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Preface

KLAUS SCHWAB

Executive Chairman, World Economic Forum

The publication of this year’s Global Competitiveness Report
comes at an important juncture for the global economy.
After four years of robust growth, the global economy is
expected to continue to expand by some 4.9 percent this
year. The US economy, though showing signs of a slow-
down, remains the world’s primary engine of growth. But
remarkably strong growth rates are forecast for many
emerging market economies, especially China and India.

Yet amid positive growth prospects, there are a num-
ber of key uncertainties across the global economic land-
scape. Benchmark oil prices have continued their steep
rise in 2006 driven by strong demand, refinery problems
and political uncertainties. Market reactions to the spectre
of war in the Middle East, the geopolitical consequences
of Iran’s nuclear programme, and worries about the
emerging role of Russia as a major energy power, contin-
ue to have a major impact on market sentiment. But this
is not all.

The persistent nature of global macroeconomic
imbalances is another source of concern. Imbalances
between the U.S. and the rest of the world, in particular,
have continued to strain the global economy. The US
current account deficit is projected to rise to close to
US$900 billion in 2006, seven times larger than a decade
earlier and, at 6.5 percent of GDP, it represents an histori-
cal record for the U.S. The surpluses of oil exporting
countries have continued to swell, but also those of other
countries, from Germany, to China and Brazil.

There has been increasing discussion about the sus-
tainability of the current situation and its implications for
exchange rates, for trade, and for the distribution of the
future burden of adjustment. Some see it as a consequence
of the globalization of financial markets, ultimately a sign
of the strength of the US economy and its ability to
attract global savings because it is the world’s centre of
scientific and technological innovation and the world’s
largest free market. However, financial markets are becom-
ing increasingly apprehensive about the risks of a disorderly
adjustment of the widening global imbalances. A satisfacto-
ry resolution would require measures to ease a rebalancing
of demand across countries and a realignment of exchange
rates. A move by the U.S. to reduce its budget deficit and a
strengthened structural reform effort in Europe and Japan
are seen as key additional components of the solution.

The collapse of the Doha round of global trade
negotiations has dented its ambition to lift millions out of
poverty by slashing agricultural barriers and subsidies and
further opening markets for goods and services. Although
a revival of the Doha round in the future is not excluded,
the most likely route forward may be a greater focus on
regional and bilateral trade agreements, which have taken
on greater prominence since the early 1990s. These could
conceivably become a catalyst for further multilateral
negotiations. But it must not be forgotten that multilateral
trade liberalization has been a central engine of economic
growth and increased efficiency in the post-war period.

Finally, there is emerging perception of a rising tide
of “economic nationalism,” characterised by protectionist
attitudes to cross-border or overseas takeovers, and often
fuelled by the macroeconomic imbalances alluded to
above. Such protectionist sentiments, held largely by gov-
ernments pursuing short-term expediency or currying
favour with vested interests, are ill-adapted reactions to
new economic realities. Protectionism, in the guise of
“economic nationalism,” contradicts the spirit of solidarity
which is becoming increasingly necessary to address a
large number of global problems which are soluble only in
a context of enhanced international cooperation.

It 1s against this backdrop of burgeoning global imbal-
ances, the collapse of the Doha round of trade negotiations
and the revival of protectionist tendencies which are
combining to create an atmosphere that highlights the
precariousness of global economic growth prospects, that
the World Economic Forum is bringing the latest edition
of The Global Competitiveness Report. With the growing
complexity of the global economy, the Report is a contri-
bution to enhancing our understanding of the key factors
which determine economic growth, and explain why
some countries are much more successful than others in
raising income levels and opportunities for their respective
populations. By providing detailed assessments of the
economic conditions of nations worldwide, the Report
offers policymakers and business leaders an important tool
in the formulation of improved economic policies and
institutional reforms.

Given the importance of capacity building in devel-
oping countries, this year’s Report reflects the continued
expansion of our country coverage. Currently featuring a
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total of 125 economies, the Report remains the most com-
prehensive assessment of its kind. The Report contains a
detailed profile for each of the economies featured in the
study as well as an extensive section of data tables with
global rankings covering over 100 indicators. In addition,
this year’s Report contains a number of contributions that
look at different aspects of competitiveness and, more gen-
erally, themes considered central to boosting the prosperity
of nations, from the effect of labour market institutions
and policies on employment and competitiveness to the
role of good governance in creating the conditions for a
sounder business environment.

The Global Competitiveness Report could not have
been put together without the distinguished authors and
scholars who have shared with us their knowledge and
experience. We thank our longstanding partner and my
Co-Director for this project, Professor Michael E. Porter,
Director of the Institute for Strategy and Competitiveness
at the Harvard Business School, for his leadership and col-
laboration. We also thank Professor Xavier Sala-i-Martin
of Columbia University for his invaluable contribution of
developing the Global Competitiveness Index. Appreciation
also goes to Augusto Lopez-Claros, the Forum’s Chief’
Economist and Director of the Global Competitiveness
Network, and to his team, Laura Altinger, Jennifer Blanke,
Ciara Browne, Margareta Drzeniek, Thierry Geiger, Kerry
Xii Jaggi, Emma Loades, Irene Mia, and Aviva Rajczyk. We
thank FedEx, Microsoft, and USAID, our partners in this
Report, for their support in this important venture. Finally,
we would also like to convey our sincere gratitude to all
the business executives around the world, who took the
time to participate in our Executive Opinion Survey,
and whose valuable inputs made the publication of this
Report possible.
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Executive Summary

AUGUSTO LOPEZ-CLAROS, World Economic Forum

The global economy has been transformed in recent years
by the fall of international barriers to the flow of goods,
services, capital and labor, and a marked acceleration in
the pace of technological and scientific progress.
Technological advances have created new opportunities
for businesses against the background of an increasingly
complex global economy, while reductions in the cost of
transport and communication are making location less
important, spurring companies to move operations to
lower cost environments. This, in turn, has made govern-
ments far more sensitive to the need to create a friendly
business climate, supportive of private sector activity.

Against this backdrop of rapid systemic change in the
key parameters that underpin the evolution of the global
economy, we have seen shifts in the relative importance of
those critical factors which determine the evolution of
productivity, and hence, growth. At the World Economic
Forum, we understand national competitiveness as that set
of factors, policies, and institutions which determine the
level of productivity of a country. Raising productivity—
i.e., making better use of available factors and resources—
is the driving force behind the rates of return on investment
which, in turn, determine the aggregate growth rates of an
economy. Thus, a more competitive economy will be one
which will likely grow faster in the medium and long
term. Identifying those factors which help to explain the
differences in the evolution of per capita income in coun-
tries such as Finland, Russia, and Chile is very much at
the center of the work we do.

It 1s clear that the factors determining the underlying
competitiveness of nations are as diverse as they are
numerous. For example, there is a broad body of theoreti-
cal work and empirical evidence highlighting the impor-
tance of a sound macroeconomic environment for growth.
Mismanagement of the public finances and high inflation,
one of its frequent by-products, greatly complicates the
business environment, undermining incentives for invest-
ment based on long-term planning. But the presence of
macroeconomic stability is not enough to increase pro-
ductivity. Also important is the institutional environment
within which economic actors operate, including the
protection of property rights, the quality of the judicial
system, even-handedness in the political process, and the
reining in of corruption.

As well as institutional factors, many others are also
known to play a role in enhancing productivity. Education
and training have emerged as key drivers of competitiveness,
ensuring that the labor force has access to new knowledge
and is trained in new processes and the latest technologies.

As numerous as these factors may be, they will matter
differently for difterent countries, depending on their
particular starting conditions or stage of development.

Curtailing the appetite of the state for private savings
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by implementing more cautious fiscal policies may be
important everywhere for creating the conditions for
productivity growth, but it is relatively less important in
countries with a well established track record of responsi-
ble fiscal management than in countries with long histo-
ries of budgetary instability, where the move to address
these problems is likely to benefit growth.

It is also clear that the factors that are critical for
improving competitiveness will themselves evolve over
time, given the rapid pace of change in the global econo-
my alluded to above. For example, today we focus on the
growing importance of the latest technologies in enhanc-
ing productivity growth through improved processes and
management practices, in contrast to past decades when
the expansion of resource endowments was still sufficient
to drive world economic growth.

Over the years, the World Economic Forum has
continually updated its methodology for measuring com-
petitiveness to keep pace with the changing international
environment. For the past five years, we used the Growth
Competitiveness Index developed by Jeffrey Sachs and
John McArthur to assess the competitiveness of nations.
Although it was cutting edge at the time it was developed,
more recent advances in economic research and the rising
importance of the international dimension, as well as the
increasing diversity of countries covered by the Report, call
for an adjustment in methodology. With the aim of incor-
porating many factors driving productivity into a broader
measure of competitiveness, we will now be using an
index developed for the World Economic Forum by
Professor Xavier Sala-i-Martin, a leading expert on
growth and economic development. The new Index —
representing nearly two years of collaboration with him
and involving dozens of presentations by Forum staff
aimed at eliciting feedback from a broad set of users—
extends and deepens the concepts and ideas underpinning
the earlier Sachs-McArthur index. With this year’s Report,
we have moved to the Global Competitiveness Index
(GCI) as the main competitiveness indicator to be used
by the World Economic Forum. The results are presented
in Chapter 1.1. For reference and the sake of historical
continuity we also present the rankings associated with
the Growth Competitiveness Index in the back of this
Report.

Professor Michael Porter’s Business Competitiveness
Index, presented in Chapter 1.2 in this volume, highlights
in detail the microeconomic underpinnings of competi-
tiveness, with its special emphasis on a range of company-
specific factors conducive to improved economic

efficiency and productivity.

The Global Competitiveness Index
The GCI, albeit simple in structure, provides a holistic
overview of factors that are critical to driving productivity

and competitiveness, and groups them into nine pillars:

Institutions

Infrastructure

Macroeconomy

Health and primary education
Higher education and training
Market efficiency
Technological readiness
Business sophistication
Innovation

The selection of these pillars and the factors underlying
them is based on the latest theoretical and empirical
research. It is important to note that none of these factors
alone can ensure competitiveness. The value of increased
spending on education will be undermined if rigidities in
the labor market and other institutional weaknesses make
it difficult for new graduates to gain access to suitable
employment opportunities. Attempts to improve the
macroeconomic environment—e.g., bringing public
finances under control—are more likely to be successful
and receive public support in countries where there is
reasonable transparency in the management of public
resources, as opposed to widespread corruption and abuse.
Innovation or the adoption of new technologies or
upgrading management practices will most likely not
receive broad-based support in the business community if
protection of the domestic market ensures that the returns
on rent-seeking are higher than those for new investments.
Therefore, the most competitive economies in the world
will typically be those where concerted efforts have been
made to frame policies in a comprehensive way, that is,
those which recognize the importance of a broad array of
factors, their interconnection, and the need to address the
underlying weaknesses they reveal in a proactive way.
Beyond these pillars, which capture a more compre-
hensive set of growth factors, the GCI has a number of
other important distinguishing features. One is the formal
incorporation of the notion that countries around the
world are functioning at different stages of economic
development. The relative importance of particular factors
for improving the competitiveness of a country will be a
function of the starting conditions, that is, those institu-
tional and structural features which characterize a country
in comparison with others in terms of development, as
measured by per capita income. For example, what
presently drives productivity in Sweden is necessarily
different from what drives it in Ghana. Thus, the GCI
separates countries into three specific stages: factor-driven,

efficiency-driven, and innovation-driven, each implying a
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growing degree of complexity in the operation of the
economy.

The pillars are organized into three subindexes, each
critical to a particular stage of development: a) the basic
requirements subindex groups those pillars most critical for
countries in the factor-driven stage (institutions, infra-
structure, macroeconomy, health and primary education);
b) the efficiency enhancers subindex includes those pillars
critical for countries in the efficiency-driven stage (higher
education and training, market efficiency, technological
readiness); ¢) the innovation and sophistication factors subindex
includes all pillars critical to countries in the innovation-
driven stage (business sophistication, innovation). The
exact methodology underlying the construction of the
GCl is described in Chapter 1.1.

The Competitiveness Rankings for 2006

The rankings from the GCI for the 125 countries covered
in this year’s Report are presented in Table 1, with compar-
isons to the results for those countries covered last year.
Tables 2, 3, and 4 show the rankings within each subindex
and individual pillar.

Switzerland takes the leading position as the world’s
most competitive economy in 2006—2007, overtaking
Finland and Sweden, and replacing the United States,
which dropped to sixth position. Switzerland’s top ranking
reflects a combination of a world class capacity for innova-
tion and the presence of a highly sophisticated business
culture. The country has a well developed infrastructure
for scientific research, with close collaboration between
the leading research centers and industry. Companies
spend generously on research and development.
Intellectual property protection is strong and this has
helped spur high levels of technological innovation, as
measured by per capita patents registration, for which the
country is ranked sixth in the world. Business activity in
the country benefits from a well-developed institutional
framework, characterized by respect for the rule of law, an
efficiently working judicial system, and high levels of
transparency and accountability within public institutions.
Flexible labor markets and excellent infrastructure facilities
are two healthy features of the business environment.

The Scandinavian countries remain among the top
performers, with Finland, Sweden, and Denmark occupying
second, third and fourth places, respectively. They share
with Switzerland a broadly similar institutional and struc-
tural profile. The Nordic countries have better ranks on the
macroeconomy pillar of the GCI, since they are all running
budget surpluses and have lower levels of public indebted-
ness than Switzerland and, indeed, much of the rest of
Europe. Finland and Sweden have the best institutions in
the world (ranked 1 and 2, respectively) and occupy places
in the top ten ranks in health and primary education.

These three Nordic countries also occupy the top three
positions in education and training, where Finland’s rank
of 1 is remarkable for its durability over time. They lag
behind Switzerland in the areas of labor market flexibility
and, to a lesser extent, in indicators of business sophistica-
tion. The Nordic countries show that transparent institutions
and excellent macroeconomic management, coupled with
world class educational attainment and a focus on technol-
ogy and innovation are a successful strategy for maintain-
ing competitiveness in small, highly developed economies.

The United States is ranked sixth this year. It remains
a world leader in a number of key categories assessed by
the GCI, such as market efficiency, innovation, higher
education and training, and business sophistication.
However, growing imbalances have dented a number of
macroeconomic indicators, and the levels of efficiency and
transparency underpinning its public institutions do not
match those of the most developed industrial countries.

Opverall, the picture in the other European Union
countries remains relatively stable, with only a few coun-
tries registering significant moves in the rankings. Germany
and the United Kingdom continue to hold privileged
positions, ranked eighth and tenth, respectively. There are
interesting contrasts in the performance of both economies
from the perspective of the GCI pillars. Both countries
have excellent institutional underpinnings, and in some
areas namely, the property rights environment and quality
of the judicial system, Germany is second to none. The
United Kingdom excels in market efficiency indicators,
with the most efficient financial markets in the world. The
flexibility of the UK labor market and its low levels of
unemployment stand in sharp contrast to that of Germany,
where the business community is saddled with cumber-
some labor regulations. But Germany does somewhat bet-
ter than the United Kingdom in innovation indicators and
the sophistication of its business community, which are
among the best in the world.

Italy’s competitive position has continued the down-
ward trend observed over the past few years, and the
country dropped four places in this year’s Report. The list
of problems is long, beginning with the poor underlying
macroeconomic environment. Italy has been running
budget deficits without interruption for the past 20 years.
The fiscal situation has deteriorated significantly since
2000, with Italy’s public debt well over 100 percent of
GDP, among the highest in the world. The poor state of
Italy’s public finances may itself reflect more deep-seated
institutional problems, which are reflected in low rankings
for such variables as the efficiency of government spend-
ing, the burden of government regulation, and, more gen-
erally, the quality of public sector institutions. The market
efficiency pillar does not deliver very good results either,
with particular weaknesses in the areas of labor market

flexibility and financial market sophistication and openness.

The Global Competitiveness Report 2006-2007 © 2006 World Economic Forum

Executive Summary

Xv




Executive Summary

Xvi

As in previous years, Poland remains the worst per-
former among the EU countries, with a rank of 48, right
behind Greece (47) and well behind Estonia (25), the
Czech Republic (29), and Slovenia (33), Central and
Eastern Europe’s top performers. Particular weaknesses in
Poland stem from the highly protected and rigid labor
markets, particularly harmful in a country where unem-
ployment is close to 18 percent. Deeper institutional
reforms will be necessary if Poland is to increase produc-
tivity and stay competitive in the face of rising labor costs.

Asia is home to some of the most, as well as some of
the least competitive economies in our rankings.
Singapore leads the pack, ranked fifth overall, followed by
Japan in seventh place, with Hong Kong in 11th and
Taiwan in 13th place, respectively. These economies all
have high-quality infrastructure, flexible and efficient mar-
kets, and healthy, well-educated workforces. They are also
operating on the outer boundaries of the technology fron-
tier, both at the firm and consumer level.

In Japan, economic recovery has begun with deflation
on the wane, yet a number of challenges remain, mainly in
management of the public finances and market efficiency.
Nevertheless, private sector commitment to R&D, sophis-
ticated production processes, and a highly educated labor
force contribute to deliver one of the most innovative
economies in the world.

India’s overall rank of 43 demonstrates remarkably
high scores in capacity for innovation and sophistication of
firm operations. This is especially true of the quality of
scientific research and the number of scientists and engi-
neers, which are increasingly supplying highly skilled pro-
fessionals to the private sector. Firm use of technology and
rates of technology transfer are high, although penetration
rates of the latest technologies are still quite low by inter-
national standards, reflecting India’s still low levels of per
capita income and high incidence of poverty. However,
weaknesses in the coverage of educational opportunities
and poor-quality infrastructure limit the more equitable
distribution of the benefits of India’s high growth rates.

China’s ranking has fallen from 48 to 54. Consistent
with the cautious macro-economic management of its
authorities, the macroeconomy pillar of the GCI shows a
very high rank, sixth overall in the world. This reflects
China’s low inflation, one of the highest savings rates in
the world, and manageable levels of public debt. Like
India, China has low penetration rates for the latest tech-
nologies and because these are expanding more quickly in
other countries, China’s ranks in these indicators are actu-
ally falling behind. Secondary and tertiary school enrol-
ment rates are better than they are in India, but still low
by international standards. Further progress is needed in
improving various components of the institutional envi-
ronment, including reducing the burden of government

regulation, improving the climate for the protection of

property rights, as well as safeguarding the independence
of the judiciary.

Once again, at 27th and unchanged with respect to
2005, Chile has the highest ranking overall in Latin
America and the Caribbean. Chile’s competitiveness posi-
tion reflects not only solid institutions—already operating
at levels of transparency and openness above the average
for the EU—but also the presence of efficient markets,
relatively free of distortions. The state has played a sup-
portive role in the creation of a credible, stable regulatory
regime. Competent macroeconomic management has
been a critical element in creating the conditions for rapid
growth and sustained efforts to reduce poverty.

Continuing reductions in public debt levels, supported
by a fiscal policy that targets an overall government budget
surplus have also played a pivotal role in buttressing the
credibility of government policy. Given Chile’s strong
competitive position, the authorities will have to focus
attention on upgrading the capacities of the labor force,
with a view to rapidly narrowing the skills gap with
respect to Finland, Ireland and New Zealand, the relevant
comparator group for Chile.

Brazil’s ranking, 66th overall, but down from 57th last
year, reflects a particularly poor position in the macro-
economy pillar of the GCI (114th as compared to 91st in
2005). This is the result of a large budget deficit in relation
to that of other countries, if not to Brazil’s poor historical
performance. High levels of government debt and a wide
interest rate spread indicate the heavy intermediation costs
in the Brazilian banking sector, which negatively affect
private sector investment and contribute to lower eco-
nomic growth. Mexico’s ranking has remained broadly sta-
ble, moving up one place to 58. The country shows a
somewhat uneven performance over the various pillars of
the GCI, with relatively good scores on health and pri-
mary education, goods market efficiency, and selected
components of technological readiness, e.g., FDI and tech-
nology transfer, no doubt reflecting the close links of the
Mexican market to the United States in the context of
NAFTA. However, this is offset by the same institutional
weaknesses prevalent in the rest of Latin America.

