function, which is to encourage invest-
ments in new products but not to prevent fair
entry. In addition, a liberal stance on inward
trade and FDI improves a country’s access to
available international technologies, intermedi-
ate inputs, and producer services. As discussed
earlier, IPRs are a factor that encourages in-
ward FDI under appropriate conditions.

Making IPRs stronger invites consideration
of competition rules to discipline anticompeti-
tive practices. To abuse an intellectual property
right is to try to extend its exclusive use beyond
permissible limits. Claims that a rights holder
has engaged in anticompetitive behavior are
complex, and resolving them requires signifi-
cant judicial and legal expertise. Administrative
costs may limit a country’s ability to undertake
competition enforcement but the issue is suffi-
ciently important to merit a high priority.!>

IPRs need to be supplemented by programs
to promote national technical change. How-
ever, there are opportunity costs to the alloca-
tion of scarce budgetary resources to R&D
programs. To the extent that investment in
product development is underprovided by the
private market, there is a rationale for public
assistance. The limited R&D could be caused
by such factors as an inadequate environment
for risk-taking, taxation systems that fail to
recognize R&D as a business cost, and miss-
ing information about technological opportu-
nities. Policies could aim to relax such re-
straints. This could be particularly important
for small- and medium-size enterprises, which
remain the source of much innovation in de-
veloping countries.

Multilateral actions and IPRs in a
development round
he TRIPS Agreement ushered in a new
global regime for protecting intellectual
property. There are numerous means by which
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developing countries may benefit from this
change, at least in the long run, although there
are bound to be significant short-run costs.
However in the short run, the developed coun-
tries are likely to be the primary beneficiaries.
Moreover the introduction of global IPRs into
such areas as pharmaceutical products, agri-
cultural inputs, biotechnology, environmental
technologies, and electronic databases has seri-
ous development consequences that merit care-
ful consideration. This situation suggests poli-
cies in three general areas:

1. Collective international actions that can be
combined with the new protection regime
to help achieve important public goods

2. Ways developed countries can ease the tran-
sition burden for poor countries

3. Approaches to IPRs that developing coun-
tries could take in the “Development Round”

International collective goods

The new global IPRs system could affect the
willingness and ability of the international
community to find effective solutions to a
number of critical public-goods problems.
Consider three of the most important issues.

First, the health status of impoverished
people in the least-developed countries con-
tinues to deteriorate. Beyond the debilitating
costs diseases impose on patients, medical sys-
tems, and government budgets, it has spill-
over effects on other countries through expo-
sure to infection and reduced productivity. A
role for public intervention exists in resolving
the crisis.

By requiring countries to provide patents
for new pharmaceutical products, TRIPS sets
up incentives that may work at cross-pur-
poses. By slowing down generic competition,
patents could raise prices of new drugs in de-
veloping countries and reduce the ability of
patients to acquire drugs at reasonable cost.
At the same time, the promise of wider and
stronger patent protection could raise incen-
tives for private pharmaceutical firms to en-
gage in more R&D into the diseases of poverty.
There is little private research undertaken in
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such diseases (Sachs and others 1999). This sit-
uation stems from both the absence of patent
protection and the extremely low purchasing
power of patients in poor countries. TRIPS
affords a solution to the former problem but
not to the latter. Consequently, TRIPS could
raise costs without providing much incentive
for innovation.

Effectively addressing the diseases endemic
to poor countries requires separation of the
dynamic incentives for R&D from the need
for widespread distribution at low cost.

Any comprehensive solution to the prob-
lem requires significant increases in foreign
assistance from industrialized countries and
financial support from multilateral organi-
zations and private donors. These resources
would be used for two purposes. One is to
provide an incentive to firms to engage in
R&D into new and effective vaccines and
medicines. This incentive could involve pur-
chasing targeted drugs at negotiated prices or
paying royalties for licenses that permit desig-
nated countries to produce and distribute them.
By their recent actions in the area of HIV/
AIDS drugs, pharmaceutical firms have indi-
cated a willingness to sell medicines cheaply,
provided that exports back to developed
countries, where prices would be higher, are
prevented. The other task is to fund the devel-
opment of effective health-care delivery sys-
tems in poor countries.

A second issue relates to incentives set up by
TRIPS to extract biogenetic resources from de-
veloping countries. In principle contracts could
be devised to manage extraction of genetic ma-
terials. However it is not easy to determine ap-
propriate royalties when the resources are de-
veloped in areas without clear rights in natural
property. Ownership may be collective within a
village or even undefined.

Thus contracts need to be developed that
pay attention to both private incentives and
public objectives. A role for governments arises
here to ensure equitable and efficient sharing
of the economic rents to IPRs earned on prod-
ucts from extraction of domestic resources.
For example, some countries now require firms

to demonstrate that they have attained the
approval of local villages before going bio-
prospecting or removing resources.

A third issue is how TRIPS affects incentives
to develop new transgenic crops through
biotechnological research. Widespread intro-
duction of new crops raises concerns about
biodiversity. The rapid increase in output of ge-
netically modified plants attests to their advan-
tages in terms of enhanced disease resistance,
reduced use of chemical inputs, and higher
yields. It also suggests that traditional varieties
could be pushed out of the market. IPRs pro-
vide incentives for producing better crops but
ultimately might limit consumer choice.

It makes little economic sense to retard in-
centives for developing new plants and food
products by restricting exploitation of IPRs
beyond their usual limitations. A more prom-
ising and direct approach would be labeling
programs that permit consumers to express
preferences for traditional crops and provide
market incentives to sustain their production.
Further if the disappearance of plant varieties
were seen as potentially damaging in environ-
mental terms, an argument would exist for
domestic and international public agencies to
stockpile such strains for purposes of keeping
them alive as a form of social insurance.

To some extent the global IPRs system is
inconsistent with public interests in resource
conservation and biodiversity. For example,
the United Nations Convention on Biological
Diversity stipulates that countries have sover-
eign rights over biological resources, while
TRIPS recognizes private rights to own mi-
croorganisms and microbiological processes.
Developing countries that are the sources of
genetic resources and natural plant strains
need to assess their interests in revising TRIPS
to deal with this inconsistency. If Article 27 of
TRIPS (dealing with patents in life forms and
protection for plant varieties) is revised, many
developing countries should push for a resolu-
tion of the concept of resource rights and col-
lective ownership, along with the obligations
of firms that extract resources. Thus for ex-
ample, countries could push to forbid patents
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on plant-based products obtained from ma-
terials in international germplasm banks and
other deposit institutions.

In many of these new areas, the legal and
technical expertise needed to design carefully
balanced intellectual property and related reg-
ulations is likely to exceed the capacities of
least-developed countries and even middle-
income countries. Multilateral assistance can
play an important role in ensuring that poli-
cies promote development and in complement-
ing direct funding for research on technologies
addressing poor country needs.

Policy options for developed countries

on TRIPS

Technology-exporting countries have a strong
interest in sustaining TRIPS. Because of systemic
difficulties among developing countries in ad-
justing to the new obligations and concerns
about its implications, industrialized nations
could consider several options to make the agree-
ment more directly supportive of development.

First, in recognition of extreme budgetary
and institutional difficulties, least-developed
countries should be afforded latitude in exercis-
ing delays in implementation of TRIPS, espe-
cially in the technically complex and controver-
sial areas of pharmaceutical patents and plant
protection. Similarly, noncompliance problems
should not be the subject of dispute resolution
unless they constitute willful departures from
basic TRIPS obligations.

Second, it should be recognized that devel-
oping countries need to have lower and more
flexible IPRs standards than do their devel-
oped counterparts. TRIPS provides such flexi-
bility in many areas and the developing coun-
tries should be afforded the opportunity to
operate at the lower limits if it is in their de-
velopment interests to do so.

Third, developed countries could go a long
way toward raising enthusiasm for TRIPS if
they would actively implement their “best ef-
forts” commitments to encourage technology
transfer to the least-developed countries and to
provide technical and financial assistance for
developing countries. While some assistance is
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on offer now, it is insufficient for the major job
of reforming IPRs administration. The current
approach, whereby grants are made to such
organizations as WIPO and UNCTAD for un-
dertaking specific projects, is inadequate given
various bureaucratic constraints.

A wvalid justification for expanding assis-
tance is found in the asymmetric costs and
benefits from TRIPS. Intellectual property de-
velopers in rich countries stand to be the pri-
mary gainers from the new systems, while
there is little promise of gains for poor coun-
tries, at least for a considerable period of time.
It could also be a wise investment in promot-
ing compliance with TRIPS and enforcement
of IPRs, which might otherwise emerge only
slowly. Thus, developed countries could con-
vert their “best efforts” promises to binding
commitments, with benefits on both sides.

Finally, the most important action devel-
oped countries could take to affirm confidence
in TRIPS is to meet and expand their obliga-
tions to provide greater market access for the
exports of developing countries. Especially im-
portant would be new attempts to reduce bar-
riers to agricultural trade, which would greatly
benefit many developing nations. Moreover,
agricultural liberalization would raise the in-
centives of firms in developing countries to in-
vest in new agricultural technologies protected
by IPRs, thereby cementing faith in TRIPS.

Developing countries and TRIPS reform
The interests of developing countries in alter-
ing or extending TRIPS vary greatly because,
in part, they have different levels of income
and technological sophistication. To rebalance
the agreement in some measure toward the in-
terests of the poorest countries, while allowing
for the quite diverse circumstances of coun-
tries, would help promote development.

First, extending the transition periods beyond
2005 for the least-developed countries would
ease their administrative burdens. Although they
have a limited opt-out procedure as discussed
earlier, a general recognition by the WTO mem-
bership of needs for extensions could be benefi-
cial in avoiding disputes. Such extensions should
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be accompanied by serious commitments to
work toward ultimate implementation.

Second, the low-income and middle-income
countries should weigh carefully the introduc-
tion into TRIPS of significant new protection
for IPRs that would reduce their access to in-
formation and technology. Extending patents in
biotechnology to additional life forms and to
plant variety protection could impose signifi-
cant costs on developing countries, as would
any attempt to globalize the highly protective
database systems in place in the European
Union or under contemplation in the United
States. Another form of protection to weigh
carefully is patents for software and methods
for doing business. Similarly, erecting global re-
straints on parallel trade might have adverse
potential competitive effects on future prices.
On the other hand, many developing countries
have economic interests in extending protection
for geographical indications to their food prod-
ucts and handicrafts. This may help to ensure
that valuable geographic indications do not be-
come generic terms. Further, there are sound
reasons for introducing the WIPO Copyright
and Phonograms Treaties into TRIPS obliga-
tions, so long as they retain flexibility for estab-
lishing liberal fair use of Internet transmissions.

Third, despite proposals to remove from pa-
tent eligibility those drugs that are on, or will
be on, the WHO “Essential Drugs” list, it is
unlikely that such discrimination by product
would be acceptable and, moreover, it could
significantly reduce incentives to develop crit-
ical new drugs. A better alternative, discussed
above, is to use public funds to purchase drugs
or licenses. So long as the financial offers
cover anticipated R&D costs the incentives to
develop new drugs would improve.

Fourth, current TRIPS rules may not allow
governments to grant a compulsory license to
foreign firms, and may not permit firms pro-
ducing under compulsory licenses to export
much of their production.!6 This situation
threatens to raise the costs of drugs in countries
where domestic production capacities cannot
ensure adequate supply of essential medicines.
A revision of the Agreement in this regard may

be necessary to permit small, poor, countries
the right to import from foreign producers of-
fering low-cost or generic products prior to
patent expiration. Such a provision would pro-
vide greater flexibility in addressing public
health crises. Even if such licenses may not ac-
tually be granted, the option itself would likely
increase the bargaining power of governments
with regard to pharmaceutical multinationals.

Fifth, many developing countries are inter-
ested in establishing new forms of IPRs over
collective and traditional knowledge. Such
knowledge covers literary creations, such as
oral histories, artistic works, music, designs,
pharmaceutical preparations, and methods of
production. It is difficult to protect these items
with traditional IPRs precisely because they are
traditional (and therefore not novel) and col-
lectively known, without easily assigned prop-
erty rights. Thus, development of new rights,
combining elements of trademarks, copyrights,
and trade secrets along with sui generis recog-
nition of traditional practices, could be benefi-
cial. A global principle that patents are not
available for items that had been known to the
public by means of oral tradition or written
description also would be beneficial for poor
countries. Coordinated public efforts may be
required to catalogue these pieces of tradi-
tional information.

As these final comments suggest, IPRs
evolve dynamically over time to meet the needs
of inventors and creators in market economies.
The TRIPS Agreement significantly increased
the requirements for protecting intellectual
property incumbent upon nations that wish to
be part of the global trading system. While
promising some eventual benefits, the new
regime is asymmetric in its likely effects across
countries. Low-income economies may expect
to incur net costs for some time, suggesting
that patience and assistance are needed, along
with programs to limit potentially negative ef-
fects in such areas as new medicines. The pic-
ture in middle-income economies is more com-
plex as they feature a mix of interests between
intellectual property developers, users, and im-
itators. Experience with the negotiation and

148



implementation of TRIPS should improve the
ability of developing countries to participate
effectively in the further evolution of interna-
tional norms.

Notes

1. It is difficult to quantify the strength of IPRs be-
cause they are rules concerning conditions of dynamic
competition rather than taxes or subsidies applied to
particular sectors. Moreover, those rules have different
impacts under different economic circumstances.

2. This material is summarized from Maskus 2000a.

3. Controlling for other influences, there is a qua-
dratic (U-shaped) statistical relationship between the
strength of patent rights and real per capita GDP.
Specifically, patent rights become weaker as incomes
grow to a level of approximately $2,000 per capita in
1985 international dollars ($3,000 today assuming an
average growth rate of 2.5 percent), then become in-
creasingly stronger as countries get richer.

4. China has largely met TRIPS requirements in its
legislation in anticipation of joining the WTO.

5. Smith (1999) found a similar outcome.

6. The figures in column 2 of table 5.1 use coeffi-
cients developed in a four-equation simultaneous deci-
sion framework, which incorporated the impacts of
patent rights on patent applications, affiliate sales, ex-
ports, and affiliate assets. The model was estimated
with data from 1986 to 1994 for the foreign operations
of U.S. majority-owned manufacturing affiliates in sev-
eral developed and developing countries. The assets
equation had a negative coefficient on patent rights,
suggesting that, on average, across countries stronger
patents would diminish the local asset stock. However,
there was a large positive coefficient on patents inter-
acted with an indicator variable for developing coun-
tries, resulting in a positive and significant net impact
in those nations. This result likely means that at low
protection levels internalization decisions encourage
FDI as patents get stronger. However, as protection ex-
ceeds some level there emerges a substitution effect fa-
voring licensing over investment.

7. One possible explanation for this negative impact
is that firms may exploit their IPRs in richer countries
relatively more through arm’s length licensing relation-
ships. Indeed, economic theory suggests that as IPRs are
strengthened, firms would choose to substitute licensing
contracts for FDI (Horstmann and Markusen 1987).

8. Similar problems exist in China (Maskus,
Dougherty, and Mertha 1998). Interviews suggested
that trademark infringement negatively affected inno-
vative Chinese enterprises. Numerous cases were cited
of difficulties facing Chinese producers of consumer
goods. Establishing brand recognition in China requires

INTELLECTUAL PROPERTY

costly investments in marketing and distribution chan-
nels; enterprises that achieved it found their trademarks
applied to counterfeit products. Such products were of
lower quality and damaged the reputation of the legiti-
mate enterprise. This problem deterred enterprise de-
velopment and prevented interregional marketing.

9. The Economist, June 22, 2001.

10. New York Times, “Look at Brazil,” January 28,
2001.

11. See Reichman 1996/1997, which provides the
basis for some of the analysis in this section. See also
Watal 2001.

12. Evenson and Westphal (1997) provide a more
nuanced categorization of countries but provide little
concrete guidance regarding IPRs.

13. UPOV refers to a series of revisions of a treaty
for the protection of plant varieties, which is known by
its French acronym. The 1978 revision serves as a model
for developing countries, but is not now available for ac-
cession. The 1991 version provides stronger protection
for breeders and is available for membership.

14. Maskus 2000a provides extensive discussion.

15. The papers in Anderson and Gallini 1998 pro-
vide an excellent and comprehensive overview.

16. The European Union submitted a paper to the
WTO TRIPS Council arguing that such licenses are ac-
ceptable under the Agreement (“Paper Submitted by
the EU to the TRIPS Council for the Special Discussion
on Intellectual Property and Access to Medicines,” 20
June 2001, IP/C/W/280), but legal opinion is divided.
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Envisioning Alternative Futures:
Reshaping Global Trade

Architecture for Development

eepening global trade and investment
Dintegration holds the promise of more

rapid increases in standards of living
around the world, particularly in developing
countries. Greater openness and expanded
trade, partly attributable to the Uruguay
Round, contributed to new opportunities for
growth. Trade and incomes of developing coun-
tries grew during the 1990s at twice the rate
of the previous decade, and those developing
countries that deepened their integration with
the global economy have seen their incomes rise
at more than three times the pace of those that
did not (Collier and Dollar forthcoming).

The challenge ahead is to expand those op-
portunities and ensure that the poorest coun-
tries and poorest people benefit. Today devel-
oping countries’ exports confront higher levels
of border protection than those of developed
countries. The average poor person selling into
globalized markets confronts barriers that are
twice as high as the typical worker in developed
countries (chapter 2). Said differently, products
that the world’s poor produce are more likely
to be subject to high tariffs, quotas, disadvan-
tageous subsidies, and antidumping claims
than are those produced by the better-off. Al-
though only partly because of disadvantageous
external circumstances, the 49 least-developed
countries have fared particularly badly during
the last decade. Thirty percent of exports from
least-developed countries face tariff peaks in at

least one of the Quad countries (United States,
EU, Japan, and Canada). Besides merchandise
trade barriers, restrictions on global trade in
services also have impeded development. On
the one hand, the lack of progress in the high-
income countries to grant access on temporary
movement of workers (mode 4 under General
Agreement on Trade in Services—GATS) has
foreclosed a potential source of earnings for de-
veloping countries. On the other, restrictions
that developing countries place on foreign di-
rect investment (FDI) in services industries have
left unrealized their own full productivity po-
tential. Moreover, costs of transporting devel-
oping-country exports are higher because of
quasi-cartel restrictions, which, when added to
the “behind the border” under-investments in
ports, customs efficiency, and domestic infra-
structure, drive up the landed price of exports
and reduce volume.

Trade can only realize its potential if devel-
oped and developing countries alike take ac-
tion to reshape the global trade architecture to
promote development. This chapter discusses
in summary form the key policy foundations
of a new trade global architecture for develop-
ment, and then shows how a phased program
putting in place those policies might affect
the long-term growth prospects of developing
countries. Our conclusion: a reshaped global
architecture can have dramatically positive ef-
fects on the lives of the world’s poor.
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Reshaping global trade
architecture for development
hile the global trade architecture is
likely to evolve only slowly, the discus-
sion among world leaders on a future trade
round can forge the first underpinnings. This
report has focused on four policy domains:

e Policies to ignite a successful development
round in the World Trade Organization
(WTO) that would produce tangible and
durable benefits for developing countries

e Policies for global cooperation outside the
WTO necessary to expand trade on a sus-
tainable basis, and to promote development

o Policies of high-income countries to ensure
continued global growth and to facilitate
trade expansion through provision of access
and aid

¢ Domestic policies that developing countries
might undertake to promote trade-led de-
velopment—with or without the help of the
international community

This report has not addressed other aspects
of global trade architecture that have been
taken up in previous Bank reports and numer-
ous other studies. These include issues such
as standards and environment! as well as the
workings of trade-related global institutions
(such as the World Intellectual Property Orga-
nization, World Customs Organization, and
International Air-Transport Association). Sim-
ilarly, we have not dealt with another element
of trade architecture—regional trading arrange-
ments—which are particularly germane to the
objectives of this report, hence the digression
below.

A digression: regional arrangements

Regional arrangements to expand trade con-
tinue to proliferate. Governments, now more
receptive to openness than in previous periods,
have sought to expand existing trade by lock-
ing in increased market access with trading
partners—most often neighbors. Moreover, re-
gional arrangements are attractive because they
can increase the credibility of reforms and may

be less cumbersome to negotiate than multilat-
eral reforms. Smaller memberships may also
make it easier to negotiate the increasingly im-
portant issues inherent in regulatory regimes, a
sharp contrast with complicated multilateral
negotiations involving more than 100 coun-
tries. Also, small countries can exercise greater
influence in regional arrangements.

Regional arrangements, properly designed,
have the potential to stimulate global trade
through improving the efficiency, and hence the
competitiveness, of regional producers and ex-
panding demand for inputs from nonregional
sources. But regional agreements behind trade
barriers may artificially shift import supply
from external countries to countries within the
trade area, and this may lead to reduced effi-
ciency for participants if displaced external
suppliers would provide goods at lower cost.
This trade diversion may disadvantage global
export competitiveness in much the same way
that national barriers do. “Rules of origin”
arrangements in some regional agreements can
raise costs and stifle local industry. This is also
true of mutual recognition agreements that
may shield regional partners behind discrimi-
natory testing and certification protocols or re-
gional standards. Smaller countries with less
technical capacity to evaluate these schemes
may find themselves at a net disadvantage, and
be better off with first-best unilateral trade
reform.

Whether a particular agreement improves
national incomes depends on its design, and
on the trading partners involved. Key design
tests include whether regional arrangements
involve lowering common external trade bar-
riers, whether they stimulate increased compe-
tition, and whether they reduce transaction
costs and extend to nondiscriminatory invest-
ment and services policies—all elements cen-
tral to “open regionalism.” The World Bank
Policy Research Report Trade Blocs (World
Bank 2000a) concludes that North-South re-
gional agreements are more likely to improve
welfare than South-South agreements, simply
because experience shows they usually result
in lower trade barriers with less trade diver-
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Figure 6.1 Regional integration agreements are proliferating

Number of WTO notifications of regional integration agreements
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Source: World Trade Organization.
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sion, and because the greater structural differ-
ences in North-South economies usually pro-
duce greater potential gains from trade crea-
tion.2 The EU arrangements under the 1992
Single Market Program are a clear case in
which the analysis shows income-increasing
effects. The North American Free Trade Agree-
ment (NAFTA) also appears to have had a
positive impact on its Members, particularly
Mexico.

Regional arrangements are likely to remain
an enduring feature of the trade panorama. To
realize possible benefits of trade and invest-
ment expansion, arrangements have to be de-
signed in a way that they become stepping-
stones to greater openness and development,
rather than a vehicle for protection and unin-
tended inefficiency. An important component
of making them steppingstones rather than
stumbling blocs to greater openness is for
the countries involved to have low protection
against non-Member countries. For example,
Harrison, Rutherford, and Tarr (1997) esti-
mate that Chile was able to gain from its free
trade agreement with Mercosur due to the fact
that it lowered its external uniform tariff from
11 to 6 percent. Regional agreements can fa-
cilitate the deep integration—reduction of bor-
der barriers, promotion of cross-investments,
adoption of common regulations, and even
cultural and political exchange—in ways that
reinforce and enhance multilateral efforts.

Nonetheless, the world market is bigger
than the market next door, so for all their co-
ordination difficulties, multilateral efforts to
expand market access can have greater impact
on development. For these reasons this report
has focused on a four-part agenda: a develop-
ment round, global cooperation to expand
trade, policies of high-income countries, and
policies of developing countries (box 6.1).

A development round: policies in the
WTO to expand trade opportunities for
the world’s poor

Market access. For the world’s 2.8 billion
poor, reducing barriers to agricultural products,
textiles, clothing, apparel, and other labor-

intensive manufactures are critical. Both the
high-income countries, and even the middle-
income countries, will have to reduce their
levels of protection in agriculture. In manu-
factures, political commitment is necessary to
phase out the quotas of the Agreement on Tex-
tiles and Clothing (ATC) in 2004 and reduce
the high levels of tariff protection that would
otherwise impede access once the quotas are
ended. These efforts should be accelerated. It
also means a commitment from the high-
income countries (HIC) to reduce tariff escala-
tion and tariff peaks that now discourage the
creation of new industrial activities in devel-
oping countries. Trade in services can be ex-
panded—opening new vistas of productivity
gains for developing and developed countries
alike—if countries permitted more movement
of temporary workers and reduced anticompet-
itive and discriminatory restrictions on foreign
investment. Electronic commerce (e-commerce)
deserves greater attention under GATS to pro-
vide maximum competition. Using GATS to
eliminate anticompetitive aspects of the private
carrier agreements in maritime transport and to
engender new competition in air transport
could lower the costs of delivering developing-
country exports to foreign shores.
Antidumping, recourse to other forms of
unilateral contingent protection, and overly
stringent produce standards have dampened
the access that developing countries have to the
world’s major markets. Whether it is shiitake
mushrooms entering Japan, steel entering the
United States, or products entering the EU,
raising barriers to trade to protect domestic
markets has too often hurt development. Ap-
plications of contingent protection are not lim-
ited to developed countries. Middle-income
countries have increasingly sought refuge from
the competitive pressures of their neighbors.
One immediate measure would build confi-
dence and show convincing movement on the
ATC: an agreement to limit the use of anti-
dumping on trade in textiles and clothing that
will be liberalized as negotiated in the Uruguay
Round. Over the longer term, the use of anti-
dumping ought to be phased out (Finger
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1998). Other “safeguard” instruments might
be disciplined by giving standing to users of the
goods concerned in the decision process.

Implementation issues. No less important
than market access is tailoring implementation
of existing and new agreements to the local
capabilities of developing countries. Develop-
ing countries, given power asymmetries, have
an interest in avoiding a two-track multilateral
system that relegates them to a particular posi-
tion; however, implementing global agreements
can be better calibrated to domestic capacities.
For example, the administrative costs of imple-
menting Uruguay Round agreements on The
Agreement on Trade-Related Intellectual Prop-
erty Rights (TRIPS) and customs procedures
can run into the tens of millions of dollars, and
could easily swamp the investment budgets of
many poor countries (see Finger and Schuler
2000). As developing countries have empha-
sized in several recent meetings (e.g., LDC3,
Abuja and Zanzibar Trade Ministers’ con-
ferences), these implementation concerns are
paramount if a negotiation round is to promote
development.

Moreover the benefits they would receive in
terms of greater access to low-cost technology
are, relative to the implementation costs, ques-
tionable. New trade rules recognizing these
constraints would allow flexibility and provide
for transition periods linked to development
capacities. To be effective, implementation
would have to be linked to a long promised fi-
nancing facility that would provide techni-
cal assistance to implementation, and the high-
income countries could convey their seriousness
by agreeing to bind this commitment. Note that
all of these issues could be decided during ne-
gotiations, and none need hold a new round
hostage to prior action.

WTO transparency and participation. Be-
yond these elements, the convening of a round
of talks is likely to promote development only
if agreements enjoy full ownership among
WTO Members. For agreements to realize
their potential mutual benefits, major con-
stituencies in both developing and developed

countries must understand them, participate
fully in their formulation, and buy into them.

Two elements would serve that end. First,
transparency is vital for ownership and im-
plementation. Enhancing the transparency of
WTO operations and improving access to and
dissemination of WTO databases, reports, and
information (for example, data underlying na-
tional trade policy reviews) would broaden
the basis for participation of developing coun-
tries to engage in the policy formation process
(Francois 2001).3

Second, a determinant of ownership of
agreements is the ability of countries to par-
ticipate in the WTO process. Many countries
have inadequate representation in Geneva,
impeding active engagement in negotiations.
Although options have been identified to ex-
pand representation in Geneva at relatively low
cost, expertise is still in short supply.# Funding
could be made available to allow low-income
countries to finance the cost of hiring experts
that can undertake the required analyses
(Winters 2001). The annual cost of such an as-
sistance program to least-developed countries
could be in the $10 million range.’

Global actions outside the WTO

to expand trade: beyond negotiation

to cooperation

Expanding trading opportunities for the
world’s poor requires going beyond negotia-
tions in the WTO to cooperation in other pol-
icy domains. Two sets of complementary poli-
cies are particularly important.

Increasing multilateral development assis-
tance to expand trade can help countries take
advantage of existing global markets, respond
to global and domestic trade policy reforms,
and link the poor to new opportunities. Multi-
lateral cooperation among bilateral donors can
provide “aid for trade.” One important exam-
ple: The EU has taken the lead in providing gen-
erous assistance to the Integrated Framework
(IF), a program designed to analyze obstacles to
trade for least-developed countries and provide
assistance in overcoming them (see box 6.2). A
similar approach could usefully be applied to

FOR DEVELOPMENT
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Box 6.2.
integrated framework

he Integrated Framework (IF) is a program set up

by bilateral donors to increase the effectiveness of
trade-related technical assistance to the least-developed
countries. The IF was established in 1996; participat-
ing agencies include the WTO, the International
Monetary Fund, the International Trade Center,
United Nations Development Programme, United Na-
tions Conference on Trade and Development, and the
World Bank. Its purpose is to analyze options for
trade-led integration, determine the relative payoff to
trade-related reform, and work with local counter-
parts to design appropriate policy reform packages
that both promote growth and protect the poor dur-

The recently renovated

ing the reform transition as options the government
might consider in preparing its poverty reduction
strategy papers (PRSP). The process starts with analy-
sis: how trade might fit into national development
strategies, followed by assistance in the design and fi-
nancing of projects (drawing on cross-country experi-
ence). An interagency task force was formed during
2000, and a trust fund has recently been established
to fund the “integration studies” and technical assis-
tance that can be built into the country assistance
strategies as appropriate.

Source: World Bank staff.

other low-income countries, and this too will re-
quire resources. “Aid for trade” could also help
speed adoption of best practices in customs ad-
ministration as contained in the revised Kyoto
Convention and administered by the World
Customs Organization. It could help with fi-
nancing of infrastructure related to trade (ports,
transport, and related services), logistics, trade
facilitation, and trade promotion; in many cases
bottlenecks in one or another area impedes ex-
port expansion from a particular country. Over
the medium term, development assistance de-
voted to education can help upgrade schools to
increase the productivity of poor workers. Fi-
nally, if specific assistance were available it
might be possible to help stakeholders in devel-
oping countries use intellectual property pro-
tection to their benefit by protecting intangible
assets such as traditional knowledge, designs,
music, and ethnobotanicals as well as patent
protection for industrial goods.

A second set of policies outside the WTO is
to expand global efforts to improve the envi-
ronment, raise labor standards, and adopt ade-
quate product standards. Environmental pro-
tection agencies from all over the world are
already engaged in a broad range of bilateral
collaborations—joint studies, exchanges, semi-

nars, and conferences—often in collaboration
with global nongovernmental organizations
(NGOs). However, the potential for collective
action in the environment has barely been
scratched. The phenomenal success of the Mon-
treal Protocol in reducing ozone-depleting sub-
stances (ODS), with the felicitous reversal of
trends toward an ever larger ozone hole over
the Antarctic, is worthy of study and emulation.
The Global Environmental Facility to reduce
greenhouse gases has also had some success, if
somewhat more limited. Besides administering
bilateral trust funds to reduce ODS and green-
house gases, the World Bank now finances en-
vironmental projects worth several billion dol-
lars in developing countries, as do the regional
multilateral development banks. Much more
could be done. These positive efforts should re-
place efforts to use negative instruments such as
trade sanctions and recourse under the WTO,
which are likely to be ineffectual and even coun-
terproductive (see box 6.3).

Finally, more has to be done to make pa-
tented drugs available in times of health crises,
such as acquired immune deficiency syndrome
(AIDS), in a way consistent with incentives to
invest in research and development. One op-
tion: developed country governments, interna-
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tional organizations, and foundations could es-  countries. These licenses would contribute to
tablish a global health fund that could be used ~ an adequate return on research and develop-
in part to purchase licenses from developers of ~ ment costs in order to promote new drug de-
new drugs and vaccines that are essential for ~ velopment and also permit distribution of
the treatment of debilitating diseases in poor  drugs to patients at low cost.
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Similarly, collective action to improve labor
standards could also contribute to poverty re-
duction. Some actions are primarily develop-
mental in scope, such as providing educational
subsidies to ensure that children can attend
school and do not have to enter the workplace
(see Indonesia’s highly successful “Stay in
School Program”). Other actions have to do
with the propagation of core labor standards.
Leadership of these activities are—and should
continue to be vested—in the ILO, with pro-
ject collaboration from multilateral develop-
ment banks (see box 6.4).

Product standards are becoming increas-
ingly important in international trade to pro-
tect consumers. However, standard setting can
quickly become a ruse for protecting domestic
producers. One solution is to create a Stan-
dards Development Facility to introduce sci-
ence and other professional evidence into stan-
dard setting for products, with adequate
representation from developing countries. This
Facility could also collaborate with govern-
ments to provide unbiased assistance to devel-
oping countries’ standard setting—bodies (see
box 6.5).

Countries could also undertake a program
of collective action on government procure-
ment. The World Bank’s Development Gateway
may be a vehicle to help countries implement
transparent and competitive processes in gov-
ernment procurement of goods and services, an
area where the multilateral development banks
have accumulated vast experience. Agreeing on
key principles, procedures, and policies, supple-
mented with provision of technical and finan-
cial assistance to implement them could go far
toward encouraging trade, engendering compe-
tition, and augmenting efficiency.

Policies of high-income countries

A major objective of a new round of trade
talks whose rationale is to promote develop-
ment must be to lower the barriers to trade in
goods that the world’s poor produce and to the
services they can provide. An important first
step would be to reduce barriers to trade with
the low-income countries as an effort to pro-

mote their development. This could be done
if all high-income countries were to emulate
the EU’s “Everything but Arms” preferential
scheme. This would provide an impetus to
LDC exports that could increase their revenues
by more than 10 percent and the trade from
Sub-Saharan Africa by some 14 percent.
Broadening this access for the 49 least-devel-
oped countries to the 70 low-income countries
would provide an important impetus to trade-
led development in those countries that need it
the most. The effects in trade diversion would
be minimal, and the benefits important to the
low-income countries. If high-income countries
were to reduce antidumping threats, the effects
would be even greater.