A lack of sound and credible institutions remains a
significant stumbling block in many Latin American coun-
tries. Bolivia (97), Ecuador (90), Guyana (111), Honduras
(93), Nicaragua (95), Paraguay (106), and Venezuela (88)
achieve low overall rankings and are among the worst per-
formers in the GCR sample for the absence of the basic
elements of good governance, including reasonably trans-
parent and open institutions. All these countries suffer
from poorly defined property rights, undue influence in
decision making, inefficient government operations, as
well as unstable business environments, making it difficult
for the business community to compete effectively, either

within the region or in the world.
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Table 1: Global Competitiveness Index rankings and 2005 comparisons

GCI GCI GCI GCI GCI GCI
Country/Economy 2006 Rank 2006 Score 2005 Rank Country/Economy 2006 Rank 2006 Score 2005 Rank
Switzerland 1 5.81 4 Azerbaijan 64 4.06 62
Finland 2 5.76 2 Colombia 65 4.04 58
Sweden 3 5.74 7 Brazil 66 4.03 57
Denmark 4 5.70 3 Trinidad and Tobago 67 4.03 66
Singapore 5 5.63 5 Romania 68 4.02 67
United States 6 5.61 1 Argentina 69 401 54
Japan 7 5.60 10 Morocco 70 4.01 76
Germany 8 5.58 6 Philippines n 4.00 73
Netherlands 9 5.56 il Bulgaria 72 3.96 61
United Kingdom 10 5.54 9 Uruguay 73 3.96 70
Hong Kong SAR 1" 5.46 14 Peru 74 3.94 77
Norway 12 5.42 17 Guatemala 75 391 95
Taiwan, China 13 5.41 8 Algeria 76 3.90 82
Iceland 14 5.40 16 Vietnam 77 3.89 74
Israel 15 5.38 23 Ukraine 78 3.89 68
Canada 16 5.37 13 Sri Lanka 79 3.87 80
Austria 17 5.32 15 Macedonia, FYR 80 3.86 75
France 18 531 12 Botswana 81 3.79 72
Australia 19 5.29 18 Armenia 82 3.75 81
Belgium 20 5.27 20 Dominican Republic 83 3.75 91
Ireland 21 5.21 21 Namibia 84 374 79
Luxembourg 22 5.16 24 Georgia 85 373 86
New Zealand 23 5.15 22 Moldova 86 371 89
Korea, Rep. 24 5.13 19 Serbia and Montenegro 87 3.69 85
Estonia 25 512 26 Venezuela 88 3.69 84
Malaysia 26 5.11 25 Bosnia and Herzegovina 89 3.67 88
Chile 27 485 27 Ecuador 90 3.67 87
Spain 28 477 28 Pakistan 91 3.66 94
Czech Republic 29 474 29 Mongolia 92 3.60 90
Tunisia 30 471 37 Honduras 93 3.58 97
Barbados 31 470 — Kenya 94 3.57 93
United Arab Emirates 32 4.66 32 Nicaragua 95 3.52 96
Slovenia 33 4.64 30 Tajikistan 96 3.50 92
Portugal 34 460 31 Bolivia 97 3.46 101
Thailand 35 4.58 33 Albania 98 3.46 100
Latvia 36 457 39 Bangladesh 99 3.46 98
Slovak Republic 37 455 36 Suriname 100 3.45 —
Qatar 38 455 46 Nigeria 101 345 83
Malta 39 454 44 Gambia 102 343 109
Lithuania 40 453 34 Cambodia 103 339 m
Hungary 4 4.52 35 Tanzania 104 3.39 105
Italy 42 4.46 38 Benin 105 337 106
India 43 444 45 Paraguay 106 3.33 102
Kuwait 44 441 49 Kyrgyz Republic 107 331 104
South Africa 45 4.36 40 Cameroon 108 3.30 99
Cyprus 46 4.36 4 Madagascar 109 3.27 107
Greece 47 433 47 Nepal 110 3.26 —
Poland 43 4.30 43 Guyana m 3.24 108
Bahrain 49 4.28 50 Lesotho 12 3.22 —
Indonesia 50 4.26 69 Uganda 113 319 103
Croatia 51 4.26 64 Mauritania 114 3.17 —
Jordan 52 4.25 42 Zambia 115 3.16 —
Costa Rica 53 4.25 56 Burkina Faso 116 3.07 —
China 54 4.24 43 Malawi 117 3.07 114
Mauritius 55 4.20 55 Mali 18 3.02 115
Kazakhstan 56 419 51 Zimbabwe 19 3.01 110
Panama 57 4.18 65 Ethiopia 120 2.99 116
Mexico 58 4.18 59 Mozambique 121 2.94 112
Turkey 59 4.14 n Timor-Leste 122 2.90 13
Jamaica 60 4.10 63 Chad 123 261 17
El Salvador 61 4.09 60 Burundi 124 2.59 —
Russian Federation 62 4.08 53 Angola 125 2.50 —
Egypt 63 4.07 52
(cont'd.)
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Table 2: Global Competitiveness Index: Basic requirements

Basic requirements

1st pillar: Institutions

2nd pillar: Infrastructure

3rd pillar: Macroeconomy

4th pillar: Health
and primary education

Country/Economy Rank  Score Rank  Score Rank  Score Rank  Score Rank  Score
Albania 92 3.98 108 3.09 121 1.92 83 an 34 6.68
Algeria 43 4.88 58 3.87 78 291 1 6.19 45 6.56
Angola 125 248 m 3.02 13 2.07 123 240 125 245
Argentina 67 4.42 112 2.98 72 3.26 51 4.64 23 6.78
Armenia 81 421 84 3.44 92 2.66 n 433 62 6.40
Australia 1" 5.72 1" 5.51 18 5.42 23 5.15 21 6.79
Austria 18 5.58 13 5.45 17 5.43 36 491 49 6.52
Azerbaijan 56 4.59 72 3.63 56 3.67 17 5.30 96 5.76
Bahrain 35 5.18 45 41 40 4.26 n 5.55 30 6.72
Bangladesh 96 3.92 121 2.88 "7 2.03 47 472 90 6.04
Barbados 32 5.24 23 4.94 28 4.85 61 4.45 28 6.74
Belgium 17 5.59 26 4.85 n 5.85 44 476 15 6.89
Benin 104 3.68 90 3.32 14 2.06 92 4.03 101 5.29
Bolivia 98 3.89 118 2.90 107 222 71 4.25 81 6.20
Bosnia and Herzegovina 78 4.24 106 3.10 96 2.50 45 475 38 6.63
Botswana 71 4.27 37 4.46 66 3.37 39 485 12 4.42
Brazil 87 4.14 91 3.29 n 3.29 114 3.42 47 6.54
Bulgaria 62 450 109 3.07 65 3.41 35 4.92 39 6.61
Burkina Faso 121 3.13 62 378 110 2.14 116 3.37 124 3.24
Burundi 124 2.68 13 297 123 1.7 122 2.51 120 3.50
Cambodia 100 3.83 95 3.26 97 248 101 3.87 98 51
Cameroon 105 3.66 17 291 120 1.93 40 483 104 4.96
Canada 13 5.68 21 5.01 13 5.81 32 4.96 2 6.95
Chad 123 2.84 124 244 125 1.43 107 3.76 19 3.74
Chile 28 5.35 25 438 35 44 7 5.70 57 6.43
China 44 4.80 80 3.51 60 3.54 6 5.72 55 6.44
Colombia 73 4.34 68 3.70 75 3.15 65 443 88 6.07
Costa Rica 64 4.48 55 3.97 73 3.22 81 423 52 6.49
Croatia 55 4.60 66 3.72 51 3.98 73 4.30 67 6.38
Cyprus 37 5.03 35 4.52 34 4.47 72 433 22 6.79
Czech Republic 42 489 60 3.84 33 450 42 481 58 6.42
Denmark 1 6.15 2 5.98 5 6.24 14 5.44 4 6.94
Dominican Republic 89 4.09 93 3.26 80 2.86 85 4.20 89 6.04
Ecuador 74 434 116 2.92 94 2.65 21 5.18 4 6.59
Egypt 59 4.52 48 412 55 3.72 108 3.75 50 6.51
El Salvador 54 4.60 61 3.80 54 3.75 64 4.44 60 6.41
Estonia 30 5.31 30 470 30 4.66 16 5.31 43 6.58
Ethiopia 115 3.29 83 3.45 102 2.34 95 3.98 121 8180
Finland 3 6.10 1 6.05 10 5.91 12 5.50 7 6.93
France 15 5.66 24 491 4 6.25 56 455 12 6.92
Gambia 101 3.82 54 4.02 95 2.62 105 3.77 107 485
Georgia 82 4.20 78 3.51 79 2.87 93 4.02 61 6.40
Germany 9 5.75 7 5.69 1 6.51 63 4.44 n 6.37
Greece 40 4.96 4 4.36 29 47 102 3.86 1" 6.92
Guatemala 75 4.32 81 349 74 320 79 4.24 73 6.34
Guyana 108 3.58 115 293 104 221 121 2.81 75 6.31
Honduras 90 4.07 110 3.03 81 2.86 87 4.18 80 6.22
Hong Kong SAR 4 6.04 10 5.54 3 6.29 9 5.65 35 6.67
Hungary 52 4.64 46 4.18 48 4.05 98 3.94 66 6.39
Iceland 12 5.70 3 5.98 20 5.39 58 451 3 6.95
India 60 4.51 34 4.55 62 3.50 88 4.12 93 5.90
Indonesia 68 4.4 52 4.04 89 272 57 452 72 6.35
Ireland 23 5.46 17 5.15 31 461 20 5.27 24 6.78
Israel 29 5.34 29 477 24 5.06 50 4.65 17 6.86
Italy 43 470 n 3.66 50 4.00 84 4N 8 6.93
Jamaica 79 4.24 76 3.58 53 3.75 118 3.21 65 6.39
Japan 19 5.53 22 497 7 6.1 91 4.05 1 6.98
Jordan 50 4.66 33 455 52 3.85 103 3.84 63 6.40
Kazakhstan 51 4.64 75 3.59 68 3.33 10 5.57 86 6.08
Kenya 107 3.62 98 3.22 86 2.75 99 3.91 110 4.59
Korea, Rep. 22 5.47 47 418 21 5.38 13 5.48 18 6.85
Kuwait 33 5.24 38 439 45 412 2 6.13 76 6.30
Kyrgyz Republic 109 3.56 123 2.66 103 2.30 17 327 91 6.02
(cont'd.)
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Table 2: Global Competitiveness Index: Basic requirements (cont'd.)

Basic requirements

1st pillar: Institutions

2nd pillar: Infrastructure

3rd pillar: Macroeconomy

4th pillar: Health
and primary education

Country/Economy Rank  Score Rank  Score Rank  Score Rank  Score Rank  Score
Latvia 4 4.90 50 4,07 39 433 34 4.93 79 6.27
Lesotho 103 3.68 86 3.40 19 1.99 52 4.64 109 4.69
Lithuania 45 4.80 59 3.86 44 414 4 4.82 70 6.37
Luxembourg 10 5.73 14 5.45 15 5.63 19 5.28 46 6.56
Macedonia, FYR 70 431 103 3.15 82 2.83 30 5.03 54 6.47
Madagascar 110 3.56 92 3.28 116 2.03 115 3.39 100 5.53
Malawi 17 3.26 63 3.78 115 2.06 124 2.31 106 4.89
Malaysia 24 5.44 18 5.12 23 5.09 31 4.97 42 6.58
Mali 120 3.14 70 3.66 112 2.09 13 348 122 3.34
Malta 39 4.98 31 459 37 437 76 4.26 32 6.69
Mauritania 14 3.40 64 371 m 2.09 120 2.82 105 4.91
Mauritius 49 470 44 4.26 42 417 104 379 44 6.58
Mexico 53 461 69 3.68 64 34 54 4.63 31 6.71
Moldova 88 4.09 101 3.18 85 271 67 441 92 6.01
Mongolia 97 3.91 105 313 106 224 60 4.46 95 5.82
Morocco 65 4.44 57 3.87 59 3.57 78 4.24 87 6.07
Mozambique 19 3.21 107 3.09 99 2.41 12 3.50 n 3.85
Namibia 69 4.40 49 4.07 43 4.15 43 479 m 4.58
Nepal 106 3.65 99 3.20 122 1.83 59 447 102 5.09
Netherlands 8 5.94 9 5.60 8 6.09 22 5.16 13 6.90
New Zealand 16 5.65 8 5.65 27 4.88 25 512 6 6.93
Nicaragua 95 3.93 102 3.15 101 234 89 4.07 83 6.16
Nigeria 112 3.53 94 3.26 105 2.26 55 4.62 116 3.98
Norway 6 5.96 6 571 19 5.41 5 5.80 10 6.93
Pakistan 93 3.96 79 351 67 3.36 86 419 108 479
Panama 46 472 65 377 46 4.10 75 421 27 6.76
Paraguay 102 3.81 122 2.66 109 215 90 4.07 68 6.38
Peru 76 4.28 96 3.25 91 269 49 4.66 48 6.53
Philippines 84 4.19 88 3.38 88 273 62 4.45 82 6.20
Poland 57 4.59 73 3.62 57 3.64 70 4.34 26 6.76
Portugal 34 5.22 28 483 26 493 80 423 16 6.88
Qatar 20 5.51 16 5.16 4 4.22 3 6.03 37 6.64
Romania 83 4.19 87 3.40 77 3.05 97 3.94 69 6.38
Russian Federation 66 443 114 297 61 3.52 33 4.95 77 6.29
Serbia and Montenegro 99 3.87 97 3.24 90 2.72 106 3.76 97 5.74
Singapore 2 6.13 4 5.90 6 6.16 8 5.67 20 6.81
Slovak Republic 47 470 53 403 47 4.08 68 431 74 6.31
Slovenia 36 517 43 4.27 32 451 29 5.08 19 6.83
South Africa 58 4.58 36 4.49 49 4.04 46 474 103 5.07
Spain 25 5.42 39 437 22 5.22 24 5.13 5 6.94
Sri Lanka 80 4.22 82 3.48 76 3.07 110 3.66 36 6.66
Suriname 91 4.06 89 337 100 2.36 94 4.01 51 6.50
Sweden 7 5.95 12 5.51 9 5.97 15 5.40 9 6.93
Switzerland 5 6.02 5 5.73 2 6.34 18 5.28 29 6.72
Taiwan, China 21 5.50 32 4.56 16 5.58 27 5.10 25 6.77
Tajikistan 94 3.94 77 3.53 108 220 96 3.94 85 6.09
Tanzania m 3.54 56 3.88 93 265 100 3.88 118 3.76
Thailand 38 4.98 40 437 38 4.36 28 5.10 84 6.09
Timor-Leste 116 3.27 119 2.90 124 1.66 82 4.22 114 431
Trinidad and Tobago 63 4.49 85 34 70 3.29 38 4.88 64 6.39
Tunisia 31 5.27 19 5.09 36 439 37 4.91 33 6.69
Turkey 72 434 51 4.05 63 3.46 m 3.58 78 6.28
Uganda 118 3.22 100 3.18 18 1.99 66 4.42 123 329
Ukraine 86 4.15 104 3.14 69 3.30 74 421 94 5.88
United Arab Emirates 26 5.41 20 5.05 25 499 4 5.92 99 5.67
United Kingdom 14 5.67 15 5.38 14 5.74 48 4.67 14 6.89
United States 27 5.41 27 484 12 5.82 69 431 40 6.60
Uruguay 61 451 42 429 58 3.59 109 3%3 59 6.41
Venezuela 85 4.19 125 2.38 84 278 26 511 53 6.48
Vietnam il 431 74 3.62 83 279 53 4.63 56 6.43
Zambia 13 343 67 3.72 87 275 119 3.07 115 417
Zimbabwe 122 2.96 120 2.88 98 244 125 2.20 13 4.32
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Table 3: Global Competitiveness Index: Efficiency enhancers

5th pillar: Higher

6th pillar:

Tth pillar:

Effici h ducation and training Market efficiency Technological readiness
Country/Economy Rank  Score Rank  Score Rank  Score Rank  Score
Albania 99 3.12 92 3.24 109 3.55 104 2.56
Algeria 92 3.24 84 3.46 96 3.67 100 2.58
Angola 123 251 125 1.92 120 3.35 120 2.26
Argentina 66 379 39 451 94 3.68 70 319
Armenia 88 3.33 80 3.58 104 3.60 86 2.81
Australia 10 5.43 14 5.56 n 5.23 7 5.50
Austria 20 5.16 19 5.39 26 4.94 21 5.15
Azerbaijan 78 3.52 82 3.56 81 3.96 76 3.03
Bahrain 49 415 64 397 39 447 4 4,01
Bangladesh 108 3.01 108 268 83 3.93 14 241
Barbados 29 4.60 24 5.23 49 433 34 423
Belgium 23 5.07 4 5.83 32 4.69 27 4.68
Benin 105 3.02 101 2.96 95 3.67 112 242
Bolivia 97 313 89 3.40 m 3.53 m 2.46
Bosnia and Herzegovina 93 3.22 86 344 93 3.69 108 2.52
Botswana 71 3.52 87 3.41 59 4.20 80 2.95
Brazil 57 3.94 60 4.10 58 421 57 3.50
Bulgaria 70 3.67 62 4.05 90 375 68 321
Burkina Faso 109 2.95 116 251 87 378 103 2.56
Burundi 124 2.46 123 2.16 123 3.28 125 1.96
Cambodia 110 294 110 263 99 3.63 105 2.56
Cameroon 113 2.90 103 2.85 115 345 113 241
Canada 15 5.35 17 5.51 7 5.26 17 5.28
Chad 125 2.35 124 1.99 124 3.07 124 1.99
Chile 31 458 40 4.48 24 5.04 35 422
China n 3.66 77 3.68 56 4.22 75 3.07
Colombia 65 3.82 69 3.89 51 4.32 65 324
Costa Rica 51 4.08 52 4.26 52 4.25 44 3.74
Croatia 52 4,07 44 4.43 68 an 47 3.68
Cyprus 44 427 4 4.48 55 4.22 38 4.10
Czech Republic 21 473 27 5.04 4 443 26 474
Denmark 6 5.59 2 5.91 6 5.40 10 5.46
Dominican Republic 76 3.58 91 3.36 82 3.95 58 342
Ecuador 96 3.13 97 3.09 112 3.51 88 279
Egypt 74 3.61 75 373 65 4.14 79 297
El Salvador 68 3.70 83 351 50 4.32 64 321
Estonia 19 5.18 23 5.26 25 4.98 16 5.29
Ethiopia 120 2.68 120 239 118 3.40 121 2.26
Finland 4 5.60 1 6.23 17 513 12 5.44
France 22 5.07 12 5.57 28 483 25 4381
Gambia 101 3.09 106 2.81 89 371 92 2.69
Georgia 87 3.36 76 3.69 86 3.86 106 2.54
Germany 17 5.22 18 5.42 20 5.09 20 5.16
Greece 47 4.18 34 478 62 411 50 3.58
Guatemala 82 3.46 94 319 77 4,03 n 317
Guyana 114 2.89 114 2.54 106 3.56 101 251
Honduras 100 3.10 95 3n 107 3.56 95 2.63
Hong Kong SAR n 5.40 25 5.08 1 5.69 13 5.44
Hungary 32 457 30 493 37 461 36 418
Iceland 8 5.47 13 5.57 8 5.25 4 5.60
India 4 4.32 49 4.35 21 5.07 55 3.52
Indonesia 50 412 53 4.25 27 4.93 72 3.17
Ireland 18 5.21 16 5.52 13 5.22 24 4.89
Israel 12 5.40 20 5.39 14 517 3 5.65
Italy 40 441 35 477 78 4.02 32 443
Jamaica 53 4.06 67 3.9 61 4.19 40 4.04
Japan 16 5.33 15 5.54 10 5.23 19 5.21
Jordan 58 3.92 54 4.22 53 4.25 62 3.30
Kazakhstan 56 3.97 51 428 44 439 66 3.23
Kenya 81 347 88 341 72 4.10 81 291
Korea, Rep. 25 5.00 21 5.38 43 439 18 5.22
Kuwait 45 4.20 59 41 29 4.80 46 3.70
Kyrgyz Republic 102 3.08 79 3.60 114 3.48 122 2.16
(cont'd.)
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5th pillar: Higher 6th pillar: Tth pillar:
Efficiency enh S ducation and training Market efficiency Technological readiness
Country/Economy Rank  Score Rank  Score Rank  Score Rank  Score
Latvia 36 448 28 5.01 40 4.44 43 3.98
Lesotho 19 2.80 115 252 19 3.40 110 248
Lithuania 38 4.44 29 497 45 4.35 42 3.99
Luxembourg 24 5.00 45 4.42 18 5.11 9 5.41
Macedonia, FYR 80 347 66 3.96 91 374 91 27
Madagascar 112 292 13 2.55 103 3.62 99 2.58
Malawi 116 287 19 2.46 88 377 18 231
Malaysia 26 4.89 32 4.80 9 5.24 28 4.64
Mali 118 2.83 118 248 102 3.62 ni 2.38
Malta 33 457 47 4.36 46 4.35 22 5.00
Mauritania m 294 121 233 101 3.62 84 2.86
Mauritius 61 3.86 68 3.9 67 an 54 3.55
Mexico 59 391 n 3.88 48 4.35 56 3.51
Moldova 85 3.38 73 378 92 373 96 2.62
Mongolia 86 337 70 3.89 100 3.62 97 2.60
Morocco 75 3.58 85 3.45 74 4.08 67 322
Mozambique 121 262 122 2.30 122 3.29 19 221
Namibia 90 3.28 105 282 79 4.00 78 3.00
Nepal 1n7 287 109 263 105 3.58 116 239
Netherlands 9 5.45 8 5.67 12 5.23 n 5.45
New Zealand 21 5.15 22 5.33 15 517 23 4,94
Nicaragua 95 3.15 93 3.23 98 3.65 98 259
Nigeria 89 331 100 3.04 70 4.10 87 279
Norway 13 5.38 9 5.64 16 5.16 15 5.32
Pakistan 91 3.27 104 2.82 54 4.23 89 271
Panama 62 3.86 74 375 42 441 59 3.4
Paraguay 115 2.89 102 2.93 121 3.33 115 240
Peru 67 3.70 72 379 66 412 69 321
Philippines 63 3.85 63 4.02 57 421 61 332 .
Poland 8 417 B 479 64 416 51 356 xxi
Portugal 37 4.47 37 4.63 38 461 37 418
Qatar 39 441 46 4.36 30 471 39 4.10
Romania 55 3.99 50 434 76 4.03 49 3.59
Russian Federation 60 3.91 43 4.44 60 4.20 74 3.10
Serbia and Montenegro 72 3.63 61 4.09 97 3.66 73 3.16
Singapore 3 5.63 10 5.59 4 5.62 2 5.69
Slovak Republic 34 4.56 38 4.52 34 4.66 30 450
Slovenia 30 458 26 5.07 63 411 29 4.51
South Africa 46 4.19 56 417 33 4.67 45 372
Spain 28 4.62 31 4.86 36 4.63 33 4.38
Sri Lanka 79 351 81 3.56 n 4.10 83 287
Suriname 107 3.01 99 3.08 n7 3.4 107 253
Sweden 2 5.65 3 5.85 19 51 1 6.01
Switzerland 5 5.59 6 5.71 5 5.44 5 5.57
Taiwan, China 14 5.36 7 5.67 22 5.07 14 5.32
Tajikistan 103 3.07 98 3.09 108 3.56 102 251
Tanzania 94 3.16 12 2.56 75 4,07 82 287
Thailand 43 4.29 42 4.44 31 476 48 3.67
Timor-Leste 122 257 m 2.62 125 2.95 123 2.15
Trinidad and Tobago 64 3.82 65 3.97 69 411 60 3.40
Tunisia 42 431 36 472 35 4.65 53 3.56
Turkey 54 4.02 57 4.15 47 4.35 52 3.56
Uganda 98 3.12 107 278 84 3.90 94 267
Ukraine 69 3.68 48 435 80 3.96 90 27
United Arab Emirates 35 455 58 413 23 5.05 31 4.47
United Kingdom 7 5.59 n 5.57 3 5.63 6 5.56
United States 1 5.66 5 5.82 2 5.67 8 5.49
Uruguay 73 3.63 55 419 116 3.42 63 3.27
Venezuela 84 3.40 78 3.63 110 3.53 77 3.02
Vietnam 83 345 90 3.39 73 4.10 85 2.85
Zambia 106 3.01 17 248 85 3.87 93 267
Zimbabwe 104 3.02 96 3.10 13 3.48 109 248
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Table 4: Global Competitiveness Index: Innovation factors