Resources are essential to creating a supply
response to incentives created through market
access. Much can be accomplished from debt-
based multilateral flows, but some portion ul-
timately falls on bilateral developmental assis-
tance, often as grants, that can fill in the gaps.
If the high-income countries really wish to see
developing countries become more vigorous
participants in global trade, they must make
additional efforts to augment extant programs
with trade-related assistance. Bilateral grant
aid can help with many aspects of trade facili-
tation—customs reform, disseminating techni-
cal standards, and trade law reform, to name a
few areas.

Technical assistance can be as important
as financial assistance. One area where high-
income countries could help immeasurably is
competition policy. Simply requiring antitrust
authorities to present the structural effects of
mergers and acquisitions in home markets on
third country markets to be publicly available
would aid authorities in developing countries
to enforce competition policy in their own
jurisdictions. Moreover as analyzed in chapter
4, conducting a regular review of antitrust ex-
emptions and their adverse consequences for
developing countries could be helpful, partic-
ularly in international transport.

It would be a mistake to infer that policies in
developed countries should be designed solely to
promote trade in developing countries. No less
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Box 6.4

than according to the dictates of people in rich coun-
tries. If violations are pervasive and egregious and in-
ternational sanctions are needed, withholding develop-
ment assistance is potentially more effective (Torres
1996). The role of NGOs is important, too. The ag-
gressive campaigns of NGOs have called attention to
firm violations around the world, and these can help
promulgate stricter codes of conduct, encourage en-

(continued)

forcement, and call public and international attention
to the most egregious violations (Gereffi and others
2001). The international community can help develop-
ing countries improve wages and working conditions,
but can do so better through the ILO than through
the WTO.

Source: World Bank staff.

important are policies at home to help domestic
workers adjust to sudden changes in labor mar-
ket conditions. Since it is impossible to separate
out trade-related dislocation from technology-
related or “other”-related dislocations, these
policies should focus on providing support and
flexibility to workers as they adjust to whatever
forms of shocks to the labor market.

Domestic policies of developing countries
Governments in developing countries do not
have to wait for international negotiations,
other international collective actions, or poli-
cies in high-income countries to revamp trade
policies in a way that promotes development.
Country policies still hold the potential for the
greatest gains from trade for most countries.
For this reason, countries and economies as
diverse as Chile, China, Hong Kong (China),
and Singapore, as well as Costa Rica and
Uganda have chosen to reduce tariffs unilater-
ally and to use multilateral agreement to legit-
imate and lock in the resulting more-efficient
price incentives for investors.

Many developing countries still have high
levels of protection that implicitly tax their
export and growth potential. Border trade bar-
riers continue to be high in three regions—
Africa, the Middle East, and South Asia. Av-
erage (unweighted) tariffs in these regions are
20 percent or higher, nearly double the 10 per-
cent average now found in East Asia, Latin
America, and Europe and Central Asia. More-
over in many countries, tariff dispersion re-

mains large, and so nominal tariff averages may
understate the resulting economic distortion. In
the small number of countries where nontariff
barriers continue to be used, elimination of
such instruments should be a priority. Their
conversion into tariffs will generally generate
revenues. As South-South trade is becoming in-
creasingly important, developing countries can
help themselves through lowering barriers that
impede access to their own markets.

However, to be effective, reduction in bor-
der barriers must be accompanied by other
policies and institutional improvements in the
investment climate, so that the potentially
powerful instrument of trade reform results in
improved productivity and growth. Weaving
reforms that lower border protection together
with reforms to elicit a supply response and
promote propoor growth is more complicated
than first-generation reforms. Openness, in
combination with sound macroeconomic, fi-
nancial, and governance policies, is one deter-
minant of sustained rapid growth, which has a
direct and positive relation to increases in the
incomes of the poor (see World Bank 2000b;
and Dollar and Kraay 2001).

Trade liberalization affects the poor differ-
ently depending on the country (see World
Bank 2000b: 49 ff). The immediate effects of
trade reform on the poor depend (among other
things) on the initial nature of protection, the
structure of production, the effects of reforms
on relative prices, and whether reforms increase
the demand for labor (the basic asset of the
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in income and, in the long term, offset negative
effects offers little solace to those poor suffering
transitional costs. For these reasons, trade re-
form programs have to identify the effects of re-
forms on the poor, design targeted compensa-
tion where possible, and build propoor social
protection into Poverty Reduction Strategies of
low-income countries and development pro-
grams of middle-income countries. For least-
developed countries, because much analytical
and capacity-building work remains to be un-
dertaken, donors have agreed to adopt an In-
tegrated Framework for the Least-Developed
Countries (see box 6.2).

Envisioning alternative futures
Making these changes in global trade

architecture requires political leadership
around the globe and within countries. Policy-
makers will ask: Are the benefits worth the
political effort? How will it affect poverty and
income distribution?

Answering these questions in a quantitative
sense poses challenges. Trade is only one of
many factors affecting the long-term prospects
of developing countries. Chapter 1 presented a
discussion of the long-term growth dynamics
of developing countries in the world economy.
This constitutes a baseline view about the likely
evolution of developing countries, based upon
best guesses about generally stable parame-
ters—savings, investment, population growth,
trade, and productivity growth. To distinguish
the effects of changes in trade policies, we then
simulate the removal of trade restrictions dis-
cussed in the foregoing chapters, and analyze
their development consequences as measured
against the baseline scenario. Although econo-
mists’ ability to measure these changes is lim-
ited (for reasons discussed below), the effort is
intended to give us some idea of relative mag-
nitudes of effects.

Assessing the effects of trade openness:

a fast-integration scenario

In chapter 1 recall that we had indicated that
income growth in low- and middle-income
countries under the baseline scenario will reach

around 3.6 percent on per capita terms, about
1.1 percentage points above the per capita
growth rate of the high-income countries, with
the highest growth rates anticipated in Asia.
The countries of Eastern Europe and Central
Asia were expected to grow quite rapidly in the
next decade, while Africa and the Middle East
would revert to modest growth rates. This per-
formance over the 2000-15 period expands in-
come by nearly 60 percent—some $18 trillion
(in 1997 dollars).

The baseline scenario establishes a path of
growth against which to assess the effects of
eliminating trade barriers. It is important to
bear in mind that the baseline incorporates
only those changes to the global trading regime
up through 1997 carried forward to 2015. The
key policy change to be simulated is the phased
elimination of all import tariffs, export subsi-
dies, and domestic production subsidies. These
are modeled to begin in 2005 and last through
2010. Said differently, in each year between
2005 and 2010, restrictions are reduced by
one-sixth from their initial levels. The struc-
tural transformation therefore starts in 20035,
and it has five years to complete (2011-15)
after full removal. In reality, of course, this type
of policy change would not come about only
through multilateral negotiations; but a devel-
opment round, together with regional agree-
ments® and unilateral domestic policy reforms,
could well advance policy toward this frame-
work by 2010.

Two versions of the trade reform scenario are
presented. In the first version it is assumed that
trade reform has no impact on productivity.
These are the static gains.” For the most part,
the source of these gains comes from reducing
the economic inefficiencies linked to trade pol-
icy distortions. These may have some dynamic
impacts as they change savings and investment
outcomes. The gains are sometimes counter-
acted, partially or even completely, by changes
in a nation’s terms of trade.!? (Annex 1 below
provides summary information on the design of
the simulations and the underlying model.)

The second version entails dynamic gains.
It assumes that productivity is a function of
the degree of openness of the economy. While
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much more work needs to be done in this area,
the evidence available to date suggests a clear
link between openness and productivity. This
has been implemented in the model assuming a
direct relation between productivity growth
and a measure of openness. Productivity
growth is linked to the export-output ratio
using a constant elasticity function.!! There are
several potential channels through which this
mechanism operates. As firms’ exports grow
and they increase their penetration of world
markets, they learn new technologies (through
comparison with their competitors’ products);
they improve production processes to match
international standards (such as safety, health,
packaging, style, and others); and they can
benefit from scale economies as they produce
for a larger market.12 There are other channels
through which openness could impact on pro-
ductivity that are not incorporated here. The
key channels are imports of technology-laden
intermediate imports or capital goods, or both.

Impacts on real incomes. Measured in static
terms, world income in 2015 would be $355
billion more with trade liberalization than in
the baseline (figure 6.2).13:1% Measured in dy-
namic terms, this would translate into cumu-
lative additional income of $1.5 trillion to de-
veloping countries over the 2005-15 period
(valued at net present value in 2005).

About 48 percent of total gains accrue to the
high-income countries, with Western Europe
garnering the highest static gains at $83 billion.
This largely reflects its highly distorted agricul-
tural policies, which not only are costly for
European consumers and taxpayers, but also
place a burden on more competitive farmers
outside the EU, who face lower world prices
due to these distortions. Developing countries
as a whole would benefit from a rise in real in-
comes of 1.6 percent in the final year 20135,
compared to baseline income (figure 6.2).
There are wide variations in the income gains
across developing regions reflecting two oppos-
ing forces. On the one hand, removal of tariffs
leads to greater economic efficiency and higher
growth. By contrast, terms-of-trade losses can
partially counteract the gains from efficiency
improvements.

The introduction of a link between open-
ness and productivity increases the static gains
described above by a factor of over two, with
the global gains jumping to over $830 billion
using our base-case parameters. As a percent-
age of the global gains in 2015, developing
countries do much better, improving their
share from 52 percent to 65 percent. The gains
as a percent of initial income rises to almost 5
percent for developing countries, and repre-
sents significantly higher gains than observed
in the static version. The relative gains will be
highest in countries observing the greatest rise
in their export-to-output levels. Typically, these
will be countries with either high initial tariffs,
inducing a large shift in both imports and
exports; or countries facing large tariffs and
able to increase market penetration; or both.1
These results are broadly comparable in simi-
lar studies (see box 6.6)

Agriculture provides the greatest
opportunity

The gains from further opening of the global
economy can be decomposed in a number of di-
rections. Table 6.1 illustrates the sources of the
income gains from two angles—regional and
sectoral. Along the regional angle it shows that
the greater source of income gain among de-
veloping countries is from their own reforms.
Thus full trade reform by developing countries
generates an income gain of $121 billion (in
the static) simulation, some two-thirds of their
gains from global trade reform. Needless to say,
full market access by the high-income countries
leads to gains for developing countries of nearly
$125 billion if productivity gains are taken into
account.

The sectoral decomposition is similarly illu-
minating. Reflecting the high distortions in
agriculture, the largest gains from merchandise
trade liberalization are to be realized from
eliminating all forms of agricultural protection.
In both the static and dynamic simulations,
agricultural reform in itself accounts for 70
percent of the global gains. Free market access
in the high-income countries could result in
gains to developing countries of as much as
$100 billion. On a lesser scale, but nonetheless

FOR DEVELOPMENT
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Figure 6.2 Developing countries could
reap income gains of over $500 billion
from full trade liberalization

(billions of 1997 dollars, additional income in 2015
compared with baseline)

—which implies up to a 5 percent boost
in incomes

(percent of baseline income in 2015)

sector-specific export-to-output ratios.
Source: World Bank model simulations.
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Note: Static gains refer to the results holding productivity constant. Dynamic gains allow productivity to respond to

far from trivial, elimination of existing protec-
tion on textiles, clothing, and footwear would
generate global income gains ranging from $40
billion, in the case of fixed productivity, to al-
most $190 billion with endogenous productiv-
ity. Both of these sectors, as reflected in chapter
2, harbor the larger share of the working poor
in developing countries.

Results are sensitive to assumptions
While there is little doubt regarding the pro-
ductivity-enhancing impacts of greater open-
ness, there has been relatively little economet-
ric analysis at either the macro or micro level
to determine more precisely the magnitude of
the relation. In light of this uncertainty, table
6.2 illustrates some potential range of the
global impacts of full trade liberalization with
varying assumptions regarding the key para-
meters in the relation between openness and
productivity.

Two parameters determine the relation. The
first is the responsiveness of sectoral productiv-
ity to sectoral openness (as measured by the

export-to-output ratio). The second is the share
of total sectoral productivity affected by open-
ness in the baseline simulation.2! The estimate
of the gains in the baseline simulation corre-
sponds to a productivity elasticity of one and a
share of 40 percent, that is, $832 billion. The
first column represents the static gains—an
elasticity of 0. As one would anticipate, the
gains increase as both parameters rise. Since
trade reform typically increases the export-to-
output ratio, an increase in the responsiveness
of productivity to this ratio will increase the
openness-related productivity results. Similarly,
the larger the share of productivity accounted
for by the openness factor, the greater will be
the impact on growth.22

Service sector liberalization

The liberalization scenario described so far
has concerned only the goods sectors. How-
ever, chapter 3 of this volume clearly illus-
trates the importance of liberalizing the ser-
vice sectors. With details to follow below, we
conservatively demonstrate that, for develop-
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ing countries, the income gain from service
liberalization amounts to multiples of the gains
from merchandise trade reform. There are sev-
eral reasons for this. First, services play a
growing role in all economies as they develop,
both from the point of view of the consumer,
as well as their importance as inputs into an
efficient modern economy. Second, liberali-
zation of services has lagged far behind liber-
alization of goods, where average tariffs are
today generally low.

However quantification of services sectors’
trade barriers and other forms of protection is
still more art than science. Even the more
straightforward accounting of bilateral flows
and the value of sales of foreign affiliates in
the services sectors is sketchy, at best. Several
efforts have been undertaken to measure the
barriers and assess the impacts of their re-
moval. Two global studies are cited in box
6.6, and the Tunisian case is developed more
thoroughly in box 3.3 in chapter 3. These

studies, not surprisingly, show the tremendous
potential gains from liberalizing the services
sectors, gains that are multiples of merchan-
dise trade liberalization.

Rather than relying on imprecise estimates
of the barriers to services delivery, results pre-
sented below provide a very conservative esti-
mate of the potential gains using the same
model used to assess merchandise trade liberal-
ization, though in a simpler context. The frame-
work is completely static using the 1997 base.?3
The services sectors were disaggregated into six
categories:2* (1) trade and transportation; (2)
communications; (3) financial services (includ-
ing banking and insurance); (4) other private
services, including legal, accounting, accommo-
dation, and restaurants; (5) public services; and
(6) housing. The scenario assumes that reforms
are undertaken in four of these sectors—ex-
cluding public services and housing.

The barriers in the services sectors, as im-
plemented in this framework, take three
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Table 6.1 Agriculture accounts for the bulk of the gains from merchandise trade

liberalization

(billions of 1997 dollars, additional income in 2015 as compared with baseline income)

Simulations with fixed productivity

Agriculture Textile
and food and clothing All other sectors Total
Liberalizing region:
Benefiting region:
High-income
High-income 73 -3 =25 49
Low- and middle-income 31 19 26 75
Total 104 16 1 124
Low- and middle-income
High-income 23 20 78 118
Low- and middle-income 114 7 -5 121
Total 136 27 73 239
All regions
High-income 106 17 50 171
Low- and middle-income 142 24 20 184
Total 248 41 70 355
Simulations with endogenous productivity
High-income
High-income 144 -10 12 149
Low- and middle-income 99 20 7 124
Total 243 10 20 273
Low- and middle-income
High-income 53 78 22 151
Low- and middle-income 294 104 21 424
Total 346 182 43 575
All regions
High-income 196 66 35 293
Low- and middle-income 390 123 27 539
Total 587 189 62 832

Source: World Bank model simulations.

Table 6.2 Global gains are sensitive to
productivity—openness linkages
(billions of 1997 dollars)

Elasticity
(Share percent) 0.0 0.5 1.0 1.5
20 355 435 578 674
40 355 515 832 1,026
60 355 596 933 1,174
80 355 677 1,031 1,340

Note: Sectoral productivity is decomposed into two factors.
The first is sensitive to an openness indicator represented by
the sectoral ratio of exports to output. The second is a resid-
ual determined by other factors. In the baseline simulation,
the trade-sensitive factor is calibrated so that its share in de-
termining total sectoral productivity is fixed. The sensitivity
analysis shows how the gains vary with respect to this share,
respectively 20, 40, 60, and 80 percent. The table also shows
the sensitivity of the aggregate gains with respect to the elas-
ticity linking trade openness with productivity.

Source: World Bank model simulations.

forms.23 The first is a cost penalty measuring
the relative inefficiency of firms operating as
monopolies or otherwise protected from com-
petition. The second is a price markup over
average cost, representing the ability of firms
to price to market in the absence of competi-
tion (be it domestic or foreign). The third cap-
tures barriers to cross-border trade.?® The bar-
riers were set at conservative levels. Both the
cost and trade penalties were set at 10 percent,
and the markup was also fixed at 10 percent.
(By comparison, in the Tunisian study cited in
chapter 3 [Konan and Maskus 2000], barriers
in these same sectors varied from 3 to 200 per-
cent, with most ranging from 30 to 50 per-
cent.) The results presented below are limited
to services liberalization in developing coun-
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tries only; that is, there is no assessment of the
impact of high-income country reform on de-
veloping countries.

The results are telling. So-called joint re-
form, where all three instruments are relaxed
simultaneously, yields an incremental income
gain for developing countries of nearly $900
billion, some 4.5 times greater than their gain
from global merchandise trade liberalization
alone, or $190 billion (table 6.3).27 In total,
this represents a 9.4 percent income gain com-
pared to base levels.28

Table 6.3 also reveals the decomposition of
the “joint reform” into its three components. It
is clear that reducing the cost penalty has the
greatest impact. It is equivalent to shifting the
production possibilities frontier outwards (in
the four service sectors). Though the markup
allows for some decline in the producer price,
it will be attenuated to some extent by higher

wages and returns to capital. In many ways the
markup is similar to a producer tax.2’ In that
sense, one would not anticipate that a reduc-
tion in the markup would lead to the same
boost as an improvement in efficiency.>? More-
over, similar to a tax, elimination of a markup
can also produce perverse results if it leads to
increasing losses due to other inefficiencies (so-
called second-best effects). Finally, the impacts
of the trade barrier instrument are also signifi-
cantly smaller than the efficiency gains. In part
this reflects the low level of penetration of cross-
border trade in services. The long-run potential
would be much larger.

Table 6.3 also reports the decomposition of
the gains by category of service. The source of
the largest impact is the trade and transporta-
tion sector, which accounts for roughly double
of the aggregate gains. This largely corresponds
to this sector’s share in demand (compared to

Table 6.3 Services liberalization generates substantial windfall gains for developing

countries

Goods trade Cost

alone penalty

Markup Trade Joint
removal penalty reform Total

Static income gain for developing countries ($1997 billion)

Reforming sector

27.5 54.4 883.5 1073.4
7.9 26.0 477.7 667.6
1.1 1.3 41.4 231.3
8.1 4.0 108.5 298.4
6.4 23.1 235.6 KPR

Static income gain for developing countries (percent of base income)

Merchandise trade 190.0

All four service sectors 800.4
Trade and transportation 443.0
Communications 39.0
Financial services 96.1
Other private services 209.0
Merchandise trade 1.7

All four service sectors 7.0
Trade and transportation 3.9
Communications 0.3
Financial services 0.8
Other private services 1.8

0.2 0.5 7.7 9.4
0.1 0.2 4.2 5.8
0.0 0.0 0.4 2.0
0.1 0.0 0.9 2.6
0.1 0.2 21l 3.7

Note: Though the results come from a comparative static simulation with a 1997 base, in order to make them comparable with pre-
vious results, they have been scaled by the projected income of 2015. For example, the merchandise trade gain of $190 billion is
equivalent to $84.2 billion when scaled to 1997 income. The results as a percent of base income are invariant to the choice of re-

porting year. The first column represents the gains from merchandise trade liberalization only (in the comparative static framework).
The next four columns represent the incremental gains from services liberalization, that is, those gains on top of the gains from mer-
chandise trade liberalization. The “Cost penalty” column reports the impacts of a 10 percent increase in efficiency in the four private
services sectors. The “Markup removal” column reports the impacts of the removal of a 10 percent markup in the same four sectors.
The “Trade penalty” column reports the impacts of reducing the trade penalty parameter by 10 percent. And the fifth column,
“Joint reform,” represents the incremental impact of implementing all three reforms simultaneously. The final column represents the
total gains: “Joint reform” added to merchandise trade liberalization. The instruments are only applied in developing countries.

Source: World Bank model simulations.
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the other three service sectors). For example,
on average in developing countries, input of
trade and transport services accounts for 6.6
and 7.4 percent of output in the manufacturing
and services sectors, respectively. And trade and
transport accounts for nearly 22 percent of pri-
vate consumption. Other private services, the
next largest sector, has only 3.2 percent cost
share in manufacturing and a 7 percent share in
private consumption.3!

Despite the somewhat tentative nature of
these results, they clearly illustrate the impor-
tance of services liberalization for developing
economies. They also illustrate the need for
significantly more research in the area of ser-
vices—both in fundamental data gathering, as
well as in improving our knowledge of the
economic mechanisms through which protec-
tion in the services sectors operate.

Consequences for inequality and poverty
While all too frequently the focus of trade re-
forms is on the aggregate economic impact, i.e.

the big number, policy makers, businesses and
the general public are often concerned about
the more direct impacts to specific segments of
society—who is likely to benefit and who may
be hurt. The next sections shed some light on
the more detailed economic impacts of mer-
chandise trade reform—Ileaving the effects of
any service sector liberalization in abeyance.

Four headlines are noteworthy. First, trade
reform tends to improve income distribution
toward greater equality. Second, it leads to
sharp reductions in poverty. Third, the major-
ity of economic sectors tend to expand in the
wake of reform. Finally, there is a significant
expansion in trade, particularly in agriculture
and textiles, two of the most protected sectors
in the global economy.

Income distribution. The current frame-
work, although aggregate in nature, can eluci-
date some of the underlying factors determin-
ing income distribution, notably factor returns
and structural changes.3? Table 6.4 presents
the final year—impacts on real factor returns

Table 6.4 Labor’s share of national income rises substantially

(percent change in real factor returns in 2015 as compared with baseline)

With exogenous productivity

‘With endogenous productivity

Capital Unskilled Skilled Capital Unskilled Skilled
returns wages wages returns wages wages
High-income countries
United States 0.1 0.5 0.4 0.4 0.5 1.0
Western Europe 0.1 0.7 2.6 0.7 0.7 3.1
Japan 1.2 1.5 2.7 2.2 1.9 3.4
Other high-income OECD countries 0.8 31 0.6 0.7 2.3 1.3
Newly industrialized economies 0.5 4.1 2.9 -0.4 4.1 3.8
Low- and middle-income countries
Sub-Saharan Africa 0.8 6.9 4.5 3.4 5.4 6.8
East Asia and Pacific 4.6 6.2 7.8 9.3 11.2 15.0
South Asia 1.7 6.0 3.4 3.7 5.7 5.8
Eastern Europe and Central Asia 1.4 5.4 4.3 3.3 53 6.7
Middle East and North Africa 8.0 4.1 12.5 10.9 6.1 17.0
Latin America and the Caribbean 0.7 5.3 2.5 1.4 4.8 4.3
Rest of the world 0.8 3.3 2.2 32 2.7 4.2
Memorandum items
High-income countries 0.2 1.0 1.6 0.7 1.1 2.2
Low- and middle-income countries 2.7 5.7 5.6 51 7.4 9.6
World total 1.0 2.3 2.5 2.1 2.8 3.8

Note: Nominal factor prices deflated by economywide CPIL.

Source: World Bank model simulations.
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(as percentage changes from the baseline). Un-
skilled wages improve more than skilled wages,
and capital returns in all of the developing re-
gions, except for East Asia and the Middle East
and North Africa, and in some cases quite sub-
stantially, for example in South Asia and Latin
America. This suggests quite strongly that pro-
tection has largely been detrimental to unskilled
workers, including, of course, those working
in agriculture.33 With endogenous productivity
the relative gains of unskilled workers is some-
what dampened. Since the additional produc-
tivity is only labor-augmenting, capital becomes
relatively scarcer with endogenous productivity,
thereby raising its relative return, and could
potentially reverse the trend toward improved
income distribution, although this will in part
depend on the share of capital income in aggre-
gate income.

Poverty. Rising unskilled wages, as pre-
sented above, are likely to lead to a decrease in
poverty. When coupled with changes in the
price of the poor people’s consumption bas-
ket, the reduction in poverty could be quite
substantial. Figure 6.3 presents the “food and
clothing” wage for unskilled workers in devel-
oping countries.3* The largest increase in real
unskilled wages occurs in the Middle East and
North Africa region, but all developing re-
gions benefit from a substantial rise. The changes
in the real wages of unskilled workers (de-
flated by the food and clothing index) can be
applied to the forecasts of poverty headcounts
for the year 2015. Assuming an elasticity of
two, a standard assumption for these types of
analyses, figure 6.3 shows the implication on
poverty of the rise in unskilled real wages.
Overall dire poverty (those living on less than
$1 per day) would fall by over [110] million un-
der these assumptions, some [15] percent below
the baseline forecast for 2015. Sub-Saharan
Africa would account for over one-half of the
improvement. Poverty would decline by over
320 million persons based on the $2 per day
criteria, with the largest absolute improve-
ments in Sub-Saharan Africa and South Asia.
This represents a 15 percent decline in poverty
globally.

Structural transformation. Removal of
trade barriers has multiple structural implica-
tions—changes in the composition of produc-
tion, changes in trade-to-output ratios, and so
on. While in aggregate these changes are highly
positive, they could cause significant displace-
ment, and potentially some losers. One of the
reasons trade reforms are difficult to imple-
ment is that the potential losers are easy to
identify (and quick to alert and influence poli-
cymakers) whereas the gains are more diffused,
and devoid of organized partisanship. Even if
the losses are small compared to the gains, the
political weight of protected sectors can, in
many cases, impede improvements in policies.
Figure 6.4 reflects the aggregate losses in value
added compared with the net aggregate gains.
For most regions, the negative displacement is
small relative to the aggregate gains. One of
the exceptions is Western Europe, where the
value added losses, particularly in agriculture
and food processing, are much larger than the
overall gains. Sub-Saharan Africa, South Asia,
and the Middle East and North Africa regions
also face relatively high negative displacement
compared with the aggregate gains. These are
the regions with the highest distortions, and
therefore are subject to the greatest structural
transformation. However, on average for de-
veloping countries, the displacement represents
only 23 percent of the total gains.

Trade. In the baseline scenario and in the ab-
sence of any trade policy change, aggregate
world trade of goods and services would rise
above $11.2 trillion (table 6.5). Market pene-
tration of developing economies in high-income
countries would rise to 32 percent, a rise of 5
percentage points from its level in 1997. Under
the openness scenario, world trade would in-
crease by an additional $1.9 trillion in 2015, an
increase of 17 percent from baseline levels.
Developing-country market penetration would
rise to 37 percent in the high-income countries,
reflecting an increase of 26 percent in the value
of exports from developing countries to the
high-income countries. More impressively,
South-South trade would jump 59 percent, an
increase in value by over $700 billion.
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The sectoral composition of the change in
trade is equally revealing (figure 6.5). Except
for energy and the nontradable sectors (con-
struction and services), developing-country
exports in all sectors increase sharply, particu-
larly in percentage terms from baseline levels.
Agricultural exports expand by $200 billion,
and textile, clothing, and footwear exports by

nearly $180 billion. Reflecting tariff escala-
tion in the food-processing sector, developing-
country exports jump 139 percent. Note that
high-income exports of food processing also
expand considerably.

This outcome reflects several factors. First,
tariffs in this sector are high around the world,
so industrial-country exporters are able to take
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Figure 6.4 Reform has costs, but they are largely outweighed by the gains
Change in billions of 1997 dollars compared to baseline
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Source: World Bank model simulations.

added bars represent the aggregate change in value added. The figures are from the endogenous productivity scenario.

Table 6.5 Developing countries increase
their market share
(trillions of 1997 dollars in 2015)

Low- and

Importing region High-income middle-income World

Trade flows in baseline scenario

Exporting region

High-income 5.1 2.4 7.6
Low- and

middle-income 2.4 1.2 3.6
World total 7.6 3.6 11.2

Trade flows with endogenous productivity

High-income 51 3.0 8.1
Low-and

middle-income 3.0 1.9 5.0
World total 8.2 4.9 13.1

Source: World Bank model simulations.

advantage of new opportunities. Second, with
decline in protection in their own markets,
producers shift toward producing for export
markets. And third, the decline in agricultural
protection in high-income countries reduces

the costs of inputs for food processors, making
them more competitive internationally.

Exports of other manufactured products by
developing countries represent the largest ab-
solute increase. A significant portion of the in-
crease represents an increase in South-South
trade where barriers to manufactured imports
are high in the baseline, compared with barri-
ers to trade in the industrial countries for these
same products.

Conclusions

Launching a development round, moving for-
ward on the global cooperation agenda to ex-
pand trade, enacting policies in high-income
countries to promote trade-led development,
and enacting trade reforms within developing
countries are all momentous tasks. But the
long-term promise is tangible: $2.8 trillion in
additional global income, $1.5 trillion of ad-
ditional income for developing countries, re-
ductions in global poverty by an additional
320 million people, and fewer infants dying
before their fifth birthday. This, in turn, would
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Figure 6.5 World trade booms, particularly in food and agriculture
(billions of 1997 dollars in 2015)
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contribute to a more sustainable standard of
living around the globe—and a more stable
world community.

Annex 1

pplied general equilibrium (AGE) model-

ing, in some form, has been the tool of
choice for trade economists to analyze the im-
pacts of multilateral trade reforms for over two
decades, starting with analyses of the Tokyo
Round in the late 1970s and early 1980s (Cline
and others 1978; Deardorff and Stern 1981;
and Whalley 1985). Their development took
off with the rising accessibility of computing
power and improved software, and have be-
come increasingly more sophisticated, integrat-
ing aspects such as dynamics, market structure
(for example monopolistic competition), and fi-
nancial flows. AGE models proved to be influ-
ential in the last round of multilateral negotia-
tions, which culminated in the Uruguay Round
Agreement signed in Marrakech in 1994 (see
Martin and Winters 1996, for example).

AGE models capture the detailed interac-
tions across the many agents of an economy—
producers, consumers, public entities, investors,
importers, and exporters. Despite their level of
detail, they nonetheless represent a stylized rep-
resentation of a true economy. For example,
the version of the model used for this volume
represents economic activity by only 20 goods
and services. A detailed domestic model may
have 100 to 200 sectors.

The results of the model depend on two key
sets of parameters and the so-called closure
rules. The first set is the dynamic parameters—
population and labor force growth rates, edu-
cation, savings behavior, and technological
progress (or productivity). The second set of
key parameters includes the behavioral and
technological parameters of the economic
agents. How do consumers respond to price
changes? How do household budgets change as
incomes rise? How flexible is production? Can
labor substitute for capital, or vice versa? While
many of these parameters are econometrically
estimated, there is still a great deal of uncer-

tainty regarding their levels. Systematic sensi-
tivity analysis is desirable to determine the ex-
tent to which the impact analysis is robust to
changes in these parameters. This in itself is far
from a trivial task, given the thousands of pa-
rameters these models typically employ.

The closure rules pertain to the actions of
certain agents that are not modeled explicitly,
or are exogenous to the model. There are three
key closure rules in the simulations undertaken
for this study.3® First it is assumed that gov-
ernment expenditures are fixed in real terms.
In the baseline scenario, they grow at the same
rate as real GDP; in policy simulations they are
unchanged from their baseline levels. Govern-
ment revenues are raised to achieve a targeted
level for the fiscal deficit. The latter is held
fixed at its base level in order to avoid sustain-
ability concerns.3¢ The direct tax schedule ad-
justs to insure fiscal balance equilibrium. In the
case of trade reform, this implies that the re-
duction in import tax revenues is replaced by
direct taxes (to the extent that revenues from
other sources of taxation are not significantly
altered).

The second closure rule concerns invest-
ment. Investment is assumed to be savings-
driven, for instance, there is no interest rate
mechanism that equilibrates the savings supply
and investment demand schedules. Foreign
saving can add to or subtract from domestic
saving. Trade reform may have little impact on
overall domestic savings to the extent that it
would do little to modify consumers’ choice
between current and future consumption. How-
ever to the extent that the price of investment
goods decline (due to the removal of tariffs on
capital goods), investment could rise substan-
tially with positive long-term payoffs. In other
words, the amount of investment per dollar
saved has very positive dynamic impacts if tar-
iffs impose a high cost on capital goods.

The final closure rule concerns foreign cap-
ital flows. In the absence of endogenous deter-
mination of foreign capital flows across coun-
tries, these are assumed to be exogenous in any
given time period.3” Thus policy shocks are
transmitted to a fixed trade balance, the re-
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verse side of a fixed capital account balance.
The typical impact of this closure rule in a
trade reform scenario is a real depreciation.
The removal of tariffs generates an increase in
import demand. Given the fixed trade balance,
this must be met by a rise in exports, achieved
through a real depreciation. The extent of the
depreciation will depend on the levels of the
trade elasticities (import and export). This sim-
plification of foreign capital flows implies fore-
closing an important channel for growth, for
instance, the increase in foreign direct invest-
ment (FDI) in the aftermath of trade reform.
Empirically, this channel has proven to be
quite important as witnessed by Portugal and
Spain with their entry into the EU, or by Mex-
ico when it joined the North American Free
Trade Agreement. China has also witnessed a
boom in direct foreign investment in anticipa-
tion of its accession to the WTO. Some of the
potential benefits of increased FDI are cap-
tured by the scenarios with endogenous pro-
ductivity growth.

The version of the model used for this
analysis decomposes the world economy into
15 regions and 20 economic activities. The
model is calibrated to the latest release of the
Global Trade Analysis Program (GTAP) data-
set with a 1997 base year.3® The model is
solved forward as a series of linked sequential
equilibria, where population and labor force
growth rates are given, capital accumulation is
based on the previous period’s level of invest-
ment, and productivity is calibrated to a target
GDP growth rate.

After a plausible baseline simulation is de-
veloped, policy shock scenarios are undertaken
where parameters calibrated in the baseline
simulation are taken as given (for example,
productivity parameters) and GDP growth is an
outcome. Thus, in the absence of any change in
the exogenous environment, the policy shock
scenario should reproduce the baseline.

Notes

1. See World Bank 2001, chapter 3.

2. This is not to say that South-South arrangements
cannot be made to work. However, many South-South

regional integration agreements have been formed that
have had negative or ambiguous effects on income. The
Trade Blocs report (World Bank 2000a) found that
South-South agreements between richer and poorer de-
veloping countries are likely to generate losses for the
poorer ones when the poorer members import products
from the richer members, whose firms are not interna-
tionally competitive. For example, in the 1960s, Kenya
had a more developed manufacturing sector than
Uganda and Tanzania, and when the three formed the
East African Community (EAC), the latter two lost tariff
revenue by importing from Kenya at the high protected
price rather than at the lower world price, with transfers
going from them to Kenya. This asymmetry proved un-
sustainable and resulted in the demise of the EAC.

3. Of particular importance is that the results of ne-
gotiations are made publicly available in user-friendly
form. For example, data on tariff bindings are not made
available in a database format, preventing analysts from
undertaking cross-country research. This is important
because it impedes efforts to estimate the magnitude
and incidence of costs of protection. It is a truism that
to reduce protection and resist protectionist pressures,
those that lose (pay) need to be aware of the costs of
such policies. The suppliers of, and the clients for, such
analysis and information are not only governments, but
also civil society (think tanks) and the constituencies in
individual countries that are affected by policy. To do
this, they need easy access to the relevant data.

4. For example, Blackhurst, Lyakurwa, and Oyejide
(2000) propose that governments transfer national rep-
resentatives from United Nations agencies in New
York to the WTO to intensify cooperation by members
of regional integration arrangements.

5. However, synergies could be realized through
networking and collaboration between advisers. For
example, the new Global Development Gateway that is
being established by the World Bank in cooperation
with numerous public and private sector partners
could provide a powerful vehicle for building a trade
community and sharing expertise. Such a portal could
also be used to assist governments (and NGOs) seeking
to identify experts and determine what has already
been done in specific countries or on specific issues.

6. For example, Esty (1994) argues that if taxes or
other measures compensate for environmental conse-
quences, trade will result in more efficient use of re-
sources, spur innovation, and lower costs of environ-
mental protection everywhere. Ekins and others (1994)
add that if commodities for export are produced with
serious damage to the environment, then trade may ag-
gravate environmental problems. DeBellevue (1994)
and Repke (1994) share the same view. Another chan-
nel of interaction between trade and the environment
concerns transboundary problems where pollution
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spills over from one country to another. Esty (1994) ar-
gues that when a country suffers transboundary harm
due to exports of pollution-intensive product, the im-
position of trade restrictions on the import of the cul-
pable product can be justified.

7. Pearson (1987) asserts that there is no evidence
to establish that lax environmental regulations would
be captured by foreign investors as opposed to local
firms. Leonard (1988) argues that environmental regu-
lations do not alter plants’ location decisions. He pre-
sents case studies of foreign direct investment in Ire-
land, Mexico, and Romania to examine trade data and
investment statistics, and concludes that the data do
not support an industry flight hypothesis. Smarzynska
and Wei (2001) consider the corruption level of the
host country and use firm level datasets for 25 transi-
tion economies to examine support for the industry
flight hypothesis. They find limited evidence to support
the assertion that firms move to countries with less
strict environmental regulations.

Levinson (1996) uses industry abatement costs,
business taxes, wages, energy costs, and roads to mea-
sure environmental performance and studies the effects
of these factors on the probability that a new industry
plant would open in a certain state. The results reveal
little evidence that environmental regulations hinder es-
tablishment of new plants. In contrast, Lucas, Wheeler,
and Hettige (1990); Mani, Pargal, and Huq (1997);
and List and Co (1999) find some evidence to support
the industry flight hypothesis. Lucas, Wheeler, and Het-
tige (1990) find that toxic intensity has increased more
rapidly in developing countries than in industrial coun-
tries. They conclude that stringent environmental regu-
lations in the OECD countries have caused relocation
of pollution-intensive industries. According to Mani,
Pargal, and Huq (1997), environmental spending in
India has a positive impact on plant location. However,
they conclude that environmental regulations are not a
significant factor in determining plant location, because
costs involved with environmental regulations are not
large enough to exceed other costs of doing business.
List and Co (1999) study the relationship between lo-
cation decisions and environmental regulations. They
use state-level data from 1986-93; their results show
that a 10 percent increase in the median state’s (West
Virginia) regulatory expenditures per manufacturer de-
creases the probability of attracting a new firm by 3.9
percent for the median state. They conclude that envi-
ronmental stringency and the location decision of a
new firm are inversely related.

8. The proposed Free Trade Agreement for the
Americas has a quick timeline for the elimination of
most trade barriers in the Western Hemisphere. Asia-
Pacific Economic Cooperation (APEC) has proposed a
2010 deadline for eliminating trade barriers among its

high-income members, and 2020 for developing-coun-
try members. Expansion of the European Union toward
the east and south would also eliminate barriers across
a broad number of partners. There are also numerous
other proposed agreements, many of them bilateral.

9. There are some dynamic gains coming from
changes in investment and structure.

10. Depending on the market power of a country’s
trading partners, and its own market power and the
size of the shock, the terms-of-trade impact could be
significant. A potentially critical situation is a country
that only imports highly differentiated goods from a
small set of importers and exports an homogeneous
good on world markets. Other factors also influence
changes in the terms of trade. For example, the re-
moval of agricultural subsidies by high-income coun-
tries is likely to be beneficial for exporters of these
commodities from developing countries, because they
would profit from a rise in the world price of these
commodities.

11. The following functional form is used:

;
e _ 0 B
Yi _xi(Xj

i

where y¢is the growth in sectoral productivity due to
the change in openness (added to an exogenous growth
factor), x is a calibrated parameter, E and X represent
respectively sectoral export and output, and m is the
elasticity. The parameter x has been calibrated so that
(on average) openness determines roughly 40 percent
of productivity growth in the baseline simulation, and
the elasticity has been set to 1.

12. Scale economies could, of course, be modeled
explicitly.

13. Aggregate income gains or losses summarize the
extent to which trade distortions are hindering growth
prospects and the ability of economies to use the gains
to help those whose income could decline. Figure 6.2
summarizes these impacts for the modeled economies.
The figure presents the aggregate impacts in terms of
the outcome in the final year of the simulation (2015).
The results are presented in nominal value terms (ex-
pressed in 1997 prices), as well as relative to baseline in-
come. Finally, it shows the results of both scenarios—
with and without trade-sensitive productivity.

Real income is summarized by Hicksian equivalent
variation (EV). This represents the income that consum-
ers would be willing to forgo to achieve post-reform
well-being () compared to baseline well-being (%) at
baseline prices (p?):

EV = E(p",u’) - E(p",u")

where E represents the expenditure function to achieve
utility level # given a vector of prices p (the b super-
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script represents baseline levels, and p the post-reform
levels). The model uses the extended linear expenditure
system (ELES), which incorporates savings in the con-
sumer’s utility function. See Lluch (1973) and Howe
(1975). The ELES expenditure function is easy to eval-
uate at each point in time. (Unlike the OECD treatment
of EV, we use baseline prices in each year rather than
base year prices. See Burniaux and others 1993). The
discounted real income uses the following formula:

2015 2015
CEV= Y ’B(t—Z()(M)EVa/ Y ﬁ(pzom)yd
£=2005 ' ‘

t=2005

where CEV is the cumulative measure of real income
(as a percent of baseline income), B is the discount fac-
tor (equal to 1/(1+r) where 7 is the subjective discount
rate), Y is real disposable income, and EV ¥ is adjusted
equivalent variation. The adjustment to EV extracts
the component measuring the contribution of house-
hold saving, since this represents future consumption.
Without the adjustment, the EV measure would be
double counting. The saving component is included in
the EV evaluation for the terminal year. Similar to the
OECD, a subjective discount rate of 1.5 percent is as-
sumed in the cumulative expressions.

14. All nominal dollar figures are in 1997 prices;
the model does not incorporate nominal inflation. The
price anchor of the model is an export price index of
manufactures from the OECD high-income countries,
similar in concept to the World Bank’s Manufactured
Export Unit Value index. It is set to one in the base and
all subsequent years.

15. Most of the action occurs in the agricultural and
manufacturing sectors because this version of the model
does not incorporate significant barriers in services.

16. Rodriguez and Rodrik (1999), among others,
have criticized these studies on methodological grounds;
they have also criticized those who use them to advo-
cate simplistic policy conclusions. Nonetheless, the pre-
ponderance of evidence points rather consistently
to the fact that countries with more open trade and
financial regimes, complemented with other appropri-
ate macroeconomic and social policies, have improved
growth performance.

17. These four ideas are described summarily:

Dynamics. The main channels are two-fold. First,
higher incomes lead to higher savings and thus greater
capital accumulation. The second channel is that tariffs
are often imposed on investment goods. Their removal
leads to a rise in real investment, because per dollar of
saving a buyer can purchase more investment goods.
Baldwin (1992) estimates that these dynamic gains
could triple the static efficiency gains. See, for example
Burniaux and van der Mensbrugghe 1994; Harrison,
Rutherford, and Tarr 1996; Francois, McDonald, and

Nordstrom 1996; and Ianchovichina and McDougall
2000.

Imperfect competition and scale economies. Relax-
ing the assumption of constant returns to scale tech-
nology and allowing for imperfect competition can
lead to additional sources of gain from trade openness.
The ability to increase market size allows firms to
spread fixed costs over greater output, thereby reduc-
ing average costs—and greater competition from other
firms can reduce price markups. Both effects can
significantly enhance the gains from openness. See for
example Harris 1984, Delorme and van der Mens-
brugghe 1990; Harrison, Rutherford, and Tarr 1996;
Francois, McDonald, and Nordstrom 1996; and
Brown, Deardorff, and Stern 1992.

Endogenous growth (or productivity). Openness
does not occur in a vacuum. As countries open their
borders to new products and capital goods, local firms
can take advantage of new technologies, foreign re-
search and development, and other innovations to sig-
nificantly enhance their productivity. Greater market
access of local exporters also can generate productivity
externalities by gaining more knowledge of foreign
markets and processes and improving production to
match international norms and standards. See, for ex-
ample, de Melo and Robinson 1990; Rutherford and
Tarr 2001; Diao, Roe, and Yeldan 1999; and Dessus,
Fukasaku, and Safadi 1999.

Endogenous capital flows. While many trade mod-
els typically abstract from incorporating endogenously
determined capital flows, there is significant empirical
evidence that the gains from international capital mo-
bility are quantitatively important. There are two
channels through which capital flows influence
growth. The first is the direct channel leading to capi-
tal deepening (although this requires care in evaluating
the long-term gains, since eventually this generates a
stream of income repatriated back to the foreign own-
ers). The second channel is through productivity since
it is often the case that the incoming capital embodies
new and improved technologies. See, for example,
McKibbin and Sachs 1991; Collado, Roland-Holst,
and van der Mensbrugghe 1995; McKibbin and
Wilcoxen 1999; Hertel 1997; and Ianchovichina and
McDougall 2000.

18. Comparisons of model results are notoriously
difficult to make. Models can differ in numerous ways,
dimensionality (for instance, regions, sectors), data-
bases (notably policy instruments, such as tariff levels),
closure rules, time horizon, functional specification,
and elasticities (such as supply, income, trade, and so
on), and market structure (both goods and primary
factors). Moreover, studies do not necessarily report
the same indicator as a measure of the gains from
trade. The choices are various: real GDP, real income,
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some measure of welfare such as equivalent variation,
real absorption, and so on. And the units of measure-
ment are not always identical. The indicators could be
reported in different base year dollars, or as some cu-
mulated discounted value, or as a percentage of some
base year indicator. Some noteworthy attempts to com-
pare model results include the Martin and Winters
1996 volume on the Uruguay Round simulations, and
the OECD 1993 and 1998 and IPPC 2001 studies com-
paring model results of the potential economic conse-
quences of mitigating climate change.

19. The sensitivity of these results to the openness
or productivity relationship is discussed below.

20. Modeling of services trade liberalization is still
in its infancy. First, simply assessing the trade (and in-
vestment) barriers quantitatively is a much more diffi-
cult task than developing tariff data on goods trade.
Second, the nature of the barriers is harder to specify
and implement in a model. It is currently a very active
area of research.

21. For example, assume total sectoral productivity
in the baseline is 2.5 percent. If the share affected by
openness is 40 percent, total productivity is the sum of
two components—]1 percent determined by the open-
ness factor (for instance, 40 percent of 2.5) and the
residual 1.5 percent determined by other factors. In
policy simulations, the trade openness indicator only
affects the 1 percent in this example. Thus if openness
increases by 10 percent, and the elasticity is 1, produc-
tivity will increase to 2.6 percent (=1.5 + 1.1).

22. These results are within the range found in the
few comparable studies available. For example Dessus
and others (1999) estimate a macro relationship be-
tween openness—as measured by the export plus im-
port to GDP ratio—and per capita GDP growth using a
panel dataset. Their preferred elasticity is 0.09—that is,
an increase in the trade-to-GDP ratio of 10 percent
leads to a rise in per capita GDP of 0.9 percent. As a
rough approximation, the elasticity of 1 used above in
the base simulation implies an elasticity of 0.4 for total
sectoral productivity with respect to openness—some
four times higher than the 0.09 used in the Dessus and
others (1999) study. However, their endogenous pro-
ductivity applies economywide, that is, including ser-
vices. If the 0.4 elasticity is multiplied by the agriculture
and manufacturing share of the economy, somewhere
between 30 and 60 percent, the economywide impact
falls to somewhere between 0.12 and 0.24. A second
factor to consider is that productivity is only labor-aug-
menting. Correcting for the labor share in the economy,
say, around 50 percent, the final impact on aggregate
productivity falls between 0.06 and 0.12. This is
roughly in the range of the elasticity of Dessus and oth-
ers (1999) and explains in part the differences in the es-
timates of the two studies.

23. Thus, the results represent two different eco-
nomic equilibria abstracting from any dynamic effects
of changes in investment or saving, or both, and other
structural transformation.

24. In the merchandise trade liberalization scenar-
ios, the service sectors were aggregated into a single
account.

25. See van der Mensbrugghe 2001 for further
details.

26. The latter is implemented as a trade penalty,
similar to an import tariff, but with no direct revenue
implications. Formally, the model implements a version
of the so-called iceberg model. For example, if the
penalty parameter is set to 0.9, this implies that, of 100
units that are exported, only 90 units actually arrive at
destination.

27. For the purposes of comparison, the income
gains—as measured in dollar terms—were scaled to
projected 2015 income levels. This has no impact on
the relative gains.

28. The spillover effects of this scenario for high-
income countries are marginal.

29. The difference being that the revenues gener-
ated by the markup typically accrue to firms and not
the government.

30. In results not reported, the impact of the
markup is highly nonlinear. Elimination of a 20 percent
markup—i.e., a doubling of the initial markup—gener-
ated an incremental income gain of $106 billion, some
four times the impact of eliminating a 10 percent
markup. The model results were generally linear with
respect to the other two instruments.

31. The shares are based on GTAP data.

32. The World Bank has an active research program
to improve analysis of the openness distribution linkages.
It involves developing both data and methodologies to
incorporate multiple representative households directly
into AGE models (see, for example, Hertel, Preckel, and
Cranfield 2000) as well as to inject the results of the AGE
simulations into much more detailed microsimulation
models based on country-specific household surveys,
typically with thousands of households. More on this
research program is available at: http://www1.world-
bank.org/wbiep/trade/povertyconf.html.

33. Skilled and unskilled workers are assumed to be
imperfect substitutes for one another. An alternative
specification would be to have skilled workers as com-
plements to capital and the two together an imperfect
substitute for unskilled labor. The distributional out-
comes would change, but presumably would favor
even more unskilled labor in most developing regions.
There is an active debate about the role of trade open-
ness on relative wages. The standard theoretical argu-
ment suggests that returns to the relatively abundant
factor, unskilled labor in the case of developing coun-
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tries, should rise with trade openness. However, the re-
verse has been observed in some developing countries.
Part of the explanation comes from an increase in FDI,
which is assumed to require skilled labor. Another par-
tial explanation is that openness frequently was under-
taken simultaneously with other reforms, such as pri-
vatizations. The latter has often led to shedding of
labor to rationalize operations.

34. The figure reflects the results of the scenario
with endogenous productivity. It differs only slightly
from the results of the scenario with exogenous pro-
ductivity.

35. See van der Mensbrugghe 2001 for complete
model specification.

36. The GTAP dataset merges public savings with
the household sector, and thus the public balance is zero
in all countries in the base year. The balancing items are
net transfers between the government and households.

37. Although exogenous in any given time period,
the capital account could vary over time (subject to the
constraint that it must sum to zero globally). To avoid
sustainability issues, the capital account is assumed to
be fixed at its base year level. Alternatively, it could
converge toward zero over the time period.

38. GTAP, based at Purdue University, has developed
the most widely used dataset for global trade analysis
(See Hertel 1997 or GTAP’s Web site: www.gtap.org).
The latest release (version 5) incorporates data for 66
countries or regions, and 57 sectors.
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Appendix 1

Regional Economic Prospects

East Asia and Pacific Region

Recent developments
HE YEAR 2001 WAS SHAPING UP AS A DIF-
I ficult year for East Asia and Pacific
(EAP) even before the September 11 ter-
rorist attacks on the United States. The unex-
pectedly sharp cyclical downturn in the world
economy during the year had centered on a
recession in the global high-technology (high-
tech) sector, resulting in a plunge in the exports
of the many East Asian economies that have be-
come important suppliers of components and
finished products for world high-tech markets.
East Asian exports were also especially hurt by
the fact that the slowdown in global demand
has been steepest in the region’s largest external
markets, the United States and Japan, which to-
gether buy almost 40 percent of regional ex-
ports. By July or August economies with a high
reliance on high-tech, such as the Republic of
Korea, Malaysia, the Philippines, Singapore,
and Taiwan (China), were seeing U.S. dollar ex-
port declines of around 20-25 percent on year
earlier levels. There was, nevertheless, some
comfort in the fact that, apart from the Phil-
ippines, the main impact of the high-tech re-
cession was falling on high income or upper-
middle-income countries with low poverty.

In the wake of the terrorist attacks, the re-
gion’s export downturn is likely to become
broader based, as falling consumer confidence
in the United States and around the world
dampens demand for the region’s consumer

and services exports. Overall, the global eco-
nomic impacts of the terrorist attacks are
likely to have pushed back the prospects for a
recovery in world trade and in East Asian ex-
ports by six to nine months.

Near-term outlook
Growth in the developing East Asia region is
expected to fall to 4.6 percent in 2001 from
7.5 percent in 2000, and to recover only
mildly to around 5 percent in 2002. These
would be the region’s second weakest years
for growth since 1990, bar only the near-zero-
growth year of financial crisis, 1998. Most of
the slowdown in growth is concentrated in the
“Crisis 5” countries (that is, the five countries
that were most affected by the financial crisis
of 1997-98—Indonesia, Korea, Malaysia, the
Philippines, and Thailand). Aggregate growth
in this group is expected to slow to only 2-3
percent in 2001 from around 7 percent in
2000. Growth in 2001 will still reach around
7 percent in China, which contains two-thirds
of the region’s poor (at the $2 a day poverty
line). With a more diversified export basket
than some other countries in the region,
China’s export growth, while slowing sharply
to an average 2 percent pace in June—August
2001, has at least avoided the huge 20-35 per-
cent declines seen elsewhere. Growth has also
been bolstered by a robust fiscal stimulus pack-
age to offset the export slowdown.

Other transition countries, such as Cam-
bodia and Vietnam, which rely on low- or
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3-month moving average, percent y/y

Figure A1.1 Industrial production in East Asia and world semiconductor sales volumes
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Source: Semiconductor Industry Association through Bloomberg and World Bank.

medium-tech exports, have also been less af-
fected by the high-tech recession, and showed
continued buoyancy in domestic investment in
the first part of the year. Growth prospects for
the region in 2002 will depend significantly on
the timing and scope of world recovery. It is
probable that the steep cuts in interest rates,
income tax cuts, and post-attack emergency
spending in the United States, as well as policy
measures in other industrial countries, will
lead to a rebound in the second half of 2002,
strengthening to a more full-blown global re-
covery in 2003.

Prospects for the region will also be affected
by specific sectoral trends in the wake of the
terrorist attacks. Oil prices have been volatile
after the attacks and may have an upward bias
for the rest of the year because of the risk of
military action in the Middle East, with a
mixed impact on the region. If major disrup-
tions are avoided, weak world growth will tend
to push oil prices lower in 2002. However,
countries that rely on worker remittances could
be hurt by political turmoil in the Middle East,
as well as from weaker growth in Asia. Remit-
tances to the Philippines are already down.
Non-oil commodity prices have weakened in
2001, and are likely to weaken further with

lower world growth after the attacks. Some of
the smaller economies of the region that rely on
commodity exports, such as Mongolia, Papua
New Guinea, Fiji, and the island economies
will be hurt by lower non-oil primary com-
modity prices. As regards other sectoral effects
of the attacks, airline travel, tourism, and in-
surance are likely to be the worst affected,
while inputs for military materials, information
technology (IT) infrastructure, and telecommu-
nications may benefit. As a result, East Asia,
with its reliance on high-tech exports, may be
less badly affected than other regions. How-
ever, selected Pacific islands and countries such
as Thailand will feel a more significant effect of
the pullback in world tourism.

Among other factors affecting near-term
prospects, it is notable that, despite serious
emerging capital market crises in Turkey and
Argentina, there were few signs of a general-
ized contagion effect or pullback of private
flows to the region in the first part of the year.
Gross capital market flows to the region of
about $31.5 billion in January-July 2001 were
only slightly lower than during the same pe-
riod in 2000. This overall stability reflected
improvements in crisis countries’ external bal-
ance sheets in the last several years, including a
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buildup of foreign reserves and reductions in
short-term debt. Exchange rates, while volatile,
were not much different in early September
from the start of the year, while the majority of
equity markets had actually risen modestly
over this period. Capital market stresses were
concentrated on the Philippines and Indonesia,
reflecting political uncertainties earlier in the
year, as well as concerns about high public
debt. After the Sept. 11 attacks, secondary mar-
ket spreads for Indonesia and the Philippines
widened. Equity prices fell sharply in most
countries in the region. To some extent, the re-
gion will share in a more widespread investor
pullback from emerging markets. Corporate re-
structuring and privatization efforts may be
hampered by reduced foreign investor interest.

Among near-term policy responses to the
slowdown, a number of countries have in-
creased fiscal expenditures somewhat to help
smooth the impact of the export shock, includ-
ing China, Korea, Malaysia, and Thailand.
Such expenditures can be especially helpful
when carefully targeted to address social pro-
tection, infrastructure, or other particular sec-
toral needs that may be warranted in a sharply
slowing economy. However, concerns about
relatively high or growing public debt—espe-
cially when measured inclusive of contingent

Table A1.1

(percent per year)
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liabilities—mean that in most countries higher
spending can only be sustainable for a limited
time. Indeed, very high public debt levels will
essentially preclude greater fiscal stimulus in
Indonesia and the Philippines. Given these con-
straints, a temporary increase in spending—
where possible—is best seen as a means of ad-
dressing specific social or sectoral objectives,
and as a complementary policy that allows
countries to continue to make progress on dif-
ficult structural policies such as corporate re-
structuring, even in the current weak economic
climate.

The impact of this year’s slowdown on
poverty will be mitigated by the fact that the
steepest declines in growth are in the high-
income, newly industrialized economies (NIEs—
including Hong Kong (China), Singapore, and
Taiwan (China) and in the richer Crisis-5 coun-
tries, which have relatively low poverty rates.
Still, with less growth, this year’s downturn in
East Asia will stall the pace at which income
poverty in the region falls, while the risk of a rise
in poverty has also increased. According to cal-
culations by the Bank’s East Asia and Pacific Re-
gion, the proportion of people living below the
$2-a-day line may edge down from an estimated
47 percent in 2000 to a forecast 46 percent in
2001. Given continued robust growth in China

East Asia and Pacific forecast summary

Baseline forecast

Growth rates/ratios 1991-2000 1999 2000 2001 2002 2003 2004-2010
Real GDP growth 72 7.0 7.5 4.6 4.9 6.8 6.2
Consumption per capita 5.4 6.0 6.8 5.5 5.7 5.9 6.0
GDP per capita 6.0 5.9 6.4 3.6 4.0 5.9 5.4
Population 1.2 1.1 1.0 0.9 0.9 0.9 0.8
Inflation? 5.4 0.0 3.4 7.1 6.7 5.3 3.7
Gross Domestic Investment/GDPP 34.1 29.0 30.0 30.4 30.7 30.7 33.7
Central Gvt Budget Balance/GDP -1.0 2.5 2.2 -2.0 -2.4 -2.3 -3.1
Export Volume® 13.0 7.7 23.7 0.4 6.2 11.3 7.3
Current Account/GDP 0.5 4.3 3.3 14 0.0 0.5 -0.8
Memorandum Items
GDP growth: EAP excl. China 5.3 6.9 7.1 2.3 3.4 5.4 5.0

a. Local currency GDP deflator; median.
b. Investment rati() measure il'l real terms.
c. Goods and non-factor services.

Source: World Bank baseline forecast, October, 2001.
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and other transition countries, which contain
the large majority of the region’s poor, the main
source of slower region-wide poverty reduction
in 2001 is likely to be the sharp slowdown in
growth in Indonesia, the Philippines, and Thai-
land, which contain most of the rest of the re-
gion’s poor.

In a longer-term perspective, it is notable
that the pace of poverty reduction in the re-
gion has slowed dramatically, something that,
persisting over time, cannot help but have deep
social, political, and policy implications. Be-
tween 1990 and 1996 the regional poverty
rate at $2-a-day fell from 67 to 49 percent, but
from 1996 to 2000 it fell only 2 percentage
points more. The less numerically significant
reason is the financial crisis and slow recovery
in Indonesia, the Philippines, and Thailand.
The other is slower income growth in China’s
rural areas—where most of China’s poor
live—even as urban income growth has gone
from strength to strength. Thus the drama of
East Asian poverty reduction will largely de-
pend on how countries address disparities in
rural-urban and intra-regional growth, as well
as the structural and institutional improve-
ments needed to bolster growth overall.

Long-term prospects

Despite these near-term weaknesses, the long-
term prospects for East Asia remain broadly
positive. Average annual growth rates could
exceed 6 percent in the 2004-10 period. Most
of the countries in the region are committed to
strengthening the underlying determinants of
strong and sustained growth—improvements
in education, enhancing the rule of law, pro-
moting high domestic savings (including pru-
dential fiscal policies), and openness to trade
and investment. As demonstrated over the last
three decades, the region’s economies have
been able to scale the technology ladder and
significantly close the production and income
gap compared to the most industrialized na-
tions. China’s entry into the World Trade Or-
ganization (WTO) is a particularly notable
event that has positive trade and productivity
implications for the whole region.

The region is not without its vulnerabili-
ties, as evidenced by the financial crisis of the
late 1990s and the economic slowdown that
started at the end of 2000. The financial crisis
revealed in stark terms the deficiencies of the
region’s banking and financial institutions,
and the lack of sufficient regulatory oversight
to compensate for those deficiencies. In the af-
termath of the crisis, many of the countries in
the region have undertaken a significant over-
haul of both the financial and the regulatory
institutions, but the legacy of the crisis persists
in many of the countries. Economic recovery
and current account surpluses have provided
some breathing room, but as the current slow-
down indicates, the region’s authorities need
to pursue financial reform, in particular to
boost financial intermediation to ensure that
the most productive investments get funded.

Risks

A key issue for policymakers in the region is to
position their countries in order to be able to
take full advantage of the global recovery
when it arrives. Medium-term structural re-
forms that strengthen the fundamental under-
pinnings of development are likely to have a
more significant impact on growth and
poverty reduction than possible short-term
gains from fiscal stimulus. At the same time,
this year’s largely unexpected global downturn
has shown the weakness in the strategy of sim-
ply trying to “grow out” of the problems left
over from the financial crisis of 1997-98. In-
deed, in the wake of the September 11 attacks,
higher uncertainty and risk may become a
more prevalent feature of international affairs
for some time. Structural reforms should then
also help make the region’s economies more
robust in riding through a more uncertain and
volatile external environment. Among struc-
tural issues facing the region, the importance
of renewed attention to corporate and finan-
cial restructuring; trade reform; and institu-
tional and governance reforms are worth par-
ticular note. If the region is able to implement
contemplated reforms in these areas, it will im-
prove the climate favoring new investment
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(foreign and domestic) and technological prog-
ress, opening the way to realizing its long-term
potential.

South Asia

Recent developments

outh Asia, one of the world’s poorest re-

gions, remains a relatively closed econ-

omy, despite progress toward trade liber-
alization in the 1990s. Imports and exports
are a much smaller share of GDP than in Latin
America or East Asia, and tariffs are among
the highest in the world. The region is also rel-
atively closed to private capital flows. How-
ever, dependence on official flows is large for
some countries.

Notwithstanding chronically high fiscal
deficits, the region was able to grow at re-
spectable rates over the 1990s. However, in
2001 the global slowdown adversely affected
growth across the region and GDP growth fell
from 4.9 percent in 2000 to 4.5 percent in
2001. Because of the region’s narrow tax base
and reliance on custom imports, slower
growth had an immediate adverse fiscal im-
pact resulting in additional pressure on al-
ready overstretched fiscal positions.

The tragic events of September 11 focused
attention on South Asia because the military
response created special risks to the countries
of the region, especially in Pakistan. For exam-
ple, freight rates to and from Pakistan have
been increased 10 to 15 percent by major ship-
ping lines.! Importers in other countries, fear-
ing supply disruptions, have canceled orders
for goods from Pakistan.? These developments
have put additional pressure on Pakistan’s
already vulnerable external position—with a
heavy external debt of $38 billion that absorbs
more than 40 percent of Pakistan’s exports
earnings and external financing needs that have
risen to $3.4 billion.

Large fiscal deficits have been a persistent
challenge in most of the region. India’s fis-
cal deficit is 10.5 percent on a consolidated
basis, including central and state governments.
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Even so, its external financial position remains
strong, with a small current account deficit,
very low external debt, and $45 billion in for-
eign exchange reserves. Public finances have
weakened in Bangladesh over recent years,
with the public sector deficit reaching about
8-9 percent of GDP in 2001. In this context
this country’s external position has become
increasingly vulnerable. In contrast, Pakistan
and Sri Lanka have been successful in reducing
their fiscal imbalances. In the context of an
IMF program, Pakistan’s fiscal deficit has de-
clined to 5.2 percent of GDP but financial
stress remains, with a large public debt, low re-
serves, and a large financing gap. Sri Lanka
also reached an agreement with the IMF in
2001 and is undertaking macroeconomic and
structural reforms.

Near term outlook

With the deterioration in the external environ-
ment, GDP growth in 2001 and 2002 in South
Asia is projected to be 4.5 percent and 5.3 per-
cent, respectively. Agricultural production is
expected to increase in the second half of 2001
as a result of favorable weather conditions.
Normal—and in some cases excessive—mon-
soon rain has filled water reservoirs and water
tables throughout the region.

However, private investment will be influ-
enced negatively by the heightened degree of
uncertainty in the wake of the events of Sep-
tember 11. The external environment will pro-
vide little or negative stimulus, and the need
for fiscal consolidation will further dampen
aggregate demand.

The global downturn in growth in 2001-02
will have some deleterious effects on the re-
gion, perhaps more limited than in other re-
gions. The downturn in export market growth,
from 13 percent in 2000 to an average of 3.3
percent in 2001-02, will be mirrored by fall-
ing import demand stemming from slower
growth domestically. Some countries in the re-
gion are depreciating their currencies to pro-
mote exports and increase competitiveness,
which should have a positive effect on the trade
balance. Given improved weather conditions,
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Figure A1.2 Industrial production in South Asia

Source: IMF, International Financial Statistics.
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and as oil prices fall, trade balances will bene-
fit as well.

The region may struggle in its clothing sec-
tor in the near term. The Trade Development
Act-2000 (TDA-2000) passed in January
2000 by the U.S. Congress poses a challenge

Table A1.2 South Asia forecast summary
(percent per year)

to garment exports of the region. TDA-2000
provides duty-and-quota free access, under cer-
tain conditions, to the U.S. market for textile
and apparel products to 72 countries in Sub-
Saharan Africa and the Caribbean. Bangladesh
and India both have reported sharply lower

Baseline forecast

Growth rates/ratios 1991-2000 1999 2000 2001 2002 2003 2004-2010
Real GDP growth 52 5.8 4.9 4.5 5.3 5.5 5.4
Consumption per capita 2.6 6.1 1.6 3.6 3.0 3.0 3.0
GDP per capita 3.3 3.9 3.0 2.8 3.6 3.8 4.0
Population 1.9 1.9 1.9 1.7 1.7 1.6 1.4
Inflation? 8.1 4.6 5.8 6.1 7.3 7.3 6.5
Gross Domestic Investment/GDPP 22.8 22.6 24.3 24.8 25.4 25.6 28.9
Central Gvt Budget Balance/GDP -8.6 —4.0 =5.7 —4.8 4.7 —4.5 —4.1
Export Volume® 9.3 1.8 7.5 6.0 8.8 9.2 7.9
Current Account/GDP -1.4 -0.8 -0.3 -0.1 -0.5 -0.6 -0.8
Memorandum Items
GDP growth: SAS excl. India 4.2 3.6 3.9 4.7 4.9 5.2 52

a. Local currency GDP deflator; median.
b. Investment ratio measure in real terms.
c. Goods and non-factor services.