8th pillar: Business 9th pillar:
Innovation factors sophistication Innovation
Country/Economy Rank  Score Rank  Score Rank  Score
Albania 121 2.57 115 3.10 125 2.04
Algeria 90 3.22 103 3.36 76 3.09
Angola 123 2.52 123 2.74 121 2.30
Argentina 79 3.44 75 3.85 83 3.03
Armenia 93 317 104 334 84 3.00
Australia 24 4.66 28 4.98 24 4.35
Austria 12 5.28 4 591 17 4.65
Azerbaijan 70 3.59 70 3.92 63 3.26
Bahrain 77 3.47 55 424 101 2.1
Bangladesh 104 3.01 96 3.42 109 2.59
Barbados 54 378 58 4 49 3.36
Belgium 14 5.21 12 5.73 16 4.68
Benin 88 3.23 85 3.58 90 2.87
Bolivia 19 264 19 297 120 231
Bosnia and Herzegovina 99 3.08 92 347 104 2.68
Botswana 95 3.15 95 343 91 281
Brazil 38 4.09 38 461 38 3.56
Bulgaria 85 3.26 84 3.59 87 2.93
Burkina Faso 84 321 98 3.40 69 3.14
Burundi 118 2.66 17 3.01 19 232
Cambodia 102 3.05 100 337 98 2.72
Cameroon 101 3.05 101 3.37 97 273
Canada 16 5.08 18 5.33 13 4.82
Chad 122 2.53 121 2.81 122 2.26
Chile 33 4.22 30 4.88 39 3.56
China 57 375 65 4.05 46 3.44
Colombia 43 3.82 48 4.34 57 3.30
Costa Rica 35 4.16 34 4.66 36 3.65
Croatia 50 3.81 61 417 45 345
Cyprus 49 3.81 50 4.32 55 3.30
Czech Republic 27 447 29 4.96 28 3.98
Denmark 7 5.40 9 5.76 10 5.04
Dominican Republic 91 3.22 79 3.72 99 2.72
Ecuador 97 3.14 82 3.63 105 2.65
Egypt 65 3.63 57 422 82 3.04
El Salvador 75 351 62 413 89 2.89
Estonia 32 4.24 35 4.65 30 3.83
Ethiopia 116 272 120 2.94 114 2.50
Finland 6 5.65 " 5.74 4 5.56
France 13 5.28 10 5.76 14 4.80
Gambia 112 2.89 106 3.30 15 248
Georgia 13 2.86 116 3.02 102 27
Germany 3 5.89 1 6.26 5 5.51
Greece 45 3.89 46 435 47 343
Guatemala 64 3.63 60 419 78 3.07
Guyana 106 2.95 97 3.42 116 248
Honduras 100 3.07 87 3.53 107 2.61
Hong Kong SAR 18 497 13 5.48 22 4.46
Hungary 39 4.08 49 434 31 3.82
Iceland 17 5.00 14 5.45 19 4.55
India 26 4.60 25 5.06 26 414
Indonesia 4 4.07 42 4.53 37 3.60
Ireland 19 4.96 16 5.39 20 4.54
Israel 8 5.40 17 5.38 7 5.42
Italy 31 429 24 5.08 43 3.50
Jamaica 56 377 56 4.22 54 332
Japan 1 6.02 2 6.14 1 5.90
Jordan 61 3.65 67 4.04 64 325
Kazakhstan 74 3.51 72 3.90 70 313
Kenya 59 373 68 4.04 48 342
Korea, Rep. 20 4.96 22 5.20 15 47
Kuwait 46 3.85 33 4.66 81 3.04
Kyrgyz Republic 108 293 105 331 1M 255
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Table 4: Global Competitiveness Index: Innovation factors (cont'd.)

8th pillar: Business 9th pillar:
Innovation factors sophistication Innovation
Country/Economy Rank  Score Rank  Score Rank  Score
Latvia 58 3.74 54 428 66 319
Lesotho 120 2.59 122 2.80 n7 231
Lithuania 44 3.96 4 4.56 50 3.35
Luxembourg 23 481 21 5.27 23 4.36
Macedonia, FYR 87 3.24 88 3.50 86 2.98
Madagascar 89 8128 99 339 71 3.07
Malawi 109 293 13 3.16 103 2.70
Malaysia 22 491 20 5.29 21 453
Mali 94 317 107 329 80 3.04
Malta 53 379 51 4.32 62 3.26
Mauritania 105 2.98 102 3.36 108 2.60
Mauritius 47 3.84 44 4.44 65 3.23
Mexico 52 3.80 52 430 58 329
Moldova 98 3.09 93 3.46 100 272
Mongolia 110 292 18 2.98 94 2.86
Morocco 72 3.54 78 3.82 61 3.26
Mozambique 15 2.86 14 3.13 110 2.58
Namibia 86 3.25 83 3.60 88 291
Nepal m 2.90 108 3.26 112 2.54
Netherlands n 5.35 7 5.80 n 4.90
New Zealand 25 4.65 26 5.06 25 4.23
Nicaragua 107 294 109 3.23 106 2.64
Nigeria 69 3.60 74 3.87 52 3.33
Norway 21 4.95 19 5.30 18 4.59
Pakistan 60 3.66 66 4.05 60 321
Panama 62 3.64 53 4.29 85 2.99
Paraguay n7 268 12 3.16 123 2.20
Peru 68 3.61 47 4.35 92 2.86
Philippines 66 3.63 59 420 79 3.05
Poland 51 3.80 63 413 44 341
Portugal 37 4.14 43 4.47 32 3.81
Qatar 55 378 69 4.04 4 3.51
Romania 73 3.52 73 3.89 68 3.14
Russian Federation n 3.55 7 3.83 59 3.28
Serbia and Montenegro 83 3.27 94 344 il 3n
Singapore 15 5.11 23 5.17 9 5.04
Slovak Republic 43 3.96 45 4.4 42 3.51
Slovenia 34 418 36 464 34 37
South Africa 29 4.35 32 479 29 3.92
Spain 30 434 27 5.00 35 3.68
Sri Lanka 67 3.61 n 3.90 53 332
Suriname 114 2.86 m 3.18 13 2.54
Sweden 5 5.66 5 5.87 6 5.44
Switzerland 2 5.89 3 6.06 3 5.72
Taiwan, China 9 5.38 15 5.45 8 5.31
Tajikistan 103 3.02 110 3.19 95 2.85
Tanzania 76 349 81 3.68 56 3.30
Thailand 36 4.15 40 457 33 374
Timor-Leste 125 2.36 124 2.58 124 214
Trinidad and Tobago 63 3.63 64 4.10 67 3.17
Tunisia 28 4.42 31 4.80 27 4.05
Turkey 42 3.96 39 4.58 51 3.35
Uganda 82 3.30 90 349 72 3n
Ukraine 78 347 76 3.84 73 3
United Arab Emirates 40 4.08 37 463 40 3.52
United Kingdom 10 5.36 6 5.82 12 4.89
United States 4 5.75 8 5.78 2 5.72
Uruguay 80 34 80 37 74 3.10
Venezuela 96 3.14 91 3.48 96 2.80
Vietnam 81 332 86 3.55 75 3.10
Zambia 124 243 125 2.51 18 2.35
Zimbabwe 92 3.18 89 3.50 93 2.86
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As in previous years, Venezuela’s overall performance
continues to deteriorate, reflecting a sharp deterioration in
the quality of Venezuelan institutions, especially in com-
bating corruption, undue influence in decision-making,
and in reducing government intervention. For all the talk
about the social dimension of the government’s “benign”
revolution, school enrolment rates are either mediocre or
poor, with Venezuela ranking 85, just behind Vietnam,
Suriname, and China at the secondary school level.
Venezuela’s infant mortality rate of 16 per 1,000 live births
is on a par with Albania, and actually higher than that of
Russia or the Ukraine, two countries still recovering from
decades of public health neglect.

The competitiveness landscape in the Middle East and
North African region has generally seen an improvement
since last year’s Report. Among the larger economies,
Algeria and Morocco moved up six places each, to ranks
76 and 70, respectively, while Tunisia, the most competitive
economy of the region, reached rank 30, up seven places
from last year, closely followed by the United Arab
Emirates at rank 32.The smaller Gulf States also did well:
Kuwait was up five places to rank 44, Qatar leaped eight
places to rank 38 and Bahrain achieved rank 49. Israel also
saw a notable improvement, moving up eight places to
rank 15. Only Egypt (rank 63) and Jordan (rank 52) lost
significant ground, dropping ten and nine ranks respectively.

Although sub-Saharan Africa has experienced high
growth over the past few years, the results of the Global
Competitiveness Index suggest that this trend may not be
sustainable. In terms of competitiveness, the region lags far
behind the rest of the world. Out of the 24 countries from
Sub-Saharan Africa included in this year’s sample, 19 rank
among the 25 weakest performers occupying rank 100 or
below. The seven newcomers to the Report from the
region (Angola, Burkina Faso, Burundi, Cameroon,
Lesotho, Mauritania, and Zambia) are no exception. All
rank below 100 and suffer from a weak performance in
most of the nine pillars. Only a few countries are taking
advantage of the global boom in commodity prices to
build a strong institutional basis for long-term growth.

South Africa remains the top performer of the region
(45th overall). Despite significant achievements since the
ending of apartheid, the country is in many ways still
struggling with its legacy, including gross inequalities, high
unemployment, major skill shortages, and a striking
dichotomy between first and third world characteristics.

Nigeria shows a very different picture. Weak and
deteriorating institutions, including a serious security
problem, lower scores in the areas of infrastructure and
basic health and education, and a very significant change
for the worse in macroeconomic management have
depressed the country’s rank to 101, from 83 last year.
Despite its huge revenues from record high oil prices, the

large majority of the population remains very poor and

without access to basic healthcare and education.
Botswana has been relatively successful, ranking 81st, the
third best performance in sub-Saharan Africa after South
Africa and Mauritius (55th). The government succeeded
in using its wealth from key natural resources to boost the
country’s growth rate. Key to Botswana’s success were reli-
able public institutions and the country is known to have
one of the lowest levels of corruption in Africa.

The Business Competitiveness Index

Competitiveness finds its ultimate expression in the pros-
perity that countries can sustain over time. Prosperity is
sustainable, if it is based on the productivity companies
can reach given the conditions they face in an economy.
‘While most discussion of competitiveness remains focused
on the macroeconomic, political, legal, and social circum-
stances that underpin a successful economy, progress in
these areas is necessary but not sufficient. Reflecting this
view, the Business Competitiveness Index (BCI) ranks
countries by their microeconomic competitiveness, identi-
fies competitive strengths and weaknesses in terms of’
countries’ business environment conditions and company
operations and strategies, and provides an assessment of the
sustainability of countries’ current levels of prosperity.

This year’s BCI rankings, calculated for 121 countries,
are shown in Table 5. The first column shows the overall
rankings, while the second two columns show the rank-
ings in each of the two subindexes: company operations
and strategy and the quality of the national business envi-
ronment. As in previous years, the authors estimate that
the BCI explains more than 80 percent of the variation of
GDP per capita across the wide sample of countries cov-
ered, a confirmation of the critical importance of micro-
economic factors for prosperity.

The United States remains in the leading position in
competitiveness, ahead of Germany and Finland. The
United States’ strength is greatest in the business environ-
ment, including domestic rivalry (rank 1 on “intensity of
local competition” and “eftectiveness of antitrust policy”),
financial markets (rank 1 on “venture capital availability,”
“local equity market access,” and “financial market sophis-
tication”), and innovative capacity (rank 1 on

ERT3

“university/industry research collaboration,” “company
R&D spending,” “local availability of specialized research
and training services,” and “quality of scientific research
institutions”).

High-income nations improving their rankings the
most include Hong Kong (up 7 ranks after a decline last
year), registering strong improvements in management
education, the efficacy of government boards, and local
availability of process machinery; and Norway, (up 5 ranks)
benefiting from increasing intensity of local competition,
the availability of venture capital, and efficiency of the
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Table 5: The Business Competitiveness Index

Quality of the

Company

Quality of the

Company

BCI national business operations and BCI national business operations and
Country/Economy ranking environment ranking strategy ranking Country/Economy ranking environment ranking strategy ranking
United States 1 1 1 China 64 65 69
Germany 2 2 2 Sri Lanka 65 68 68
Finland 3 3 8 Morocco* 66 62 80
Switzerland 4 4 4 Pakistan 67 67 72
Denmark 5 6 6 Kenya 68 72 57
Netherlands 6 5 7 Botswana 69 63 86
Sweden 7 8 3 Kazakhstan 70 70 74
United Kingdom 8 7 9 Peru n 75 51
Japan 9 9 5 Philippines 72 76 48
Hong Kong SAR 10 10 12 Tanzania 73 n 75
Singapore n n 21 Romania 74 73 73
Austria 12 14 10 Namibia 75 69 83
Iceland 13 12 19 Egypt 76 74 76
Norway 14 13 20 Azerbaijan* 71 78 66
Canada 15 16 18 Argentina 78 79 62
France 16 18 n Russian Federation 79 77 78
Belgium 17 17 13 Nigeria* 80 84 55
Australia 18 15 23 Ukraine 81 80 82
Israel 19 19 15 Vietnam 82 83 77
Malaysia 20 20 14 Bulgaria 83 81 95
Taiwan, China 21 22 16 Dominican Republic 84 86 79
Ireland 22 23 17 Algeria 85 82 112
New Zealand 23 21 24 Serbia and Montenegro 86 85 110
Estonia 24 24 35 Macedonia, FYR 87 87 90
Korea, Rep. 25 29 22 Uganda* 88 90 87
Tunisia 26 25 33 Burkina Faso* 89 88 98
India 27 27 25 Moldova 90 91 91
Portugal 28 26 40 Mali* 91 89 100
Chile 29 28 29 Gambia 92 92 85
Spain 30 31 31 Venezuela 93 94 81
United Arab Emirates 31 30 39 Armenia 94 93 101
Czech Republic 32 32 28 Benin 95 95 94
South Africa 33 34 27 Bosnia and Herzegovina 96 96 107
Qatar 34 33 44 Madagascar 97 99 99
Indonesia 35 38 26 Tajikistan* 98 97 108
Slovenia 36 36 34 Mongolia 99 98 104
Thailand 37 37 30 Georgia 100 101 97
Italy 38 42 32 Mauritania® 101 102 88
Hungary 39 35 43 Nicaragua 102 100 109
Slovak Republic 40 39 45 Zimbabwe 103 104 84
Malta 4 40 63 Malawi 104 103 93
Barbados 42 4 60 Ecuador 105 105 89
Lithuania 43 45 37 Honduras 106 106 92
Kuwait 44 44 59 Cambodia 107 107 96
Cyprus 45 43 67 Bangladesh 108 110 105
Turkey 46 46 4 Suriname 109 108 115
Latvia 47 43 47 Mozambique 110 m 103
Mauritius 43 49 46 Nepal m 113 106
Greece 49 47 53 Kyrgyz Republic 12 12 14
Costa Rica 50 52 36 Cameroon 13 114 102
Bahrain* 51 50 64 Guyana 14 115 m
Jordan 52 51 70 Lesotho 115 116 116
Poland 53 53 49 Zambia 116 109 123
Jamaica 54 55 52 Bolivia 1n7 1n7 120
Brazil 55 58 38 Ethiopia 18 118 121
Croatia 56 54 56 Albania 19 120 13
Mexico 57 56 42 Paraguay 120 19 118
Panama 58 57 58 Chad* 121 121 124
Colombia % % o Note: *Survey data for these countries have high within-country variance; until
il bl fil i the réliability of survey responses improves with future educational effort's and
Guatemala 61 66 50 improved sampling in these countries, their rankings should be interpreted with
Uruguay 62 61 n caution.
Trinidad and Tobago 63 64 65

(contd.)
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legal framework. High-income economies falling in the
rankings include Cyprus, the Czech Republic, Taiwan, and
France. France (down 6 ranks), failed to maintain last year’s
progress, driven especially by weaker assessments of the
ease of access to loans, university/industry research collab-
oration, and the quality of public schools.

Middle-income nations improving their competitive-
ness ranking include Guatemala, Indonesia, the Dominican
Republic, and Morocco. Indonesia (up 24 ranks), registered
a major rebound after the large drop last year following
concerns about the effectiveness of the new government.
This year’s gains were driven by easier access to loans,
decreased power of business groups, and more effective
anti-trust policy. Middle-income countries falling in
competitiveness rank include Argentina, Botswana, the
Ukraine, China, Jordan, and Poland. Argentina (down 15
ranks), Botswana (down 13 ranks), and Poland (down 8
ranks) all fell back after gains last year proved unsustainable.
Argentina was dragged down by worsening local supplier
quality and quantity and increasing centralization of
economic policy-making.

Among low-income countries, China (down 9 ranks)
continues the downward trend beginning in 2002. This
year’s decline was driven especially by higher levels of cor-
ruption, weaker assessment of buyer sophistication, and
concerns about labor relations. Euphoria about China is
moderating as the realities of its competitiveness become
more apparent. Among other low-income countries,
Benin (up 7 ranks), Kenya (up 6 ranks), and Tanzania (up 6
ranks) made the largest improvements. Malawi (down 18
ranks), Zimbabwe (down 15 ranks), Cameroon (down 10
ranks), and Mozambique (down 10 ranks) experienced the
largest drops among low-income countries. Zimbabwe’s
political problems seem increasingly to be feeding through
to the microeconomic foundations of its economy.

This year the chapter includes a new analysis of the
relationship between the productivity attainable in a coun-
try — measured by its BCI score — and the prevailing wage
levels. The analysis on a sub sample of 42 countries with
comparable data confirms that competitiveness has a major
impact on sustainable wage levels. Many western European
countries register actual wages above the level justified by
their competitiveness, a cause for concern. Five Asian
countries and the Baltic Tigers instead report wages below
the level indicated by their competitiveness, explaining
why these countries are widely seen as attractive locations
to do business. The United States and Japan are notable as
high-wage economies that still provide good value given
their competitiveness.

The chapter also includes a new section ranking
countries on their dynamism in upgrading competitiveness.
Competitiveness is a dynamic concept where progress
depends on continuous improvements in those dimensions

of company sophistication and business environment

quality that matter most given a country’s current stage of
development. Among low-income countries, India, fol-
lowed by Pakistan, registers the highest rate of dynamism,
while Vietnam and Malawi lost ground. Among middle-
income countries, Malaysia and Turkey registered the
highest rate of dynamism. Among high-income countries,
Norway is a surprising leader in dynamism while Italy has
lost ground; Finland, and to a smaller degree Sweden, have
also moved backwards.

Finally, the chapter provides an analysis of contextual
factors. Political stability, location—a prosperous neighbor-
hood and a beneficial geography with access to trade
routes—, and natural resource wealth help to explain why
countries’ actual prosperity can deviate from the level pre-
dicted by their competitiveness. Overall, high-income
countries benefit from a better context than middle- and
especially low-income countries.

The Report also includes specific profiles for the 125
countries covered, outlining the index rankings for each,
as well as their relative competitive advantages and disad-
vantages. In addition to the country profiles, detailed data
tables give an account of country rankings on the variables
utilized to compute the indexes, as well as others.
Guidelines on how to read the country profiles and data
tables are included at the end of the Report, along with
technical notes on data sources, and the full definition of

certain variables.

Selected Issues of Competitiveness

As in previous Reports, this year’s edition features several
outstanding contributions from eminent scholars and
experts, dealing with specific competitiveness issues or
broader development themes. All are concerned with the
conditions for sustained growth and development and rep-
resent a very insightful reading for policymakers, business
and the general public. Each addresses a different aspect of’
competitiveness, and provides in-depth analysis of some of
the central questions at the heart of the work we do at the
World Economic Forum, on such topics as the role of
good governance in fostering an attractive investment cli-
mate, and the importance for the development process of
what professor Huang calls the soft infrastructure of
growth. These special studies are highly business relevant,
and complement the competitiveness indexes, country

profiles and data tables elsewhere in the Report.

Global imbalances

Richard Cooper and Ken Rogoff present two contrasting
interpretations of the threat global imbalances represent
for global prosperity. For Cooper, the US current account
deficit is a natural feature of a globalized economy,
reflecting matching surpluses in countries with aging,
high-saving populations, shrinking labor markets, declining
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investment, and low returns. Excess savings in some

of these large countries, such as, Germany and Japan,
manifest themselves in budget deficits and current account
surpluses at home and investment abroad. The United
States, the world’s center of technological innovation,
with extremely well developed financial markets, produces
secure, high-yielding financial assets that attract a reasonable
share of global world savings and foreign official invest-
ment, equivalent to the current account deficit, which can
thus be sustained for many years. What is unsustainable is
the present growth of the US deficit as a share of GDP.
Maintaining a constant share deficit may require some
depreciation of the dollar and a reduction in the trade
deficit. It will also require greater effort on the part of the
United States to reduce fiscal imbalances.

For Rogoft, the US deficit represents government
borrowing and no longer supports high real investment.
The United States is presently consuming 70 percent of
the world’s net savings. Historically, current account
deficits have tended to collapse at relatively low levels.

A housing slump would slow the US economy, while
other countries are growing, reducing the US deficit.

The overvalued dollar could drop up to 40 percent on a
trade-weighted basis, reducing global output and precipi-
tating a financial market crisis, soaring interest rates, with a
concomitant severe impact on Europe and Japan. Budget
deficits are ballooning, with rising costs for the elderly
and for security. High government debt to GDP ratios and
rising interest rates could precipitate emerging market
debt crises and defaults. Accumulating global imbalances
are now a substantial risk to the world economy, which
only multilateral policy consultations could reduce. There
has to be a massive appreciation in emerging Asia, and an
immediate effort to balance the US budget.

The fight against corruption

In her thoughtful paper “Looking Under Every Stone:
Transparency International and the Fight Against
Corruption,” Juanita Olaya provides a compelling account
of the history and achievements of Transparency
International (TI) in fighting corruption in the world and
of the challenges remaining to be addressed.

The author begins by briefly describing the pathology
of corruption—the abuse of entrusted power for private
gains—highlighting its typologies and degree in both private
and public sectors, and in developing and developed coun-
tries. Corruption has been estimated by the World Bank to
account for as much as 3 percent of global GDP (2004).
Olaya describes the negative impact of corruption on
many of the factors enabling socio-economic development,
significantly slowing the growth of corrupt countries.

In view of these facts, TI was founded in 1993 to deal
with systematic change and prevention of corruption at

the national and international level. The paper provides a

comprehensive picture of TTs projects and accomplish-
ments up to the present, the most notable of which was its
success in inserting the fight against corruption into

national and global agendas and raising awareness of the

Executive Summary

important role to be played in combating corruption by
both the private sector and civil society.

Notwithstanding the signal achievements of T1,
Ms. Olaya argues that corruption remains endemic, due to
its endogeneity and varied typologies, the slow pace of
institutional change, and the limited application and
enforcement of anti-corruption legislation. Among the
challenges in the years to come she cites the need to move
from regulation and rule-making to actual implementa-
tion, to ensure that appropriate checks are in place in
international transactions, and to set up cooperative and
information-sharing mechanisms among the many stake-

holders in the fight against corruption.

Economic growth, employment, and competitiveness

The paper “Economic Growth, Employment,
Competitiveness, and Labor Market Institutions,” by Peter
Auer and Rizwanul Islam, of the International Labour
Organization, illustrates how high employment intensity
of growth can help tackle unemployment and contribute
to poverty reduction. The authors make a strong case for
the vital importance of understanding the link between

output and employment growth and its relevance to XXVii

economic policy-making.

The underlying identity that links these concepts
states that, in general, the rate of employment growth is
inversely related to labor productivity growth. However,
the paper argues that although there may be a trade-off’
between employment and productivity in the short-run,
employment-intensive growth does not necessarily com-
promise productivity, which is essential for maintaining
competitiveness.

Using a large set of cross-country comparable data,
the paper finds that over the last decade there has been an
increasing global trend toward economic growth without
significant employment growth. It also shows that there
can be a considerable amount of variation in the degree of
employment intensity between various sectors and sub-
sectors of an economy. Thus, the overall employment
intensity can actually increase if the labor-intensive sectors
grow at higher rates.

The paper also argues that labor market flexibility is
necessary in order to adapt to changing market circum-
stances, and supports the employment intensity of growth
when it leads to efficient reallocation of labor. But, they
argue, too much flexibility might be detrimental to work-
er security and also productivity. Because employment
protection legislation and tenure support investment in
training and increases in productivity, they also have posi-

tive effects. Taken together, the authors suggest that, rather
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than flexibility of the labor market alone, it is preferable India contributed less to Chinese development than it
to have optimal combinations of labor market flexibility, might appear.
employment stability, and security, in order to have

Executive Summary

good labor market performance and a robust growth-

employment link.

A competitiveness perspective on China and India

In his insightful contribution “Are China and India
Performing Well Relative to their Competitive Potential?”
Yasheng Huang compares the development paths of China
and India and questions the current perception that
China, due to its overwhelming success, should serve as a
model for India. He makes the point that by focusing on
improving governance and fostering private sector devel-
opment India created a better base for future growth than
the Chinese investment-led approach.

In support of his argument, Huang looks at those
factors which cast doubt on the widely held perception of
China’s relative success and explains why its performance
deteriorated, relative to that of India, in the late 1990s. In
the 1990s, India achieved levels of growth similar to those
of China despite the latter’s advantages of geographical
location, a better educated and healthier population, and a
more mobile social system. Moreover, China performs
poorly on a number of microeconomic indicators, includ-
ing those contained in the Business Competitiveness

XXviii Index published in this Report, which show that the health

of China’s enterprises has been declining since the late
1990s while India’s business sector has been thriving and
achieving significantly higher productivity growth over
the same period. China’s progress in reform stalled after
government-led investment and spending took the
pressure off reform, while India continued to focus on
productivity-enhancing measures.

Huang dismantles another argument for China’s
relative supremacy, namely the significantly higher FDI
inflows into China. Until the mid 1990s, FDI inflows into
China mainly came from diaspora Chinese and were not
grounded in better growth prospects. Today, India’s
Western FDI inflows surpass what China has received at a
similar stage by a large margin, and have a greater techno-
logical component. He contends that “soft infrastructure”
factors which matter for economic growth in the long
term—such as the quality of the financial system, good
political and corporate governance, and the rule of law—
are less developed in China than in India. This is illustrated
by the financial sector. While India’s companies face
financing constraints similar to those in more advanced
emerging markets such as Malaysia or Thailand, Chinese
companies operate under severe financing constraints
similar to those in such former transition economies as
Russia and Romania. Huang believes that hard infrastruc-

ture, widely perceived as one of China’s advantages over

The Global Competitiveness Report 2006-2007 © 2006 World Economic Forum



The Competitiveness
ndexes

The Global Competitiveness Report 2006-2007 © 2006 World Economic Forum



The Global Competitiveness Report 2006-2007 © 2006 World Economic Forum



CHAPTER 1.1

The Global Competitiveness
Index: Identifying the Key
Elements of Sustainable
Growth

AUGUSTO LOPEZ-CLAROS
LAURA ALTINGER
JENNIFER BLANKE
MARGARETA DRZENIEK
IRENE MIA

at the World Economic Forum

Competitiveness and the global context

A number of processes have contributed to the transtor-
mation of the global economy since World War II. The
opening of national borders has led to a remarkable
expansion of international trade and resulted in important
efficiency gains in resource allocation. The collapse of bar-
riers to the flow of goods and services, capital and labor
has not always been orderly and has proceeded at different
speeds in different parts of the world. But it is now virtu-
ally universal in scope. Not only has it emerged as an
important driver of global economic growth, but greater
openness and stronger links with the world economy have
imposed on domestic producers everywhere the valuable
discipline of international competition and attracted much
needed capital and expertise, thus enhancing the prospects
for growth through increased efficiency.

Alongside the quickening pace of global economic
integration, there has been a marked acceleration in the
pace of technological and scientific progress. Advances in
information technology, in particular, have created new
opportunities for businesses against the background of an
increasingly complex global economy. Reductions in the
cost of communication are facilitating the shift of back-
room operations to the developing world. The multina-
tional corporation, already operating with a global outlook
as regards the location of its markets and the sources of
supply, is also operating globally in terms of sources of
finance and physical location. With reduced transport
costs, location is becoming less important and political and
economic stability, a well-trained labor force, and strong
institutional underpinnings are emerging as the key drivers
of prosperity. These developments are also leading an
increasing number of governments around the globe to be
more assertive in pursuing competitiveness-enhancing
policies.

At the World Economic Forum, we understand
national competitiveness as the set of factors, policies and
institutions that determine the level of productivity of a
country. Raising productivity—meaning making better use
of available factors and resources—is the driving force
behind the rates of return on investment which, in turn,
determine the aggregate growth rates of an economy. Thus,
a more competitive economy will be one which will like-
ly grow faster in a medium to long-term perspective.

Our productivity-oriented view of competitiveness
also allows us to counter the widespread notion that the
aim of competitiveness is improved export performance as
measured, for instance, in growing market shares. But
while trade no doubt contributes to improving productiv-
ity and is thus one of the main drivers of competitiveness,
as a mechanism for specialization and gains in efficiency
on an international scale, it is, in fact, only a small part of
the picture. Indeed, a number of observations can be made

when examining the factors that contribute to improve a
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country’s competitiveness. The first and perhaps most self-
evident is that the factors are many and span several differ-
ent areas. For example, there already exists considerable
empirical literature documenting the central importance
of macroeconomic stability for economic growth. There
are no known cases of countries—at least during the post-
war period, when the existence of a system of national
accounts and the emergence of national statistics has per-
mitted the development of tracking mechanisms—in
which high economic growth on a sustained basis has
taken place against the background of runaway inflation or
disorderly public finances. In fact, there is overwhelming
evidence that in the absence of a solid foundation of
macroeconomic stability, growth will be anaemic—viz.
Argentina—or, at best, volatile—viz. Turkey.

However, there is increasing recognition that a solid
foundation of macroeconomic stability alone is not suffi-
cient to ensure rapid economic growth. Hernando de
Soto made a compelling case for the importance of prop-
erty rights, insisting that a weak property rights environ-
ment discourages investment and creates uncertainties
which complicate long-range planning. In developing
countries in particular, they hamper the ability of budding
entrepreneurs to access the financial system using physical
assets as collateral. De Soto (2000) notes that with “houses
built on land whose ownership rights are not adequately
recorded, unincorporated businesses with undefined liabil-
ity, industries located where financiers and investors can-
not see them...assets cannot readily be turned into capital,
cannot be traded outside of narrow local circles where
people know and trust each other... and cannot be used as
a share against an investment.”!

Daniel Kaufmann (2005)? and a number of other
researchers have shown the central importance of the
establishment of an institutional environment character-
ized by openness and transparency in the management of
public resources. Corruption poisons the development
process. It leads to resource misallocation as funds are no
longer directed toward their most productive ends, but are
instead captured for private gain. It undermines the credi-
bility of those who are perceived as being its beneficiaries
(e.g., public officials, government ministers, and business
leaders) and thus sharply limits their ability to gain public
support for economic and other reforms. Work done at
the World Bank (Kaufmann, 2003) has shown that the
benefits for income per capita associated with improvements
in governance are very large—"an estimated 400 percent
improvement in per capita income associated with an
improvement in governance by one standard deviation.”

Other elements of the institutional environment are
also key. For instance, as with property rights, there is a
burgeoning literature and a large body of country-specific
experience on the importance of an efficient judicial sys-

tem. It matters significantly for productivity whether firms

are able to resolve legal disputes through a court system
that operates transparently, with reasonable speed, and in
which decisions are broadly consistent with the letter of
the law, as opposed to a system where legal disputes can
last a decade, drain huge financial resources, and deliver
outcomes reflecting vested interests. In the latter case firms
will face a higher cost structure and lose competitiveness
vis-a-vis more fortunate competitors operating in friend-
lier legal environments. Related to the legal environment
is the overall regulatory framework and the burdens it can
impose on existing businesses and the discouraging effect
it can have on the creation of new ones. The World Bank’s
Doing Business reports have achieved broad international
recognition by focusing attention on the regulatory obsta-
cles to new business creation in a large number of coun-
tries. Paradoxically, it is in the countries where there is an
urgent need to foster private sector development that the
obstacles are the most onerous.

Beyond these institutional factors, many others are
also known to play a role in enhancing productivity
growth. Education and training are emerging as key driv-
ers of competitiveness. As the global economy has become
more complex, it has become evident that to compete and
maintain a presence in global markets it 1s essential to
boost the human capital endowments of the labor force,
whose members must have access to new knowledge, be
constantly trained in new processes and in the operation
of the latest technologies. As coverage of primary educa-
tion has expanded rapidly in the developing world, higher
education has gained importance. Thus, countries which
have invested heavily in creating a well-developed infra-
structure for tertiary education have reaped enormous
benefits in terms of growth. Education has been a particu-
larly important driver in the development of the capacity
for technological innovation, as the experience of Finland,
Korea, Taiwan, and Israel clearly shows.*

As numerous as these factors may be—see next sec-
tion for a more detailed description of the Global
Competitiveness Index—they will matter differently for
different countries, depending on their particular starting
conditions or, broadly defined, their institutional endow-
ments, current state of policies, and other factors inherent
to their stage of development. Sound public finances may
be important everywhere for creating the conditions for
productivity growth, but they will be less important in
countries with a long history of sound fiscal management.
On the other hand a move to better fiscal management in
a country known for fiscal indiscipline, such as Argentina,
is likely to be beneficial for growth. The notion of the rel-
ative importance of these factors being a function of a
country’s endowments and stage of development is explic-
itly incorporated in the Global Competitiveness Index.
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Finally, the factors themselves will evolve over time,
reflecting the rapid pace of change in the global economy.
For example, we may look to the growing importance of
the latest technologies in enhancing productivity growth
through improved processes and management practice, as
compared to the early part of the post-war period, when
growth in the global economy appears to have been driv-
en mainly by the expansion of resource endowments.

The Global Competitiveness Index

Since 2001, the Forum has been using the Growth
Competitiveness Index (Growth CI) developed by Jeftrey
Sachs and John McArthur to assess the competitiveness of
nations. Although it was cutting edge at the time it was
developed, more recent advances in economic research
and the rising importance of the international dimension,
as well as the increasing diversity of countries covered by
the Report, call for an adjustment of methodology. The
Growth CI, although an elegant attempt to intelligently
organize a large number of factors known to aftect pro-
ductivity in a large number of countries, nevertheless,
involved some compromises in terms of the choice of
such factors. For instance, it did not incorporate any indi-
cators able to capture the efficiency of labor markets, an
important shortcoming in the context of discussions about
economic reform in Europe, where labor market rigidities
are seen as being at the center of the region’s lagging
growth performance as compared to the United States and
Asia. The Lisbon Agenda, intended to turn the EU into
the most competitive region in the world by 2010, high-
lighted the centrality of more efficient labor markets as a
precondition for productivity growth.

Surveys of top executives in Africa reveal considerably
less concern about macroeconomic stability than they do
about the impact of HIV/AIDS and other diseases on the
labor forces of these countries. Public health indicators
were not present in the Sachs-McArthur framework, sug-
gesting the need to include these increasingly relevant fac-
tors of competitiveness, particularly in an African context.
The modernization of a country’s infrastructure is also
seen as an important driver of productivity and growth
potential. In India, Latin America, and in many parts of
Africa, dilapidated roads and ineffective physical infrastruc-
tures are seen as important supply bottlenecks, undermin-
ing growth performance. Thus, a more comprehensive
measure of national competitiveness should, ideally,
include some indicators of the quality of a country’s
underlying infrastructure.

With the aim of incorporating these and many other
factors into a broader measure of competitiveness,
Professor Xavier Sala-i-Martin, a leading expert on
growth and economic development, has developed a new
comprehensive competitiveness model for the World

Economic Forum. This new Global Competitiveness
Index (GCI) and a full description of its main method-
ological underpinnings was first presented in the Global
Competitiveness Report 2004-2005 (Sala-i-Martin and
Artadi, 2004). The GCI extends and deepens the
concepts and ideas underpinning the earlier Growth
Competitiveness Index. In order to build a time series
of the results before moving to the new index, a set of
scores and rankings was again published in the Global
Competitiveness Report 2005—2006. With this year’s Report
we complete the move to the Global Competitiveness
Index as the main competitiveness indicator to be used
by the Forum. For the sake of historical continuity we
will continue to present the rankings associated with the
Growth CI in an appendix to this Report.

As noted above, the GCI, albeit simple in structure,
provides a holistic overview of factors that are critical to
driving productivity and competitiveness, and groups them

into nine pillars:

Institutions

Infrastructure

Macroeconomy

Health and primary education
Higher education and training
Market efficiency
Technological readiness
Business sophistication
Innovation

The selection of these pillars as well as the factors that
enter each of them is based on the latest theoretical and
empirical research. It is important to note that none of
these factors alone can ensure competitiveness. The value
of increased spending in education will be undermined if
rigidities in the labor market and other institutional weak-
nesses make it difficult for new graduates to gain access to
suitable employment opportunities. Attempts to improve
the macroeconomic environment—e.g., bringing public
finances under control—are more likely to be successful
and receive public support in countries where there is rea-
sonable transparency in the management of public
resources, as opposed to widespread corruption and abuse.
Innovation or the adoption of new technologies or
upgrading management practices will most likely not
receive broad-based support in the business community, if
protection of the domestic market ensures that the returns
to seeking rents are higher than those for new invest-
ments. Therefore, the most competitive economies in the
world will typically be those where concerted efforts have
been made to frame policies in a comprehensive way, that
is, those which recognize the importance of a broad array
of factors, their interconnection, and the need to address

the underlying weaknesses they reveal in a proactive way.
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In the paragraphs that follow we review briefly the impor-
tance of each of the above nine pillars.

By institutions we mean the system of rules that
shapes incentives and defines the way economic agents
interact in an economy. The institutional framework has a
strong bearing on competitiveness and growth. It plays a
central role in the ways societies distribute the benefits
and bear the costs of development strategies and policies,
and it has a bearing on investment decisions and on the
organization of production. However, institutions are more
resistant to change in the short term, as institutional
reforms often touch on deeply entrenched human behav-
ior. It is of fundamental importance whether governments
are accountable to their respective populations. Investors
care enormously whether judges and courts are reasonably
independent, or whether they are subject to undue influ-
ence. Do businesses have to pay bribes to settle their tax
obligations or clear goods through customs? Do they have
to hire private security details because police services are
ineffective and unreliable? Do governments show
favoritism in their decisions, or are they fairly even-hand-
ed in their relations with the business community, playing
more the role of impartial formulators of transparent
rules? Are public resources being allocated to public health
and education, or spent on wasteful and unproductive
projects or schemes?