Source: World Bank baseline forecast, October, 2001.
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monthly garment exports this year compared
to last year. For example, Bangladesh reported
153 percent lower garment exports in Febru-
ary 2001 compared to a year ago. An expan-
sion of TDA-2000 to include the South Asia
region, which is just as poor as those currently
included in TDA-2000, would redress the im-
balance and improve growth prospects of the
region.

Long term prospects

Long term growth in South Asia should aver-
age about 5.4 percent, similar to the projec-
tions of GEP 2001, and near the average
growth rates of the 1990s. This reflects ex-
pectation of reforms continuing to be imple-
mented at a gradual pace. Lower population
growth and structural reform in the next
decade will possibly lead to per capita growth
close to 4 percent per year.

Potential output growth in the region has in-
creased, given the improvement in human cap-
ital indicators in recent years, with higher liter-
acy rates and school enrollments and lower
infant mortality rates. Additionally, the high
skill levels of Indian workers with training in
technology sectors, a boom area of growth,
will ensure that the highly productive invest-
ment in these sectors will continue in the long
term. As scheduled privatization and reform of
state-owned enterprises occur, private invest-
ment will account for a greater share of do-
mestic investment, with the concomitant bene-
fits flowing from higher productivity of private
investment compared to that of public invest-
ment. Additionally, privatization will encour-
age foreign investment and the associated
spillovers to the domestic economies. Trade lib-
eralization is also expected to continue with the
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easing of tariff and non-tariff barriers and im-
port substitution policies, providing greater op-
portunities for trade integration with the global
economy, particularly for the smaller countries
within the region.

Risks

Besides political risks in the short run, other
risks to the forecast stem from the major chal-
lenges that countries in the region face in the
consolidation of their fiscal positions and debt
levels. In India, sharp reductions in the fiscal
deficit may prove difficult in the short run. As
a result, the recent fall in the rate of inflation
is not expected to last beyond 2001.

Design and implementation of tax reform
measures will be difficult. A gradual increase in
tax revenue collection in all countries in the re-
gion is required. Changes in the incidence of
taxation will be necessary to decrease the re-
liance on trade taxes and broaden the tax base
to stabilize revenue collections over time. More
discipline will be required in fiscal expendi-
tures to ensure fiscal sustainability, while being
careful to maintain expenditures that are es-
sential for development programs. For exam-
ple, reducing subsidies has been singled out
as a target in expenditure reform programs.
Broadening the tax base away from trade is
also a part of the trade liberalization strategy
that will ensure that exporters have access to
cheaper inputs and consequently become more
competitive in global markets. Sustainable fis-
cal revenues and a responsible expenditure
program will be required in several countries
to counter financial vulnerability. Countries
with healthy debt levels should also act to en-
sure sustainable fiscal positions to prevent a
decline into unsustainable debt levels.
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Latin America and the Caribbean

Recent developments

rowth out-turns for most countries in

the region in 2001 were much worse

than anticipated in the spring of the
year. Adverse developments in the external en-
vironment and in domestic conditions in some
countries were the primary reasons behind the
sharp reduction in the region’s GDP growth,
from 3.8 percent in 2000 to an estimated 0.9
percent in 2001, about 2.8 percentage points
lower than anticipated in the spring. The
growth slowdown was most acute in the “Big
Three” (Argentina, Brazil, and Mexico), reflect-
ing the increasing impact of the global, and par-
ticularly the U.S. slowdown; economic difficul-
ties in Argentina; and the energy crisis in Brazil.
Uncertainties linked to the electoral process in
Argentina this year and in Bolivia, Brazil,
Colombia, Costa Rica, and Ecuador next year
contributed to falling investment rates in a
number of countries. Weaker growth in Ar-
gentina and Brazil, along with a worsening of
the external environment, contributed to a de-
celeration of growth in other South American
countries, while a collapse of commodity prices
(especially for coffee and semiconductor prices)
and a severe drought lowered growth rates in
Central America. In contrast, Ecuador and Repu-
blica Bolivariana de Venezuela did better than
in 2000 due to relatively high oil prices.

Rapid deterioration in global activity con-
tributed to a sharp decline in export revenues.
Excluding Mexico, dollar exports from the re-
gion grew by an average of about 8 percent
(year over year or yly) in the first half of the
year—down from over 15 percent in 2000.
With the exception of Brazil (where dollar ex-
ports grew by 11.5 percent y/y), most countries
had exports growing below 4 percent. In Mex-
ico, the decline was even more dramatic, from
an average of 22.6 percent growth in 2000 to
zero (0 percent) by June 2001. Moreover, capi-
tal market commitments to the region weak-
ened markedly (that is, they fell by 21 percent
(yly) in the first half of the year)—reflecting
the deteriorating conditions in Argentina and

slower economic activity in the region as a
whole—exerting downward pressure on most
regional currencies.

Large external financing requirements as a
share of GDP coupled with fiscal deficits and
high public debt reduced the ability for counter-
cyclical fiscal and monetary policies in some
countries. Despite falling U.S. interest rates,
which reduce dollar debt-service payments—
the depreciating exchange rates, slowing eco-
nomic activity, and rising domestic interest
rates (needed to maintain investor confidence)
placed additional pressure on fiscal balances,
limiting the scope for automatic stabilizers
to function properly. Indeed, some countries,
such as Brazil, had to tighten both fiscal and
monetary policies in an effort to offset the
combined negative effects of an energy crisis, a
large reduction in FDI inflows, and contagion
from the Argentine crisis, which resulted in a
sharp reduction in capital market flows as sec-
ondary market spreads rose and remained high
in the wake of the September 11 terrorist at-
tacks (figure A1.3). Although these policies
tended to keep inflation under control, they re-
sulted in a sharp growth deceleration and ex-
acerbated the already high level of unemploy-
ment throughout the region (16 percent in
Argentina, for example).

In Argentina, recovery from the deep reces-
sion in 1999 has proven elusive, with each up-
turn in economic activity usurped by political
stalemate on reforms, a weakening of fiscal ac-
counts during the first half of the year, and
volatile capital flows—reflecting investor un-
certainty about solvency of public debt. GDP
growth has remained in negative territory since
the third quarter of last year. The authorities
undertook a number of initiatives to bolster
investor confidence—including a $29.5 billion
debt swap, a severe fiscal adjustment aimed
at zero deficit, and a package of tax reforms
aimed at improving competitiveness of Argen-
tine firms.

Negative fallout from Argentina was most
acute in Brazil, and other Mercosur partners—
slowing capital flows, especially FDI inflows;
increasing yield spreads; and contributing to a
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Figure A1.3 Secondary market spreads for selected LAC countries, 2000-2001
(basis points above U.S. Treasuries)
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weakening of the real. Brazil’s drought-induced
energy crisis and falloff in FDI, in conjunction
with a depreciating currency, put upward pres-
sure on inflation and set in motion tighter fis-
cal and monetary policies. Targets for the pri-
mary (before interest payments) fiscal surplus
were raised, and policy interest rates rose by
325 basis points in the four months to August,
contributing to a slowdown in growth. In con-
trast, Mexico suffered little contagion from the
crisis in Argentina, with both the currency and
equity markets rising strongly—reflecting the
continuing positive impact of North America
Free Trade Agreement (NAFTA) membership
on FDI. Nonetheless, output growth con-
tracted rapidly—in line with the sharp slow-
down in U.S. activity, reaching zero (y/y) by the
second quarter of 2001 after averaging nearly
7 percent in 2000.

Slowing economic activity in Argentina and
Brazil along with falling copper prices affected
growth negatively in Chile, but with lesser ex-
ternal financing concerns than in other coun-
tries, the authorities were able to reduce inter-
est rates. GDP growth slowed in 2001 but by
much less than in many other countries. In
Peru, political uncertainties in the run-up to

mid-year elections kept investment rates low
and restrained consumer spending, resulting in
growth slowing to below 1 percent from over
3 percent last year. Growth in Colombia also
weakened compared with 2000, due to lower
coffee prices and lower-than-expected invest-
ment caused by rising uncertainty (including
the electoral cycle, legal infrastructure, and the
guerrilla war). In contrast, growth in the oil
exporters in the Andean region held up well
due to high, although declining, oil revenues.
Growth in Venezuela was sustained by large-
scale public expenditure, while growth in
Ecuador accelerated from the low or negative
growth in 1998-2000 with the construction of
a new oil pipeline.

In Central America, growth in 2001 was
lower by about 1.7 percentage points compared
with 2000, due primarily to a weakening of
economic activity in Mexico and in the United
States, a collapse of coffee prices, and a major
drought, which severely affected Honduras and
Nicaragua. The sharp fall in semiconductor
prices hurt Costa Rica particularly hard as
semiconductors account for nearly two-fifths of
their exports, resulting in merchandise exports
declining by 21 percent (y/y) in the first half of
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Table A1.3 Latin America and the Caribbean forecast summary

(percent per year)

Baseline forecast

Growth rates/ratios 1991-2000 1999 2000 2001 2002 2003 2004-2010
Real GDP growth 3.3 0.1 3.8 0.9 2.5 4.5 3.9
Consumption per capita 1.5 -1.7 2.2 1.0 1.6 2.0 2.5
GDP per capita 1.6 -1.5 2.2 -0.7 1.0 3.0 2.6
Population 1.7 1.6 1.6 1.6 1.5 1.4 1.3
Inflation? 12.6 5.8 6.9 7.9 6.3 6.0 5.0
Gross Domestic Investment/GDPP 21.8 19.4 19.7 19.4 20.1 20.7 23.5
Central Gvt Budget Balance/GDP -3.5 -4.4 -2.9 -3.2 -3.0 -2.5 -1.7
Export Volume® 8.4 5.7 9.7 2.6 4.2 9.5 6.7
Current Account/GDP -2.8 -3.1 -2.4 -2.8 -3.3 -3.2 2.2
Memorandum Items
GDP growth: LAC excl. Brazil 3.8 -0.4 3.4 0.5 2.3 4.7 3.7
Central America 4.4 4.3 2.7 1.0 2.2 4.0 3.8
Caribbean 3.4 5.7 5.5 1.4 3.0 4.2 4.0

a. Local currency GDP deflator; median.
b. Investment ratio measure in real terms.
c. Goods and non-factor services.

Source: World Bank baseline forecast, October, 2001.

the year. Caribbean countries also saw a reduc-
tion in growth rates due to declining tourism
revenues, especially in the latter part of the year.

Near-term outlook

The region’s growth prospects for 2002 have
dimmed in light of a significant worsening of
the external environment over the past six
months, and especially since the September 11
terrorist attacks in the United States. The re-
gion’s GDP is now expected to grow by 2.5
percent in 2002—1.9 percentage points lower
than the spring forecast—provided that those
countries currently under financial stress are
able to avoid debt-service defaults. The delay in
the U.S. recovery, weak global output and trade
growth, a continuation of soft non-oil com-
modity prices and falling oil prices, and the
likelihood of reduced capital flows to develop-
ing countries underpin the moderate growth re-
covery for next year. (As a consequence, there
is great uncertainty surrounding the forecast
with more negative or positive responses of
consumers and investors possible.) In 2003,
GDP is expected to grow by 4.5 percent, re-
flecting the expected rapid growth momentum

in the United States, and world output in the
latter part of 2002 and into 2003.

Revisions to external conditions, as well
as domestic considerations, will impact the
growth prospects for countries differently. The
expected delay in the U.S. recovery will have
the most significant trade impacts in Mexico
and the Central American and Caribbean
countries. For many of these countries, export-
processing zone (maquilas) exports destined
mainly for the North American market are a
significant proportion of total exports (30 per-
cent of net exports in Costa Rica and El Sal-
vador, for example). Moreover, remittances are
also likely to decline at a time when many Cen-
tral American countries are facing weak coffee
prices (after a four-year decline) and the effects
of a severe drought in 2001. Weakness in labor
and equity markets in the United States and in-
creased risk aversion to air travel will adversely
impact tourism receipts—which are extremely
important for Caribbean countries. Prelimi-
nary estimates indicate that loss of tourism rev-
enues could reduce these countries” GDP by
1.5 to 5 percent with potentially damaging so-
cial impact in light of high unemployment in
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the region. Argentina and Brazil are likely to
be more hurt from disturbances in capital mar-
kets (if they were to be prolonged) than from
direct trade impacts, due to weaker global ac-
tivity. This reflects their high public and private
debt and large current account deficits (nearly
3 percent of GDP for Argentina, about 5 per-
cent for Brazil). Although lower U.S. interest
rates will help to alleviate debt-service pay-
ments, risk perceptions have remained ele-
vated—partly due to the market view that debt
restructuring for Argentina may be necessary,
as occurred in Ecuador in 1999—and have
kept capital market flows subdued, reducing
the ability of these countries to roll over debt.
In Argentina, these factors are likely to keep
the recovery modest. In Brazil, contagion from
events in Argentina (despite a $15.58 billion
IMF-led package) is reducing the room for
countercyclical policies. In addition, presiden-
tial elections due next year could be another
factor restraining a return of investor confi-
dence and the acceleration of growth.

As oil prices soften in 2002-03, the adjust-
ment that oil exporters will have to undergo
will be difficult and growth-restraining. Vene-
zuela, for example, used buoyant oil revenues
to finance growth in 2001, resulting in the non-
financial-public sector’s fiscal balance shifting
from a surplus of 2.9 percent in 2000 to a
deficit of about 3.1 percent of GDP. In con-
trast, Ecuador may avoid a contraction in
growth in 2002, because oil revenues may re-
main high with expanded output partially off-
setting the expected decline in oil prices.
Colombia’s prospects hinge increasingly on fis-
cal deficit reduction and on progress in the
peace process, but growth prospects will re-
main subdued with the expected weak oil and
coffee prices. In Peru, the new administration
will face tension between containing the fiscal
deficit and reactivating growth quickly to re-
duce the danger of popular discontent, which
could lead to political and social instability.
However, the combination of weak metals
prices, delayed FDI flows, and limited access to
capital markets could delay the economic re-
bound. Bolivia, Paraguay, and Uruguay all have
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strong trade ties to Argentina and Brazil, limit-
ing their growth prospects to the fortunes of
those countries.

Long-term prospects
Per capita GDP growth over the long term
(2004-10) is projected to average 2.6 percent a
year, a full percentage point higher than what
the region achieved in the 1990s. Key factors
supporting the cautious optimism for growth in
the 2000s compared with the 1990s include im-
provements in: (a) human capital (health, edu-
cation, and literacy indicators have all im-
proved over the course of the 1990s, although
much remains to be done in this area); (b)
macroeconomic management leading to greater
domestic macroeconomic stability (inflation
rates have fallen over the 1990s, for example,
although they are still more volatile than in
other regions); (c) investment climate attracting
FDI; and (d) progress on deepening trade inte-
gration with the regional and global economies.
FDI as a share of region-wide GDP rose
from less than 1 percent at the beginning of the
1990s to nearly 4 percent in 2000, with a sig-
nificant share going into telecommunications;
this represents benefits to the economy that are
likely to accrue in the next decade. Regulation
and supervision of financial sectors have been
strengthened, and trade regimes have been lib-
eralized, with trade doubling as a proportion of
GDP over the last 10 years. These develop-
ments have contributed to a large rise in total
factor productivity, from negative growth in the
1980s to nearly 1 percent a year in the 1990s.
In the 2004-10 period, TFP growth is expected
to remain in the 1 to 2 percent range, while im-
provements in the investment climate—includ-
ing strengthening the financial sectors through
better supervision and regulation—could con-
tribute another 1 percentage point to regional
growth.

Risks

The region remains vulnerable in a number of
areas however. First, national saving rates re-
main low in many countries, resulting in a per-
sistent dependence on foreign savings (of about
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3 percent of GDP)—typically from volatile pri-
vate capital markets. These markets have
demonstrated their power in delivering severe
external shocks to developing countries, and
the region has had to endure at least two such
episodes in the 1990s (Mexico in 1995, and
Brazil in 1999). The case of Argentina is still
developing, and will obviously impact risk per-
ceptions in the region for some time.

Second, the prevalence of large debt over-
hangs (both in the public and the private sec-
tors) in countries throughout the region re-
quires rollover on a continuing basis. Although
the region’s debt-to-GNP ratio is in line with
the average of developing countries, the debt-
to-exports ratio is very high. This exposes some
countries to exogenous shocks emanating from
global capital markets, which are at times inde-
pendent of domestic considerations.

Third, trade integration is incomplete with
ratios of trade-to-GDP remaining low by inter-
national standards (Chile, Mexico, and small
economies are exceptions), and diversification
of exports is still limited—many countries are
still commodity dependent.

Finally, the region still lags behind its po-
tential in financial deepening (which could
help raise national saving rates), infrastruc-
ture, and quality of institutions—areas which,
if improved, can propel high and sustainable
growth rates. Many countries in the region
have made strides in addressing some of these
areas and, should investor sentiment toward
emerging markets improve significantly, the
region could grow at a faster pace than in the
current forecast.

Europe and Central Asia

Recent developments
eal gross domestic product (GDP)
R growth for the Europe and Central Asia
(ECA) region is projected to decelerate
markedly in 2001 to about 2.1 percent, down
from 6.3 percent in 2000. This rapid slowdown

is dominated by three main factors. First, in
Turkey domestic demand collapsed due to high

interest rates and severe economic disruption in
the wake of the financial crisis, which erupted
in late 2000 and early 2001. Second, there has
been a pronounced moderation of growth in the
Russian Federation, Poland, and the former Yu-
goslav Republic of Macedonia (FYR Macedo-
nia). In the Russian Federation, the impetus
behind exceptionally strong growth of over 8
percent in 2000 (generated from a combination
of high oil prices and import substitution, driven
by devaluation) is receding. In Poland high in-
terest rates, aimed at containing inflation, have
stymied demand. In FYR Macedonia, the mili-
tary conflict with the Albanian rebels, which
began in March 2001, has clearly begun to take
its toll on the budget and on economic activity.
Third, the slowdown in global demand in 2001,
particularly in the European Union (EU), has
had a negative impact on growth in the ECA re-
gion, in contrast to 2000 when external demand
acted as a strong engine for growth.

Countervailing some of these negative pres-
sures on regionwide growth, domestic demand
has strengthened in a number of countries (such
as the Czech Republic, Hungary, Romania, and
the Slovak Republic). Similarly, strong growth
in domestic demand, particularly in private con-
sumption, stimulated by an increased money
supply through large hard currency inflows,
among other factors, is providing a buffer to
the slowdown in the Russian Federation. Within
the Commonwealth of Independent States (CIS)
subregion, strengthened domestic demand in
the Russian Federation in 2001 has translated
into a significant firming of import demand and
has provided a boost to growth in a number of
countries that export to the Russian Federation
(for instance, Ukraine). In contrast, export sec-
tors in a few countries with significant revenues
from Turkey, (for instance, Bulgaria and Geor-
gia) are expected to be impacted by the plunge
in Turkish import demand.

For most countries in ECA, current account
deficits are forecast to stay at 2000 levels or to
deteriorate in 2001, although they should re-
main manageable. In the few cases where there
are current account surpluses, they are ex-
pected to narrow. In some countries the cur-
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Figure A1.4 Russian imports and partner exports in 1998—-2001
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rent account deficits are already quite large or
are growing rapidly relative to GDP (such as in
Poland and Romania). For countries such as
Poland, with an already high current account
deficit, the EU slowdown will be felt more di-
rectly, although the sharp deceleration in do-
mestic demand there will reduce imports.
While the Russian Federation is expected to
post a large surplus again for 2001, it will be
significantly below the record $46 billion sur-
plus in 2000. In Turkey the current account is
expected to post a sizeable surplus due to a
sharp contraction in imports and strengthening
exports stimulated by the massive devaluation
of the Turkish lire subsequent to the abandon-
ment of the crawling-peg regime in February
2001.

Real foreign exchange rates throughout the
region remained on a broadly stable path over
the first half of 2001. The most notable excep-
tion is the sharp devaluation of the Turkish lire
of about 60 percent in nominal terms, or about
30 percent in real terms, as of August 2001,
year over year (y/y). The currencies of some

other countries (for instance, Hungary and
Poland) subsequently came under considerable
downward pressure during July 2001, when
international investors became more bearish
on emerging market instruments. In contrast,
the Russian ruble has remained relatively firm
and generally appreciated in real terms over
the year, bolstered, in particular, by a large cur-
rent account surplus. Elsewhere in ECA, due in
part to fixed currency regimes and inflation
differentials, the Bulgarian (currency board)
and Baltic (pegged) currencies have continued
to appreciate.

Inflationary pressures in the ECA region on
the whole were relatively contained in 2001,
with the general rate of increase either declin-
ing somewhat or remaining flat. Turkey, with
the consumer price index running at about 55
percent in 2001, is an important exception.
Until domestic markets stabilize there, height-
ened uncertainty will contribute to higher in-
flationary pressures, as will the hefty increase
in the cost of imports that will likely generate
significant pass-through effects. Driven in most
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Table A1.4 Europe and Central Asia forecast summary

(percent per year)

Baseline forecast

Growth rates/ratios 1991-2000 1999 2000 2001 2002 2003 2004-2010
Real GDP growth 2.3 1.8 6.3 2.1 3.0 4.2 3.6
Consumption per capita -3.5 -2.9 4.2 3.8 3.0 2.9 3.9
GDP per capita -2.5 1.7 6.1 1.9 2.9 4.1 3.5
Population 0.2 0.2 0.1 0.1 0.1 0.1 0.1
Inflation? 347.1 7.3 7.5 7.5 5.9 5.4 4.3
Gross Domestic Investment/GDPP 23.6 18.0 19.0 19.4 19.5 19.7 24.3
Central Gvt Budget Balance/GDP -19.0 -10.5 -7.4 -7.5 -7.2 -6.4 -4.8
Export Volume® 0.5 -1.4 11.1 8.5 2.8 8.3 5.9
Current Account/GDP -0.6 0.0 1.9 1.2 -0.4 0.0 -1.4
Memorandum Items
GDP growth: Transition countries -3.1 3.3 6.1 4.0 3.1 3.8 3.4
Central and Eastern Europe 0.8 2.3 3.9 2.8 2.9 4.3 4.3
CIS countries -5.2 4.1 7.8 4.9 3.2 3.5 2.6

a. Local currency GDP deflator; median.
b. Investment ratio measure in real terms.
c. Goods and non-factor services.

Source: World Bank baseline forecast, October, 2001.

cases by an accommodating fiscal stance, in-
flation remains at double-digit levels in a hand-
ful of other ECA countries, for example in Be-
larus, Romania, Tajikistan, and Uzbekistan. For
the region’s oil-importing countries, the recent
pass-through impact of higher energy prices has
begun to diminish. In contrast, strengthening
domestic demand in a number of ECA countries
could lead to higher inflationary pressures.

Near-term outlook

The severity and duration of the current slow-
down in the EU, along with policy responses
in the transition countries, will be important
factors for near-term prospects. In the EU, a
recovery is not expected until the second half
of 2002, and much stronger external demand
from the EU is not anticipated until 2003. This
is especially significant for the Central and
Eastern European countries (CEECs), because
their economies have become well integrated
with the EU. Another important near-term as-
sumption is that the combination of slowing
world energy demand and an accommodating
stance by the Organization for Petroleum Ex-
porting Countries (OPEC) will likely translate
into lower nominal and real oil prices. For the

hydrocarbon exporters of the CIS, this scenario
implies a further slowdown in growth in 2002.
For the ECA region oil-importers, the decline
in the energy bill is expected to partially offset
the negative impacts of a less favorable external
environment. If indeed Turkey stabilizes and
begins to recover in 2002, which is an assump-
tion underlying our forecast, it will lift aggre-
gate growth for the region.

Throughout the region, access to foreign pri-
vate capital (including foreign direct invest-
ment, FDI) is expected to remain more difficult
over the near-term, due to increased aversion
to emerging markets by international inves-
tors. Correspondingly, domestic and foreign in-
vestment in the ECA economies is expected to
decelerate through 2002, in part reflecting an-
ticipated delays in privatization programs.
Tourism, an important source of foreign cur-
rency in a number of ECA countries (such as
Croatia and Turkey), is also projected to slow
markedly.

In sum, over the near term (2002-03),
growth is expected to stabilize at close to 3.5
percent for the region as a whole. At the sub-
region level, we are forecasting a pattern of
diverging growth becoming manifest in 2003.
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For the CEECs, aside from anticipated stronger
external demand in 2003, the EU accession
process is expected to stimulate a continuation
of reforms and to further boost growth. In con-
trast, CIS growth is expected to slow in 2002
and to remain generally flat in 2003 as energy
prices stabilize at lower levels, and the boost
from high oil rents winds down in a policy en-
vironment of gradual reforms. As a conse-
quence, import demand from the Russia Feder-
ation is expected to decline, which is in turn
expected to result in lower export volumes for
the smaller CIS countries.

Long-term prospects

Over the coming decade through 2010, GDP
growth for the ECA region is forecast to aver-
age close to 4 percent, in contrast with the 2.3
percent region-wide average rate of contraction
witnessed during 1991-2000, the first decade
of transition. From a region-wide perspective,
the main drivers of higher growth are an im-
proved policy environment and a greater de-
gree of macroeconomic stability leading to
higher investment and savings rates as a share
of GDP. Growth for the CEEC subregion is ex-
pected to average above 4 percent during the
period 2001-10, up significantly from close to
1 percent posted during 1991-2000. Growth in
the CIS subregion is expected to average some-
what below 3 percent, also a marked increase
compared to the sharp contraction of about 5
percent annually registered during 1991-2000.

In the CEECs, during the second decade of
transition, a number of factors are contributing
to the anticipation of stronger growth perfor-
mance, including rising investment as a share of
GDP and continued restructuring of the capital
base. Broad-based reforms and a well-educated
labor force have been—and are expected to re-
main—important factors contributing to fruit-
ful returns on rising investment.

Almost all of the CEECs are EU accession
candidates, and have significantly benefited
from the EU accession process, which has pro-
vided an incentive to address underlying struc-
tural and institutional impediments to growth.
The EU accession process is expected to con-
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tinue to boost FDI into the subregion, although
as privatization programs wind down, this is
expected to diminish somewhat. These flows
have largely financed the subregion’s shortfall
in domestic savings. Domestic savings rates are
forecast to increase over the forecast horizon as
FDI inflows moderate, but they are not ex-
pected to increase sufficiently to close the gap
over the forecast horizon. This potential imbal-
ance between savings and investment exposes
the CEECs to the risk that investment demand
will be bridled by inadequate domestic savings
or by a sudden drop in foreign inflows. Never-
theless, prospects are broadly positive as most
of the countries of the subregion have achieved
a significant degree of stability and realignment
of institutions and markets over the last decade
and are on a path to continue the process. The
CEEC subregion growth forecast of just over 4
percent over the long term, albeit not insignifi-
cant, suggests only slow convergence with EU
per capita income levels.

As with the CEECs, high educational attain-
ment provides a strong positive contribution to
growth potential in the CIS. However, invest-
ment in human capital in the region has de-
clined substantially following the breakup
of the Soviet Union and in the wake of the
1997-98 crisis. Should a turnaround in the in-
vestment in human capital not materialize, an
important positive dynamic of the subregion’s
growth picture will deteriorate further. The re-
cent surge in growth in the CIS subregion of hy-
drocarbon exporters has created an important
opportunity to introduce reforms more actively.
The Russian Federation is an example of where
this process has begun, especially during 2001.
However, there the implementation process is
just being initiated, and much remains uncer-
tain. Significant institutional and structural im-
pediments remain constraints to growth. Con-
sequently for the CIS countries as a group—and
in contrast to the CEECs—investment as a
share of GDP is expected to remain at relatively
low ratios, after having declined during the
1990s. Also, considerable excess capacity re-
mains, though much of it could be obsolete, so
investment demand could kick in sooner if the
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economy picks up. If good policy reforms are
introduced more aggressively, then the CIS econ-
omies could shift to a higher growth path.

Risks

Over the near- to medium-term, risks to the
forecast are predominantly on the downside.
Within the region the main risks include the
possibilities of a deepening of the crisis in
Turkey or a sharper economic slowdown in the
Russian Federation, or both. In either case,
growth prospects in smaller economies of the
region would also decline. Another internal risk
factor is an escalation of political tensions and
instability in the Balkans. The September 11
terrorist attacks have increased both external
and internal risks. With regard to the former,
there is the possibility of greater risk aversion
to emerging markets and capital flight. Regard-
ing the latter, a risk of increased political uncer-
tainty is an important factor, especially in the
countries of Central Asia, due to the heightened
conflict and instability in Afghanistan. There
could also be an influx of refugees to the ECA
countries bordering Afghanistan, namely Tajik-
istan, Turkmenistan, and Uzbekistan.

Other external risks are mainly associated
with the EU, both in terms of its growth
prospects and with public support for the ac-
cession process. A stronger and more pro-
tracted decline in external demand from the EU
would add pressure to external balances and
likely reduce growth outcomes, particularly in
the CEECs. An important aspect of an ex-
tended slowdown in the EU is the timing—that
is, coinciding with important EU accession ne-
gotiations—because it will likely reduce ma-
neuverability for both candidate countries and
existing members. Correspondingly, support
for the EU accession process (both within the
existing EU countries® and within prospective
member countries) has been diminishing. This
could become a higher risk over the near term
because more difficult issues—such as the free
movement of labor and capital, agriculture,
and the distribution of structural funds—are
now shifting to the front burner in enlargement
negotiations. Extensive delays in the EU acces-

sion process could slow the reform process and
undermine long-term growth prospects within
the CEECs.

Potential output could be increased if re-
form programs in the CIS were to move for-
ward more aggressively than anticipated. In
the case of the Russian Federation, this would
generate positive demand dynamics through-
out the CIS and in Turkey. Depending on dy-
namics both internal and external to the re-
gion, there is the upside risk that the EU
accession process will regain stronger positive
momentum and proceed more smoothly and
more rapidly than currently envisioned. No-
tably, the recent terrorist crisis could act as a
catalyst to strengthen political resolve in both
the EU and applicant countries to move for-
ward with the accession process. Turkey, the
Russian Federation, and Central Asian coun-
tries might also benefit from strengthened po-
litical backing from the west and a possible
increase in official assistance as a reward for
supporting U.S.~led strikes into Afghanistan.

Sub-Saharan Africa

Recent developments

rowth in Sub-Saharan Africa (SSA)

slowed to 2.7 percent in 2001 from 3

percent in 2000, interrupting a pro-
gressive recovery from the slowdown of the
late 1990s. With population growing at 2.4
percent, the rise in per capita GDP was mini-
mal. The slowdown was widespread through-
out the region, in East, West, and Southern
Africa, and in both oil and non-oil commodity
exporters.

The primary cause was the slowdown in
developed countries. In the face of weaker
demand from the United States and the Euro
Area, merchandise exports managed just 3.4
percent growth in volume terms compared to
8.8 percent in 2000. Services exports, including
tourism, were also affected, growing by 3.6
percent. Commodity prices remained well
below levels of the late 1990s, including those
that rebounded from recent lows. Beverage
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(percent)

Figure A1.5 Real GDP growth of SSA oil and non-oil exporters
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producers were particularly hard hit, with cof-
fee prices down over 25 percent from 2000 and
cocoa prices—although they were up around
10 percent in 2001—only 75 percent of the av-
erage for 1995-2000. While oil prices eased
back from their peak of nearly $30 a barrel in
mid-2000 they remained strong, and oil ex-
porters outperformed the region as a whole,
growing at an average of 3.6 percent for the
year, compared to 2.6 percent for non-oil ex-
porters. Qil constitutes less than a third of SSA
exports, however, and net energy exports are
only 5 percent of GDP. Thus on balance, recent
world commodity market trends represented a
major drag on growth and incomes.

Apart from the external environment, de-
velopments within the region painted a mixed
picture. Better weather boosted agricultural pro-
duction and household incomes in a number
of countries in East and Southern Africa, in-
cluding Ethiopia, Kenya, Mozambique, and
Tanzania. However, localized drought condi-
tions persisted in these and many other coun-
tries. In Southern Africa, food production fell
by as much as 25 percent, due to both adverse
weather conditions and civil disturbance.
Overall, the Food and Agriculture Organiza-
tion of the United Nations (FAQO) estimates

that the need for food aid will be unchanged
from last year at around 2.7 million tonnes
(FAO 2001). Weather also contributed to a 12
percent reduction in the cocoa crop in West
Africa after the bumper harvest of 1999-2000,
according to the International Cocoa Organi-
zation (African Business, July/August 2001).

In the political sphere, some progress to-
ward stability was achieved in the Democratic
Republic of Congo, Guinea, and Sierra Leone,
but peace seemed as elusive as ever in Angola,
Liberia, and the Sudan, and Zimbabwe’s crisis
intensified with the approach of elections in
spring 2002. Countries in conflict or experi-
encing severe governance problems* recorded
the worst performances, growing at 0.4 per-
cent in 2001. On the plus side, robust growth
continued in a number of countries, including
Ethiopia, Madagascar, Mozambique, and
Uganda, reflecting better policy and economic
management. Finally, 19 countries reached de-
cision points under the enhanced Heavily In-
debted Poor Countries Initiative, cutting debt
servicing costs by a third, and relaxing balance
of payments and budgetary pressures.

In South Africa, the region’s largest econ-
omy, a robust recovery in the second half of
2000 dissipated in the first half of 2001 as in-

PROSPECTS

203



GLOBAL

ECONOMIC PROSPECTS

adequate rains led to a disappointing maize har-
vest. The impact spilled over from agriculture
into manufacturing and, on the demand side,
into consumer spending, and growth slowed to
2.4 percent. Both public and private investment
remained strong, as did productivity growth,
although the investment rate at only 16 percent
of GDP remains well below the level needed
to support adequate employment growth. The
rand came under strong selling pressure in the
second half of the year as a result of ongoing
uncertainty about emerging markets generally
and the situation in Zimbabwe specifically.