The concept of competitiveness developed by the
Forum explicitly incorporates notions of public sector
accountability, efficiency, transparency and, more generally,
the various ways in which the government interacts with
economic agents in the domestic economy, particularly
the business sector. The justifications for doing so are var-
ied, sometimes reflecting reasonably well-established find-
ings in empirical research,> sometimes building upon con-
cepts developed in some of the international economic
development organizations, whose insights into the impor-
tance of these factors often reflect years of valuable on-
the-ground experience and observation.

As William Easterly (2005) points out, there are strong
indications that differences in institutions explain much of
the growth difterential between countries, and therefore
have an influence upon countries’ growth performance
well beyond simply getting inflation right or addressing
other macroeconomic weaknesses.® More specifically, to
assess the effectiveness of public institutions, the GCI uses

five criteria:

* respect for property rights

¢ cthics of government behavior and the prevalence

of corruption

¢ independence of the judiciary and the extent to
which the government gives the private sector free-
dom to operate or engages in interventionist
discretionary practices (concepts captured under

the heading “undue influence”)

+ government inefficiency reflected in the waste of

public resources and a heavy regulatory burden

* the ability to provide an environment for economic
activity characterized by adequate levels of public

safety.

For an interesting and persuasive perspective on the close
relationship between competitiveness rankings and the
quality of public institutions, see Figure 1.

In addition to public institutions, the index also
assesses the quality of private institutions. The large corpo-
rate scandals which occurred over the past few years in the
United States and other countries have highlighted the
relevance of accounting and reporting standards for pre-
venting fraud and mismanagement, and for maintaining
investor and consumer confidence. It is of central impor-
tance, especially for countries that are most aftected by
corruption, to enforce those standards strictly, as domestic
and international investors are more likely to become
engaged if they are confident that they will be able to
retrieve their investment and profits earned.

There is a significant body of empirical research—see,
for example, Aschauer (1989) and Borensztein et al.
(1998)—which has shown that physical infrastructure fos-
ters productivity growth and also investment.” Good infra-
structure 1s essential for reducing transport time and com-
munication, and for the efficient distribution of energy
supply. A number of empirical studies have found that the
different development paths followed by Asia and Africa
over the past several decades—with average real per capita
growth during the period 1960-2000 in sub-Saharan
Africa several times lower than in either East or South
Asia—can be partly traced to the dissimilar infrastructure
endowments of the two regions and the different priori-
ties which investment in the sector has received in both
regions. Weak infrastructure was also perceived as being an
important impediment to private sector development in
much of Latin America.

Recognizing the key role infrastructure plays in
development, the World Bank and many regional develop-
ment banks have made this a focus of their financial assis-
tance, as resource constraints have often prevented low-
income countries from allocating adequate funding to
infrastructure development within their respective public
investment programs. Increasingly, many countries are
bypassing the constraints on publicly available funding by
exploring private or joint public-private provision of

infrastructure facilities. The GCI focuses on three vital
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Figure 1: The Global Competitiveness Index and public institutions
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components: energy, transport and telecommunications
services, the availability of which will reduce operational
costs to business and increase overall efficiency and pro-
ductivity. It captures these concepts by using data from the
Executive Opinion Survey addressing the quality of infra-
structure.

The macroeconomy pillar groups together a number
of distinct variables. As the adverse effects of financial
instability—asset price volatility, the creation of a business
environment in which it is difficult to plan and invest—
have come to be recognized, the notion that macroeco-
nomic stability is an important precondition for sustained
growth has been broadly accepted by the policymaking
community in country after country. Its theoretical and
empirical underpinnings have also been firmly
established.® The fact that, with rare exceptions, inflation
rates (and, therefore, interest rates) everywhere have been
on a sharp, downward trend over the past decade is an
excellent indicator of the extent to which central banks
have succeeded in persuading governments of the benefits
of price stability and, increasingly, central bank independ-
ence. Governments have been less successful in reining in
public sector deficits and, hence, capping levels of public
indebtedness in relation to GDP. But even in this area,
progress has been made in switching to non-inflationary
forms of finance, in lengthening debt maturities, reducing
exchange rate risk by developing domestic currency debt

markets, a process helped by the new emphasis on price
stability.

With the possible exception of the Asian financial cri-
sis in 1997-98, virtually all other subsequent emerging
market crises have had a fiscal origin, including those in
Russia, Brazil, Turkey, and Argentina, to name only a few.
Furthermore, lack of adequate fiscal adjustment has also
been at the center of policy debates in some of the larger
OECD economies, including France, Germany, Japan,
Italy, and the United States. In a few countries, notably, the
Nordics, Chile, and several countries in Asia, there is also a
tendency to begin to frame fiscal policies in a medium-
term framework and, as needed, accumulating surpluses
now to meet future claims on the budget associated, for
instance, with aging populations. Indeed, many countries
have adopted fiscal rules which directly constrain the abili-
ty of government to link the stance of fiscal policy to
political cycles. Beyond fiscal indicators, the macroecono-
my pillar also includes a measure of the trade-weighted
real effective exchange rate, an important indicator of pos-
sible currency overvaluation. The importance of macro-
economic stability notwithstanding, Figure 2 shows the
relationship between the overall GCI score and the
macroeconomy pillar. The fact that two countries can have
broadly similar macro indicators but rather different com-
petitiveness ranks highlights the importance of other fac-
tors in explaining the evolution of productivity.
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Figure 2: The Global Competitiveness Index and the macroeconomy
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The fourth pillar of the GCI encompasses health and
primary education, which is of key relevance for compet-
itiveness, especially in developing countries. Clearly, an
unhealthy workforce hampers competitiveness and impos-
es heavy costs on all parts of society. In some African
countries, children born in 2003 cannot expect to reach
the age of 40 unless health services improve and the
spread of infectious diseases such as HIV/AIDS is brought
under control. Low life expectancy not only shortens
active professional life, but imposes a burden on businesses,
which bear the brunt of high rates of absenteeism and the
loss of their investment in the costs of training. The provi-
sion of health services is thus critical for clear economic,
as well as moral, considerations. The report of the WHO
Commission for Macroeconomics and Health, for exam-
ple, estimates that returns to investment in health are of
the order of 500 percent (WHO, 2001).

Education is also critical for development and com-
mendable progress has been made in the past 50 years. By
1990 about half of the world’s countries had primary
enrollment rates of 100 percent as opposed to only 28
percent in 1960.Yet much remains to be done, as illiteracy
is still a fact of life in many developing nations. For exam-
ple, according to UNESCO, almost 40 percent of India’s
population still cannot read or write. Lack of such basic
skills severely limits the possibilities of citizens to partici-
pate in the development process, in the activities of civil

society, and professional life. It reduces their employability
and, even when they are employed, limits the wages they
can obtain, and leads to increased poverty. From a business
perspective, without access to workers with a basic educa-
tion, companies are limited to resource- or basic labor-
intensive industries, and constrained in their ability to
grow and to move up the value chain.

However, enrollment rates in themselves do not tell
the whole story, as they disguise important differences in
the quality of education. As Easterly (2002) explains, an
artificial focus on administrative targets, such as enrollment
rates, has often obscured the importance of the quality of
learning, and the role of incentives and motivation of
teachers, students and parents. Along these lines, higher
education and training, the fifth pillar, takes into account
the quality of the educational system. This is crucial for
economies wanting to move up the value chain beyond
simple production processes and products.” In particular,
today’s globalizing economy requires countries to nurture
pools of well educated workers, who are able to adapt rap-
idly to their changing environment. To capture this con-
cept, this pillar measures secondary and tertiary enrollment
rates as well as the quality of education as assessed by the
business community. In particular, we take into account
the quality of science, math education, and management
schools, as well as the availability of specialized training
for the workforce. The importance of vocational and
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Figure 3: The Global Competitiveness Index and higher education and training
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continuous on-the-job training, neglected in many
economies, cannot be overstated, as it increases the
efficiency and productivity of each worker.!
shows the relationship between the GCI and the higher

education and training pillar.

Figure 3

Market efficiency, the sixth pillar, 1s critical for
ensuring that goods, labor, and financial (the three sub-
pillars) are allocated in the most productive manner in an
economy. There is a vast literature showing the adverse
effects of market distortions on the efficient functioning
of the economy and the welfare of consumers. In the case
of goods markets, the main vehicle for achieving market
efficiency is maintaining a healthy level of competition for
products and services, while keeping economic distortions
to a minimum. We take into account three main compo-
nents in measuring goods market efficiency. First, we eval-
uate the openness of markets. By limiting entry and exit
barriers, such as state monopolies or state licences, compe-
tition forces unproductive firms out of the market, thereby
increasing the economy’s overall productivity. Second, we
assess the level of distortive government intervention in
the market, as regulatory instruments should be designed
to keep such side-effects to a minimum. Third, we measure
the size of the market available to actors in the economy,
since the larger the market, the more intense the
competition.!' Here we take into account that even for
small economies, openness to foreign trade and proactive

integration into the global economy can achieve similar
beneficial effects. For example, a desire to reap the benefits
of increased market size was one of the main drivers for
the establishment of the Single Market in Europe.

In the case of labor markets, efficiency and flexibility
are critical for ensuring that workers are allocated to their
best use in the economy. This is measured by factors such
as cooperation in employer-employee relations, and the
flexibility employers have in hiring and firing and in
determining the wages of their workers. Also important is
the extent to which pay is related to worker productivity,
and whether there is equal treatment of women and men
in the business environment.

Finally, efficient financial markets ensure that available
capital is invested in the most efficient and productive way,
providing firms with access to the capital they need to
grow their business activity.!> Here we measure the extent
to which sophisticated financial markets make capital
available for business investment from such sources as
credit from a sound banking sector, well functioning equi-
ty markets, or venture capital. We also include an indicator
to capture the soundness of the banking sector, given the
links between effective financial intermediation and
employment and growth. Many of the financial crises of
the past decade in some of the largest emerging markets
have often involved weaknesses in the financial sector,

including deficiencies in the regulatory regime, a limited
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Figure 4: The Global Competitiveness Index vs. Networked Readiness Index Usage component
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supervisory capacity on the part of the central bank, and
delays in the modernization of the legal framework for
bankruptey procedures and creditor rights. A sound finan-
cial sector is increasingly perceived as a key ingredient of
the institutional infrastructure underlying a growing econ-
omy.

The seventh pillar, technological readiness, measures
the agility with which an economy adopts existing tech-
nologies to enhance the productivity of its industries. This
is a critical because technological differences have been
shown to explain much of the variation in productivity
between countries. In fact, the relative importance of
technology adoption for national competitiveness has been
increasing in recent years, as progress in the dissemination
of knowledge and the increasing use of information and
communications technologies (ICT) have become increas-
ingly widespread. For example, the strong productivity
growth recorded in the United States over the past decade
has been linked to the high adoption of information tech-
nologies, with productivity increases registered particularly
in sectors using ICT extensively, such as retail and whole-
sale.!® In this respect, Figure 4, showing the high correla-
tion between competitiveness rankings and a measure of’
new technology usage in a large number of countries is
quite revealing, underscoring the central importance of
ICT for productivity.

In order to assess the technological readiness of coun-
tries, we measure the availability of ICTs and other tech-
nologies in the economy, as well as the aggressiveness of
firms in adopting these new technologies. We also note
that technology-intensive FDI not only provides strong
productivity gains and improvements in business processes,
but also has a number of important spillover eftects,
including improvements in management practice and pos-
itive effects on human capital when new technologies
provide the incentive for employees to acquire new
skills.'* At the same time, other companies become
increasingly aware of the advantages of upgrading technol-
ogy, with positive repercussions for the productivity of the
sector as a whole.

The technological readiness pillar thus complements
the innovation pillar, described below, as it aims to gauge
the existing technological infrastructure and the ability of’
a country to absorb technology from home or abroad,
while the innovation pillar assesses the economy’s ability
to produce brand new technologies.

Most of the aspects of competitiveness discussed so
far pertain to the environment in which businesses oper-
ate. But company performance and productivity also
depend greatly on the ability of business leaders to man-
age their companies efficiently. To capture this key aspect
of competitiveness, the eighth pillar assesses the level of
business sophistication of an economy’s enterprises. This
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is particularly important for productivity at the top end of
the global value chain, and is measured by the quantity
and quality of local suppliers, well-developed production
processes, and the extent to which companies in a country
are turning out the most sophisticated products. A recent
study conducted at the London School of Economics has
shown that differences in the quality of management
among firms explain variations in their productivity.'

Although the scope for public policy to actively
improve business sophistication is somewhat limited, expe-
rience has shown that fostering geographic concentration
of firms as well as suppliers and service providers active in
the same sector (clustering) can significantly improve
company performance. Geographical proximity favours
horizontal and vertical cooperation between firms, which
in turn improves corporate productivity. Productivity gains
stem from better access to specialized suppliers of inputs
and machines, the availability of appropriately skilled
employees, and the development of specialized knowledge.

The ninth pillar, innovation, is particularly important
for countries that have reached the high-tech frontier, as it
is the only self sustaining driver of growth.!® While less
advanced countries can still improve their productivity by
adopting existing technologies or making incremental
improvements in other areas, for countries that have
reached the innovation stage of development, this is no
longer sufficient to increase productivity. Firms in these
countries must design and develop cutting-edge products
and processes to maintain a competitive advantage. This
requires an environment that is conducive to innovative
activity, supported by both the public and the private sec-
tors. In particular, this means sufficient business investment
in research and development, high-quality scientific
research institutions, collaboration in research between
universities and industry, and protection of intellectual
property.

Given the importance of innovation for long-term
growth, innovation policy is currently very much at the
center of economic policy in many countries. Overall,
there is consensus that simply promoting and supporting
large, isolated R&D projects has not proven to be a suc-
cessful strategy. Instead, cumulative small improvements,
along with informal innovation, can have similar growth
effects to large R&D projects.!” These small innovative
increments also tend to bring about additional spillover
effects, such as complementary innovations, the develop-
ment of specific skills, and additional investment. Thus,
rather than focusing on national champions, innovation
policies should aim to foster an environment which
promotes entrepreneurship and innovation across the

economic spectrum.

Stages of Economic Development

Our sample covers 125 economies at different stages of
economic development, with GDP per capita in the
wealthiest country surpassing that of the poorest country
by a factor of 117, based on purchasing power parity.
Clearly, policy priorities must evolve as countries advance
on the development path, since what it takes to achieve
productivity improvements in a less advanced economy—
such as improving health, fighting illiteracy and corrup-
tion, or constructing basic infrastructure facilities, such as
roads and ports—will no longer be sufficient to increase
productivity in a more sophisticated economic framework,
where productivity gains from these policies have often
already been exploited.

To take this process into account, we have introduced
the concept of stages of development into the calculation
of the Index. Specifically, we separate countries into three
stages, based on the idea that as countries move along the
development path, wages tend to increase, and that in
order to sustain this higher income, labor productivity
must improve. We integrate this concept into the index by
attributing higher relative weights to those pillars that are
relatively more relevant for a country given its particular
stage of development.

In the factor-driven stage countries compete based on
their factor endowments, primarily unskilled labor and
natural resources. Companies compete on the basis of
prices and sell basic products or commodities, with their
low productivity reflected in low wages. To maintain com-
petitiveness at this stage of development, competitiveness
hinges mainly on a stable macroeconomic framework
(pillar 1), well-functioning public and private institutions
(pillar 2), appropriate infrastructure (pillar 3), and a
healthy, literate workforce (pillar 4).

As wages rise with advancing development, countries
move into the efficiency-driven stage of development, when
they must begin to develop more efficient production
processes and increase product quality. At this point, com-
petitiveness becomes increasingly driven by higher educa-
tion and training (pillar 5), efficient markets (pillar 6), and
the ability to harness the benefits of existing technologies
(pillar 7).

Finally, as countries move into the innovation-driven
stage, they are only able to sustain higher wages and the
associated standard of living if their businesses are able to
compete with new and unique products. At this stage,
companies must compete through innovation (pillar 9),
producing new and different goods using the most sophis-
ticated production processes (pillar 8).

Thus, although all nine pillars matter to a certain
extent for all countries, the importance of each one
depends on a country’s particular stage of development.
To take this into account, the pillars are organized into

three subindexes, each critical to a particular stage of
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Figure 5. Composition of the three subindexes
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development. The basic requirements subindex groups
those pillars most critical for countries in the factor-driven
stage. The efficiency enhancers subindex includes those
pillars critical for countries in the efficiency-driven stage.
And the innovation and sophistication factors subindex
includes all pillars critical to countries in the innovation-
driven stage. The three subindexes are shown in Figure 5.

We implement the concept of developmental stages
by weighting each of the subindexes differently, depending
on the stage of a given country, placing more weight on
those pillars that are most important at a given stage of a
country’s development. The specific weights we attribute
to each sub-index in every stage of development are
shown in Table 1.

For the calculation of the index, the countries are
allocated to stages of development using GDP per capita
at market exchange rates. This widely available measure is
used as a proxy for wages, as internationally comparable
data for the latter is not available for all countries covered.
The thresholds for classifying countries into stages are
shown in Table 2.

As the table shows, countries falling in between the
three stages are considered to be “in transition.” For these
countries, the weights change smoothly as a country
develops, reflecting the smooth transition from one stage
of development to another. By introducing this type of
transition between stages into the model—that is, by

Key for

factor-driven
economies

Key for

efficiency-driven
economies

Key for

innovation-driven
economies

Table 1. Weighting of subindexes at each stage of
development

Basic Efficiency Innovation and
Weights requirements  enhancers  sophistication factors
Factor-driven stage 50% 40% 10%
Efficiency-driven stage 40% 50% 10%
Innovation-driven stage 30% 40% 30%

Table 2. Income thresholds for establishing stages of
development

Stage of Development GDP per capita (in US$)

Stage 1: Factor-driven < 2,000
Transition from stage 1 to stage 2 2,000-3,000
Stage 2: efficiency driven stage 3,000-9,000
Transition from stage 2 to stage 3 9,000-17,000
Stage 3: innovation-driven stage > 17,000

placing increasingly more weight on those areas that are
becoming more important for the country’s competitive-
ness as the country develops—the index can gradually
“penalize” those countries that are not preparing for the
next stage. The classification of countries into stages of
development is shown in Table 3. Appendix A describes
the exact composition of the GCI, and Appendix B pro-

vides further technical details on its construction.
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Table 3. List of countries/economies in each stage of development

Stage 1

Transition from 1 to 2

Stage 2

Transition from 2 to 3

Stage 3

GDP p.c. < US$2,000

GDP p.c. US$2,000-US$3,000

GDP p.c. US$3,000-US$9,000

GDP p.c. US$9,000-US$17,000

GDP p.c. > US$17,000

Angola
Armenia
Azerbaijan
Bangladesh
Benin
Bolivia
Burkina Faso
Burundi
Cambodia
Cameroon
Chad

China

Egypt
Ethiopia
Gambia, The
Georgia
Guatemala
Guyana
Honduras
India
Indonesia
Kenya
Kyrgyz Republic
Lesotho
Madagascar
Malawi
Mali
Mauritania
Moldova
Mongolia
Morocco
Mozambique
Nepal
Nicaragua
Nigeria
Pakistan
Paraguay
Philippines
Sri Lanka
Tajikistan
Tanzania
Timor-Leste
Uganda
Ukraine
Vietnam
Zambia
Zimbabwe

Albania

Bosnia and Herzegovina
Colombia
Ecuador

El Salvador
Jordan
Macedonia, FYR
Namibia

Peru

Suriname
Thailand

Tunisia

Algeria

Argentina
Botswana

Brazil

Bulgaria

Chile

Costa Rica

Croatia

Dominican Republic
Jamaica
Kazahkstan

Latvia

Lithuania

Malaysia
Mauritius

Mexico

Panama

Poland

Romania

Russian Federation
Serbia and Montenegro
Slovak Republic
South Africa
Turkey

Uruguay
Venezuela

Bahrain

Barbados

Czech Republic
Estonia

Hungary

Korea

Malta

Taiwan, China
Trinidad and Tobago

Australia
Austria
Belgium
Canada
Cyprus
Denmark
Finland
France
Germany
Greece

Hong Kong SAR
Iceland
Ireland

Israel

Italy

Japan
Kuwait
Luxembourg
Netherlands
New Zealand
Norway
Portugal
Qatar
Singapore
Slovenia
Spain
Sweden
Switzerland
United Arab Emirates
United Kingdom
United States
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Global Competitiveness Index rankings 2006—2007

Table 4: Global Competitiveness Index rankings and 2005-2006 comparisons

Country/Economy GCI 2006-07 rank GCl 2006-07 score GCI 2005-06 rank
Switzerland 1 5.81 4
Finland 2 5.76 2
Sweden 3 5.74 7
Denmark 4 5.70 3
Singapore 5 5.63 5
United States 6 5.61 1
Japan 7 5.60 10
Germany 8 5.58 6
Netherlands 9 5.56 "
United Kingdom 10 5.54 9
Hong Kong SAR n 5.46 14
Norway 12 5.42 17
Taiwan, China 13 5.41 8
Iceland 14 5.40 16
Israel 15 5.38 23
Canada 16 5.37 13
Austria 17 5.32 15
France 18 5.31 12
Australia 19 5.29 18
Belgium 20 5.27 20
Ireland 21 5.21 21
Luxembourg 22 5.16 24
New Zealand 23 5.15 22
Korea, Rep. 24 5.13 19
Estonia 25 5.12 26
Malaysia 26 511 25
Chile 27 4.85 27
Spain 28 471 28
Czech Republic 29 474 29
Tunisia 30 4n 37
Barbados 31 470 —
United Arab Emirates 32 4.66 32
Slovenia 33 4.64 30
Portugal 34 4.60 31
Thailand 35 4.58 33
Latvia 36 457 39
Slovak Republic 37 455 36
Qatar 38 4.55 46
Malta 39 4.54 44
Lithuania 40 453 34
Hungary 4 452 35
Italy 42 4.46 38
India 43 4.44 45
Kuwait 44 441 49
South Africa 45 4.36 40
Cyprus 46 4.36 4
Greece 47 433 47
Poland 48 4.30 43
Bahrain 49 4.28 50
Indonesia 50 4.26 69
Croatia 51 4.26 64
Jordan 52 4.25 42
Costa Rica 53 4.25 56
China 54 424 48
Mauritius 55 4.20 55
Kazakhstan 56 419 51
Panama 57 4.18 65
Mexico 58 418 59
Turkey 59 414 n
Jamaica 60 4.10 63
El Salvador 61 4.09 60
Russian Federation 62 4.08 53
Egypt 63 4.07 52
Azerbaijan 64 4.06 62
Colombia 65 4.04 58
Brazil 66 4.03 57
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Table 4: Global Competitiveness Index rankings and 2005-2006 comparisons (cont’d.)