In Nigeria, the energy sector registered
strong gains, thanks to both oil and natural gas
revenues and to keen investor interest, particu-
larly in the offshore sector. However, it is in-
creasingly evident that progress on reforms to
date has had little impact on the non-oil econ-
omy. A one-year, $1 billion standby credit from
the IMF was extended from August to October
despite the government’s failure to meet impor-
tant conditionalities, but especially with the ap-
proach of elections in late 2002, the future of
the reform process is uncertain.

Near-term outlook

While many idiosyncratic factors will bear on
near-term performance, the slowdown in indus-
trial countries during 2001 and sluggish recov-
ery in the first half of 2002 virtually guarantee
a poor out-turn for the coming year. Weak de-
mand will continue to depress export prices
and volumes. However, as recovery consoli-
dates in OECD trade partners, demand for the
region’s exports will strengthen setting the stage
for stronger gains in 2003. For the region as a
whole, merchandise exports are expected to
grow by only 2.9 percent in 2002, while terms
of trade fall by 6.2 percent, equivalent to 1.8
percent of GDP. The subdued external perfor-
mance will hold GDP growth to 2.7 percent for
a second year, again leaving per capita incomes
flat. Oil prices are expected to fall to $21 a bar-
rel in 2002, implying steep terms-of-trade losses
for oil exporters of 4.1 percent of GDP; their
real growth will average 3.1 percent, down from
3.6 percent in 2001. However, other commod-

ity prices should firm on average, even though
non-oil exporters’ terms of trade deteriorate
slightly because of higher import prices. The
modest improvement in the external environ-
ment will raise non-oil exporters’ growth to 2.7
percent from 2.6 percent 2001. For the SSA re-
gion as a whole in 2003, the forecast antici-
pates a strong acceleration in export volume
growth to 6.4 percent, pushing GDP growth
to 3.9 percent. With decent rains, the actual
outcome might be even better. Nevertheless,
terms-of-trade weakness is expected to persist
through the forecast period, especially for oil
exporters, as oil prices fall further to below $20
a barrel.

Despite weak energy prices, substantial in-
vestment in oil exporters promises to sustain
real growth in oil sectors in the medium term.
Nigeria has struggled recently to meet OPEC
quotas, but plans to increase capacity signifi-
cantly over the next few years and a second lig-
uid natural gas train at Bonny Island will boost
production by 50 percent beginning in 2002.
Meanwhile, recent offshore discoveries could
substantially raise medium-term production
and exports for non-OPEC Angola and Equa-
torial Guinea. Even in the near term, ex-
ploration and development activity—including
the Chad-Cameroon pipeline project—is help-
ing to offset terms-of-trade losses, keeping real
growth higher than otherwise would have been
the case. For non-oil exporters, faster world
growth will tighten the supply demand balance
in primary commodity markets allowing export
prices and terms of trade to strengthen. In ad-
dition to the rebound in the world economy
generally, export prospects will also benefit
from a number of specific trade initiatives, in-
cluding the United States’ Africa Growth and
Opportunities Act (AGOA), the EU’s “Any-
thing but Arms” initiative, and the EU-South
Africa Free Trade Agreement. Early evidence
from the first half of 2001 shows that 13 SSA
countries benefited from $3 billion of exports
under AGOA preferences (USTR 2001). None-
theless, SSA’s medium term performance will
remain subdued as a result of inelastic export
demands and a lack of diversification.
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Table A1.5 Sub-Saharan Africa forecast summary

(percent per year)

Baseline forecast

Growth rates/ratios 1991-2000 1999 2000 2001 2002 2003 2004-2010
Real GDP growth 2.2 2.5 3.0 2.7 2.7 3.9 3.7
Consumption per capita -0.6 0.0 0.4 0.2 0.5 0.9 1.1
GDP per capita -0.4 0.0 0.5 0.3 0.3 1.6 1.5
Population 2.6 2.4 2.5 2.4 2.4 2.3 22
Inflation? 9.7 5.3 6.3 6.0 5.0 4.5 4.1
Gross Domestic Investment/GDPP 17.4 171 17.2 17.5 17.6 17.8 18.4
Central Gvt Budget Balance/GDP -7.4 -8.1 2.2 -3.4 -3.3 -3.2 -2.8
Export Volume® 4.3 3.0 7.0 3.4 2.4 7.6 6.3
Current Account/GDP -2.1 -2.2 -1.5 -1.0 -2.4 -2.0 -1.8
Memorandum Items
GDP growth: SSA excl. South Africa 2.6 3.0 2.9 3.0 2.8 4.0 4.2
Oil exporters 2.7 2.6 3.8 3.6 3.1 3.4 3.6
CFA countries 2.6 2.4 2.7 2.4 2.9 3.6 3.8

a. Local currency GDP deflator; median.
b. Investment ratio measure in real terms.
c. Goods and non-factor services.

Source: World Bank baseline forecast, October, 2001.

Long-term prospects

Over the long term, the expectation is for a
continuation of the trend toward better eco-
nomic policies and management and a broadly
favorable external environment. Internal mar-
ket reforms, deregulation, and privatization
have raised productivity and improved incen-
tives, and encouraged nontraditional exports
such as fish and horticulture at a time when
prospects for many traditional crops are poor.
Notably a number of well-managed reformers
have sustained high growth even through diffi-
cult external conditions. In the baseline sce-
nario, which assumes a continuation of current
productivity trends, output growth averages
3.7 percent from 2004-10. With population
growth falling to 2.2 percent, real per capita
income growth will average 1.5 percent, reach-
ing $640 in real (1995 dollars) terms by 2010.
For many countries, export diversification and
favorable price trends will sustain performance
well above the regional average.

This performance will fall short of what is
needed to achieve the international develop-
ment goals, and SSA will continue to lag behind
other regions in the developing world. Low do-
mestic savings combined with only modest pri-

vate foreign capital inflows will limit investment
rates to an average of below 19 percent of GDP.
Although up from barely 17 percent currently,
this is far from what is needed. As a result, cap-
ital accumulation will contribute less than 1
percent annually to growth—not even a quarter
of the rate anticipated for East Asia. Low rates
of human capital investment and slow progress
on rebuilding infrastructure will hold produc-
tivity growth to around the same rate.

Despite the somewhat pessimistic outlook, if
the forecast is accurate the coming decade will
see the region’s best sustained performance
since the 1960s. There are manifold reasons for
SSA’s historically poor performance—disease,
civil strife, poor governance, inauspicious cli-
mate, low savings and investment, and falling
terms of trade. Some of these conditions are
unlikely to change any time soon, but for oth-
ers there are signs of real improvement. Politi-
cal and economic reforms have gained pace
since the mid-1980s, and are contributing to
higher standards of governance and economic
management. Private sector growth and in-
creasing regional integration are helping to
boost efficiency and rationalize production.
Greater openness and debt relief are relaxing
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balance of payments constraints, easing import
restrictions, and over time encouraging more
foreign investment interest. But even as some
countries notch up high growth rates, overall
performance will continue to be constrained by
the devastating effects of HIV/AIDS, slow prog-
ress on governance in some countries, and the
limited availability of resources to rehabilitate
productive capacity and infrastructure.

Middle East and North Africa

Recent Developments

evelopments in the Middle East and
D North Africa were strongly positive in

2000, with a rare convergence of si-
multaneous increases in oil prices and export
volumes contributing to stronger-than-antici-
pated growth of 3.9 percent. Growth in 2001
will be lower at 3.4 percent, as declines in
OPEC export quotas affect oil production and
increasingly weak growth in industrial coun-
tries affects demand for goods and services
from the region. Short-term prospects have
weakened considerably since September 11 in
the face of a slowdown in external demand,
with economic recovery in Europe and the
United States delayed into 2002.

The oil exporters have reaped the benefits of
higher demand and disciplined adherence to
OPEC quotas, boosting both export volume
and revenue growth in 2000, with GDP growth
of over 4 percent in several countries. Export
volume growth is weaker in 2001 because
OPEC quotas were reduced throughout the
year in an effort to target supply around a price
of $25 a barrel, with growth falling to 3.1 per-
cent. The boost in revenue has fostered income
gains and led to strong growth in domestic de-
mand through stronger consumption and im-
port growth. Current account surpluses rose to
14.9 percent of GDP in 2000 and 8.4 percent in
2001. Domestic interest rates fell, and there
was an increase in investment in the oil and
non-oil sectors, with several countries also ben-
efiting from higher foreign investment. Oil ex-
porters have had few problems refinancing lia-

bilities. Government revenues have also bene-
fited from high oil prices. Many oil exporters
achieved balanced budgets or surpluses in
2000, and some of that momentum has con-
tinued in 2001. Governments did spend more
than previously budgeted from their revenue
windfall but most were relatively restrained,
given the expenditure profiles of earlier windfall
gains. For example, the Saudi government re-
ceived 58 percent more revenue than budgeted
in 2000 but only spent approximately 10 per-
cent more than planned, with much of the extra
spending being used to pay domestic arrears.

The diversified economies grew 3.4 percent
in 2000, lower than their historical average.
Drought conditions in Morocco, Tunisia, and
the Levant contributed to lower production and
agricultural exports, despite high export market
growth in 2000. Additionally, domestic condi-
tion in the Arab Republic of Egypt deteriorated
significantly as the budget and current account
deficit increased, placing pressures on interest
rates, exchange rates, and domestic investment.
GDP growth in the diversified exporters will
rise to 4.4 percent in 2001. Morocco, which
had a partial recovery from drought this year,
accounts for the increase in GDP growth. Addi-
tionally, stronger oil prices and a relief from
drought are behind increased growth in Syria. A
weaker external environment, particularly in
Europe, has affected trade prospects with fall-
ing growth expected in most countries as export
market growth fell from 13 percent in 2000
to 1.9 percent in 2001. Workers’ remittances,
tourism, and services receipts will be similarly
affected.

Near-term outlook

Looking forward, GDP growth in the region is
expected to fall to 2.9 percent in 2002 and to
recover to 3.6 in 2003. The sharper downturn
in industrial countries and the delayed recovery
into mid-2002 will reduce the external impetus
to growth. Slower world demand growth will
keep oil prices at the lower end of the OPEC
price band (around $21 a barrel) and produc-
tion and income growth will be adversely af-
fected. The diversified exporters face lower
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Figure A1.6 Tourism and workers remittances as a share of GDP in 2000
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trading partner—import growth, and adverse
impacts on tourism from lower external income
growth. Growth will probably fall in 2002 to
4.2 percent, but will recover along with the oil
exporters in 2003, if, as anticipated, Europe
and other trading partners gather momentum.

The momentum of growth in the oil ex-
porters will slow in 2001-02, as weaker global
growth affects energy demand and OPEC keeps
a tight rein on oil production quotas. Produc-
tion and export volumes in 2002 are expected
to be lower than 2001 levels, thus ensuring that
export volumes and GDP growth will decline
from 2000 and 2001 rates. As the oil price falls
to $21 a barrel in 2002, the terms-of-trade
gains made over the last several years will de-
cline, and current account surpluses, which
reached 14.9 percent of GDP in 2000, will fall
to 1.7 percent of GDP in 2002. Similarly, gov-
ernment balances will show some deterioration,
both as oil revenues fall and governments im-
plement new expenditures. The Islamic Repub-
lic of Tran is locked into a balanced budget rule,
and, with the conservative oil price assumptions
used for budget purposes, should retain fiscal
balances. Algeria is expected to increase fiscal
expenditures greatly in 2001-02, but the oil sta-

bilization fund will be used to finance deficits
and retire debt. However, if fiscal policy be-
comes too expansionary, it will be difficult to
maintain the lower interest rates and inflation
that have been apparent recently.

The windfall gains have provided opportu-
nities for several oil exporters, particularly the
Islamic Republic of Iran and Algeria, to amor-
tize external debt and retire domestic debt. Oil
exporters in the Gulf have built up foreign
reserves and had few problems maintaining
their fixed exchange rates. The Islamic Repub-
lic of Iran appears on-track to unify its ex-
change rate regime in the 2002/03 fiscal year;
as a result, it may face a dose of imported in-
flationary pressures in the forecast period. For
most countries, however, inflationary pres-
sures should remain low. Interest rates in oil
exporters have been falling, along with rapid
growth in liquidity; therefore, there will be
continued support to growth from domestic
demand as demand for oil softens.

Short-term prospects in diversified export-
ers are mixed. Growth is expected to average
around 4.3 percent in 2002-03. Morocco and
the Syrian Arab Republic are expected to re-
cover from the debilitating droughts of recent
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Table A1.6 Middle East and North Africa forecast summary

(percent per year)

Baseline forecast

Growth rates/ratios 1991-2000 1999 2000 2001 2002 2003 2004-2010
Real GDP growth 3.2 2.2 3.9 3.4 2.9 3.6 33
Consumption per capita 0.4 0.3 3.1 1.7 0.7 0.8 0.9
GDP per capita 1.0 0.3 1.9 1.5 1.0 1.6 1.4
Population 2.2 1.9 2.0 1.9 1.9 1.9 1.9
Inflation? 5.2 3.5 3.4 4.5 4.5 4.0 4.0
Gross Domestic Investment/GDPP 22.7 22.4 23.4 23.9 24.2 24.3 25.4
Central Gvt Budget Balance/GDP -1.6 -2.7 -2.5 -3.0 -2.9 -2.6 -2.2
Export Volume® 5.8 13.1 6.2 3.0 4.0 5.7 4.6
Current Account/GDP -1.9 -1.0 8.1 4.7 0.8 -0.9 -2.3
Memorandum Items
GDP growth: Oil exporters 2.6 1.8 33 2.6 2.3 3.3 2.7
Diversified exporters 4.0 3.3 3.4 4.4 4.2 4.3 4.3

a. Local currency GDP deflator; median.
b. Investment ratio measure in real terms.
c. Goods and non-factor services.

Source: World Bank baseline forecast, October, 2001.

years, and agricultural production and exports
will provide support for growth in the near
term. This will offset, to some extent, the ex-
pected external slowdown in demand in 2001-
02. The slower activity in the European econ-
omy in 2001-02 will adversely affect all the di-
versified exporters, with merchandise export
growth falling from 7 percent in 2000 to 1.9
percent in 2001, before recovering to 4.9 per-
cent in 2002. Jordan is enjoying a broad-based
increase in activity, but deterioration in the ex-
ternal environment (tourism, remittances, and
capital flows) could dampen growth next year.
Current account deficits, which widened in re-
cent years in drought-stricken countries, will
remain higher than previously anticipated due
to lower export volume growth. Fiscal policy in
the drought-stricken countries has by necessity
been somewhat expansionary to counter de-
clines in agricultural incomes. Several countries
that have signed EU Association Agreements
(such as Morocco and Tunisia) have lowered
or eliminated customs duties that were a source
of revenue, placing upward pressures on fiscal
deficits. Consequently, the public sector will
continue to play a large role in growth.
Tourism and workers’ remittances, two of
the mainstays for diversified exporters, will

not fare well in the near term. The majority
of tourists come from Europe and, with
low-income growth in Europe into 2002, and
confidence eroded because of the events of
September 11, tourism will suffer. Political
uncertainty may also contribute to a decline in
tourism, particularly in the Levant and in Egypt.
This can already be seen in Egypt, where after
an almost 15 percent rise in tourist arrivals in
2000, arrivals fell by 8.1 percent in April 2001
and 8.5 percent in May over the same period in
the previous year. Jordan’s tourism receipts fell
by 3.6 percent in the first half of 2001 com-
pared to a year ago. Tunisia and Morocco will
suffer less from the effects of the political in-
stability in the Levant. Indeed, Tunisia should
continue to experience some growth, and Mo-
rocco is investing heavily in tourist infrastruc-
ture. Remittances will remain stagnant or grow
very slowly as growth slows in the near term in
oil exporters, and as income growth is damp-
ened in Western Europe, the main source of re-
mittances for the region.

Long-term prospects

Long-term prospects in the Middle East and
North Africa are less positive than in most other
developing regions. Growth for the oil ex-
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porters in the long term is expected to average
2.7 percent; in the diversified exporters growth
is expected to average 4.3 percent. In each case,
growth is only slightly higher than the average
for the 1990s. Growth in 2004-10 for the re-
gion is expected to average 3.3 percent, similar
to the average of the 1990s and lower than the
average of 3.5 percent for 2000-03. The rea-
sons for the lack of acceleration of growth in
the forecast period include the real long-term
decline in oil and other commodity prices ex-
pected in the next 10 years; the high level of
vulnerability of countries in the region to com-
modity price and other external shocks; and the
low level of attractiveness of the region to for-
eign investment outside commodity sectors.
The main external sources of growth and in-
come in the region come from commodity ex-
ports, tourism, and workers’ remittances. Each
of these sectors is highly vulnerable. In the long-
term, energy prices are not expected to in-
crease—in fact, the real crude oil price in 2010
is projected to be approximately half its 2000
level. On the supply side, it is expected that non-
OPEC supply will grow in the next several
years, indicating that OPEC production and ex-
ports must decline in order to maintain prices
above $20 a barrel, given expected demand con-
ditions. Without further diversification in oil-
exporting countries, many of which receive up
to 95 percent of export revenues from hydro-
carbons, the external impetus for growth seen
since 2000 will diminish. The agricultural and
mineral exports of the diversified exporters
should fare better as prices increase in the next
decade, but the recovery will be slight, and will
come from the extremely low levels seen in re-
cent years. In terms of agricultural exports, the
scope for increasing penetration of markets is
limited by the restrictions remaining on agricul-
ture in the initial Association Agreements signed
with the EU by the Mediterranean countries.
Tourism receipts are an important source of
revenue for many of the Mediterranean coun-
tries but, as can be seen in the current context,
they are highly vulnerable to issues concerning

REGIONAL ECONOMIC

political stability. Current events in Israel and
the West Bank and Gaza have affected tourism,
not just in these areas but in the entire Levant
and in Egypt. While countries such as Tunisia
and Morocco are making concerted efforts to
improve accommodations and service, they still
face fierce competition from other destinations
that have lower levels of political conflict and
better facilities and services. Remittances by
nationals working in the Gulf countries and in
Europe are also an important source of income,
but remittances from the Gulf are not expected
to continue growing rapidly. The Gulf coun-
tries have begun programs to increase the num-
bers of their own nationals in their domestic
workforce, and this will certainly be at the ex-
pense of non-nationals. With slower growth
expected in the oil exporters in the long term,
remittances are also expected to decline or to
grow very slowly.

Notes

1. Dawn Internet Edition, Pakistan, September 20,
2001, http://www.dawn.com.

2. The News International, Pakistan, September 20,
2001, http://www.jang.com.pk

3. Support for eastward expansion of the EU has
waned markedly in existing member countries, which
was highlighted most recently by Ireland’s June 2001
“No” vote on the Treaty of Nice (which makes changes
to the voting structure of the EU to accommodate
expansion).

4. Angola, Burundi, Cote d’Ivoire, Democratic Re-
public of Congo, Guinea-Bissau, Kenya, Sierra Leone,
and Zimbabwe. No reliable data are available for
Liberia or Somalia.
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Appendix 2

Global Commodity Price Prospects

ommodity prices declined in 2001,
C however oil prices remain high relative

to non-oil prices (figure A2.1). Agricul-
tural prices have yet to begin a sustained re-
covery from the declines that began just before
the Asia crisis in mid-1997, due to continued
large supply increases, weak demand, and cur-
rency devaluations of major commodity ex-
porters relative to the dollar. Metals and min-
erals prices made a modest recovery from the
lows reached in 1999, but have since returned
to near those lows, due mostly to weak de-
mand. Oil prices rose sharply from their 1998
lows due to cuts by OPEC producers, but have
weakened in the past year due to weakness in
the global economy and, most recently, the ter-
rorist attacks in the United States.

One of the main reasons for the divergence
of oil and non-oil commodities is that com-
modity producers have responded very differ-
ently to the price declines following the Asia cri-
sis. Cuts in crude oil production and exports by
OPEC producers starting in 1999 sent oil prices
higher, while metals and minerals prices got a
boost from cuts in mine and smelter output.
However producers of agricultural commodi-
ties were slow to adjust to low prices; this has
contributed to continuing price weakness. Some
agricultural commodities are still facing large
year-to-year production increases despite the
nearly 32 percent decline in agricultural com-
modity prices from 1997 to 2001. Global coffee
production, for example, increased 21 percent

from 1997 to 2000 despite a decline of 53 per-
cent in nominal prices over the same period.

Currency devaluations, relative to the U.S.
dollar, have also depressed prices of some com-
modities—especially in countries with weak
currencies that are also major commodity ex-
porters, such as Brazil, Indonesia, and Thai-
land. For example, Brazil’s currency has deval-
ued about 50 percent relative to the dollar
since 1997, and this has led to lower dollar
prices for its major agricultural exports—cof-
fee, soybeans, and sugar. Indonesia, a major
exporter of natural rubber and vegetable oils,
has seen its currency devalue 70 percent rela-
tive to the dollar since 1997. Thailand, the
largest rice exporter, has seen its currency de-
value 30 percent relative to the dollar since
1997, which has sent rice prices lower.

The current decline in non-oil commodity
prices has been more severe than the two de-
clines of the 1980s. There are strong similari-
ties in all three periods, however (figure A2.2).
The current decline began in May 1996, and
prices fell by 30 percent in 38 months, com-
pared to a decline of 27 percent in 32 months
from the February 1980 peak, and a 23 per-
cent decline in 37 months from the June 1988
peak. In all three cases, commodity prices
reached their initial lows after about three
years and then rallied before returning to their
previous lows. Then the patterns diverge, with
prices declining for another year in one case
and rising in the other.
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Figure A2.1 Commodity price trends
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The recent terrorist attacks and resulting
economic slowdown is expected to delay the
recovery in non-oil commodity prices until the
latter half of 2002 and result in a modest 1.6
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e Agriculture Crude oil = Metals and minerals
Source: World Bank.
percent increase in 2002. Thereafter prices are
Figure A2.2 Non-energy commodity expected to. rebougd rapldly.as extreme low
prices prices curtail supp.hes and prices rise 8.1 per-
Index (price peak = 100) — Feb. 1980 cent in 2003. The increases are expected to be
== June 1988 . X
110 — May 1996 below the recoveries of the 1980s (.flgure AZ..Z)
because of large surplus production capacity
100 A relative to demand that exists in many com-

modities; improvements in technology that
have lowered production costs; and policies in
many OECD countries that have insulated pro-
ducers from declines in global prices. Agricul-
tural prices are projected to rise 1 percent in
2002 and 8.8 percent in 2003, while metals
and minerals prices are projected to rise 3.2
and 7.2 percent, respectively, during 2002 and
2003. Beyond 2003, we expect nominal non-
oil prices to continue to increase about 5 per-
cent per year through 2005. Specific commod-
ity price projections are contained in tables
A2.12 and A2.13 for selected years to 2003,
2010, and 201S. Projected nominal and real
commodity indices are given in table A2.14.
Oil prices are expected to fall to $21 a bar-
rel in 2002 compared to $25 a barrel in 2001.
However, the recent terrorist attacks in the
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United States have added substantial risk to
the outlook, and prices will likely be more
volatile than previously expected. Prices are
expected to settle in the $18-20 range over the
balance of the decade as recent high prices
stimulate new production capacity.

Over the forecast period to 20135, real non-oil
commodity prices are projected to remain about
constant relative to 2001 levels as nominal
prices recover from current severely depressed
levels. In contrast, real oil prices are expected to
fall 40 percent over the same period as prices re-
treat from current high levels. This divergent
forecast for non-oil and oil prices reflects the ex-
treme divergence in current prices rather than a
fundamental difference in the long-term out-
look. The trend of real commodity prices of the
last century are expected to continue, with both
oil and non-oil prices declining relative to man-
ufactures prices. During the twentieth century,
non-oil commodity prices fell about 1 percent
per year relative to the prices of manufactures;
oil prices fell even more rapidly until the early
1970s when OPEC’s market power emerged
and supplies were curtailed. Since the peak of

GLOBAL COMMODITY PRICE PROSPECTS

real non-oil prices in the early 1970s and the
peak of oil prices in 1980, real prices of both
have declined by about two-thirds.

The structural decline in agricultural com-
modity prices relative to manufactures appears
to be the direct consequence of more rapid
productivity gains (see box A2.1) Such gains
have been fueled by rising yields, improved
policies in developing countries, and invest-
ments in infrastructure and irrigation. Metals
and minerals costs have also declined due to
improvements in technology, better manage-
ment, and better policies. Demand growth for
commodities has slowed in response to slower
population growth and declining income elas-
ticities. These trends are expected to continue
and lead to continued declines in real com-
modity prices over the longer term.

Agriculture
gricultural commodity prices have been
the weakest component of commodity
prices, down 33 percent in 2000 compared to
their 1995 highs.

213



GLOBAL

ECONOMIC PROSPECTS

Beverages

The World Bank’s monthly index of nominal
beverage prices (comprised of the export value
weighted average of coffee, cocoa, and tea
prices) has declined 71 percent since the 1997
highs, due mostly to steep declines in coffee
prices.

Prior to 1998-99, coffee production and
consumption were relatively equal, with little
overall increase in either since the late 1980s.
Since 1998-99, production has increased about
20 percent, and arabica and robusta coffee
prices have declined 66 and 63 percent, respec-
tively, from 1997 to the first nine months of
2001. Despite these dramatic price declines,
production is expected to increase for the
fourth consecutive year (see table A2.1). Prices
are not expected to recover until this imbalance
is resolved. It is possible that coffee prices have
permanently shifted lower to accommodate in-
creased production by efficient producers.

Cocoa and tea prices have not seen the sharp
declines observed in coffee because supplies
have not increased as significantly. Cocoa con-
sumption has grown at a fairly steady 3 percent
per year over the past two decades, while global
tea consumption has grown at a more modest 1
percent per year (see table A2.2).

Coffee

Brazil, the largest coffee producer with about
30 percent of the world’s total, is expected to
have a near-record crop, while Vietnam, the
second largest producer, is expected to have a
record crop. Other major producers such as

Table A2.1 Coffee production
(million bags)

Colombia, Cote d’Ivoire, Indonesia, and Mex-
ico are all expected to have large crops.

Low prices have been met with several re-
cent attempts to curtail exports by the Associ-
ation of Coffee Producing Countries (ACPC).
So far these attempts have been ineffective and
all efforts have ended in failure. Current efforts
appear to lack an effective mechanism to con-
trol coffee exports and have not yet inspired
much market response. In addition, withhold-
ing stocks without reducing supplies encour-
ages sales outside of the agreement and under-
mines the agreement.

The recent decline in coffee prices has been
due primarily to a surge in supplies, but the
equally important longer-term problem for
coffee producers is weak demand. Per capita
consumption in Europe and the United States,
which accounts for nearly 90 percent of inter-
national demand, has been declining. In the
United States, for example, per capita coffee
consumption has been declining since 1970,
while per capita consumption of soft drinks
has more than doubled. Unless tastes change,
coffee producers will probably need to adjust
to slow—perhaps stagnant—demand growth.

A significant recovery of coffee prices is not
expected soon unless there are major supply
disruptions due to droughts or frosts, which oc-
curred in 1994 and 1997. We project a modest
recovery in robusta prices beginning in 2002
and arabica prices in 2003 (table A2.12-13 for
specific price forecasts), but we also recognize
the risk that prices could drift lower until sup-
plies are sharply reduced. Over the longer-term,

1997-98 1998-99 1999-2000 2000-01 2001-02
Brazil 22.8 35.6 30.8 34.1 33.7
Vietnam 6.9 7.5 11.0 11.3 12.5
Colombia 12.2 10.9 9.5 11.5 11.4
Indonesia 7.8 7.0 6.5 7.3 6.3
Mexico 51 5.0 6.2 5.5 5.5
Cote d’Ivoire 3.7 2.2 5.7 4.3 4.7
World 96.4 108.4 113.7 117.0 117.7

Source: USDA; and International Coffee Organization (ICO).
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Table A2.2 Beverages’ global balance
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Annual growth rates (percent)

1970 1980 1990 1999 2000 2001 1970-80 1980-90  1990-2000
Coffee (Thousand bags)
Production 64,161 86,174 88,849 113,723 117,001 117,739 2.11 1.36 1.20
Consumption 71,536 79,100 96,300 98,000 103,290 105,340 1.01 1.97 0.22
Exports 54,186 60,996 76,163 92,338 87,502 96,095 0.78 2.41 1.06
1970 1980 1990 1998 1999 2000 1970-80 1980-90  1990-2000
Cocoa (Thousand tons)
Production 1,554 1,695 2,506 2,884 3,032 2,809 0.46 4.62 1.82
Grindings 1,418 1,556 2,335 2,785 2911 2,977 0.16 4.48 2.38
Stocks 497 675 1,791 1231 1,321 1,125 238 13.89 3.95
Tea (Thousand tons)
Production 1,286 1,848 2,526 2,963 2,847 2,895 4.09 2.87 1.24
Exports 752 859 1,099 1,296 1,272 1,309 2.35 2.39 1.62

Notes: The 2001 figures for coffee are preliminary forecasts. Time reference for coffee and cocoa are based on crop year shown
under the year that production begins: October to September for cocoa, and April to March for coffee. For tea, time is calendar

year.

Source: International Cocoa Organization; International Tea Committee; FAO; USDA; and World Bank.

real coffee prices are expected to recover, but
remain well below historical highs of the 1970s
or recent highs of the 1990s. By 20135, real ara-
bica and robusta prices are projected to in-
crease 54 and 74 percent, respectively, from
2001 levels, but they would still be only half of
their 1990s peaks.

Cocoa

Following the three-decade low in February
2000, cocoa prices recovered somewhat dur-
ing the first nine months of 2001 to average
$1.01/kg compared to $0.91/kg in 2000. The
partial price recovery was largely due to pro-
duction cutbacks and export disruptions in
Cote d’Ivoire (due to political instability), and
Ghana. The 2000-01 cocoa crop is expected
to be down 7.3 percent from the 1999-2000
record crop, and more in line with the average
production levels of the early 1990s.

Demand for cocoa is expected to grow by
2.3 percent this season, just a little slower than
the 1990-2000 average of 2.4 percent, but far
below the 1980-90 average of 4.6 percent (table
A2.2). Demand from Eastern Europe and the
former Soviet Union (FSU) has grown by more
than 10 percent per year, while East Asian

countries have seen slower demand growth,
partly due to the recent economic slowdown.
Prices are projected to average a little over
$1.00/kg in 2001 and about $1.10/kg in 2002.
By 20135, real prices are projected to increase
21 percent from 2001 but still be 20 percent be-
low their 1998 highs.

Tea

The three-auction average tea price fell 17 per-
cent in the first nine months of 2001, com-
pared to 2000, due mostly to increased pro-
duction by the major exporters (India, Kenya,
and Sri Lanka). In addition, currency devalua-
tions in Sri Lanka relative to the U.S. dollar
contributed to the dollar price declines. Since
the high in 1997, nominal tea prices are down
about 21 percent.

Tea prices have been held up by several
years of poor harvests in some exporting
countries, combined with strong demand in
the Middle East and the Russian Federation,
following high export earnings from crude oil.
However, prices are expected to decline as
supplies increase and demand weakens along
with the expected decline in crude oil prices.
We project tea prices to decline about 1 per-
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cent in 2002, but there is potential for larger
declines because of a possible disruption in
trade to the Middle East and Central Asia fol-
lowing recent events.

The growth of global tea exports has
slowed significantly during the 1990s com-
pared to previous decades (table A2.2), and
this has not been offset by more rapid growth
in domestic demand in major producing coun-
tries, such as India. Thus, we project real prices
to decline 14 percent by 2015 relative to 2001
as exporters intensify their push to increase
output and demand growth remains weak.

Food

Despite considerable volatility in the compo-
nents of the food price index, the overall index
of nominal food prices has remained relatively
constant since 1999, but is down nearly 32 per-
cent since peaking in 1996. Prices are expected
to increase about 1 percent in 2002 and then
begin to recover more rapidly as the global
economy rebounds from the current slowdown,
and agricultural commodity prices recover from
current lows. By 20135, real food prices are ex-
pected to return to long-run trends, down 13
percent relative to 2001 levels.

Fats and oils
Fats and oils prices have taken a beating,
down 8.1 percent in the first nine months of
2001 compared to 2000, and down 40 percent
since 1997. The declines are due generally to
increased supplies and currency devaluations
of major producers versus the dollar. Global
fats and oils production in 2001-02 (October
to September) is expected to increase about 2
percent from the 2000-01 level, which is well
below the trend growth of about 3.5 percent
per year, but follows large increases in recent
years that have left the market oversupplied.
The increase has been greatest in the two
largest vegetable oils—soybean and palm—
which account for 23 and 19 percent of total
fats and oils, respectively.

World soybean production has grown by
5.1 percent per year over the past decade, with
growth centered in the three major producers

Table A2.3 Soybean production

(millions of tons)

United
Year Argentina Brazil States World
1990 11.5 15.8 52.4 104.1
1995 12.4 24.2 59.2 124.9
2000 26.0 37.5 75.4 172.1
2001 25.5 38.0 79.9 177.2

Source: USDA.

and exporters (Argentina, Brazil, and the
United States), which together account for 80
percent of global production (table A2.3).
Since 1990, palm oil production has more than
doubled (table A2.4), with the large increases
coming from Indonesia and Malaysia.

Table A2.4 Palm oil production

(millions of tons)

Year Indonesia Malaysia World
1990 2.41 6.10 11.03
1995 4.22 7.81 15.22
2000 6.95 10.84 21.77
2001 7.35 11.55 23.01

Source: Oil World.

Prices of most fats and oils are expected to
increase in 2002 and 2003, but remain well
below 1999 highs. Once the current imbalance
is resolved, price prospects improve due to the
strong demand growth expected in China and
India. Real fats and oil prices are projected to
increase 12 percent from 2001 to 2015 as
prices recover from current lows.

Grains

The USDA’s projection for the new season
(2001-02) is for significant declines in ending-
stocks of grain (table A2.5), and this should
cause most grain prices to increase in 2001 and
2002 after reaching lows in 1999 or 2000.
Maize prices appear to have bottomed out in
2000 and are expected to increase about 2
percent in 2001 and 7 percent in 2002. Wheat
prices, which hit bottom in 1999, are projected
to increase 10 percent in 2001 and 4 percent in
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Table A2.5 Global grain stocks to use

(percentages)
Maize Rice Wheat Total Grains

1997-98 25.5 33.3 29.3 26.9
1998-99 29.3 34.3 29.8 28.5
1999-2000 28.4 35.8 28.3 27.8
2000-01 25.9 34.2 26.8 26.1
2001-02

(estimated) 23.0 31.4 22.4 23.1
1990s low 22.6 314 25.2 23.2

Source: USDA. Data for 2001-02 are the USDA’s August
2001 estimate.

2002. Rice prices, which are still falling, are ex-
pected to decline 16 percent in 2001, and then
increase 9 percent in 2002. In real terms, maize,
rice, and wheat prices are projected to increase
14,17, and 13 percent by 2015 relative to their
lows during 1999-2001.

Substantial surplus production capacity ex-
ists because yields have continued to grow
along historical trends, while the area devoted
to grain production has fallen (figure A2.3).
Despite these reductions in land use, real prices
have declined by half since 1980. The growth
of global grain consumption has slowed from

Figure A2.3 World grain area and yields
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Source: World Bank based on USDA data.
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2.6 percent per year during the 1970s to 1.8
percent during the 1980s, and to 1 percent
during the 1990s (table A2.6).

Sugar

World sugar production has exceeded con-
sumption in 8 of the past 10 seasons, causing
the ending stocks-to-use ratio to reach 0.27 in
the 2000-01 marketing season—the highest
since 1985. World sugar consumption has
grown by 3 percent per year during the last
decade (table A2.6). Sugar prices had recov-
ered from the sharp drop following the Asia
crisis, but have since declined due to large sup-
plies (figure A2.4).

Brazil, which is the largest sugar exporter
with about one-quarter of world exports in
2000-01, more than doubled production from
1990-91 to 2000-01 and increased exports
from 1.5 to 11.3 million tons. Australia and
Thailand increased production by 50 and 70
percent, respectively, from 1990-91 to 1997-
98 when prices were attractive, but have cut
production as prices have declined.

Sugar prices are expected to fall about 11
percent in 2002 in response to large supplies
and weak demand, and then increase 12 per-
cent in 2003. However, prices are expected to
remain relatively weak for the next several
years, with fluctuations depending on the year-
to-year balance of production and consump-
tion. Over the longer term, real prices are ex-
pected to trend lower as production continues
to outpace consumption and stocks periodically
build. Relative to the 1999 lows, real prices are
projected to increase 49 percent by 2015.

Raw materials

The index of agricultural raw materials prices
(comprised of tropical hardwoods, cotton,
and natural rubber) declined sharply during
the Asia crisis and then stabilized. Recently
prices have again declined, and are now about
40 percent below their 1997 nominal levels
(figure A2.5). Prices are expected to reach a
low in 2001 and then increase modestly dur-
ing the next several years. By 2005, nominal
prices are projected to rise 28 percent relative
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Table A2.6 Foods’ global balance

Annual growth rates (percent)

1970 1980 1990 1998 1999 2000 1970-80 1980-90  1990-2000
Grains (Million tons)
Production 1,079 1,430 1,769 1,888 1,887 1,840 2.88 1.55 1.04
Consumption 1,114 1,450 1,717 1,857 1,890 1,876 2.58 1.78 1.02
Exports 109 215 203 225 241 227 6.35 0.13 0.94
Stocks 193 309 490 528 525 489 7.24 3.83 0.56
Soybeans (Thousand tons)
Production 44,269 80,873 104,093 159,819 159,659 172,107 6.84 1.87 5.08
Consumption 47,988 84,017 103,643 159,567 159,839 171,486 6.53 2.04 4.99
Exports 12,572 24,514 24,488 38,945 47,231 52,686 5.24 0.80 2.88
Stocks 3,599 11,538 12,992 14,297 14,338 14,209 13.83 0.66 0.20
Sugar [Thousand tons (raw equivalent)]
Production 70,919 84,742 109,393 143,388 133,634 136,882 2.80 1.59 3.26
Consumption 65,395 91,062 106,802 138,168 127,499 129,449 3.30 1.40 3.00
Exports 21,931 27,571 34,078 41,933 36,742 39,911 3.26 0.83 3.12
Stocks 19,614 19,494 19,309 28,178 31,639 35,225 3.96 0.77 4.52
1970 1980 1990 1999 2000 2001 1970-80 1980-90  1990-2000
Fats and oils (Million tons)
Production 39.78 58.09 80.84 113.50 117.48 119.84 3.68 3.54 3.70
Consumption 39.82 56.80 80.87 112.20 117.54  121.29 3.55 3.69 3.64
Exports 8.83 17.763 26.89 35.13 37.82 39.37 7.05 4.19 3.39
Stocks 5.18 9.25 12 .15 14.04 14.00 12.80 7.09 2.44 0.69

Note: Time reference for grains, soybeans, and sugar are based on marketing years, shown under the year in which production
begins, and varies by country and commodity; for fats and oils time is crop year beginning September.

Source: USDA; and Oil World.

U.S. cents per kilogram

Figure A2.4 Nominal sugar price
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Figure A2.5 Agricultural raw materials
price index
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to 2001, and real prices are projected to rise
17 percent by 2015.

Cotton
Cotton prices declined almost 14 percent in the
first three quarters of 2001 compared to
2000—in response to a 6 percent increase in
global production in the 2001-02 season. The
surge in production (compared to recent his-
torical growth of about 0.8 percent a year) was
largely due to a 7 percent increase in global
area planted in cotton, which was in response
to the relative attractiveness of cotton prices
compared to other annual crops. China, India,
and the United States accounted for three-
quarters of the total production increase.
Cotton demand has been stagnant for most
of the past decade and is unlikely to quickly
absorb recent production increases. Cotton’s
share of total fiber consumption exceeded 80
percent in 1950, but fell to 50 percent by
1980, and reached a low of 40 percent in re-
cent years. Consumption is only expected to
increase 1 percent in 2001-02; consequently
stocks are expected to rise significantly. There-
fore, the widely used Cotlook A Index is pro-
jected to average $1.06/kg in 2001 and then
decrease to $1.02/kg in 2002. Over the longer

GLOBAL COMMODITY PRICE PROSPECTS

term, real prices are expected to rise only
modestly from current low levels. By 2015,
real prices are projected to increase 14 percent
relative to 2001.

Natural rubber

Natural rubber prices have contributed to the
recent weakness in raw materials prices by de-
clining 11 percent during the first three quar-
ters of 2001 compared to 2000. This price
weakness occurred despite a nearly 9 percent
increase in global demand (partly in response
to the second Firestone tire recall).

The three top producers and exporters of
natural rubber—Indonesia, Malaysia, and Thai-
land—have, in principle, agreed to establish a
buffer stock with the objective of cutting pro-
duction by 4 percent annually starting in 2002
until a full price recovery is realized. While the
details of the buffer stock scheme have not yet
been outlined, the trilateral organization, Tri-
partite Rubber Corporation (TRC), is expected
to act soon. The historical record of managed
supply cut mechanisms is poor, but because
TRC consists of the three members who to-
gether account for about two-thirds of global
output, the outcome may be different.

Natural rubber prices are expected to de-
cline 11 percent in 2001 and then begin to
recover in 2002—rising 25 percent by 200S5.
Real prices are expected to increase 16 percent
by 2015 relative to 2001.

Tropical timber
Asian meranti log prices fell 14 percent during
the first three quarters of 2001 compared to
2000, due to weak demand in Japan and the
strong dollar relative to the Japanese yen.
African sapelli log prices fell 5 percent over the
same period due to reduced supplies because of
restrictions and bans on log exports from
Cameroon and other African countries. The
weakness of the euro against the dollar and the
instability of meranti prices encouraged Euro-
pean buying in the African market.

As growth in the global economy slows, de-
mand in the tropical timber industry continues
to weaken, and prices are expected to follow
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Table A2.7 Raw materials’ global balance

Annual growth rates (percent)

1970 1980 1990 1999 2000 2001 1970-80 1980-90  1990-2000
Cotton (thousand tons)
Production 11,740 13,832 18,970 18,841 19,360 20,800 1.22 3.09 0.84
Consumption 12,173 14,215 18,576 19,784 19,700 19,930 1.11 3.10 0.21
Exports 3,875 4414 5081 6102 5770 5,900 0.93 2.79 0.49
Stocks 4605 4895 6,645 8802 8580 9,460 1.71 2.83 1.38

1970 1980 1990 1998 1999 2000 1970-80 1980-90  1990-2000
Natural rubber (thousand tons)
Production 3,140 3,820 5,080 6,820 6,800 6,880 1.78 3.17 3.08
Consumption 3,090 3,770 5,190 6,540 6,660 7,260 1.58 3.16 3.25
Net Exports 2,820 3280 3,950 4,690 4,660 5,000 1.26 2.07 1.84
Stocks 1,440 1,480 1,500 2,300 2,530 2,150 0.60 0.23 3.71

1970 1980 1990 1997 1998 1999 1970-80 1980-90  1990-1999
Tropical lumber (thousand cubic meters)
Logs, production 210 262 300 289 299 1.47 1.71 0.45
Logs, imports 36.1 42.2 25.1 17.9 14.6 18.9 0.18 5.10 5.36
Sawnwood, production 98.5 115.8 131.8 115.0 108.3 108.2 1.17 1.74 1.99
Sawnwood, imports 7.1 13.2 16.1 21.2 19.5 21.6 4.95 2.57 3.33
Plywood, production 33.4 39.4 48.2 47.6 52.0 1.17 2.02 0.46
Plywood, imports 4.9 6.0 14.9 19.5 18.3 18.3 0.69 9.10 3.60

Note: The 2001 figures for cotton are preliminary forecasts. Time reference for cotton is based on crop year shown under the
production year beginning August; for rubber and tropical timber, time refers to calendar year.
Source: International Cotton Advisory Committee; International Rubber Study Group; FAO; and World Bank.

demand. Log imports to Japan are expected to
fall about 6 percent in 2001 compared to the
previous year, according to industry estimates.
China, which is the largest global log importer,
has continued rapid import growth and this
has partially offset weak Japanese imports.
However, the combination of the strong dollar,
slower economic growth, and the abundance
of softwoods that can substitute for hardwood
in some uses, should lead to lower prices in
2001. The recovery of timber prices beyond
2001 will be closely linked to the global eco-
nomic recovery expected in 2003 and to a
weakening of the dollar. We project timber
prices to remain unchanged in 2002 and to re-
cover in 2003. By 2005, nominal prices of mer-
anti logs are projected to increase 43 percent
relative to 2001; sapelli logs are projected to
increase 13 percent; and meranti sawnwood is
projected to increase 34 percent.

Over the longer-term, real timber prices are
projected to recover from current levels, as

timber prices remain one of the few commodi-
ties with trend real price increase due to supply
constraints. Real meranti logs and sawnwood
prices are projected to increase 37 and 27 per-
cent, respectively, from 2001 to 2015 while
sapelli log prices are projected to increase 9
percent by 2015 compared to 2001. The
slower projected growth of sapelli log prices
reflects the smaller price decline compared to
meranti log prices during the Asia crisis.

Fertilizers

he fertilizer industry is burdened by sur-

plus capacity and weak demand, but prices
appear to be near their lows. The situation
varies by fertilizer type, with nitrogen (urea)
fertilizer prices recovering in 2000 after falling
for four years; phosphate (TSP) fertilizer prices
still declining but near expected lows; and
potash (MOP) prices holding steady due to ag-
gressive production cutbacks (figure A2.6).
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Figure A2.6 Fertilizer prices
Dollars per ton

Source: World Bank.
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The industry is still adjusting to the sharp
declines in consumption in former Soviet and
Eastern European countries following the col-
lapse of the Soviet Union. Prices had been
heavily subsidized under state control and fer-
tilizer use was high, but subsidies were cut and
consumption fell sharply after the collapse of
the Soviet Union. This left many countries
(such as the Russian Federation and Ukraine)
with large production capacity and reduced

domestic demand—which led to export
growth from Eastern Europe of 4 percent per
year since 1993. These exports displaced tradi-
tional exporters, and depressed prices of nitro-
gen and phosphate fertilizers. Global consump-
tion fell about 17 percent from the high in 1988
to the low in 1993 and has only recently recov-
ered to near the 1988 peak (figure A2.7).

The fertilizer industry has had to contend
with several other changes in recent years, in-
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Table A2.8 Fertilizer global balance

(million tons)

Annual growth rates (percent)

1970 1980 1990 1997 1998 1999 1970-80 1980-90 1990-99
Nitrogen
Production 33.30 62.78 82.26 87.60 88.48 90.85 6.53 3.12 1.11
Consumption 31.76 60.78 77.14 80.12 82.62 85.53 6.86 2.60 1.15
Exports 6.77 13.15 19.48 23.24 23.95 24.58 7.23 5.10 2.62
Phosphate
Production 22.04 34.51 39.35 32.81 32.99 32.65 3.72 1.70 2.05
Consumption 21.12 31.70 35.90 33.34 33.17 33.15 3.85 1.39 .88
Exports 2.92 7.51 10.50 12.24 12.54 12.90 8.37 5.01 2.31
Potash
Production 17.59 27.46 26.82 26.16 24.98 25.42 3.97 0.03 0.59
Consumption 16.43 24.24 24.68 22.63 22.36 22.68 3.93 0.05 0.94
Exports 9.45 16.72 19.82 22.52 22.13 22.63 4.89 0.73 1.48

Note: All data are in marketing years.
Source: FAO.

cluding weak grain prices since 1996; high
natural gas prices in the United States and
Europe in the past two years; reduced fertilizer
use in the EU because of environmental con-
cerns and lower commodity intervention prices;
and increased domestic fertilizer production in
major importing countries such as China.

The slow recovery of agricultural commod-
ity prices and weakness in the global economy
suggest that prices may remain near current lev-
els for several years or begin a modest recovery.
Over the longer term, nitrogen prices are pro-
jected to rise as production capacity is rational-
ized and demand increases; phosphate prices
are expected to remain about constant follow-
ing recent declines; and potash prices are ex-
pected to decline as surplus capacity continues.

Metals and Minerals

he index of metals and minerals prices fell

15 percent during the first nine months of
2001, with copper prices down 23 percent (see
figure A2.8). Production cutbacks have helped
slow the price decline, most notably in alu-
minum where significant capacity has been
shut in the United States’ Pacific Northwest—
and to a lesser extent in Brazil—because of
electric power problems. Mergers and acquisi-

tions have also helped to rationalize surplus
capacity within the industry. However global
output continues to exceed demand and in-
ventories have risen. Stocks of most metals
have risen by more than 60 percent this year,
with aluminum and copper stocks more than
doubling (see figure A2.9).

The negative impact on the global economy
from the terrorist attacks of September 11 will
result in lower demand for most metals and
minerals, higher inventories, and lower prices.
Further closure of high-cost production is likely,
and this may help underpin prices somewhat.
However the recovery in prices will likely be de-
layed well into 2002, and will largely be deter-
mined by the timing and the strength of the re-
bound in global economic activity.

Higher prices will also bring forth new ca-
pacity and the restart of idle facilities, and prices
will eventually recede. Real prices are expected
to decline in the longer term, as production costs
continue to fall due to new technologies and im-
proved managerial practices (see figure A2.10).

Aluminum

Aluminum prices have fallen 14 percent this
year, while London Metal Exchange (LME) in-
ventories have risen 124 percent. Prices have
been partly supported by large reductions in

222



GLOBAL COMMODITY PRICE PROSPECTS

Figure A2.8 Aluminum and copper prices
Dollars per ton
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Figure A2.9 Aluminum and copper stocks
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production in the United States because of the
electricity crisis on the West Coast and produc-
tion curtailments in Brazil and Canada due to
hydropower shortages.

About 1.6 million tons of capacity in the U.S.
Pacific Northwest has been idled because of
electric power shortages in the region. The Bon-
neville Power Authority (BPA) asked aluminum

producers to stay off-line for up to two years or
face high power prices when new contracts
went into effect on October 1, 2001. The BPA
announced that load reductions by utilities and
industries helped reduce the rate increase to 46
percent (approximately $34/MWh) compared
to possible rate increases of 250 percent, and
spot power rates that were several times that
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Figure A2.10 Metals and minerals prices
Price index (1990 = 100)
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amount. As compensation for not taking power
and curtailing production, aluminum smelters
will receive an average rate of $20/MWh.

Despite production cutbacks, the global
market is expected to retain a small surplus
this year, before moving into a deficit in 2002,
but this will partly depend on any structural
impact to demand following the September
terrorist attacks. Prices are expected to re-
cover during the next economic cycle, but real
long-term prices are expected to decline. New
low-cost capacity is coming on-stream, but
profitable new investments will continue to re-
quire low-cost power supplies.

Copper

Copper prices declined 23 percent in the first
nine months of 2001, due to weak demand
and rising stocks.

LME inventories have more than doubled
this year, and are only 13 percent below the
highs in early 2000. World consumption fell
2 percent during the first six months, due to
the slump in economic activity. In the United
States, the construction sector has been buoy-
ant, but weakness in the auto and technology
sectors has resulted in total demand falling

9 percent. Demand has been weak elsewhere,
with the notable exception of China, partly
due to its infrastructure programs. Mean-
while, world production rose 4 percent in the
first half of the year.

With recovery of demand in 2002, the mar-
ket balance is expected to slip into deficit,
since only moderate growth in production is
expected. Prices could rebound sharply as the
next cycle commences, which could also pro-
vide upward momentum to other metals prices.
In the longer term, increases in new low-cost
capacity are expected, and real prices are ex-
pected to decline.

Nickel

Nickel prices have fallen 31 percent this year
because supply has significantly exceeded de-
mand. LME inventories have risen by 73 per-
cent, but are still quite low compared with lev-
els in recent years (see table A2.9). Production
in the first seven months increased by 2.7 per-
cent, with Canada, Colombia, and New Cale-
donia recording large gains. However first-half
world consumption dropped 10 percent, with
demand in Japan and the United States down
sharply, while China provided the one bright
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Table A2.9 Metals and minerals global balance
(thousand tons)

Annual growth rates (percent)

1970 1980 1990 1998 1999 2000 1970-80 1980-90  1990-2000
Aluminum
Production 10,257 16,027 19,362 22,648 23,705 24,495 3.2 1.9 2.2
Consumption 9,996 14,771 19,244 21,842 23,505 24,905 3.2 1.8 2.2
LME ending stocks n.a. 68 311 636 775 322 n.a. 0.3 0.4
Copper
Production 7,583 9,242 10,809 14,145 14,455 14,788 1.9 1.1 3.5
Consumption 7,294 9,400 10,780 13,364 14,094 15,099 2.5 1.0 3.3
LME ending stocks 72 123 179 592 790 357 7.4 5.6 15.7
Nickel
Production 0 717 842 999 1,073 1,140 n.a. 1.6 3.1
Consumption 0 742 858 1,042 1,028 1,107 n.a. 1.5 2.6
LME ending stocks (tons) 2,130 4,554 4,344 65,964 46,962 9,678 n.a. 0.5 8.3

n.a. = not available.
Source: World Bureau of Metal Statistics; London Metal Exchange and World Bank.

spot of growth. Stainless steel production has
declined owing to the slowdown in economic
activity, which lowered demand and prices for
nickel (and zinc). The market is tilting into sur-
plus, and a small surplus is expected to endure
in 2002 and 2003 as production increases.

Gold

Gold was the one major metal to rise sharply
immediately following the September terrorist
attacks. After averaging $267/toz this year,

prices surged toward $300/toz as some in-
vestors turned to gold as a safe haven. Once
calm returns to world markets, gold prices
should revert toward previous levels, as gold
demand will be adversely affected by higher
prices and the slowing global economy. Gold
demand has been sluggish this year, falling 3
percent in the second quarter, in part because
of the higher U.S. dollar gold price. Central
Bank sales continue (see table A2.10), with
the UK. government about to complete its

Table A2.10 Gold global balance

(tons)
Tons (percent p.a.)
1991 1994 1995 1996 1997 1998 1999 2000 1991-2000
Jewelry 2,358 2,618 2,791 2,851 3,349 3,156 3,149 3,185 3.4
Other fabrication 518 457 503 484 560 569 595 564 0.9
Bar hoarding 252 231 306 182 325 173 240 211 2.0
Other n.a. n.a. 6 n.a. n.a. 208 170 n.a.
Total demand 3,128 3,305 3,606 3,518 4,234 4,106 4,154 3,971 4.0
Mine production 2,159 2,279 2,274 2,361 2,479 2,538 2,568 2,576 2.0
Net official sales 111 81 173 279 626 374 464 471 17.4
Old gold scrap 482 617 625 640 628 1,097 616 607 2.6
Net hedging 66 163 535 142 504 97 506 n.a.
Other 310 173 95 297 316 0.7
Total supply 3,128 3,305 3,606 3,518 4,234 4,106 4,154 3,971 2.4

n.a. = not available
Source: Gold Field Minerals Service; and World Bank.
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planned series of auctions of 395 tons in early
2002. Gold prices are expected to remain
under $300/toz over the forecast period, gen-
erally trading in a relatively narrow range. As
has been the case for some time, higher prices
will stimulate new supplies, encourage pro-
ducer sales, and lessen demand, while low
prices will reduce investment and encourage
consumption. Mine production is expected to
continue to increase moderately, as new low-
cost operations come on-stream. An important
determinant of prices will be the decision by
Central Banks whether to further stem official
gold sales when the Washington Agreement ex-
pires in 2004.

Petroleum
S ince the rebound in oil prices that began in
early 1999—propelled by a large cutback
in OPEC production and sharp decline in in-
ventories (see figure A2.11)—prices have held
firm primarily because of OPEC production re-
straint. Ten OPEC countries (excluding Iraq,
which remains outside the quota system while
under U.N. sanctions) are taking pre-emptive
production decisions to keep prices within their

recently chosen band of $22-28 a barrel for its
basket of crudes. Due to the seasonality of oil
demand, OPEC must both raise and lower pro-
duction during the year to stabilize prices (see
figure A2.12). With non-OPEC supply increas-
ing, it will be more and more difficult to coun-
terbalance the downward pressure on prices.
The terrorist attacks on the United States
on September 11, 2001, have accentuated this
picture, while at the same time uncertainty is
exceptionally large. Following the attacks, oil
prices slumped below $23 a barrel due to ex-
pectations of weak oil demand, little immediate
threat to oil supplies, and no action by OPEC to
reduce production and prop up sagging prices.
However should there be a significant supply
disruption—either from military attacks, sanc-
tions, or reactions from oil producers (for in-
stance, from Iraq)—oil prices could rise sharply.
OPEC announced immediately after the at-
tacks that it would raise production if necessary
to help prevent oil prices from spiking higher.
Given surplus capacity of around four million
barrels a day, the organization could easily
make up for a loss of, say, Iraq’s exports of
around two million barrels a day. At its meeting
at end-September 2001, the organization de-

Figure A2.11 Oil price and OECD stocks
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Figure A2.12 OPEC production and quotas
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cided not to cut production, despite the fact that
oil prices were starting to fall below the lower
end of its range. The organization felt com-
pelled not to raise prices at this time because of
the impact on the weakening global economy,
and to show support for the allied coalition.

In 2002, the requirements for OPEC oil are
projected to be lower than in 2001, due to min-
imal growth in global oil demand and contin-
ued rise in non-OPEC supplies. Consequently,
OPEC will need to lower production to keep
prices within its band. OPEC is expected to
strive to maintain prices within the lower end
of its range. However, in the present political
and economic environment, it is expected to
fall short because of weak oil demand, higher
inventories, and overproduction by some mem-
ber countries.

Once some form of normalcy returns to the
political and economic climate, and a global re-
covery commences, OPEC is expected to con-
tinue its policy of adjusting output to keep in-
ventories lean and to maintain prices within its
band. However, this requires OPEC to micro-
manage the market and to anticipate seasonal
changes in demand for its crude. Given the
many uncertainties affecting underlying levels
of oil demand and supply, its production deci-

sions may result in both the over- and under-
shooting of prices.

In the longer term, if OPEC is successful in
keeping prices above $25 a barrel, the impact on
demand, and particularly on competing supplies,
will increasingly exert downward pressure on
prices. While higher prices in 1999-2000 were
achieved relatively easily with little apparent im-
pact on demand, supply, and economic activity,
long-term responses are likely to be much higher
and could thwart part—and possibly much—of
the growth in demand for OPEC crude.

To the degree that higher oil prices are
deemed to be temporary, there will be little
structural change to oil demand. But if high
prices are perceived to be “permanent,” it will
accelerate advances in conservation and sub-
stitution away from oil. High prices have al-
ready generated policy responses, such as the
new U.S. energy policy, and increasing envi-
ronmental pressures will also tend to restrain
oil consumption over time. High prices will
also stimulate development of conventional
and unconventional oil supplies, and make al-
ternative energy supplies more competitive.
There are no apparent resource constraints far
into the future, and oil consumption has only
risen moderately over the past 20 years (see
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Table A2.11 Petroleum global balance
(million barrels per day)

Million barrels per day Annual growth rates (percent)
1970 1980 1990 2000 2001 2002 1970-80  1980-90  1990-2000

OECD 34.0 41.5 41.5 47.8 47.8 47.8 2.0 0.0 1.4
FSU 5.0 8.9 8.4 3.6 3.7 3.7 5.9 0.6 8.1
Other nonOECD 6.8 12.3 16.1 24.4 24.6 24.9 6.1 2.7 4.3
Total consumption 45.7 62.6 66.0 75.9 76.1 76.4 3.2 0.5 1.4
OPEC 23.5 27.2 24.5 30.8 30.3 29.3 1.5 1.0 2.3
FSU 7.1 12.1 11.5 7.9 8.5 8.8 54 0.5 3.6
Other nonOPEC 17.4 24.6 30.9 38.0 38.0 38.7 3.5 2.3 2.1
Total production 48.0 63.9 66.9 76.7 76.8 76.8 2.9 0.5 1.4
Stock change, misc. 2.3 1.3 0.9 0.8 0.7 0.4

Source: British Petroleum; International Energy Agency; and World Bank.

table A2.11). In addition, new areas continue
to be developed (e.g., deep water offshore and
the Caspian Sea), development costs continue
to fall (shifting supply curves outward), and
the large profits being generated will lead to
higher investment. In addition, OPEC coun-
tries are increasing capacity, and will add to
the supply competition in the coming years.
Due to rising supply competition and
below-trend oil demand growth, oil prices are

expected to decline from $25 a barrel in 2001
to $21 a barrel in 2002, and fall below $20 a
barrel by mid-decade (see figure A2.13). A risk
to the forecast is if OPEC takes strong, con-
certed action on production levels over the
next few years to keep prices at or above $25
a barrel. If successful, it will add to the grow-
ing pressures on world demand and competing
supplies, and prices would still be expected to
fall below $20 a barrel by mid-decade.

Figure A2.13 Crude oil prices
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Table A2.12 Commodity prices and price projections in current dollars

Actual Projections
Commodity Unit 1970 1980 1990 2000 2001 2002 2003 2005 2010 2015
Energy
Coal, U.S. $/mt na. 43.10 41.67 33.06 44.00 38.00 36.00 34.00 35.00 36.00
Crude oil, average $/bbl 121  36.87 22.88 2823  25.00 21.00 20.00 18.00 19.00  21.00
Natural gas, Europe $/mmbtu n.a. 3.40 2.55 3.86 4.00 3.30 3.10 2.75 2.75 3.00
Natural gas, U.S. $/mmbtu 0.17 1.55 1.70 4.31 3.95 2.50 2.60 2.75 3.00 3.25
Nonenergy Commodities
Agriculture
Beverages
Cocoa cents’kg 67.5 2604 126.7 90.6  105.0 110.0  120.0 140.0 157.0 168.0
Coffee, other milds cents/kg 114.7  346.6 1972 192.0 136.7 1389 1543 2094 265.0 280.0
Coffee, robusta cents’kg 91.4 3243 1182 91.3 61.7 63.9 70.6 88.2  132.0 1426
Tea, auctions (3) average cents/kg 83.5 165.9 205.8 187.6 162.0 160.0 168.0 180.0 182.0 184.0
Food
Fats and oils
Coconut oil $/mt 397.2  673.8 336.5 4503  315.0 365.0 430.0 600.0 645.0 670.0
Copra $/mt 224.8  452.7  230.7 304.8  200.0 350.0 400.0 450.0 480.0 500.0
Groundnut oil $/mt 378.6  858.8 963.7 713.7  675.0 725.0 775.0 820.0 850.0 875.0
Palm oil $/mt 260.1  583.7 289.8 3103  290.0 330.0 360.0 400.0 450.0 475.0
Soybean meal $/mt 102.6 2624 2002 189.2  180.0 183.0 190.0 215.0 235.0 245.0
Soybean oil $/mt 286.3 597.6 4473 338.1  357.0 385.0 395.0 425.0 460.0 505.0
Soybeans $/mt 116.9 2962 246.8 211.8  200.0 205.0 210.0 235.0 260.0 270.0
Grains
Maize $/mt 58.4 1253  109.3 88.5 90.0 96.0 108.0 122.0 125.0 130.0
Rice, Thai, 5 percent $/mt 126.3  410.7 2709 2024 170.0 185.0 205.0 2350 260.0 270.0
Sorghum $/mt 51.8 1289  103.9 88.0 95.0 91.8 103.3 116.6 119.5 123.5
Wheat, U.S., HRW $/mt 549 1727 1355 1141 125.0 130.0 138.0 150.0 155.0 160.0
Other food
Bananas, U.S. $/mt 166.1  377.3 5409 424.0 610.0 523.6  523.6 529.1 568.0  590.0
Beef, U.S. cents’kg 1304 276.0 256.3 1932  207.0 202.8 202.8 2139 220.0 230.0
Oranges $/mt 168.0  400.2 531.1 3632  630.0 625.0 550.0 450.0 475.0 500.0
Shrimp, Mexican cents’kg na. 1,152 1,069 1,513 1,575 1,550 1,600 1,660 1,690 1,720
Sugar, world cents’kg 82 63.16 27.67 18.04  18.80 16.75 18.70  22.00 24.00  26.00
Agricultural raw materials
Timber
Logs, Cameroon $/cum 43.0 251.7 343.5 2754  265.0 265.0 275.0 300.0 338.0 385.0
Logs, Malaysia $/cum 43.1 1955 1772  190.0 162.0 162.0 190.0 232.0 260.0 295.0
Sawnwood, Malaysia $/cum 175.0  396.0 533.0 594.7 485.0 485.0 570.0 650.0 720.0  820.0
Other raw materials
Cotton cents’kg 67.6 2062 1819 130.2  105.8 102.1 1146 1323 1499 159.6
Rubber, RSS1, Malaysia cents’kg 40.7  142.5 86.5 69.1 61.7 63.9 72.8 77.2 88.0 95.1
Tobacco $/mt 1,076 2,276 3,392 2,976 3,011 3,080 3,150 3,250 3,300 3,450
Fertilizers
DAP $/mt 540 2222 1714 1542 147.0 155.0 165.0 180.0 190.0  200.0
Phosphate rock $/mt 11.00 46.71  40.50 43.75  41.75 41.00 42.00 43.00 46.00 48.00
Potassium chloride $/mt 320 115.7 98.1  122.5  119.0 120.0 121.5 125.0 127.0 130.0
TSP $/mt 43.0 1803 131.8 137.7  125.0 126.0 127.0 138.0 145.0 165.0
Urea, E. Europe, bagged $/mt 48.0 2221  130.7 1121  105.3 110.0  120.0 140.0 145.0 150.0
Metals and minerals
Aluminum $/mt 556 1,456 1,639 1,549 1,440 1,500 1,650 1,800 1,850 1,900
Copper $/mt 1,416 2,182 2,661 1,813 1,575 1,625 1,800 2,000 2,100 2,200
Gold $/toz 36.0 607.9 3835 279.0 275.0 280.0 275.0 275.0 300.0 300.0
Iron ore, Carajas cents/dmtu 9.84  28.09 32.50  28.79 30.03 30.50 31.00 32.00 33.00 33.00
Lead cents/kg 30.3 90.6 81.1 45.4 47.0 50.0 55.0 60.0 64.0 64.5
Nickel $/mt 2,846 6,519 8,864 8,638 5,900 6,100 6,200 6,400 6,500 6,600
Silver cents/toz 177.0 2,064  482.0 499.9  450.0 475.0 500.0 520.0 550.0 550.0
Tin cents’kg 3673 1,677 608.5 543.6  440.0 465.0 485.0 525.0 540.0 550.0
Zinc cents/kg 29.6 76.1 1514  112.8 89.0 90.0 95.0 100.0 110.0  120.0

n.a. = Not available.
Note: Projections as of October 12, 2001.
Source: World Bank, Economic Policy and Prospects Group.
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Table A2.13 Commaodity prices and price projections in constant 1990 dollars