Country/Economy

GCl 2006-07 rank

GCl 2006-07 score

GCI 2005-06 rank

Trinidad and Tobago
Romania
Argentina
Morocco
Philippines
Bulgaria
Uruguay

Peru
Guatemala
Algeria
Vietnam
Ukraine

Sri Lanka
Macedonia, FYR
Botswana
Armenia
Dominican Republic
Namibia
Georgia
Moldova

Serbia and Montenegro
Venezuela
Bosnia and Herzegovina
Ecuador
Pakistan
Mongolia
Honduras
Kenya
Nicaragua
Tajikistan
Bolivia

Albania
Bangladesh
Suriname
Nigeria

Gambia
Cambodia
Tanzania

Benin
Paraguay
Kyrgyz Republic
Cameroon
Madagascar
Nepal

Guyana
Lesotho
Uganda
Mauritania
Zambia

Burkina Faso
Malawi

Mali

Zimbabwe
Ethiopia
Mozambique
Timor-Leste
Chad

Burundi

Angola

67
68
69
70
7
72
73
74
75
76
7
78
79
80
81
82
83
84
85
86
87
88
89
90
91
92
93
94
95
96
97
98
99
100
101
102
103
104
105
106
107
108
109
110
m
12
13
14
115
116
1n7
18
19
120
121
122
123
124
125

4.03
4.02
4.01
4.01
4.00
3.96
3.96
3.94
3.91
3.90
3.89
3.89
3.87
3.86
379
3.75
3.75
3.74
373
3N
3.69
3.69
3.67
3.67
3.66
3.60
3.58
3.57
3.52
3.50
3.46
3.46
3.46
3.45
3.45
343
3.39
3.39
3.37
3.33
3.31
3.30
3.27
3.26
3.24
322
3.19
3.17
3.16
3.07
3.07
3.02
3.01
2499
2.94
2.90
2.61
259
2.50

66
67
54
76
73
61
70
7
95
82
74
68
80
75
72
81
91
79
86
89
85
84
88
87
94
90
97
93
96
92
101
100
98

83
109
m
105
106
102
104

107

108

103

114
115
110
116
112
13
17
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Table 5: The Global Competitiveness Index 2006—2007

SUBINDEXES
OVERALL INDEX Basic requirements Efficiency enhancers Innovation factors
Country/Economy Rank Score Rank Score Rank Score Rank Score
Switzerland 1 5.81 5 6.02 5 5.59 2 5.89
Finland 2 5.76 3 6.10 4 5.60 6 5.65
Sweden 3 5.74 7 5.95 2 5.65 5 5.66
Denmark 4 5.70 1 6.15 6 5.59 7 5.40
Singapore 5 5.63 2 6.13 3 5.63 15 5.11
United States 6 5.61 27 5.41 1 5.66 4 5.75
Japan 7 5.60 19 5.53 16 5.33 1 6.02
Germany 8 5.58 9 5.75 17 5.22 3 5.89
Netherlands 9 5.56 8 5.94 9 5.45 " 5.35
United Kingdom 10 5.54 14 5.67 7 5.59 10 5.36
Hong Kong SAR n 5.46 4 6.04 n 5.40 18 4.97
Norway 12 5.42 6 5.96 13 5.38 21 4.95
Taiwan, China 13 5.41 21 5.50 14 5.36 9 5.38
Iceland 14 5.40 12 5.70 8 5.47 17 5.00
Israel 15 5.38 29 5.34 12 5.40 8 5.40
Canada 16 5.37 13 5.68 15 5.35 16 5.08
Austria 17 5.32 18 5.58 20 5.16 12 5.28
France 18 5.31 15 5.66 22 5.07 13 5.28
Australia 19 5.29 n 5.72 10 5.43 24 4.66
Belgium 20 5.27 17 5.59 23 5.07 14 5.21
Ireland 21 5.21 23 5.46 18 5.21 19 4.96
Luxembourg 22 5.16 10 5.73 24 5.00 23 481
New Zealand 23 5.15 16 5.65 21 5.15 25 4.65
Korea, Rep. 24 5.13 22 5.47 25 5.00 20 4.96
Estonia 25 5.12 30 5.31 19 5.18 32 4.24
Malaysia 26 5.11 24 5.44 26 489 22 491
Chile 27 4.85 28 5.35 31 4.58 33 4.22
Spain 28 471 25 5.42 28 462 30 434
Czech Republic 29 474 42 4.89 27 473 27 447
Tunisia 30 471 31 5.27 42 431 28 4.42
Barbados 31 470 32 5.24 29 4.60 54 378
United Arab Emirates 32 4.66 26 5.41 35 4.55 40 4.08
Slovenia 33 464 36 5.17 30 4.58 34 418
Portugal 34 4.60 34 5.22 37 447 37 414
Thailand 35 4.58 38 4.98 43 4.29 36 4.15
Latvia 36 457 4 4.90 36 4.48 58 3.74
Slovak Republic 37 4.55 47 470 34 4.56 43 3.96
Qatar 38 4.55 20 5.51 39 44 55 378
Malta 39 4.54 39 4.98 33 457 53 379
Lithuania 40 453 45 4.80 38 4.44 44 3.96
Hungary 41 452 52 4.64 32 457 39 4.08
Italy 42 4.46 43 470 40 441 31 4.29
India 43 4.44 60 451 41 4.32 26 4.60
Kuwait 44 441 33 5.24 45 4.20 46 3.85
South Africa 45 4.36 58 4.58 46 4.19 29 4.35
Cyprus 46 4.36 37 5.03 44 4.27 49 3.81
Greece 47 433 40 4.96 47 4.18 45 3.89
Poland 43 4.30 57 459 43 417 51 3.80
Bahrain 49 4.28 35 5.18 49 4.15 77 347
Indonesia 50 4.26 68 441 50 4.12 4 407
Croatia 51 4.26 55 4.60 52 4.07 50 3.81
Jordan 52 4.25 50 4.66 58 3.92 61 3.65
Costa Rica 53 4.25 64 4.48 51 4.08 35 4.16
China 54 4.24 44 4.80 n 3.66 57 375
Mauritius 55 4.20 49 470 61 3.86 47 3.84
Kazakhstan 56 419 51 4.64 56 3.97 74 3.51
Panama 57 4.18 46 472 62 3.86 62 3.64
Mexico 58 418 53 461 59 3.91 52 3.80
Turkey 59 4.14 72 4.34 54 4.02 42 3.96
Jamaica 60 4.10 79 424 53 4.06 56 377
El Salvador 61 4.09 54 4.60 68 3.70 75 351
Russian Federation 62 4.08 66 443 60 391 n 3.55
Egypt 63 4.07 59 4.52 74 3.61 65 3.63
Azerbaijan 64 4.06 56 4.59 78 3.52 70 3.59
Colombia 65 4.04 73 434 65 3.82 48 3.82
Brazil 66 4.03 87 414 57 3.94 38 4.09
Trinidad and Tobago 67 4.03 63 4.49 64 3.82 63 3.63
Romania 68 4.02 83 4.19 55 3.99 73 3.52
Argentina 69 4.01 67 4.42 66 379 79 344
Morocco 70 4.01 65 4.44 75 3.58 72 3.54
(cont'd.)
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Table 5: The Global Competitiveness Index 2006-2007 (cont'd.)

SUBINDEXES

OVERALL INDEX Basic requirements Efficiency enhancers Innovation factors
Country/Economy Rank Score Rank Score Rank Score Rank Score
Philippines n 4.00 84 419 63 3.85 66 3.63
Bulgaria 72 3.96 62 4.50 70 3.67 85 3.26
Uruguay 73 3.96 61 451 73 3.63 80 3.41
Peru 74 3.9 76 4.28 67 3.70 68 361
Guatemala 75 391 75 4.32 82 3.46 64 3.63
Algeria 76 3.90 43 4.88 92 3.24 90 3.22
Vietnam 71 3.89 n 4.37 83 3.45 81 3.32
Ukraine 78 3.89 86 4.15 69 3.68 78 347
Sri Lanka 79 3.87 80 4.22 79 3.51 67 3.61
Macedonia, FYR 80 3.86 70 437 80 347 87 324
Botswana 81 379 77 4.27 71 3.52 95 3.15
Armenia 82 3.75 81 421 88 3.33 93 3.17
Dominican Republic 83 3.75 89 4.09 76 3.58 91 3.22
Namibia 84 374 69 4.40 90 3.28 86 3.25
Georgia 85 373 82 4.20 87 3.36 13 2.86
Moldova 86 3N 88 4.09 85 3.38 98 3.09
Serbia and Montenegro 87 3.69 99 3.87 72 3.63 83 3.27
Venezuela 88 3.69 85 4.19 84 3.40 96 3.14
Bosnia and Herzegovina 89 3.67 78 4.24 93 3.22 99 3.08
Ecuador 90 367 74 434 96 3.13 97 3.14
Pakistan 91 3.66 93 3.96 91 3.27 60 3.66
Mongolia 92 3.60 97 3.91 86 3.37 110 2.92
Honduras 93 3.58 90 4.07 100 3.10 100 3.07
Kenya 94 3.57 107 3.62 81 347 59 373
Nicaragua 95 3.52 95 3.93 95 3.15 107 2.94
Tajikistan 96 3.50 94 3.94 103 3.07 103 3.02
Bolivia 97 3.46 98 3.89 97 3.13 119 2.64
Albania 98 3.46 92 3.98 99 3.12 121 257
Bangladesh 99 3.46 96 3.92 108 3.01 104 3.01
Suriname 100 3.45 91 4.06 107 3.01 14 2.86
Nigeria 101 3.45 112 3.53 89 331 69 3.60
Gambia 102 343 101 3.82 101 3.09 112 2.89
Cambodia 103 3.39 100 3.83 110 2.94 102 3.05
Tanzania 104 3.39 m 3.54 94 3.16 76 349
Benin 105 3.37 104 3.68 105 3.02 88 3.23
Paraguay 106 3.33 102 3.81 115 2.89 17 2.68
Kyrgyz Republic 107 331 109 3.56 102 3.08 108 2.93
Cameroon 108 3.30 105 3.66 13 2.90 101 3.05
Madagascar 109 3.27 110 3.56 112 2.92 89 3.23
Nepal 110 3.26 106 3.65 17 2.87 m 2.90
Guyana m 3.24 108 3.58 114 2.89 106 2.95
Lesotho 12 3.22 103 3.68 119 2.80 120 2.59
Uganda 113 3.19 118 3.22 98 3.12 82 3.30
Mauritania 114 3.17 14 340 m 2.94 105 2.98
Zambia 115 3.16 13 3.43 106 3.01 124 243
Burkina Faso 116 3.07 121 3.13 109 2.95 84 3.27
Malawi 17 3.07 "7 3.26 116 2.87 109 2.93
Mali 118 3.02 120 3.14 118 2.83 94 3.7
Zimbabwe 119 3.01 122 2.96 104 3.02 92 3.18
Ethiopia 120 2.99 115 3.29 120 2.68 116 272
Mozambique 121 2.94 19 3.21 121 2.62 115 2.86
Timor-Leste 122 2.90 116 3.27 122 257 125 2.36
Chad 123 261 123 2.84 125 2.35 122 2.53
Burundi 124 2.59 124 2.68 124 2.46 118 2.66
Angola 125 2.50 125 248 123 251 123 2.52

1.1: The Global Competitiveness Index

The Global Competitiveness Report 2006-2007 © 2006 World Economic Forum



1.1: The Global Competitiveness Index

18

Table 6: Global Competitiveness Index: Basic requirements

4. Health and

Basic requirements 1. Institutions 2. Infrastructure 3. Macroeconomy primary education
Country/Economy Rank Score Rank Score Rank Score Rank Score Rank Score
Albania 92 3.98 108 3.09 121 1.92 83 4.21 34 6.68
Algeria 43 488 58 3.87 78 291 1 6.19 45 6.56
Angola 125 248 m 3.02 13 2.07 123 2.40 125 245
Argentina 67 4.42 112 2.98 72 3.26 51 4.64 23 6.78
Armenia 81 4.21 84 3.44 92 2.66 n 4.33 62 6.40
Australia n 5.72 n 5.51 18 5.42 23 5.15 21 6.79
Austria 18 5.58 13 5.45 17 5.43 36 4.91 49 6.52
Azerbaijan 56 459 72 3.63 56 3.67 17 5.30 96 5.76
Bahrain 35 5.18 45 4.21 40 4.26 n 5.55 30 6.72
Bangladesh 96 3.92 121 2.88 17 2.03 47 472 90 6.04
Barbados 32 5.24 23 4.94 28 4.85 61 4.45 28 6.74
Belgium 17 5.59 26 4.85 1 5.85 44 476 15 6.89
Benin 104 3.68 90 3.32 114 2.06 92 4.03 101 5.29
Bolivia 98 3.89 118 2.90 107 2.22 77 4.25 81 6.20
Bosnia and Herzegovina 78 4.24 106 3.10 96 2.50 45 475 38 6.63
Botswana 71 427 37 4.46 66 3.37 39 4.85 112 4.42
Brazil 87 4.14 91 3.29 n 3.29 114 3.42 47 6.54
Bulgaria 62 450 109 3.07 65 34 35 4.92 39 6.61
Burkina Faso 121 3.13 62 3.78 110 2.14 116 3.37 124 3.24
Burundi 124 2.68 13 297 123 1.7 122 2.51 120 3.50
Cambodia 100 3.83 95 3.26 97 248 101 3.87 98 571
Cameroon 105 3.66 17 291 120 1.93 40 483 104 4.96
Canada 13 5.68 21 5.01 13 5.81 32 4.96 2 6.95
Chad 123 2.84 124 244 125 1.43 107 3.76 119 3.74
Chile 28 5.35 25 4.88 35 441 7 5.70 57 6.43
China 44 4.80 80 3.51 60 3.54 6 5.72 55 6.44
Colombia 73 4.34 68 3.70 75 3.15 65 4.43 88 6.07
Costa Rica 64 448 55 3.97 73 3.22 81 4.23 52 6.49
Croatia 55 4.60 66 3.72 51 3.98 73 4.30 67 6.38
Cyprus 37 5.03 35 452 34 4.47 72 433 22 6.79
Czech Republic 42 4.89 60 3.84 33 4.50 42 4.81 58 6.42
Denmark 1 6.15 2 5.98 b 6.24 14 5.44 4 6.94
Dominican Republic 89 4.09 93 3.26 80 2.86 85 4.20 89 6.04
Ecuador 74 434 116 2.92 94 2.65 21 5.18 4 6.59
Egypt 59 4.52 48 4.12 55 3.72 108 3.75 50 6.51
El Salvador 54 460 61 3.80 54 3.75 64 4.44 60 6.41
Estonia 30 5.31 30 4.70 30 4.66 16 5.31 43 6.58
Ethiopia 115 3.29 83 345 102 2.34 95 3.98 121 3.39
Finland 3 6.10 1 6.05 10 5.91 12 5.50 7 6.93
France 15 5.66 24 491 4 6.25 56 4.55 12 6.92
Gambia 101 3.82 54 4.02 95 2.62 105 3.77 107 4.85
Georgia 82 4.20 78 3.51 79 2.87 93 4.02 61 6.40
Germany 9 5.75 7 5.69 1 6.51 63 4.44 n 6.37
Greece 40 4.96 4 4.36 29 47 102 3.86 1 6.92
Guatemala 75 4.32 81 3.49 74 3.20 79 4.24 73 6.34
Guyana 108 3.58 115 2.93 104 227 121 281 75 6.31
Honduras 90 4.07 110 3.03 81 2.86 87 4.18 80 6.22
Hong Kong SAR 4 6.04 10 5.54 3 6.29 9 5.65 35 6.67
Hungary 52 4.64 46 418 43 4.05 98 3.94 66 6.39
Iceland 12 5.70 8 5.98 20 5.39 58 451 3 6.95
India 60 451 34 4.55 62 3.50 88 4.12 93 5.90
Indonesia 68 4.4 52 4.04 89 272 57 452 72 6.35
Ireland 23 5.46 17 5.15 31 461 20 5.27 24 6.78
Israel 29 5.34 29 477 24 5.06 50 4.65 17 6.86
Italy 48 4.70 n 3.66 50 4.00 84 4.21 8 6.93
Jamaica 79 424 76 3.58 53 375 18 321 65 6.39
Japan 19 5.53 22 4.97 7 6.11 91 4.05 1 6.98
Jordan 50 4.66 33 455 52 3.85 103 3.84 63 6.40
Kazakhstan 51 4.64 75 3.59 68 3.33 10 5.57 86 6.08
Kenya 107 3.62 98 3.22 86 275 99 391 110 459
Korea, Rep. 22 5.47 47 418 21 5.38 13 5.48 18 6.85
Kuwait 33 5.24 38 439 45 4.12 2 6.13 76 6.30
Kyrgyz Republic 109 3.56 123 2.66 103 2.30 17 3.27 91 6.02
Latvia 4 4.90 50 407 39 433 34 4.93 79 6.27
Lesotho 103 3.68 86 3.40 119 1.99 52 4.64 109 4.69
Lithuania 45 4.80 59 3.86 44 4.14 4 4.82 70 6.37
Luxembourg 10 5.73 14 5.45 15 5.63 19 5.28 46 6.56
Macedonia, FYR 70 437 103 3.15 82 2.83 30 5.03 54 6.47
Madagascar 110 3.56 92 3.28 116 2.03 115 3.39 100 5.53
Malawi 17 3.26 63 3.78 115 2.06 124 231 106 4.89
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Table 6: Global Competitiveness Index: Basic requirements (cont'd.)