Actual Projections
Commodity Unit 1970 1980 1990 2000 2001 2002 2003 2005 2010 2015
Energy
Coal, U.S. $/mt na. 5471 41.67 3394 47.33 39.31 35.68 31.97 30.48 29.17
Crude oil, average $/bbl 431 46.80 22.88 28.98  26.89 21.73 19.82 16.92 16.54 17.02
Natural gas, Europe $/mmbtu n.a. 4.32 2.55 3.96 4.30 3.41 3.07 2.59 2.39 2.43
Natural gas, U.S. $/mmbtu 0.61 1.97 1.70 4.42 4.25 2.59 2.58 2.59 2.61 2.63
Nonenergy Commodities
Agriculture
Beverages
Cocoa cents/kg 240.6  330.5 126.7 93.0 113.0 113.8 1189 131.6 136.7 136.1
Coffee, other milds cents/kg 408.8  440.0 1972 197.1  147.0 143.7 153.0 1969 230.8 226.9
Coffee, robusta cents/kg 325.7 4117 1182 93.7 66.4 66.1 69.9 829 1149 1156
Tea, auctions (3) average cents/kg 297.7  210.6  205.8 192.6 174.3 165.5 166.5 169.2  158.5 149.1
Food
Fats and oils
Coconut oil $/mt 1416.0  855.3  336.5 4623 3389 377.6 4262 564.1 < 561.7 5429
Copra $/mt 801.6 574.7 230.7 3129 215.2 362.1 3964 423.1 418.0 405.1
Groundnut oil $/mt 1349.5 1090.1 963.7 732.6 726.1 750.1 7681  771.0 740.2  709.0
Palm oil $/mt 927.1  740.9 289.8 318.5  312.0 3414 356.8 376.1 3919 3849
Soybean meal $/mt 365.7 333.1 2002 1942 193.6 189.3  188.3  202.1 204.6 1985
Soybean oil $/mt 1020.8  758.6 4473  347.1  384.0 398.3  391.5 399.6 400.6 409.2
Soybeans $/mt 416.8 376.0 246.8 217.5 215.2 212.1  208.1 221.0 2264 218.8
Grains
Maize $/mt 208.2  159.0 109.3 90.9 96.8 99.3 107.0 114.7 108.9 105.3
Rice, Thai, 5 percent $/mt 450.3 5214 2709 207.8 1829 191.4 203.2 221.0 2264 218.8
Sorghum $/mt 184.7 163.6  103.9 90.3  102.2 95.0 102.3 109.7 104.1  100.1
Wheat, U.S., HRW $/mt 195.7 2193 1355 117.1 1345 1345 136.8 141.0 135.0 129.6
Other food
Bananas, U.S. $/mt 592.1 4789 5409 4353  656.2 541.7 5189 497.5 4946  478.0
Beef, U.S. cents/kg 465.0 350.3 2563 1984 2227 209.8 201.0 201.1 191.6 186.4
Oranges $/mt 599.1 508.0 531.1 3729 677.7 646.6 5451 423.1 413.6 405.1
Shrimp, Mexican cents/kg na. 1,462 1,069 1,553 1,694 1,604 1,586 1,561 1,472 1,394
Sugar, world cents/kg 29.32  80.17  27.67 18.5 20.2 17.3 18.5 20.7 20.9 21.1
Agricultural raw materials
Timber
Logs, Cameroon $/cum 153.3 319.5 3435 282.8 285.1 2742  272.6 2821 2943 3119
Logs, Malaysia $/cum 153.8 2482 1772 195.0 1743 167.6 1883  218.1  226.4  239.0
Sawnwood, Malaysia $/cum 623.9 502.7 533.0 610.5 @ 521.7 501.8 5649 611.1 627.0 664.4
Other raw materials
Cotton cents/kg 2411 261.7 1819 133.7 113.8 105.6  113.6 1244  130.5 129.3
Rubber, RSS1, Malaysia cents/kg 1452 180.8 86.5 71.0 66.4 66.1 72.1 72.6 76.6 77.0
Tobacco $/mt 3,836 2,889 3,392 3,055 3,239 3,186 3,122 3,056 2,874 2,795
Fertilizers
DAP $/mt 192.5 2821 1714 1583  158.1 160.4 163.5 169.2 1655 162.1
Phosphate rock $/mt 39.2 59.3 40.5 44.9 44.9 42.4 41.6 40.4 40.1 38.9
Potassium chloride $/mt 1141 146.9 98.1 125.8  128.0 1242 1204 1175 110.6  105.3
TSP $/mt 153.3 228.8 131.8 1414 1345 130.4 1259 1298 126.3 133.7
Urea, E. Europe, bagged $/mt 1711 282.0 130.7 115.1 1133 113.8 1189 131.6 1263 121.5
Metals and minerals
Aluminum $/mt 1,982 1,848 1,639 1,590 1,549 1,552 1,635 1,692 1,611 1,539
Copper $/mt 5,047 2,770 2,661 1,862 1,694 1,681 1,784 1,880 1,829 1,783
Gold $/toz 128.1  771.6 3835  286.5 295.8 284.5 272.6 258.6 2612 243.1
Iron ore cents/dmtu 35.1 35.7 32.5 29.6 32.3 31.6 30.7 30.1 28.7 26.7
Lead cents/kg 108.0  115.0 81.1 46.6 50.6 51.7 54.5 56.4 55.7 52.3
Nickel $/mt 10,147 8,275 8,864 8,867 6,347 6,311 6,145 6,017 5,660 5,348
Silver cents/toz 631.0 26194 482.0 513.2 484.1 491.4 4955 488.9 4789 445.6
Tin cents/kg 1309.6 2129.3 608.5 558.0 473.3 481.1  480.7 493.6 470.2 445.6
Zinc cents/kg 105.5 96.6 1514 115.8 95.7 93.1 94.2 94.0 95.8 97.2

n.a. = Not available.

Note: Projections as of October 12, 2001.
Source: World Bank, Economic Policy and Prospects Group.
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Table A2.14 Weighted indices of commodity prices and inflation

Actual Projections®
Index 1970 1980 1990 2000 2001 2002 2003 2005 2010 2015
Current dollars
Petroleum 5.3 161.2 100.0 123.4 109.3 91.8 87.4 78.7 83.0 91.8
Nonenergy commodities? 43.8 125.5 100.0 86.9 79.1 80.4 86.9 97.4 106.8 109.5
Agriculture 45.8 138.1 100.0 87.7 80.1 80.9 88.0 100.3 112.3 114.8
Beverages 56.9 181.4 100.0 88.4 71.8 73.4 80.5 101.4 123.6 130.8
Food 46.7 139.3 100.0 84.5 86.5 87.2 91.6 100.4 107.4 100.4
Fats and oils 64.4 148.7 100.0 96.2 89.5 95.2 100.9 115.1 126.6 132.8
Grains 46.7 134.3 100.0 79.5 77.4 82.0 90.0 101.0 106.7 110.6
Other food 322 134.3 100.0 77.7 89.1 83.7 84.8 88.0 92.0 68.1
Raw materials 36.4 104.6 100.0 91.4 78.1 78.4 89.1 99.6 110.4 121.7
Timber 31.8 79.0 100.0 111.0 91.0 91.0 107.0 123.1 136.6 155.5
Other raw materials 39.6 122.0 100.0 78.0 69.3 69.8 76.8 83.5 92.5 98.6
Fertilizers 30.4 128.9 100.0 105.8 97.9 97.7 99.0 105.2 111.3 122.7
Metals and minerals 40.4 94.2 100.0 83.0 74.9 77.3 82.9 89.3 92.6 95.2
Constant 1990 dollars®
Petroleum 18.9 204.6 100.0 126.7 117.5 95.0 86.6 74.0 72.3 74.4
Nonenergy commodities 156.3 159.3 100.0 89.2 85.1 83.1 86.1 91.5 93.0 88.7
Agriculture 163.3 175.3 100.0 90.0 86.2 83.7 87.3 94.3 97.8 93.1
Beverages 202.8 230.3 100.0 90.7 77.2 75.9 79.8 95.3 107.7 106.0
Food 166.5 176.8 100.0 86.7 93.0 90.2 90.8 94.4 93.5 81.3
Fats and oils 229.5 188.7 100.0 98.8 96.2 98.5 100.0 108.2 110.3 107.6
Grains 166.6 170.5 100.0 81.6 83.3 84.8 89.2 94.9 92.9 89.6
Other food 114.9 170.5 100.0 79.8 95.9 86.5 84.0 82.7 80.1 55.2
Raw materials 129.8 132.7 100.0 93.8 84.1 81.1 88.3 93.6 96.1 98.6
Timber 113.3 100.3 100.0 113.9 97.9 94.2 106.0 115.7 118.9 126.0
Other raw materials 141.1 154.9 100.0 80.0 74.6 72.2 76.2 78.5 80.5 79.9
Fertilizers 108.3 163.6 100.0 108.6 105.3 101.0 98.2 98.9 96.9 99.4
Metals and minerals 143.9 119.6 100.0 85.2 80.5 80.0 82.1 84.0 80.7 77.1
Inflation indices, 1990=1004
MUV index® 28.05 78.78 100.00 97.41 92.96 96.66 100.90 106.36 114.84 123.42
Percent change per annum 10.88 2.41 -0.26 -4.56 3.98 4.38 2.67 1.55 1.45
U.S. GDP deflator 33.59 65.93 100.00 123.73 126.58 128.86 131.43 137.28 153.06 170.65
Percent change per annum 6.98 4.25 2.15 2.30 1.80 2.00 2.20 2.20 2.20

a. Commodity price projections as of October 12, 2001.

b. The World Bank primary commodity price indices are computed based on 1987-89 export values in U.S. dollars for low and middle-income
economies, rebased to 1990. Weights for the subgroup indices expressed as ratios to the nonenergy index are as follows in percent: agriculture 69.1, fer-
tilizers 2.7, metals and minerals 28.2; beverages 16.9, food 29.4, raw materials 22.8; fats and oils 10.1, grains 6.9, other food 12.4; timber 9.3, and
other raw materials 13.6.

c. Computed from unrounded data and deflated by the MUV index.

d. Inflation indices for 2001-10 are projections as of October 3, 2001. MUV for 2000 is an estimate. Growth rates for years 1980, 1990, 2000, 2005,
2010, and 20135 refer to compound annual rate of change between adjacent end-point years; all others are annual growth rates from the previous year.
e. Unit value index in U.S. dollar terms of manufactures exported from the G-5 countries (France, Germany, Japan, the United Kingdom, and the United
States) weighted proportionally to the countries” exports to the developing countries.

Source: World Bank, Economic Policy and Prospects Group; Historical U.S. GDP deflator; U.S. Department of Commerce.
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Table A3.1 Growth of real GDP, 1971-2010

(GDP in 1995 prices and exchange rates—average annual percentage growth)

2000 GDP
(current
billions of Estimate Forecast
U.S. dollars) 1971-80 1981-90 1991-00 2000 2001 2001-2010
World 31,981 3.8 3.2 2.6 3.8 1.3 2.9
High-income economies 25,599 3.4 3.1 2.4 3.4 0.9 2.5
Industrial 24,811 3.4 3.0 2.4 3.3 0.9 2.4
G-7 21,028 3.4 3.1 2.3 3.2 0.7 2.4
United States 9,873 3.1 3.2 3.2 4.1 1.1 2.7
Japan 4,752 4.5 4.0 1.4 1.5 -0.8 2.0
G-4 Europe 5,693 2.9 2.4 1.8 3.1 1.4 2.3
Germany? 1,872 2.7 2.2 1.8 3.1 0.6 1.9
Euro Area 6,077 33 2.5 2.1 3.5 1.5 2.4
Non-G7 Industrial 3,783 3.2 2.7 2.8 3.9 1.9 2.8
Other high-income 788 7.7 5.2 52 6.3 0.6 3.9
Asian NIEs 571 9.5 7.4 6.1 7.8 0.4 4.2
Low- and middle-income economies 6,401 5.4 3.5 3.2 5.5 2.9 4.5
Excluding ECA 5,365 5.5 3.5 4.8 5.3 3.1 4.7
Asia 2,595 5.4 7.2 6.8 6.9 4.6 5.8
East Asia and Pacific 1,982 6.6 7.8 7.2 7.5 4.6 6.0
China 1,080 5.3 9.2 10.1 8.0 7.2
Korea, Rep. of 457 7.6 ISl 6.1 8.8 2.5
Indonesia 153 7.9 6.4 4.2 5.2 3.6
South Asia 612 3.1 5.8 5.2 4.9 4.5 5.3
India 479 3.0 5.9 5.6 52 4.5
Latin America and the Caribbean 1,949 5.9 1.1 3.3 3.8 0.9 3.5
Brazil 588 8.5 1.5 2.7 4.4 1.4
Mexico 584 6.7 1.8 3.5 6.9 0.6
Argentina 285 3.0 -1.5 4.6 -0.5 -1.9
Europe and Central Asia 993 5.2 3.5 -2.3 6.3 2.1 3.4
Russian Federation® 247 52 4.7 =52 8.3 4.7
Turkey 200 4.2 5.2 3.6 7.1 -7.4
Poland 158 5.0 -0.1 3.7 4.2 1.4
Middle East and North Africa 549 6.6 2.4 3.2 3.9 34 3.3
Saudi Arabia 149 10.3 0.4 2.3 4.0 1.5
Iran, Islamic Rep. 134 1.8 2.7 4.1 52 4.1
Egypt, Arab Rep. 96 6.6 99 4.4 51 4.3
Sub-Saharan Africa 315 3.3 1.7 2.2 3.0 2.7 3.6
Republic of South Africa 126 3.5 1.3 1.7 3.1 2.4
Nigeria 41 4.7 1.1 2.5 2.8 3.1
a. Data prior to 1991 covers West Germany.
b. Data prior to 1992 covers the former Soviet Union.
Note: This table comprises a sample of 145 countries representing 99 percent of world GDP.
Source: World Bank data and staff estimates.
Figure A3.1 Real GDP growth, 1991-2010
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Table A3.2 Growth of real per capita GDP, 1971-2010

(GDP in 1995 prices and exchange rates—average annual percentage growth)

GLOBAL ECONOMIC

2000 GDP
per capita
(current Estimate Forecast
U.S. dollars) 1971-80 1981-90 1991-00 2000 2001 2001-2010
World 5,530 1.9 1.4 1.2 2.4 0.0 1.8
High-income economies 28,751 2.6 2.4 1.8 2.8 0.5 2.2
Industrial 29,395 2.6 2.5 1.8 2.8 0.5 2.2
G-7 30,421 2.6 2.5 1.7 2.7 0.3 2.1
United States 35,840 2.1 2.2 2.2 32 0.3 2.0
Japan 37,520 3.3 3.4 1.1 1.5 -0.9 2.0
G-4 Europe 22,048 2.6 2.1 1.5 3.0 1.3 2.3
Germany? 22,821 2.6 2.1 1.5 31 0.7 2.1
Euro Area 20,084 2.8 2.2 1.8 3.3 1.4 2.5
Non-G7 Industrial 24,754 2.4 2.1 2.3 3.5 1.6 2.7
Other high-income 17,010 52 3.4 3.7 4.7 -0.7 2.8
Asian NIEs 17,595 7.2 5.9 4.7 6.4 -0.7 3.4
Low- and middle-income economies 1,301 3.2 1.5 1.6 4.0 1.5 3.2
Excluding ECA 1,211 32 1.4 3.1 3.6 1.5 3.3
Asia 861 3.2 5.3 5.2 5.4 3.2 4.7
East Asia and Pacific 1,175 4.5 6.1 6.0 6.4 3.6 5.1
China 857 3.4 7.6 9.0 7.0 6.4
Korea, Rep. of 9,684 5.7 7.8 5.1 7.9 1.7
Indonesia 729 5.4 4.4 2.5 3.5 2.1
South Asia 461 0.6 3.5 3.3 3.0 2.8 3.8
India 472 0.7 3.6 3.7 3.3 2.8
Latin America and the Caribbean 3,889 3.4 -0.9 1.6 2.2 -0.7 2.1
Brazil 3,450 5.9 -0.4 1.3 3.0 0.2
Mexico 5,900 3.6 -0.3 1.7 52 -1.3
Argentina 7,703 1.3 -2.9 32 -1.7 -3.2
Europe and Central Asia 2,174 4.1 2.6 -2.5 6.1 1.9 3.3
Russian Federation® 1,693 4.2 3.8 -5.2 8.6 5.0
Turkey 3,062 1.8 2.8 2.0 5.5 -8.7
Poland 4,071 4.1 -0.8 3.5 4.1 1.4
Middle East and North Africa 1,948 3.6 -0.6 1.0 1.9 1.5 1.4
Saudi Arabia 6,714 51 -4.8 -1.1 0.7 -1.5
Iran, Islamic Rep. 1,415 -1.4 -0.7 2.4 3.5 2.5
Egypt, Arab Rep. 1,508 4.4 2.9 2.4 3.5 2.7
Sub-Saharan Africa 484 0.5 -1.2 -0.4 0.5 0.3 1.3
Republic of South Africa 2,942 1.2 -1.2 -0.3 1.4 1.0
Nigeria 325 1.7 -1.9 -0.3 0.4 0.3
a. Data prior to 1991 covers West Germany.
b. Data prior to 1992 covers the former Soviet Union.
Note: This table comprises a sample of 145 countries representing 99 percent of world GDP.
Source: World Bank data and staff estimates.
Figure A3.2 Real per-capita GDP growth, 1991-2010
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Table A3.3 Inflation: GDP deflators, 1971-2010

(percentage change®)

Estimate Forecast
1971-80 1981-90 1991-00 2000 2001 2001-2010
World 9.0 5.8 4.1 227 2.8 1.9
High-income economies 8.8 52 2.3 1.2 1.7 1.2
Industrial 8.6 4.6 1.9 1.2 1.8 1.1
G-7 8.3 4.2 1.8 0.8 1.5 1.1
United States 7.1 4.2 2.2 2.3 2.7 1.8
Japan 7.8 1.9 0.1 -1.7 -0.6 -0.4
G-4 Europe 9.7 5.7 2.7 0.7 1.5 1.4
Germany® 5.3 2.8 2.9 -0.4 1.0 2.4
Euro Area 9.4 6.0 2.9 1.2 1.8 1.2
Non-G7 Industrial 10.4 6.9 2.8 3.1 2.9 0.8
Other high-income 19.3 32.1 15.7 -0.2 1.3 3.1
Asian NIEs 9.5 4.7 2.4 -2.0 1.2 3.0
Low- and middle-income economies 9.8 8.3 11.8 6.4 6.7 4.6
Excluding ECA 11.5 9.8 8.9 5.8 6.4 4.5
Asia 11.0 7.0 7.0 4.8 7.0 5.0
East Asia and Pacific 11.0 5.6 5.4 3.4 7.1 4.5
China 1.8 5.5 6.3 1.0 5.1
Korea, Rep. of 20.8 7.1 4.8 -1.5 11.7
Indonesia 20.6 8.8 15.0 9.4 10.5
South Asia 11.9 8.9 8.1 5.8 6.1 6.6
India 8.9 8.3 8.4 6.9 3.3
Latin America and the Caribbean 14.6 19.3 12.6 6.9 7.9 6.4
Brazil 39.7 330.8 205.6 7.2 11.1
Mexico 18.1 63.7 18.1 11.8 10.9
Argentina 117.7 439.5 10.2 1.1 -0.5
Europe and Central Asia 0.3 2.4 347.1 7.5 7.5 4.9
Russian Federation® 0.3 2.3 179.1 41.1 18.1
Turkey 32.6 46.3 72.1 53.3 532
Poland 4.5 72.5 23.5 7.6 7.7
Middle East and North Africa 11.8 7.7 52 3.4 4.5 4.1
Saudi Arabia 23.8 -3.1 1.2 2.5 4.5
Iran, Islamic Rep. 20.2 15.6 25.6 22.5 20.7
Egypt, Arab Rep. 11.0 13.1 8.4 4.0 5.0
Sub-Saharan Africa 10.3 9.4 9.7 6.3 6.0 4.4
Republic of South Africa 13.3 15.1 9.9 6.9 6.9
Nigeria 13.4 16.6 28.8 26.1 18.5

Note: Deflators are in local currency units: 1995=100.

a. High-income group inlation rates are GDP-weighted averages of local currency inflation. Low- and middle-income groups are

medians. World is GDP-weighted average of the two groups.
b. Data prior to 1991 covers West Germany.
c. Data prior to 1992 covers the former Soviet Union.

Note: This table comprises a sample of 145 countries representing 99 percent of world GDP.

Source: World Bank data and staff estimates.

Figure A3.3 GDP inflation, 1991-2010
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Table A3.4 Current account balances, 1971-2010
(percentage of GDP)

2000 current
account
(billions of Estimate  Forecast
U.S. dollars) 1971-80 1981-90 1991-00 2000 2001 2001-2010
World -197 -0.2 -0.6 -0.3 -0.6 -0.7 -0.8
High-income economies -276 0.0 -0.3 -0.1 -1.1 -0.9 -0.6
Industrial -328 -0.2 -0.5 -0.2 -1.3 -1.0 -0.6
G-7 -335 -0.1 -0.4 -0.3 -1.6 -1.3 -0.9
United States -445 0.0 -1.9 -1.9 -4.5 -3.9 -2.3
Japan 117 0.2 2.3 2.4 2.5 2.2 2.1
G-4 Europe -25 0.1 0.3 0.0 -0.4 0.1 -0.7
Germany? -21 0.5 2.6 -0.7 -1.1 0.1 -1.0
Euro Area -10 -0.1 0.3 0.3 -0.2 0.3 -0.1
Non-G7 Industrial 7 -1.1 -0.8 0.3 0.2 0.7 0.7
Other high-income 52 5 39 3.2 6.6 4.1 1.2
Asian NIEs 35 1.2 0.4 4.2 6.1 4.8 3.9
Low- and middle-income economies 79 -0.5 -1.2 -1.2 1.2 0.1 -1.3
Excluding ECA 60 -0.5 -1.7 -1.4 1.1 -0.1 -1.4
Asia 64 -1.1 -1.3 0.0 2.5 0.9 -0.5
East Asia and Pacific 73 -1.4 -1.0 0.5 3.3 1.4 -0.4
China 21 0.1 0.2 1.5 1.3 0.2
Korea, Rep. of 11 -6.9 0.7 0.9 2.4 1.2
Indonesia 8 -2.3 -3.1 -0.4 5.5 1.0
South Asia -2 -0.5 -2.0 -1.4 -0.3 -0.5 -0.7
India -1 0.2 -1.7 -1.1 -0.2 -0.6
Latin America and the Caribbean -47 -2.8 -1.7 -2.8 -2.4 -2.8 -2.9
Brazil =25 -4.3 -1.6 -2.2 -4.2 -4.8
Mexico -17 -4.0 -0.6 -3.7 -3.0 -2.8
Argentina -10 -0.4 -2.1 -3.2 -3.5 -2.9
Europe and Central Asia 19 -0.6 -0.2 -0.5 1.9 1.2 -1.2
Russian Federation® 46 2.1 3.5 4.7 18.7 10.5
Turkey -10 -2.1 -1.4 -1.1 -4.9 3.0
Poland -10 -3.0 -6.5 -2.8 -6.3 =51
Middle East and North Africa 41 7.4 -1.6 -1.9 8.1 4.7 -1.1
Saudi Arabia 25 21.7 -7.2 -5.8 16.6 9.2
Iran, Islamic Rep. 9 6.7 -0.4 0.8 10.1 7.6
Egypt, Arab Rep. -1 -5.2 -3.4 1.5 -1.2 -0.2
Sub-Saharan Africa =5 -1.7 -2.6 -2.1 -1.5 -1.0 -1.8
Republic of South Africa -1 -1.1 0.6 -0.2 -0.4 0.4
Nigeria 2 1.6 -0.7 1.0 4.6 5.2

a. Data prior to 1991 covers West Germany.

b. Data prior to 1992 covers the former Soviet Union.

Note: This table comprises a sample of 145 countries representing 99 percent of world GDP.
Source: World Bank data and staff estimates.

Figure A3.4 Ratio of current account balance to GDP, 1991-2010
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Table A3.5 Exports of goods, 1999

(percent)
Merchandise  Average  Effective Merchandise  Average  Effective Merchandise ~ Average  Effective
exports annual market exports annual market exports annual market
(US$ growth growth (US$ growth growth (US$ growth growth
millions) 1990-99  1990-992 millions) 1990-99  1990-992 millions) 1990-99 1990-992
World 5,587,318 5.9 7.0 |Latin America and Middle East and
the Caribbean (continued) North Africa (continued)
All developing Uruguay 2,304 -0.9 10.5 |Tunisia 5,873 2.4 5.5
ctrys. 1,374,752 71 7.0 | Venezuela 20,819 4.6 8.5 Yemen, Rep. 2,478 -3.5 8.1
Asia 621,080 12.0 7.5 | Europe and Sub-Saharan
Central Asia 253,930 2.6 4.9 Africa 81,154 2.7 6.6
East Asia and Armenia 247  -1.5 1.8 [Angola 5,009 5.2 7.7
Pacific 564,636 12.3 7.6 | Azerbaijan 1,025 5.6 2.1 |Botswana 2,671 2.2 0.0
China 194,931 16.0 7.4 |Belarus 5,646 3.1 0.2 Cameroon 1,675 -1.0 6.8
Fiji 538 4.0 6.2 | Bulgaria 4,006 -10.0 5.3 |Cote d’Ivoire 4,104 5.5 6.5
Indonesia 48,666 8.4 7.1 Czech Rep. 26,242 8.6 6.8 |Ethiopia 467 3.6 6.7
Korea, Rep. 143,537 12.3 8.5 |Estonia 2,453 11.3 2.5 |Gabon 3,459 6.3 7.4
Malaysia 84,052 10.8 7.3 | Georgia 330 9.0 2.6 |Ghana 2,117 11.2 6.5
Myanmar 1,125 15.5 8.0 |Hungary 21,846 4.0 5.4 |Kenya 1,740 6.9 5.3
Papua New Kazakhstan 5,989 1.9 1.3 [Madagascar 507 4.6 5.7
Guinea 1,927 4.2 6.4 |Kyrgyz Rep. 463 9.0 -0.1 |[Nigeria 12,876 5.0 7.2
Philippines 34,210 12.4 7.3 | Lativia 1,889 6.8 2.2 |Senegal 1,027 2.2 5.9
Thailand 56,775 9.1 7.3 | Lithuania 3,147 3.1 2.7 |South Africa 28,624 1.0 6.4
Vietnam 8,779 23.4 7.0 | Moldova 469 -4.9 -0.5 |[Sudan 780 5.9 6.1
Poland 26,347 7.5 5.5 |Zambia 864 2.2 5.4
South Asia 56,444 9.2 6.7 | Romania 8,503 -1.9 6.2 |Zimbabwe 1,879 4.4 5.6
Bangladesh 5,458 14.6 6.6 | Russian
India 37,528 9.8 6.7 Federation 75,900 -1.5 5.2 |High-income
Nepal 709 13.7 7.1 Slovak Rep. 10,201 5.4 6.5 economies 4,221,189 5.6 7.0
Pakistan 8,164 4.8 6.9 | Tajikistan 689 -1.4 3.8
Sri Lanka 4,586 9.0 6.6 TFYR Industrial 3,735,447 5.5 6.9
Macedonia 1,192 -2.0 5.5
Latin America and Turkmenistan 1,223 -5.1 4.1 G-7 2,726,116 5.5 7.2
the Caribbean 302,952 5.5 8.1 | Turkey 29,326 9.1 5.3 |[Canada 245,832 7.6 7.7
Argentina 23,333 5.8 8.1 Ukraine 13,189 4.2 2.0 |France 334,103 6.0 6.4
Bolivia 1,051 4.4 9.3 Uzbekistan 1,976 0.9 2.1 Germany 544,281 5.7 6.2
Brazil 48,011 0.1 8.5 Italy 232,082 3.5 6.7
Chile 15,555 3.8 7.8 | Middle East and Japan 402,647 2.7 8.4
Colombia 12,030 4.4 7.8 North Africa 115,635 3.9 6.7 |United
Costa Rica 6,668 12.9 7.6 | Algeria 11,514 1.3 6.5 Kingdom 268,921 5.3 6.6
Dominican Rep. 5,137 14.6 7.9 | Bahrain 4,140 2.7 6.5 United States 698,250 7.4 7.6
Ecuador 4,451 5.6 8.0 |[Egypt, Arab
El Salvador 2,500 11.3 8.9 Rep. 5,236 4.9 6.3 |Other
Guatemala 2,781 6.2 8.8 |Iran, Islamic industrial 1,009,331 5.7 6.2
Jamaica 1,490 1.5 6.8 Rep. 15,271 2.0 6.3 |Australia 56,048 6.3 6.8
Mexico 136,392 12.0 7.9 |Iraq 10,838 5.5 |Austria 64,424 6.7 6.3
Panama 5,300 6.1 8.1 [Jordan 1,832 8.4 6.2 |Belgium® 154,069 51 6.3
Paraguay 2,707 4.4 10.3 Morocco 7,509 5.2 5.9 [Denmark 49,823 2.7 6.5
Peru 6,112 0.7 7.4 | Oman 7,218 5.8 7.6 |Finland 41,983 5.0 5.7
Trinidad and Saudi Arabia 50,757 5.6 7.0 | Greece 5,249 -2.8 5.7
Tobago 2,402 4.8 8.1 |[Syrian Arab Rep. 3,806 2.9 5.1 |Iceland 2,009 0.9 5.9
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Table A3.5 Exports of goods, 1999 (continued)

GLOB

AL ECONOMIC

INDICATORS

(percent)
Merchandise  Average  Effective Merchandise ~ Average  Effective Merchandise ~ Average  Effective
exports annual market exports annual market exports annual market
(US$ growth growth (US$ growth growth (US$ growth growth
millions) 1990-99 1990-99* millions) 1990-99 1990-992 millions) 1990-99 1990-99*
Other industrial (continued) Other high- Other high-income (continued)
Ireland 71,375 11.4 5.9 income 485,742 6.2 8.1 |[Kuwait 12,276 0.5 7.1
Netherlands 199,026 6.5 6.0 [Brunei 2,552 1.6 6.3 |Singapore 115,639 5.7 8.4
New Zealand 12,594 2.7 6.6 |Hong Kong, Taiwan, China 121,129 5.3 7.8
Norway 45,651 4.2 6.0 China 173,865 8.3 8.6 |United Arab
Spain 113,490 8.7 6.3 Israel 25,564 6.8 6.8 Emirates 27,645 4.7 5.7
Sweden 84,849 6.0 5.9
Switzerland 83,320 2.3 6.6

.. Not available

a. Effective market growth is a weighted average of import volume growth in the country’s export markets.

b. Includes Luxembourg
Source: See technical notes.

Figure A3.5a Merchandise exports as a share of GDP, 1999
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Figure A3.5b Average annual growth rate of export volumes, 1990-99
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Table A3.6 Imports of goods, 1999

(percent)
Merchandise ~ Average Merchan- Merchandise ~ Average Merchan- Merchandise ~ Average Merchan-
imports annual dise imports annual dise imports annual dise
(US$ growth  Imports/ (US$ growth  Imports/ (US$ growth  Imports/
millions) 1990-99 GDP millions) 1990-99 GDr millions) 1990-99 GDP
World 5,604,722 6.2 18.1 |Latin America and Middle East and
the Caribbean (continued) North Africa (continued)
All developing Uruguay 3,173 8.8 15.3 | Tunisia 8,014 52 38.3
ctrys. 1,270,637 6.2 19.7 | Venezuela 13,213 4.7 12.8 Yemen, Rep. 2,120 -4.9 31.3
Asia 521,113 8.2 19.0 |Europe and Sub-Saharan
Central Asia 265,272 2.5 30.6 Africa 76,453 3.5 24.3
East Asia and Armenia 721 0.1 39.1 |Angola 2,167 3.3 35.0
Pacific 451,721 8.6 20.8 | Azerbaijan 1,433 3.9 31.8 |Botswana 1,996 2.9 39.5
China 165,699 10.5 16.7 |Belarus 6,216 -0.6 22.6 Cameroon 1,218 -0.1 13.3
Fiji 653 2.1 37.9 |Bulgaria 5,087 -7.3 42.0 |Cote d’Ivoire 2,513 2.1 22.4
Indonesia 24,003 5.0 16.8 | Czech Rep. 28,073 7.3 52.9 |Ethiopia 1,387 4.5 21.5
Korea, Rep. 119,631 8.1 29.5 |[Estonia 3,331 2.4 64.9 |Gabon 1,514 5.9 34.8
Malaysia 61,404 9.7 77.7 | Georgia 863 10.2 31.7 |Ghana 3,228 10.9 41.5
Myanmar 2,160 19.6 6.2 |Hungary 24,037 7.8 49.8 |Kenya 2,570 1.5 24.1
Papua New Kazakhstan 5,645 -3.1 33.5 |Madagascar 518 4.0 13.9
Guinea 1,071 -3.1 29.9 |[Kyrgyz Rep. 547 -1.6 43.8 |Nigeria 8,588 7.2 24.5
Philippines 29,252 9.4 38.4 |Lativia 2,916 3.0 43.8 |Senegal 1,373 1.9 28.9
Thailand 47,847 4.8 39.2 |Lithuania 4,551 1.6 42.7 |South Africa 24,474 2.5 18.8
Vietnam 12,383 16.0 42.0 |Moldova 597 3.7 50.9 |Sudan 1,256 1.8 12.9
Poland 40,727 11.9 26.2 |Zambia 756 -1.4 24.4
South Asia 69,392 5.5 12.1 |Romania 9,595 0.3 27.3 |Zimbabwe 1,712 1.3 30.5
Bangladesh 7,420 7.2 16.1 |Russian
India 45,556 6.0 10.2 Federation 39,600 -5.0 21.0 |High-income
Nepal 1,590 8.9 34.6 |Slovak Rep. 11,310 8.9 57.6 |economies 4,334,085 6.2 17.7
Pakistan 9,533 1.2 16.4 | Tajikistan 663 -2.5 61.2
Sri Lanka 5,293 8.6 33.7 |TFYR Industrial 3,856,210 6.0 16.3
Macedonia 1,602 3.0 46.4
Latin America and Turkmenistan 1,210 0.3 36.6 G-7 2,866,532 6.2 13.9
the Caribbean 310,945 10.8 14.8 | Turkey 39,773 9.9 22.6 |Canada 219,994 6.4 33.5
Argentina 24,103 18.1 8.5 |Ukraine 12,945 -4.3 42.1 |France 304,819 4.7 21.2
Bolivia 1,539 5.6 18.5 | Uzbekistan 2,621 -3.8 14.2 | Germany 485,257 6.9 23.0
Brazil 49,272 9.3 9.3 Ttaly 218,111 4.0 18.2
Chile 13,951 6.4 20.6 |Middle East and Japan 280,190 4.9 6.2
Colombia 10,254 7.4 11.8 [North Africa 96,853 1.8 19.4 |United Kingdom 311,261 4.8 21.6
Costa Rica 6,008 13.3 38.6 | Algeria 8,746 -1.0 18.3 United States 1,046,900 7.8 11.3
Dominican Rep. 8,041 14.6 46.2 |Bahrain 3,468 1.4 51.0
Ecuador 2,786 3.6 14.7 | Egypt, Arab Other
El Salvador 3,859 11.2 31.0 Rep. 15,165 4.0 17.0 industrial 989,677 5.4 29.2
Guatemala 4,226 9.9 23.2 |Iran, Islamic Australia 65,828 5.5 16.6
Jamaica 2,628 4.4 39.3 Rep. 12,483 -2.4 11.3 |[Austria 67,749 6.8 32.3
Mexico 141,973 14.5 18.9 |Iraq 5,516 21.7 19.9 |[Belgium? 146,814 4.5 66.2
Panama 6,715 7.8 70.3 |[Jordan 3,292 4.6 40.8 |Denmark 43,135 3.7 24.5
Paraguay 3,041 9.8 39.3 Morocco 9,957 5.6 28.4 Finland 29,815 1.0 23.1
Peru 6,729 9.9 13.0 [Oman 4,300 5.2 22.0 |Greece 21,700 3.4 17.3
Trinidad and Saudi Arabia 25,717 1.8 18.5 |Iceland 2,317 4.7 26.3
Tobago 2,558 9.5 32.7 |Syrian Arab Rep. 3,590 5.6 22.5 |Ireland 47,252 9.0 50.6
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Table A3.6 Imports of goods, 1999 (continued)

GLOB

AL ECONOMIC

INDICATORS

(percent)
Merchandise  Average = Merchan- Merchandise  Average Merchan- Merchandise ~ Average Merchan-
imports annual dise imports annual dise imports annual dise
(US$ growth  Imports/ (USS growth  Imports/ (US$ growth  Imports/
millions) 1990-99 GDP millions) 1990-99 GDP millions) 1990-99 GDP
Other industrial Other high- Other high-
(continued) 989,677 5.4 29.2 income 477,875 8.2 64.7 income (continued)
Netherlands 181,152 7.0 45.5 Brunei 1,328 2.2 48.4 Singapore 104,337 7.3 122.8
New Zealand 13,029 4.4 23.8 Hong Kong, Taiwan,
Norway 35,532 2.6 23.3 China 179,861 9.2 113.7 China 110,585 8.6 38.5
Spain 144,882 7.7 23.7 Israel 29,972 7.1 29.7 United Arab
Sweden 67,658 4.0 28.1 Kuwait 6,705 -0.7 22.6 Emirates 33,239 12.0 68.7
Switzerland 83,602 3.8 32.3

.. Not available

a. Includes Luxembourg
Source: See technical notes.

Figure A3.6a Merchandise imports as a share of GDP, 1999
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Figure A3.6b Average annual growth rate of import volumes, 1990-99
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Table A3.7 Direction of merchandise trade, 19992
(percentage of world trade)

High-income importers

Low- and middle-income importers

Latin
Middle America All
Sub- East Europe  East and  low-
Other All Other  All Saha-  Asia and and the and
United indus- indus-  high- high- ran and  South Central North Carib- middle-
Source of exports States EU-15 Japan  trial trial  income income Africa Pacific Asia  Asia  Africa  bean income World
High-income econ. 12.6 29.7 3.0 7.0 524 55 579 0.9 6.5 0.7 3.2 1.5 43 16.9 74.8
Industrial 10.6  28.2 2.2 6.7 47.7 4.3 520 0.8 4.1 0.4 3.0 1.4 4.1 13.8 65.8
United States 2.7 1.1 3.6 7.4 1.2 8.6 0.1 1.1 0.1 0.2 0.3 2.7 4.5 13.1
EU-15 3.6 223 0.7 2.4 29.0 1.4 304 0.5 0.9 0.2 2.7 0.9 0.9 6.2 36.5
Japan 2.5 1.3 0.4 4.3 1.4 5.7 0.1 1.6 0.1 0.1 0.1 0.3 2.3 8.0
Other industrial 4.4 1.9 0.4 0.3 7.0 0.3 7.4 0.0 0.4 0.1 0.1 0.1 0.1 0.8 8.2
Other high-income® 2.1 1.5 0.8 0.3 4.7 1.2 5.9 0.1 2.4 0.2 0.1 0.1 0.2 3.1 9.0
Low- and middle-
income economies 6.7 6.0 2.1 09 157 3.0 187 0.5 2.1 0.5 1.6 0.5 1.3 6.5 25.2
Sub-Saharan Africa 0.2 0.4 0.0 0.0 0.7 0.1 0.8 0.2 0.1 0.0 0.0 0.0 0.0 0.4 1.2
East Asia and Pacific| 2.4 1.6 1.6 0.4 6.0 2.3 8.4 0.1 1.4 0.2 0.2 0.2 0.3 2.4 10.8
South Asia 0.3 0.3 0.1 0.0 0.6 0.1 0.8 0.0 0.1 0.0 0.0 0.0 0.0 0.3 1.0
Europe and
Central Asia 0.3 2.3 0.1 0.1 2.7 0.1 2.9 0.0 0.2 0.0 1.2 0.1 0.0 1.6 4.5
Middle East and
North Africa 0.2 0.7 0.3 0.0 1.2 0.2 1.5 0.0 0.3 0.1 0.1 0.1 0.0 0.7 2.1
Latin America
and Caribbean 3.4 0.7 0.1 0.2 4.4 0.1 4.4 0.0 0.1 0.0 0.1 0.1 0.8 1.1 5.6
World 194 35.7 5.2 7.9 68.1 8.5 76.6 1.3 8.6 1.2 4.8 2.0 5.6 234 100.0

a. Expressed as a share (percent) of total world exports. World merchandise exports in 1999 amounted to some $5,135 billion.
b. Other high-income group includes the Asian newly industrializing economies, several oil exporters of the Gulf region, and Israel.
Source: IMF, Direction of Trade Statistics.
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Table A3.8 Growth of current dollar merchandise trade, by direction 1990-992

(average annual percentage growth)

INDICATORS

High-income importers

Low- and middle-income importers

Latin
Middle America All
Sub- East Europe  East and  low-
Other All Other  All Saha-  Asia and and the and
United indus- indus-  high- high- ran and  South Central North Carib- middle-
Source of exports States EU-15 Japan  trial trial  income income Africa Pacific Asia  Asia  Africa  bean income World
High-income
econ. 6.6 3.8 3.0 5.0 4.5 7ot/ 4.8 2.0 8.5 2.8 9.3 3.5 10.6 9.0 5.4
Industrial 6.7 3.6 2.4 5.1 4.3 7.0 4.5 1.6 7.2 0.8 9.1 3.5 10.6 8.6 5.0
United States 4.2 2.6 7.1 5.2 7.1 5.4 4.1 7.6 1.3 2.1 4.7 11.6 9.4 6.5
EU-15 7.1 3.6 3.5 3.5 4.0 7.9 4.1 1.4 7.6 -0.1 11.0 3.3 9.8 9.5 4.6
Japan 3.3 2.8 0.7 2.9 6.5 3.6 -0.7 7.1 02 -32 2.6 7.9 6.3 4.2
Other industrial 9.0 3.1 0.3 4.3 6.2 5.0 6.1 3.1 5.8 5.6 0.7 3.6 5.4 5.9 5.9
Other high-income® 6.2 7.6 4.9 4.4 6.2 10.7 7.0 6.3 11.3 8.1 16.6 42 10.5 10.7 8.1
Low- and middle-
income economies 123 103 6.5 103 104 103 104 135 182 133 119 7.5 132 16.2 11.1
Sub-Saharan Africa 3.7 3.9 6.7 14.0 4.3 236 5.0 142 242 237 3.1 103 185 17.3 7.5
East Asia and Pacific| 11.7 12.6 74 11.8 10.6 10.6 10.6 13.7 199 135 8.7 109 20.9 18.0 11.7
South Asia 9.2 7.0 -0.7 8.4 7.0 11.7 7.6 214 10.5 114 9.7 7.3 279 128 8.5
Europe and
Central Asia 13.5 9.4 -3.1 10.5 9.3 152 9.5 6.1 7.9 2.3 4.9 2.3 7.9 123 7.6
Middle East and
North Africa 1.2 4.5 6.0 -3.4 3.8 5.4 4.0 11.8 20.5 104 -0.3 3.5 6.3 11.6 5.5
Latin America
and Caribbean 15.3 2.9 1.0 7.8 11.1 4.1 109 4.7 5.9 127 -1.0 6.5 114 10.1 10.5
World 8.2 4.3 4.1 5.4 5.4 8.5 5.7 4.6 10.0 5.6 7.5 42 111 10.1 6.3

Note: Growth rates are compound averages.
Source: IMF, Direction of Trade Statistics.
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Table A3.9 Structure of long-term debt, 1999

Share of long-term debt (%): concessional debt; nonconcessional debt at variable interest rates; nonconcessional debt at fixed interest

rates
Non-concessional Non-concessional
Concessional Variable Fixed Concessional Variable Fixed
All developing countries 19.0 43.4 37.6 Europe and Central Asia (continued)
Bulgaria 2.6 78.6 18.8
Asia 28.1 39.0 33.0 Czech Republic 1.2 38.6 60.2
East Asia and Pacific 19.3 43.9 36.7 Estonia 1.7 16.6 81.7
China 21.7 26.7 51.6 Georgia 61.8 9.0 292
Indonesia 26.1 62.8 11.1 Hungary 1.9 14.4 83.7
Korea, Rep. 0.8 55.4 43.8 Kazakhstan 8.1 40.7 51.2
Malaysia 6.5 61.9 31.6 Kyrgyz Republic 55.1 16.3 28.6
Myanmar 88.2 0.0 11.8 Latvia 4.7 36.4 58.9
Papua New Guinea 38.2 11.3 50.5 Lithuania 4.3 29.6 66.1
Philippines 30.0 31.6 38.4 Moldova 31.7 49.7 18.6
Thailand 14.0 45.0 41.0 Poland 15.1 45.7 39.2
Vietnam 27.4 12.3 60.3 Romania 4.6 38.5 56.9
Russian Federation 0.3 42.3 57.4
South Asia 58.5 21.7 19.9 Slovak Republic 5.1 24.3 70.6
Bangladesh 99.0 0.1 1.0 Tajikistan 74.0 8.7 17.3
India 49.5 23.9 26.6 Turkmenistan 13.3 70.0 16.7
Nepal 99.3 0.0 0.7 Turkey 7.2 47.2 45.7
Pakistan 60.5 28.0 11.5 Ukraine 30.5 31.4 38.1
Sri Lanka 90.0 53 4.6 Uzbekistan 19.4 442 36.4
Latin America and Middle East and
the Caribbean 4.6 59.2 36.2 North Africa 379 30.5 31.6
Argentina 1.8 48.8 49.3 Algeria 12.7 51.0 36.3
Bolivia 62.9 22.3 14.8 Egypt, Arab Rep. 86.3 4.2 9.5
Brazil 0.8 77.7 21.5 Jordan 53.7 24.3 22.0
Chile 1.2 52.3 46.5 Morocco 32.0 34.3 33.6
Colombia 3.2 61.6 352 Oman 33.5 31.8 34.8
Costa Rica 19.4 272 53.4 Syrian Arab Republic 92.8 0.0 72
Dominican Republic 41.6 30.9 27.5 Tunisia 25.1 22.0 52.9
Ecuador 15.4 56.0 28.6 Yemen, Rep. 91.6 2.1 6.2
El Salvador 39.5 36.9 23.6
Guatemala 40.9 29.4 29.7 Sub-Saharan Africa 51.5 14.1 34.5
Jamaica 32.5 27.4 40.1 Angola 29.8 10.4 59.9
Mexico 1.0 49.1 50.0 Botswana 60.6 9.5 29.9
Panama 6.4 47.5 46.1 Cote d’Ivoire 39.1 46.6 14.2
Paraguay 53.5 20.8 25.7 Cameroon 53.6 11.8 34.6
Peru 15.4 51.3 33.4 Ethiopia (excludes Eritrea) 89.5 0.3 10.3
Trinidad and Tobago 0.7 44.1 55.3 Gabon 24.9 11.5 63.5
Uruguay 4.5 50.3 45.2 Ghana 81.6 4.6 13.7
Venezuela 0.2 72.3 27.5 Kenya 73.9 7.7 18.4
Madagascar 72.6 5.2 22.2
Europe and Nigeria 7.6 20.2 72.2
Central Asia 6.5 42.2 51.4 Senegal 80.7 10.2 9.1
Armenia 69.0 18.2 12.8 Sudan 49.8 17.8 32.5
Azerbaijan 50.4 29.7 19.9 Zambia 77.3 8.7 14.0
Belarus 9.8 47.4 42.8 Zimbabwe 45.1 21.7 33.2

Note: Nonconcessional debt data are available only for countries which report to the World Bank’s Debtor Reporting System.
Non-concessional debt contains estimates of private non-guaranteed in addition to public and publicly guaranteed debt.
For aggregate figures, missing values are assumed to have the same average value as the available data.
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Figure A3.9a Structure of long-term debt, by group, 1999
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Figure A3.9b Structure of long-term debt, by region, 1999
Percent

100

80
60
40
B Fixed rate
20 . Variable rate
. Concessional
0
Sub-Saharan East Asia South Asia Latin America Europe and Middle East
Africa and Pacific and the Central Asia and North
Caribbean Africa

245



GLOBAL

ECONOMIC PROSPECTS

Table A3.10 Long-term net resource flows to developing countries, 1999

(millions of U. S. dollars)

Private

Official

Official
Percentage Debt flows development
Total of GDP Total net FDI Portfolio Total assistance Other
All developing ctrys 264,900 4.37 219,214 -649 185,408 34,456 45,686 40,725 4,960
Asia 72,475 2.93 53,235 -28,322 59,111 22,445 19,241 13,796 5,444
East Asia and Pacific 65,318 3.45 51,062 -26,112 56,041 21,133 14,257 9,533 4,724
China 42,670 4.31 40,632  -1,854 38,753 3,732 2,038 1,798 240
Indonesia —4,928  -3.49 -8,416 -6,944 -2,745 1,273 3,487 1,757 1,731
Korea, Rep. 9,758 2.40 6,409 -15,350 9,333 12,426 3,349 1,514 1,835
Malaysia 3,616 4.58 3,247 1,173 1,553 522 369 -111 480
Myanmar 245 . 203 -14 216 0 42 43 -1
Papua New Guinea 568 15.85 499 =30 297 232 69 101 =32
Philippines 4,955 6.46 4,915 3,920 573 422 40 887 -847
Thailand 4,700 3.85 2,471  -6,269 6,213 2,527 2,229 893 1,336
Vietnam 1,924 6.71 828 -781 1,609 0 1,096 1,086 11
South Asia 7,157 1.23 2,173 -2,209 3,070 1,312 4,984 4,264 720
Bangladesh 1,247 2.71 198 15 179 4 1,049 1,041 8
India 3,351 0.75 1,813 -1,658 2,169 1,302 1,538 1,367 171
Nepal 227 4.54 -8 -13 4 0 235 237 -2
Pakistan 1,145 1.97 53 -478 530 0 1,092 541 551
Sri Lanka 366 2.33 109 =74 177 6 258 259 -1
Latin America and
the Caribbean 116,526 6.41 111,302 17,058 90,352 3,893 5,224 3,335 1,889
Argentina 33,041 11.65 32,296 7,963 23,929 404 744 =230 974
Bolivia 1,354 16.27 1,017 0 1,016 0 338 353 -15
Brazil 23,515 4.44 22,793 -11,828 32,659 1,961 722 -18 741
Chile 11,782 17.41 11,851 2,612 9,221 18 -69 7 =75
Colombia 4,708 5.43 3,635 2,502 1,109 25 1,073 152 920
Costa Rica 822 5.28 924 255 669 0 -102 -26 -76
Dominican Rep. 1,542 8.86 1,404 66 1,338 0 138 61 77
Ecuador 1,167 6.15 944 254 690 0 223 135 89
El Salvador 508 4.07 360 129 231 0 148 77 71
Guatemala 455 2.50 98 =57 155 0 357 199 157
Jamaica 345 5.17 425 -99 524 0 -80 -49 =31
Mexico 25,106 5.23 26,781 13,865 11,786 1,129 -1,674 =53  -1,621
Nicaragua 931 42.08 382 82 300 0 549 579 =30
Panama 635 6.64 620 597 22 0 15 -6 22
Paraguay 206 2.67 109 38 72 0 97 25 72
Peru 3,858 7.43 3,140 883 1,969 289 718 184 534
Trinidad and Tobago 652 9.49 713 80 633 0 -61 S -66
Uruguay 326 1.56 66 -163 229 0 260 -1 261
Venezuela 3,063 2.96 3,130 -124 3,187 67 -67 3 =70
Europe and
Central Asia 52,483 5.97 43,164 13,080 26,534 3,550 9,319 8,311 1,008
Armenia 237  12.87 122 0 122 0 115 119 -4
Azerbaijan 783 17.36 596 86 510 0 187 184 3
Belarus 367 1.37 394 169 225 0 =27 4 =31
Bulgaria 1,457 11.75 1,112 204 806 102 346 187 159
Czech Republic 4,936 9.31 4,837 -756 5,093 500 99 119 =20
Estonia 631 12.31 569 72 305 191 62 46 16
Georgia 198 7.28 86 4 82 0 112 148 -36
Hungary 5,169 10.67 4,961 2,418 1,950 592 208 86 122
Kazakhstan 1,729 10.25 1,477 -110 1,587 0 252 112 140
Kyrgyz Republic 211 16.90 -16 =52 36 0 227 194 33
Latvia 650 9.75 303 -45 348 0 347 65 282
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Table A3.10 Long-term net resource flows to developing countries, 1999 (continued)
(millions of U. S. dollars)

GLOBAL ECONOMIC

Private

Official

Official

Percentage Debt flows development
Total of GDP Total net FDI Portfolio Total assistance Other
Europe and Central Asia (continued)
Lithuania 1,320 12.38 1,148 661 487 0 172 70 102
Moldova 114 9.73 11 =22 34 0 103 55 48
Poland 10,499 6.77 10,452 2,461 7,270 721 47 294 -246
Romania 920 2.61 714 =327 1,041 0 206 64 142
Russian Federation 5,058 2.62 3,780 -173 3,309 644 1,278 1,040 238
Slovak Rep. 575 2.92 281 =73 354 0 294 71 223
Tajikistan 84 7.77 10 -14 24 0 74 74 0
Turkmenistan 50 1.51 -54 -134 80 0 104 94 10
Turkey 8,127 4.40 8,667 7,084 783 800 =540 -131 -409
Ukraine 701 2.28 371 -125 496 0 330 47 283
Uzbekistan 1,052 6.16 658 545 113 0 395 294 101
Middle East and
North Africa 2,456 0.42 1,064 -1,066 1,461 669 1,392 3,418 -2,026
Algeria -1,797 -3.77 -1,486  -1,496 7 3 =311 71 -382
Egypt, Arab Rep. 1,814 2.03 1,558 =57 1,065 550 255 460 =205
Iran, Islamic Rep. -2,605 -2.62 -1,385 -1,470 85 0 -1,220 24 -1,244
Jordan 501 6.21 112 =57 158 11 389 366 23
Morocco -26 -0.08 -118 212 3 91 91 302 =211
Oman -390 -2.61 —413 -484 60 11 23 31 -9
Syrian Arab Rep. 55 2.12 87 -4 91 0 =32 7 -39
Tunisia 968 4.62 739 389 350 0 228 165 63
Yemen, Rep. 155 2.28 -150 0 -150 0 305 323 -17
Sub-Saharan Africa 20,960 6.55 10,449 -1,399 7,949 3,899 10,511 11,865 -1,354
Angola 2,690 43.43 2,373 -98 2,471 0 317 323 -6
Botswana 14 0.28 36 -1 37 0 =22 9 =31
Cameroon 206 2.24 -13 =53 40 0 218 313 -95
Cote d’Ivoire 147 1.31 74 -283 350 8 73 291 -219
Ethiopia 579 8.97 78 =12 90 0 501 505 -4
Gabon 41 0.95 209 9 200 0 -167 14 -181
Ghana 416 5.36 -16 =52 17 19 432 473 —41
Kenya 13 0.12 =51 =70 14 S 64 227 -163
Madagascar 299 8.04 52 -6 58 0 247 267 -19
Nigeria 633 1.81 860 -146 1,005 2 =227 126 =353
Senegal 379 7.97 54 -6 60 0 325 353 -29
South Africa 4,778 3.67 4,533 —698 1,376 3,855 245 244 1
Sudan 581 5.98 371 0 371 0 211 216 -6
Zambia 466 15.01 151 -12 163 0 315 400 -85
Zimbabwe 287 5.12 70 7 59 4 217 274 =57
Source: World Bank data.
Figure A3.10 Distribution of long-term net resource flows, 1999
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Technical Notes

The principal sources for the data in this ap-
pendix are the World Bank’s central databases.
The cut-off date for data updates was August
31, 2001; revisions/releases since that time have
not been incorporated.

Regional aggregates are based on the clas-
sification of economies by income group and
region, following the Bank’s standard defini-
tions (see country classification tables that fol-
low). Debt and finance data refer to the 137
countries that report to the Bank’s Debtor Re-
porting System (see the World Bank’s Global
Development Finance 2001). Small economies
have generally been omitted from the tables
but are included in the regional totals.

Current price data are reported in U.S.
dollars. The cut-off date for data updates was
August 31, 2001; revisions/releases since that
time have not been incorporated.

Notes on tables

Tables A3.1 through A3.4. Projections are
consistent with those highlighted in Chapter 1
and Appendix 1.

Tables A3.5 and A3.6. Merchandise ex-
ports and imports exclude trade in services. Im-
ports are reported on a c.i.f. basis. Growth
rates are based on constant price data, which
are derived from current values deflated by rel-
evant price indexes. Effective market growth is
the export-weighted import growth rate of the
country’s trading partners. The IMF’s Balance

of Payments database is the principal source
for data through 1999; in some cases these data
have been supplemented by UNCTAD and UN
Comtrade databases or by World Bank staff es-
timates. Trade figures for countries of the for-
mer Soviet Union reflect the total of non-CIS
and intra-CIS exports and imports.

Tables A3.7 and A3.8. Growth rates are
compound averages and are computed for cur-
rent dollar measures of trade.

Table A3.9. Long-term debt covers public
and publicly guaranteed external debt but ex-
cludes IMF credits. Concessional debt is debt
with an original grant element of 25 percent
or more. Nonconcessional variable interest
rate debt includes all public and publicly guar-
anteed long-term debt with an original grant
element of less than 25 percent whose terms
depend on movements of a key market rate.
This item conveys information about the bor-
rower’s exposure to changes in international
interest rates. For complete definitions, see
Global Development Finance 2001.

Table A3.10. Long-term net resource flows
are the sum of net resource flows on long-term
debt (excluding IMF) plus non-debt-creating
flows. Foreign direct investment refers to the net
inflows of investment from abroad. Portfolio
equity flows are the sum of country funds, de-
pository receipts, and direct purchases of shares
by foreign investors. For complete definition,
see Global Development Finance 2001.
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GLOBAL

Table 1 Classification of economies by

ECONOMIC PROSPECTS

income and region, July 2001

Europe and Middle East
Sub-Saharan Africa Asia Central Asia and North Africa
East and Eastern
Income Southern West East Asia South Europe and Rest of Middle North
group Subgroup Africa Africa and Pacific Asia Central Asia Europe East Africa Americas
Low- Angola Benin Cambodia Afghanistan | Armenia Yemen, Rep Haiti
income Burundi Burkina Faso | Indonesia Bangladesh | Azerbaijan Nicaragua
Comoros Cameroon Korea, Dem.  Bhutan Georgia
Congo, Dem. Central African| Rep. India Kyrgyz
Rep. Republic Lao PDR Nepal Republic
Eritrea Chad Mongolia Pakistan Moldova
Ethiopia Congo, Rep. | Myanmar Tajikistan
Kenya Cote d’Ivoire | Solomon Ukraine
Lesotho Gambia, The | Islands Uzbekistan
Madagascar ~ Ghana Vietnam
Malawi Guinea
Mozambique Guinea-
Rwanda Bissau
Somalia Liberia
Sudan Mali
Tanzania Mauritania
Uganda Niger
Zambia Nigeria
Zimbabwe Sao Tomé
and Principe
Senegal
Sierra Leone
Togo
Middle-  |Lower Namibia Cape Verde China Maldives Albania Iran, Islamic ~ Algeria Belize
income Swaziland  Equatorial Fiji Sri Lanka Belarus Rep. Djibouti Bolivia
Guinea Kiribati Bosnia and Iraq Egypt, Arab | Colombia
Marshall Herzegovina Jordan Rep. Cuba
Islands Bulgaria Syrian Arab  Morocco Dominican
Micronesia, Kazakhstan Republic  Tunisia Republic
Fed. Sts. Latvia West Bank Ecuador
Papua New Lithuania and Gaza El Salvador
Guinea Macedonia, Guatemala
Philippines FYR? Guyana
Samoa Romania Honduras
Thailand Russian Jamaica
Tonga Federation Paraguay
Vanuatu Turkmenistan Peru
Yugoslavia, St. Vincent
Fed. Rep. and the
Grenadines
Suriname
Upper Botswana Gabon American Croatia Isle of Man | Bahrain Libya Antigua and
Mauritius Samoa Czech Turkey Lebanon Barbuda
Mayotte Korea, Rep. Republic Oman Argentina
Seychelles Malaysia Estonia Saudi Arabia Brazil
South Africa Palau Hungary Chile
Poland Costa Rica
Slovak Dominica
Republic Grenada
Mexico
Panama
Puerto Rico
St. Kitts and
Nevis
St. Lucia
Trinidad and
Tobago
Uruguay
Venezuela,
RB
Subtotal 155 25 23 23 8 26 2 10 6 32
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REGIONAL ECONOMIC

Table 1 Classification of economies by income and region, July 2001 (continued)

PROSPECTS

Europe and Middle East
Sub-Saharan Africa Asia Central Asia and North Africa
East and Eastern
Income Southern West East Asia South Europe and Rest of Middle North
group Subgroup Africa Africa and Pacific Asia Central Asia Europe East Africa Americas
High- OECD Australia Austria Canada
income Japan Belgium United
New Zealand Denmark States
Finland
FranceP
Germany
Greece
Iceland
Ireland
Italy
Luxembourg
Netherlands
Norway
Portugal
Spain
Sweden
Switzerland
United
Kingdom
Non-OECD Brunei Slovenia Andorra Israel Malta Aruba
French Channel Kuwait Bahamas,
Polynesia Islands Qatar The
Guam Cyprus United Arab Barbados
Hong Kong, Faeroe Emirates Bermuda
China® Islands Cayman
Macao, Greenland Islands
Chinad Liechtenstein Netherlands
New Monaco Antilles
Caledonia San Marino Virgin
N. Mariana Islands
Islands (U.S.)
Singapore
Taiwan,
China
Total 208 25 23 35 8 27 28 14 7 41

a. Former Yugoslav Republic of Macedonia.
b. The French overseas departments French Guiana, Guadeloupe, Martinique, and Réunion are included in France.
c. On 1 July 1997 China resumed its exercise of sovereignty over Hong Kong.

d. On 20 December 1999 China resumed its exercise of sovereignty over Macao.

Source: World Bank data.

Definitions of groups
For operational and analytical purposes, the World Bank’s
main criterion for classifying economies is gross national
income (GNI) per capita. Every economy is classified as low
income, middle income (subdivided into lower middle and
upper middle), or high income. Other analytical groups,
based on geographic regions and levels of external debt, are
also used.

Low-income and middle-income economies are sometimes
referred to as developing economies. The use of the term is
convenient; it is not intended to imply that all economies in

the group are experiencing similar development or that other
economies have reached a preferred or final stage of develop-
ment. Classification by income does not necessarily reflect de-
velopment status.

This table classifies all World Bank member economies,
and all other economies with populations of more than
30,000. Economies are divided among income groups accord-
ing to 2000 GNI per capita, calculated using the World Bank
Atlas method. The groups are: low income, $755 or less;
lower middle income, $756-2,995; upper middle income,
$2,996-9,265; and high income, $9,266 or more.
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GLOBAL

ECONOMIC PROSPECTS

Table 2 Classification of economies by income and indebtedness, July 2001

Income Sub- Not classified
group group Severely indebted Moderately indebted Less indebted by indebtedness
Low- Afghanistan Mali Armenia Azerbaijan Uzbekistan
income Angola Mauritania Bangladesh Bhutan
Benin Myanmar Burkina Faso Eritrea
Burundi Nicaragua Cambodia India
Cameroon Niger Chad Korea, Dem. Rep.
Central Nigeria Gambia, The Lesotho
African Pakistan Georgia Nepal
Republic Rwanda Ghana Solomon Islands
Comoros Sao Tomé Haiti Tajikistan
Congo, Dem. and Principe | Kenya Ukraine
Rep. Sierra Leone Moldova
Congo, Rep. Somalia Mongolia
Cote d’Ivoire ~ Sudan Mozambique
Ethiopia Tanzania Senegal
Guinea Uganda Togo
Guinea-Bissau ~ Zambia Turkmenistan
Indonesia Vietnam
Kyrgyz Republic Yemen, Rep.
Lao PDR Zimbabwe
Liberia
Madagascar
Malawi
Middle- |Lower | Bolivia Algeria Albania Lithuania Marshall Islands
income Bosnia and Belize Belarus Macedonia, Micronesia, Fed. Sts. of
Herzegovina Colombia Cape Verde FYR? West Bank and Gaza
Bulgaria Ecuador China Maldives
Cuba Honduras Costa Rica Namibia
Guyana Jamaica Djibouti Paraguay
Iraq Morocco Dominican Romania
Jordan Papua New Republic Sri Lanka
Peru Guinea Egypt, Arab Suriname
Syrian Arab Philippines Rep. Swaziland
Republic Russian El Salvador Tonga
Federation Equatorial Vanuatu
Samoa Guinea Yugoslavia,
St. Vincent and Fiji Fed. Rep.
the Grenadines Guatemala
Thailand Iran, Islamic
Tunisia Rep.
Turkey Kazakhstan
Kiribati
Latvia
Upper | Argentina Chile Antigua and Oman American Samoa
Brazil Estonia Barbuda Poland Isle of Man
Gabon Hungary Bahrain Saudi Arabia Mayotte
Lebanon Botswana Seychelles Palau
Malaysia Croatia Slovak Puerto Rico
Mauritius Czech Republic
Panama Republic South Africa
Uruguay Dominica St. Kitts and
Venezuela, RB Grenada Nevis
Korea, Rep. St. Lucia
Libya Trinidad and
Mexico Tobago
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REGIONAL ECONOMIC

Table 2 Classification of economies by income and indebtedness, July 2001 (continued)

PROSPECTS

Income | Sub- Not classified
group group Severely indebted Moderately indebted Less indebted by indebtedness
High- |OECD Australia Japan
income Austria Luxembourg
Belgium Netherlands
Canada New Zealand
Denmark Norway
Finland Portugal
FranceP Spain
Germany Sweden
Greece Switzerland
Iceland United
Ireland Kingdom
Italy United States
Non- Andorra Kuwait
OECD Aruba Liechtenstein
Bahamas, Macao,
The China®
Barbados Malta
Bermuda Monaco
Brunei Netherlands
Cayman Antilles
Islands New Caledonia
Channel N. Mariana
Islands Islands
Cyprus Qatar
Faeroe San Marino
Islands Singapore
French Slovenia
Polynesia Taiwan, China
Greenland United Arab
Guam Emirates
Hong Kong, Virgin
Chinad Islands (U.S.)
Israel
Total 208 46 57 62

a. Former Yugoslav Republic of Macedonia.

b. The French overseas departments French Guiana, Guadeloupe, Martinique, and Réunion are included in France.
c. On 20 December 1999 China resumed its exercise of sovereignty over Macao.
d. On 1 July 1997 China resumed its exercise of sovereignty over Hong Kong.

Source: World Bank data.

Definitions of groups

This table classifies all World Bank member economies, and
all other economies with populations of more than 30,000.
Economies are divided among income groups according to
2000 GNI per capita, calculated using the World Bank Atlas
method. The groups are: low income, $755 or less; lower
middle income, $756-2,995; upper middle income,
$2,996-9,265; and high income, $9,266 or more.

Standard World Bank definitions of severe and moderate
indebtedness are used to classify economies in this table. Se-
verely indebted means either: present value of debt service to
GNI exceeds 80 percent or present value of debt service to
exports exceeds 220 percent. Moderately indebted means ei-

ther of the two key ratios exceeds 60 percent of, but does not
reach, the critical levels. For economies that do not report de-
tailed debt statistics to the World Bank Debtor Reporting Sys-
tem (DRS), present-value calculation is not possible. Instead,
the following methodology is used to classify the non-DRS
economies. Severely indebted means three of four key ratios
(averaged over 1997-99) are above critical levels: debt to
GNI (50 percent); debt to exports (275 percent); debt service
to exports (30 percent); and interest to exports (20 percent).
Moderately indebted means three of the four key ratios ex-
ceed 60 percent of, but do not reach, the critical levels. All
other classified low- and middle-income economies are listed
as less indebted.
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