4. Health and

Basic requirements 1. Institutions 2. Infrastructure 3. Macroeconomy primary education
Country/Economy Rank Score Rank Score Rank Score Rank Score Rank Score
Malaysia 24 5.44 18 5.12 23 5.09 31 4.97 42 6.58
Mali 120 3.14 70 3.66 112 2.09 13 348 122 3.34
Malta 39 4.98 31 459 37 437 76 4.26 32 6.69
Mauritania 14 340 64 377 m 2.09 120 2.82 105 491
Mauritius 49 470 44 4.26 42 4.17 104 379 44 6.58
Mexico 53 461 69 3.68 64 341 54 463 31 6.71
Moldova 88 4.09 101 3.18 85 2.77 67 4.41 92 6.01
Mongolia 97 3.91 105 3.13 106 2.24 60 4.46 95 5.82
Morocco 65 4.44 57 3.87 59 3.57 78 4.24 87 6.07
Mozambique 19 3.21 107 3.09 99 241 112 3.50 17 3.85
Namibia 69 4.40 49 4.07 43 4.15 43 479 m 4.58
Nepal 106 3.65 99 3.20 122 1.83 59 447 102 5.09
Netherlands 8 5.94 9 5.60 8 6.09 22 5.16 13 6.90
New Zealand 16 5.65 8 5.65 27 4.88 25 5.12 6 6.93
Nicaragua 95 3.93 102 3.15 101 2.34 89 4.07 83 6.16
Nigeria 112 858 94 3.26 105 2.26 55 4.62 116 3.98
Norway 6 5.96 6 5.71 19 5.41 5 5.80 10 6.93
Pakistan 93 3.96 79 351 67 3.36 86 4.19 108 479
Panama 46 4.72 65 3.77 46 4.10 75 4.27 27 6.76
Paraguay 102 3.81 122 2.66 109 215 90 4.07 68 6.38
Peru 76 4.28 96 3.25 91 2.69 49 4.66 43 6.53
Philippines 84 419 88 3.38 88 273 62 4.45 82 6.20
Poland 57 4.59 73 3.62 57 3.64 70 4.34 26 6.76
Portugal 34 5.22 28 483 26 4.93 80 423 16 6.88
Qatar 20 5.51 16 5.16 4 4.22 3 6.03 37 6.64
Romania 83 419 87 3.40 77 3.05 97 3.94 69 6.38
Russian Federation 66 4.43 114 297 61 3.52 33 4.95 71 6.29
Serbia and Montenegro 99 3.87 97 3.24 90 272 106 3.76 97 5.74
Singapore 2 6.13 4 5.90 6 6.16 8 5.67 20 6.81
Slovak Republic 47 470 53 4,03 47 4.08 68 437 74 6.31
Slovenia 36 5.17 43 4.27 32 451 29 5.08 19 6.83
South Africa 58 4.58 36 449 49 4.04 46 474 103 5.07
Spain 25 5.42 39 4.37 22 5.22 24 5.13 5 6.94
Sri Lanka 80 4.22 82 3.48 76 3.07 110 3.66 36 6.66
Suriname 91 4.06 89 3.37 100 2.36 94 4.01 51 6.50
Sweden 7 5.95 12 5.51 9 5.97 15 5.40 9 6.93
Switzerland 5 6.02 5 5.73 2 6.34 18 5.28 29 6.72
Taiwan, China 21 5.50 32 4.56 16 5.58 27 5.10 25 6.77
Tajikistan 94 3.94 77 3.53 108 2.20 96 3.94 85 6.09
Tanzania m 3.54 56 3.88 93 2.65 100 3.88 118 3.76
Thailand 38 4.98 40 437 38 4.36 28 5.10 84 6.09
Timor-Leste 116 3.27 19 2.90 124 1.66 82 4.22 114 431
Trinidad and Tobago 63 4.49 85 3.41 70 3.29 38 4.88 64 6.39
Tunisia 31 5.27 19 5.09 36 439 37 491 33 6.69
Turkey 72 4.34 51 4.05 63 3.46 m 3.58 78 6.28
Uganda 18 3.22 100 3.18 118 1.99 66 4.42 123 3.29
Ukraine 86 4.15 104 3.14 69 3.30 74 4.27 94 5.88
United Arab Emirates 26 5.41 20 5.05 25 4.99 4 5.92 99 5.67
United Kingdom 14 5.67 15 5.38 14 5.74 48 4.67 14 6.89
United States 27 5.41 27 4.84 12 5.82 69 437 40 6.60
Uruguay 61 451 42 4.29 58 3.59 109 3.73 59 6.41
Venezuela 85 419 125 2.38 84 278 26 5.11 53 6.48
Vietnam n 437 74 3.62 83 279 53 4.63 56 6.43
Zambia 13 343 67 3.72 87 275 19 3.07 115 417
Zimbabwe 122 2.96 120 2.88 98 2.44 125 2.20 113 4.32
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Table 7: Global Competitiveness Index: Efficiency enhancers

Efficiency enhancers 5. Higher education and training 6. Market efficiency 1. Technological readiness
Country/Economy Rank Score Rank Score Rank Score Rank Score
Albania 99 3.12 92 3.24 109 3.55 104 2.56
Algeria 92 3.24 84 3.46 96 3.67 100 2.58
Angola 123 2.51 125 1.92 120 3.35 120 2.26
Argentina 66 379 39 451 94 3.68 70 3.19
Armenia 88 3.33 80 3.58 104 3.60 86 2.81
Australia 10 5.43 14 5.56 n 5.23 7 5.50
Austria 20 5.16 19 5.39 26 4.94 21 5.15
Azerbaijan 78 3.52 82 3.56 81 3.96 76 3.03
Bahrain 49 4.15 64 3.97 39 4.47 4 4.01
Bangladesh 108 3.01 108 2.68 83 3:93 114 241
Barbados 29 4.60 24 5.23 49 4.33 34 4.23
Belgium 23 5.07 4 5.83 32 4.69 27 4.68
Benin 105 3.02 101 2.96 95 3.67 112 242
Bolivia 97 3.13 89 3.40 m 3:63 m 2.46
Bosnia and Herzegovina 93 3.22 86 344 93 3.69 108 2.52
Botswana 77 3.52 87 341 59 4.20 80 2.95
Brazil 57 3.94 60 4.10 58 421 57 3.50
Bulgaria 70 3.67 62 4.05 90 3.75 68 3.21
Burkina Faso 109 2.95 116 251 87 3.78 103 2.56
Burundi 124 2.46 123 2.16 123 3.28 125 1.96
Cambodia 110 2.94 110 2.63 99 3.63 105 2.56
Cameroon 13 2.90 103 2.85 115 3.45 13 241
Canada 15 5.35 17 5.51 7 5.26 17 5.28
Chad 125 2.35 124 1.99 124 3.07 124 1.99
Chile 31 4.58 40 4.48 24 5.04 35 4.22
China n 3.66 71 3.68 56 4.22 75 3.07
Colombia 65 3.82 69 3.89 51 4.32 65 3.24
Costa Rica 51 4.08 52 4.26 52 4.25 44 3.74
Croatia 52 4.07 44 4.43 68 4 47 3.68
Cyprus 44 4.27 4 4.48 55 4.22 38 4.10
Czech Republic 27 473 27 5.04 4 443 26 474
Denmark 6 5.59 2 5.91 6 5.40 10 5.46
Dominican Republic 76 3.58 91 3.36 82 3.95 58 3.42
Ecuador 96 3.13 97 3.09 112 351 88 279
Egypt 74 3.61 75 373 65 4.14 79 297
El Salvador 68 3.70 83 351 50 4.32 64 3.27
Estonia 19 5.18 23 5.26 25 4.98 16 5.29
Ethiopia 120 2.68 120 2.39 18 3.40 121 2.26
Finland 4 5.60 1 6.23 17 5.13 12 5.44
France 22 5.07 12 5.57 28 4.83 25 481
Gambia 101 3.09 106 281 89 3.77 92 2.69
Georgia 87 3.36 76 3.69 86 3.86 106 2.54
Germany 17 5.22 18 5.42 20 5.09 20 5.16
Greece 47 4.18 34 478 62 417 50 3.58
Guatemala 82 3.46 94 3.19 77 4.03 n 3.117
Guyana 114 2.89 114 2.54 106 3.56 101 2.51
Honduras 100 3.10 95 311 107 3.56 95 2.63
Hong Kong SAR 1" 5.40 25 5.08 1 5.69 13 5.44
Hungary 32 457 30 493 37 461 36 418
Iceland 8 5.47 13 5.57 8 5.25 4 5.60
India 4 4.32 49 4.35 21 5.07 55 3.52
Indonesia 50 4.12 53 4.25 27 4.93 72 3.17
Ireland 18 5.21 16 5.52 13 5.22 24 4.89
Israel 12 5.40 20 5:39 14 5.17 3 5.65
Italy 40 4.41 35 477 78 4.02 32 4.43
Jamaica 53 4.06 67 3.94 61 4.19 40 4.04
Japan 16 5.33 15 5.54 10 5.23 19 5.21
Jordan 58 3.92 54 4.22 53 4.25 62 3.30
Kazakhstan 56 3.97 51 4.28 44 4.39 66 3.23
Kenya 81 3.47 88 341 72 4.10 81 2.91
Korea, Rep. 25 5.00 21 5.38 43 4.39 18 5.22
Kuwait 45 4.20 G 4n 29 4.80 46 3.70
Kyrgyz Republic 102 3.08 79 3.60 114 3.48 122 2.16
Latvia 36 4.48 28 5.01 40 4.44 43 3.98
Lesotho 19 2.80 115 2.52 19 3.40 110 248
Lithuania 38 4.44 29 4.97 45 4.35 42 3:99
Luxembourg 24 5.00 45 4.42 18 511 9 5.47
Macedonia, FYR 80 3.47 66 3.96 91 3.74 91 2.71
(contd.)
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Table 7: Global Competitiveness Index: Efficiency enhancers (cont'd.)

Efficiency enhancers 5. Higher education and training 6. Market efficiency 1. Technological readiness
Country/Economy Rank Score Rank Score Rank Score Rank Score
Madagascar 112 2.92 113 2.55 103 3.62 99 2.58
Malawi 116 2.87 119 2.46 88 3.77 118 2.31
Malaysia 26 4.89 32 4.80 9 5.24 28 4.64
Mali 118 2.83 118 248 102 3.62 17 2.38
Malta 33 457 47 4.36 46 4.35 22 5.00
Mauritania m 2.94 121 2.33 101 3.62 84 2.86
Mauritius 61 3.86 68 3.94 67 4 54 3.55
Mexico 59 3.91 n 3.88 48 4.35 56 3.51
Moldova 85 3.38 73 3.78 92 373 96 2.62
Mongolia 86 3.37 70 3.89 100 3.62 97 2.60
Morocco 75 3.58 85 3.45 74 4.08 67 3.22
Mozambique 121 2.62 122 2.30 122 3.29 119 227
Namibia 90 3.28 105 2.82 79 4.00 78 3.00
Nepal 17 2.87 109 2.63 105 3.58 116 2.39
Netherlands 9 5.45 8 5.67 12 5.23 1 5.45
New Zealand 21 5.15 22 5.33 15 5.17 23 4.94
Nicaragua 95 3.15 93 3.23 98 3.65 98 2.59
Nigeria 89 3.31 100 3.04 70 4.10 87 279
Norway 13 5.38 9 5.64 16 5.16 15 5.32
Pakistan 91 3.27 104 2.82 54 4.23 89 2.71
Panama 62 3.86 74 3.75 42 441 59 3.41
Paraguay 115 2.89 102 2.93 121 3:33 115 240
Peru 67 3.70 72 3.79 66 4.12 69 3.21
Philippines 63 3.85 63 4.02 57 4.21 61 3.32
Poland 48 417 33 479 64 4.16 51 3.56
Portugal 37 4.47 37 4.63 38 4.61 37 4.18
Qatar 39 4.41 46 4.36 30 477 39 4.10
Romania 55 3:99 50 4.34 76 4.03 49 3169
Russian Federation 60 3.91 43 4.44 60 4.20 74 3.10
Serbia and Montenegro 72 3.63 61 4.09 97 3.66 73 3.16
Singapore 3 5.63 10 5.59 4 5.62 2 5.69
Slovak Republic 34 4.56 38 4.52 34 4.66 30 450
Slovenia 30 4.58 26 5.07 63 417 29 451
South Africa 46 4.19 56 417 33 4.67 45 3.72
Spain 28 4.62 31 4.86 36 4.63 33 4.38
Sri Lanka 79 351 81 3.56 n 4.10 83 2.87
Suriname 107 3.01 99 3.08 "7 341 107 2.53
Sweden 2 5.65 3 5.85 19 5.11 1 6.01
Switzerland 5 5.59 6 5.71 5 5.44 5 5.57
Taiwan, China 14 5.36 7 5.67 22 5.07 14 5.32
Tajikistan 103 3.07 98 3.09 108 3.56 102 2.51
Tanzania 94 3.16 112 2.56 75 4.07 82 2.87
Thailand 43 4.29 42 4.44 31 4.76 48 3.67
Timor-Leste 122 2.51 m 2.62 125 2.95 123 2.15
Trinidad and Tobago 64 3.82 65 3.97 69 41 60 3.40
Tunisia 42 431 36 472 35 4.65 53 3.56
Turkey 54 4.02 57 4.15 47 4.35 52 3.56
Uganda 98 3.12 107 278 84 3.90 94 2.67
Ukraine 69 3.68 43 4.35 80 3.96 90 271
United Arab Emirates 35 4.55 58 413 23 5.05 31 447
United Kingdom 7 5.59 1" 5.57 3 5.63 6 5.56
United States 1 5.66 B 5.82 2 5.67 8 5.49
Uruguay 73 3.63 55 419 116 3.42 63 3.27
Venezuela 84 3.40 78 3.63 110 3:63 77 3.02
Vietnam 83 3.45 90 3.39 73 4.10 85 2.85
Zambia 106 3.01 17 248 85 3.87 93 2.67
Zimbabwe 104 3.02 96 3.10 113 3.48 109 248
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Table 8: Global Competitiveness Index: Innovation factors

Innovation factors 8. Business sophistication 9. Innovation
Country/Economy Rank Score Rank Score Rank Score
Albania 121 2.57 115 3.10 125 2.04
Algeria 90 322 103 3.36 76 3.09
Angola 123 252 123 274 121 2.30
Argentina 79 3.44 75 3.85 83 3.03
Armenia 93 3.17 104 3.34 84 3.00
Australia 24 4.66 28 4.98 24 4.35
Austria 12 5.28 4 5.91 17 4.65
Azerbaijan 70 359 70 3:92 63 3.26
Bahrain 77 347 55 4.24 101 271
Bangladesh 104 3.01 96 342 109 2.59
Barbados 54 3.78 58 4.21 49 3.36
Belgium 14 5.21 12 573 16 4.68
Benin 88 3.23 85 3.58 90 287
Bolivia 19 264 19 297 120 231
Bosnia and Herzegovina 99 3.08 92 347 104 2.68
Botswana 95 3.15 95 343 91 2.87
Brazil 38 4.09 38 461 38 3.56
Bulgaria 85 3.26 84 3.59 87 2.93
Burkina Faso 84 3.27 98 3.40 69 3.14
Burundi 18 2.66 mn7 3.01 19 232
Cambodia 102 3.05 100 337 98 272
Cameroon 101 3.05 101 3.37 97 273
Canada 16 5.08 18 5.33 13 4.82
Chad 122 253 121 2.81 122 2.26
Chile 33 422 30 4.88 39 3.56
China 57 375 65 4.05 46 344
Colombia 48 3.82 48 434 57 3.30
Costa Rica 35 4.16 34 4.66 36 3.65
Croatia 50 3.81 61 417 45 3.45
Cyprus 49 3.81 50 432 55 3.30
Czech Republic 27 447 29 4.96 28 3.98
Denmark 7 5.40 9 5.76 10 5.04
Dominican Republic 91 3.22 79 3.72 99 2.72
Ecuador 97 3.14 82 3.63 105 265
Egypt 65 3.63 57 4.22 82 3.04
El Salvador 75 351 62 413 89 2.89
Estonia 32 424 35 4.65 30 3.83
Ethiopia 116 272 120 2.94 14 2.50
Finland 6 5.65 n 5.74 4 5.56
France 13 5.28 10 5.76 14 4.80
Gambia 112 2.89 106 3.30 115 248
Georgia 13 2.86 116 3.02 102 27
Germany 3 5.89 1 6.26 5 5.51
Greece 45 3.89 46 435 47 343
Guatemala 64 3.63 60 4.19 78 3.07
Guyana 106 2.95 97 342 116 248
Honduras 100 3.07 87 3.53 107 261
Hong Kong SAR 18 4.97 13 5.48 22 4.46
Hungary 39 4,08 49 434 31 3.82
Iceland 17 5.00 14 5.45 19 4.55
India 26 4.60 25 5.06 26 4.14
Indonesia 4 4.07 42 453 37 3.60
Ireland 19 4.96 16 5.39 20 454
Israel 8 5.40 17 5.38 7 5.42
Italy 31 429 24 5.08 43 3.50
Jamaica 56 377 56 422 54 332
Japan 1 6.02 2 6.14 1 5.90
Jordan 61 3.65 67 4.04 64 325
Kazakhstan 74 351 72 3.90 70 3.13
Kenya 59 373 68 4.04 48 342
Korea, Rep. 20 4.96 22 5.20 15 4.7
Kuwait 46 3.85 33 4.66 81 3.04
Kyrgyz Republic 108 2.93 105 3.31 m 2.55
Latvia 58 374 54 4.28 66 319
Lesotho 120 2.59 122 2.80 17 231
Lithuania 44 3.96 4 4.56 50 3.35
Luxembourg 23 481 21 5.27 23 436
Macedonia, FYR 87 3.24 88 3.50 86 2.98
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Table 8: Global Competitiveness Index: Innovation factors (cont'd.)

Innovation factors 8. Business sophistication 9. Innovation
Country/Economy Rank Score Rank Score Rank Score
Madagascar 89 3.23 99 3.39 77 3.07
Malawi 109 2.93 13 3.16 103 2.70
Malaysia 22 491 20 5.29 21 453
Mali 94 317 107 329 80 3.04
Malta 53 3.79 51 4.32 62 3.26
Mauritania 105 2.98 102 3.36 108 2.60
Mauritius 47 3.84 44 4.44 65 3.23
Mexico 52 3.80 52 4.30 58 329
Moldova 98 3.09 93 3.46 100 272
Mongolia 110 292 18 2.98 94 2.86
Morocco 72 3.54 78 3.82 61 3.26
Mozambique 115 2.86 14 313 110 2.58
Namibia 86 3.25 83 3.60 88 291
Nepal m 2.90 108 3.26 12 2.54
Netherlands 1" 5.35 7 5.80 1 4.90
New Zealand 25 4.65 26 5.06 25 4.23
Nicaragua 107 2.94 109 3.23 106 2.64
Nigeria 69 3.60 74 3.87 52 333
Norway 21 4,95 19 5.30 18 459
Pakistan 60 3.66 66 4.05 60 327
Panama 62 3.64 53 4.29 85 2.99
Paraguay ni7 2.68 112 3.16 123 220
Peru 68 3.61 47 4.35 92 2.86
Philippines 66 3.63 59 4.20 79 3.05
Poland 51 3.80 63 413 44 341
Portugal 37 414 43 447 32 3.81
Qatar 55 378 69 4.04 41 3.51
Romania 73 3.52 73 3.89 68 3.14
Russian Federation n 3.55 71 3.83 59 3.28
Serbia and Montenegro 83 3.27 94 3.44 n 3.1
Singapore 15 5.11 23 5.17 9 5.04
Slovak Republic 43 3.96 45 441 42 3.51
Slovenia 34 4.18 36 4.64 34 37
South Africa 29 435 32 479 29 3.92
Spain 30 434 27 5.00 35 3.68
Sri Lanka 67 361 n 3.90 53 332
Suriname 114 2.86 1 3.18 13 2.54
Sweden 5 5.66 5 5.87 6 5.44
Switzerland 2 5.89 3 6.06 3 5.72
Taiwan, China 9 5.38 15 5.45 8 5.31
Tajikistan 103 3.02 110 3.19 95 2.85
Tanzania 76 349 81 3.68 56 3.30
Thailand 36 4.15 40 457 33 374
Timor-Leste 125 2.36 124 2.58 124 214
Trinidad and Tobago 63 3.63 64 410 67 3.17
Tunisia 28 4.42 31 4.80 27 4.05
Turkey 42 3.96 39 4.58 51 3.35
Uganda 82 3.30 90 349 72 3n
Ukraine 78 3.47 76 3.84 73 311
United Arab Emirates 40 4.08 37 4.63 40 3.52
United Kingdom 10 5.36 6 5.82 12 4.89
United States 4 5.75 8 578 2 5.72
Uruguay 80 34 80 3n 74 3.10
Venezuela 96 3.14 91 348 96 2.80
Vietnam 81 332 86 3.55 75 3.10
Zambia 124 243 125 2.51 18 2.35
Zimbabwe 92 3.18 89 3.50 93 2.86
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EUROPE AND NORTH AMERICA

The rankings from this year’s GCI are shown in Tables 4
through 8. Switzerland takes the leading position as the
world’s most competitive economy in 2006-2007, over-
taking Finland and Sweden and replacing the United
States, which dropped to sixth position.

Switzerland’s top ranking reflects a combination of a
world class capacity for innovation and the presence of a
highly sophisticated business culture. The country has a
well-developed infrastructure for scientific research, with
close collaboration between the leading research centers
and industry. Companies spend generously on research and

development. Intellectual property protection is strong and

this has helped spur high levels of technological innova-
tion, as measured by per capita patents registration, for
which the country is ranked 6th in the world. Business
activity in the country benefits from a well-developed
institutional framework, characterized by respect for the
rule of law, an efficiently working judicial system and high
levels of transparency and accountability within public
institutions. Flexible labor markets and excellent infra-
structure facilities are two healthy features of the business
environment. Steady efforts to improve macroeconomic
fundamentals over the past few years, in particular reduc-
ing the budget deficit and stabilizing public debt levels are
paying off and have boosted the ranking on the macro-
economics pillar from 30 to 18. For Switzerland to retain

-

Box 1: France: What will it take to be top 10?

~

The nine pillars of the Global Competitiveness Index (GCI) provide
a useful framework to examine the strengths and weaknesses of
France’s competitiveness landscape. The issue of “top 10 status”
in the World Economic Forum’s competitiveness rankings is a fre-

ers and business leaders. Creating a friendly business environ-
ment for private sector activity, relatively free of distortions, with a
predictable and transparent regulatory framework and efficient
public institutions has rapidly become a “global game.” As the
costs of communication and transport continue to come down
everywhere, creating powerful incentives for corporations to

there has emerged a heightened awareness in government and
business about the central importance of the “investment cli-
mate”—the collection of factors, policies and institutions that will
determine the future evolution of income per capita.

Without doubt, France has a number of features which con-
tribute to the creation of an excellent business climate. The coun-

energy, and communications. Like many high-income countries
France has excellent health and primary education indicators,
including low infant mortality, high life expectancy, and very good

business culture, with very high ranks (mostly top 10) for those
factors which capture the quality of business networks and sup-
porting industries and the sophistication of firms’ operations and
strategy, such as production processes, marketing, international
distribution, and product design. Not surprisingly, there are a large
number of French companies which have an imposing presence in
the global economy.

France also excels in the area of technological innovation,
with very good scores in such areas as company spending in
research and development, government procurement of advanced
technology products, availability of scientists and engineers, and,
more generally, a well-developed capacity among French compa-
nies to not just obtain technologies by reliance on licensing or imi-

-

quent subtext to the dialogue which the Forum has with policymak-

increasingly think of the global economy as a single organic entity,

try has a superb physical infrastructure, both as regards transport,

levels of public health. The country has an extremely sophisticated

tation but also, in a significant way, by conducting formal research
and pioneering their own new products and processes.

Against the above list of very important attributes one must,
inevitably, focus on those few areas where France's rankings must
improve to push the country to the “top 10" tier, above its current
18th ranking. We focus our attention on four areas: macroeconom-
ic management, public institutions, market efficiency, and higher
education.

e Macroeconomic management. France’s ranking in the macro-
economy pillar of the GCI has improved, from 61 in 2005 to 56 in
2006, reflecting a narrowing of the fiscal deficit, a somewhat
lower level of inflation and a relative improvement in the way
our index captures the evolution of the trade-weighted real
exchange rate. While the direction of change is to be wel-
comed, the fact remains that the /evels of some of these indi-
cators are not good enough. This is particularly the case as
regards the public finances. A public sector deficit of 2.9 per-
cent of GDP in 2005 still leaves France with a rank of 80 among
125 countries. A public debt to GDP ratio of 67.3 percent implies
a ranking of 79 overall. The fact is that more and more govern-
ments all over the world appear to have been converted to the
virtues of fiscal discipline. The Nordic countries are running
budget surpluses already for several years running, fully recog-
nizing future claims on the budget associated with population
aging and their governments’ firm commitment not to funda-
mentally alter key features of the social contract. The benefits
of cautious fiscal management have already been well
entrenched in much of Asia. The French government, of
course, is moving in the right direction and further fiscal con-
solidation is expected in 2006, but the GCl is a ranking of rela-
tive international performance and progress with respect to a
country’s past does not necessarily mean an improvement in
relative positions if other countries are also making improve-
ments, often faster.
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Box 1: France: What will it take to be top 10? (contd.)

e Public institutions: The institutions pillar of the GCI captures a
number of difficult-to-quantify factors. The public institutions
component, in particular, brings in concepts such as the prop-
erty rights environment, the operations of the judicial system,
perceptions about the efficiency of government spending, the
burden of government regulation and the business costs of
crime, among others. France's performance in 2006 is broadly
stable, a marginal shift in ranks from 24 in 2005 to 25 in 2006,
with an unchanged score. There are three areas worth noting
which are preventing a higher score in this pillar. First, percep-
tions in the business community about the wastefulness of gov-
ernment spending are not good (40). EU members in general do
not do very well in this indicator, perhaps reflecting the gener-
ally dim view taken by the business community of such programs
as the Common Agricultural Policy, with all of its associated
distortions. France’s ranking in this area (88) may also reflect
the leading role the government has taken within Europe in pro-
tecting agricultural subsidies. Second, it is the perception of the
business community that further progress could be made in light-
ening the regulatory burden: bureaucracy and red tape indica-
tors in France are mediocre and are, without doubt, dragging
down France’s overall competitiveness ranking. Third, the ethics
and corruption subindex in this pillar is not bad (a rank of 27), but
it is not at the level of top performers such as Finland, Denmark,
and the like. These results are corroborated by the work of other
organizations. For instance, Transparency International’s
Corruptions Perceptions Index ranks France 18 among 145 coun-
tries, just behind Germany and the United States, but well behind
the Nordics, who have traditionally been at the top.

e Market efficiency. France has quite efficient goods markets,
reflecting good levels of domestic competition, fairly open mar-
kets, a good legal framework—this particular subcomponent of
the market efficiency pillar of the GCI shows a rank of 11 world-
wide, excellent by international standards. Financial markets
are also extremely well developed both as regards the sound-
ness of banks, the level of sophistication of financial institutions
and instruments, and so on. Paris is not London as a financial
center (the United Kingdom has the best indicators in this area,
worldwide), but we would certainly not regard this as an area
of weakness. The problem area here concerns various indica-
tors of labor market efficiency and flexibility, where the rank-
ings are very low indeed. Three observations are warranted.
First, it is the case that despite some progress made in the past
year, unemployment in France during the past decade has
remained high in relation to the EU average, leading to propos-
als by experts to reform employment protection legislation to
boost job creation. An important step in this direction was
taken in August of 2005, with the introduction of a new employ-
ment contract (/e contrat nouvelles embauches—CNE for
short). This is a special contract with a two-year trial period,
with termination not subject to the usual administrative proce-
dures applied to open-ended contracts, severance pay based
on duration and applying to enterprises with less than 20
employees. The CNE was broadly supported by all the key

stakeholders, including parliament and the trade unions, and
was initially quite successful in unleashing the creation of hun-
dreds of thousands of jobs and leading to a reduction in the rate
of unemployment. Second, the riots which shook France late
last year had nothing to do, per se, with the CNE but subsequent
demonstrations in the spring of this year were linked to govern-
ment proposals to introduce—perhaps prematurely—a new
employment contract for first-time job seekers of less than 27
years of age and applying to enterprises of any size. France’s
low ranking in the labor market flexibility and efficiency indica-
tor (99) may indeed reflect an element of disappointment in the
business community about the handling of this new initiative.
Third, the government remains strongly committed to moving in
the direction of addressing remaining weaknesses in the labor
market and should be given credit for the efforts made thus far.

e Higher education: As in other countries, there is increasing
concern in France about the need to upgrade higher education.
As argued elsewhere in this chapter, higher education and
training—and the various factors captured in the 5th pillar of
the GCl—are becoming increasingly important as key drivers of
productivity and, hence, competitiveness. Again, as in other
countries there are issues of quantity and quality. On quantity:
tertiary enrollment rates in France are low by international
standards. The latest data available suggest a rate of 56 percent,
placing France in 29th place among the 125 countries covered,
well behind top performers like Finland, Korea, Sweden, and the
United States, where rates range from 90 percent down to 82
percent, although these numbers may also partly reflect differ-
ences in the provision of adult education. This raises questions
about the adequacy of funding for higher education. According
to the World Bank's World Development Indicators (2005a),
public expenditure per student in percent of GDP per capita for
tertiary education in France is 29.3, compared with 37.5 in Finland,
41.2 in Germany, 47.4 in Sweden, and 74.2 in Denmark, although
the private sector’s financing of parts of the tertiary educational
establishment may make up some of this discrepancy. On quali-
ty: related to the issue of funding is the question of the overall
quality of French universities when compared with their top
peers in, say, the United States and the implications this may
have in the future for the further development of the country’s
innovative capacity. There are also issues concerning equitable
access to the highest levels of the French educational estab-
lishment, for minorities, for the young from regions other than
Paris, and so on. These issues will have to be addressed to
enhance the returns to investment in higher education in France.

To summarize: there is no reason why France could no reach “top
10" status within a relatively short time frame. The country’s
strengths are impressive and are the result of decades of sus-
tained development; they are likely to remain permanent features
of the competitiveness landscape. The weaknesses alluded to above
are amenable to policy reforms and can, in principle, be quickly
addressed, through a combination of broad-based consultation
and the political will to act.
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Box 2: Hungary: Moving toward an innovation-driven economy

Over the past decade and a half, thanks to early reform efforts,
geographic proximity to the large European market, and a well
educated workforce (particularly in engineering, science and IT),
Hungary has attracted large amounts of foreign direct investment
(FDI) and become one of the prime destinations for outsourcing in
Europe. FDI attracted the latest technology and helped to develop
technology-intensive sectors, which quickly became the main pil-
lar of the Hungarian economy. Today, around 32 percent of
Hungary's exports consist of high technology products. This repre-
sents a far higher average than the EU15, including some of its
more advanced economies, such as Finland or Germany, and, as
seen in Figure 1, is well above the shares of some other new EU
members such as Poland or the Czech Republic.

Figure 1: Export shares of high-technology industries in
selected countries.
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Building on the sound technological base achieved through
imported innovations, Hungary will need to focus on promoting
domestic business innovation if it is to remain competitive in an
enlarging European Union. Since the onset of the transition
process, wage levels in Hungary have been catching up quickly
with EU15 countries, moving from efficiency-driven (stage 2) to
innovation-driven (stage 3). According to the OECD, hourly earn-
ings increased by 66 percent in Hungary between 2000 and 2005,
compared to an increase of only 14.7 percent in the EU15. With
Bulgaria and Romania (and soon possibly Croatia, and at some
point Turkey) entering the EU, more low-wage locations will be
available. As a result, FDI in the highly volatile, labor-intensive
industries such as textiles and leather, and the more skill-intensive
service industries, such as software development, is likely to move
out of countries such as Hungary. Although promotion of R&D and
innovation have been on the agenda of policymakers for some
time, a number of corollary issues will have to be addressed.

First of all, boosting innovation requires a healthy business
environment. Businesses are more likely to invest long-term in

-

product and process development when the economy is doing
well, when there is a growing demand for new products, and when
the operational environment is predictable. While Hungary has fairly
efficient labor, financial and goods markets,! given its level of
development, efforts will have to be maintained to improve the effi-
ciency and transparency of institutions, in which the country ranks
46. The most urgent priority, however, lies in realigning macroeco-
nomic policy and in reducing one of the highest fiscal deficits in
the EU, namely 7.6 percent of GDP in 2005. These weaknesses are
clearly reflected in the low rank the country achieved in the
macroeconomy pillar, where it ranks 98 out of 125 countries.

The widening of the fiscal deficit stems from increased social
spending before the parliamentary elections of April 2006. As in
many other eastern European countries, fiscal indiscipline in
Hungary is strongly correlated to the political cycle, a recurring
pattern in the Hungarian political and economic landscape.

Although the loosening of fiscal policy probably contributed
to the re-election of Prime Minister Ferenc Gyurcsany, it also
heightened the presence of significant vulnerabilities. The fiscal
deficit has currently reached a level, where, without credible
attempts to reverse the deterioration in the public sector accounts,
an irregular correction through market forces is probable. The
weakening of the forintin May 2006 and the downgrading of
Hungarian bond ratings earlier this year could be an early sign of
this phenomenon. Given that many Hungarian households and cor-
porations have foreign currency liabilities, an abrupt correction of
the exchange rate could lead to increased instability in the finan-
cial sector. These risks were anticipated by the financial markets
which pressured the government to announce fiscal consolidation
in May 2006, on the order of 1 percent of GDP, by increasing taxes
and reducing spending. It remains to be seen how successful the
reduction in spending and the badly-needed restructuring of public
services, such as education, healthcare, and government adminis-
tration will be, as these tasks are both challenging and politically
sensitive. Employment in these public service areas must be
reduced substantially in order to increase efficiency. In addition,
the health care system will need a major overhaul if it is to face
additional pressures from an aging population and accommodate
new, costly treatments which are likely to be in demand as a result
of rising wealth.

Aside from jeopardizing the economic stability of the country,
the existence of the large fiscal deficit is likely to delay the adop-
tion of the euro, initially scheduled for 2010. Entering the euro zone
would give the country’s producers the advantage of reduced cur-
rency risk, increased predictability and lower transaction costs in
their dealings with the huge EU market. This could considerably
boost the productivity of enterprises and the competitiveness of
the small and fast-growing Hungarian economy, where the export
share of GDP moved from 40 to 68 percent between 1995 and 2005.

Given a favorable business environment, targeted measures
aimed at boosting innovation will support the transition to an inno-
vation-driven economy. First of all, domestic innovation will have to
be brought to the levels found in industrial economies. A look at
the expenditure levels for research and development shows that

J
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Box 2: Hungary: Moving toward an innovation-driven economy? (cont’d.)

Hungarian expenditure on R&D is fairly low by international stan-
dards, confirming that the country benefits mainly from imported
innovation, reaching only about 0.9 percent of GDP, as compared
with the EU15 average of 1.9 percent (in 2004). Moreover, although
spending on research and development has increased from 0.7
percent of GDP in 1999 to the current level, most of this increase
was accounted for by the government, which is less likely to result
in commercially viable innovations. This is confirmed by the results
of the Executive Opinion Survey: respondents assess that compa-
ny spending on R&D is one of the comparative disadvantages, giv-
ing the country a low rank of 59.

Over the past few years, in an effort to boost innovation, the
government offered a number of financial incentives—i.e., tax
relief, grants, and an innovation levy on business. In a recent
assessment of Hungary’s R&D policy, the OECD pointed to the
need for monitoring and evaluating the impact and efficiency of
these measures, since conclusions based on economic research
have led to skepticism about the impact of some methods as tax
breaks (OECD, 2005a). This is particularly important in view of the
precarious fiscal situation in the country.

Alongside these measures, the government has also
increased funding for public research institutions. In order to use

-

the funds more efficiently, these institutions will have to develop a
more commercial orientation. Although internationally recognized,
Hungarian research lacks linkages to industry and therefore con-
tributes little to developing commercially viable innovation.
Although some measures to increase the business exposure of
researchers have been introduced—such as easing of regulations
on university spin-offs and the secondment of researchers to the
private sector— incentives for researchers to engage with the pri-
vate sector are still not strong and budget allocation in state
research institutions is not linked to performance. Strengthening
consultation between business and public educational institutions
about the content of courses would also constitute a step toward
increasing the business orientation of research and education.

Note

1 Hungary achieves a rank of 37 in the market efficiency pillar, slightly
above its overall rank of 41 in the GCI. It ranks 36th in labor market
efficiency, 39th in financial markets, and 37th in goods markets; the
particular strengths in this pillar result from healthy levels of competi-
tion in goods markets and a high degree of market openness.

J

its top ranking, it will have to address a number of
remaining weaknesses, some of which stand at odds with
developments elsewhere in the industrial world.
Competition in goods markets is limited by various forms
of government intervention; there is resource misalloca-
tion through agricultural support,'® and, at a time when
the EU and much of the rest of the world is quickly mov-
ing to remove barriers to international trade, Swiss borders
remain zealously guarded.

The Scandinavian countries remain among the top
performers with Finland, Sweden, and Denmark occupy-
ing 2nd to 4th places. They share with Switzerland a
broadly similar institutional and structural profile. The
Nordic countries have better ranks on the macroeconomy
pillar of the GCI, since they are all running budget sur-
pluses and have lower levels of public indebtedness than
Switzerland and, indeed, much of the rest of Europe.
Finland and Denmark have the best institutions in the
world (ranked 1 and 2, respectively) and place in the top
ten ranks in health and primary education, compared to
Switzerland’s rank of 29. These three countries also occu-
py the top three positions in the higher education and
training pillar, where Finland’s rank of 1 is remarkable for
its durability over time. They lag behind Switzerland in
the areas of labor market flexibility and, slightly, in indica-
tors of business sophistication. The Nordic countries show

that transparent institutions and excellent macroeconomic

management, coupled with world class educational attain-

ment and a focus on technology and innovation are a suc-

cessful strategy for maintaining competitiveness in small,
highly developed economies.

A comprehensive overview of competitiveness devel-
opments in the United States is presented in Box 4. Our
results match the widely held perception that its competi-
tive position may indeed be weakening. The United States
remains a world leader in a number of key categories
assessed by the GCI, such as market efficiency, innovation,
higher education and training, and business sophistication.

However, growing imbalances have dented a number of

macroeconomic indicators, and the levels of efficiency and

transparency underpinning its public institutions do not
match those of the more developed industrial countries.
Opverall, the picture in the remaining European
Union countries remains relatively stable with only a few
countries registering significant moves in the rankings.
Germany and the United Kingdom continue to hold
privileged positions, ranked 8th and 10th, respectively.
There are interesting contrasts in the performance of both
economies when looked at through the perspective of the
GCI pillars. Both countries have excellent institutional
underpinnings, and in some areas (the property rights
environment and quality of the judicial system), Germany
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Box 3: Is Turkey competitive enough for Europe?

~

Turkey has come a long way from the instability and structural
weaknesses which undermined its economy in the 1990s, bringing
the country to a serious crisis in 2001, when GDP contracted by
almost 8 percent. Indeed, the tough IMF-backed reforms adopted
in the aftermath of the collapse, combining tight fiscal and mone-
tary policies with a broad range of reforms aimed at addressing
other deep-seated distortions, seem to have set Turkey on a
healthier development path, with GDP growth rates in the
2002-2005 period averaging 7 percent, and inflation rates falling
dramatically to single-digit figures. Moreover, the decision by the
government to accelerate the onset of accession negotiations with
the EU prompted a wave of substantial political and economic
reforms to meet key elements of the Copenhagen criteria. This
includes the abolition of the death penalty, adoption of a new
penal code in May 2005, reduction of the army's role in politics, as
well as other measures aimed at better protecting human rights,
and establishing a foundation of macroeconomic stability, and
implementing regulatory reform essential for successful integra-
tion with the rest of Europe.

However, there is no doubt that a number of shortcomings
remain to be addressed, both in the economic and political sphere,
given the size and composition of Turkey's population—71 million,
projected to increase to 80-85 million by 2020, the overwhelming
majority Muslim. This, coupled with the country’s stage of develop-
ment —much lower levels of per capita income than in the rest of
Europe'—the central importance of agriculture in the economy,
and a range of other problems (e.g., freedom of the press) some-
times give rise to questions about Turkey’s capacity to assume the
responsibilities of full EU membership. Thus, it is easy to under-
stand why EU accession negotiations could indeed last well over a
decade.

An analysis of the Global Competitiveness Index (GCl) results

and its various components sheds light on the actual readiness of
the country to join the EU. Table 1 shows the ranks and scores for
Turkey, other candidate countries (Bulgaria, Romania, and Croatia),
and the average of the countries most recently acceded.

The GCl ranking for Turkey at 59, up 12 positions from last

year, confirms the pace of the progress made, at the same time
clearly highlighting the following areas of concern:

e Macroeconomic environment: Last among the countries shown

in Table 1, Turkey ranks a dismal 111th in the macroeconomy
pillar, reflecting the continued vulnerability of its economy to
external shocks. Despite bold reforms undertaken in recent
years and a sharp improvement in the management of the pub-
lic finances in the aftermath of the 2001 crisis, gross public
debt levels (72.8 percent of GDP) and the budget deficit (5.9
percent of GDP) are still very high by international standards,
severely constraining the ability of the authorities to respond to
pressing needs, beyond servicing of the public debt. Indeed,
Turkey ranks 86th and 115th, respectively, in these two indica-
tors in 2005. The current account deficit has mushroomed to
near 7 percent of GDP, reflecting high oil prices and the
strength of the lira. This gap, financed partially by short capital
inflows, leaves Turkey prey to the whims of foreign investors,
as the recent May 2006 episode of emerging market turmoil
eloquently demonstrated. Indeed, the country was hit hard by
the investor selling frenzy of 11 May 2006, which targeted
emerging market shares. With structural vulnerabilities, high
levels of public debt and a burgeoning current account deficit,
Turkey is at a disadvantage with respect to other emerging
markets which have gone through similar crises of their own in

Table 1: GCI performance of Turkey, recent EU entrants,* and candidate countries

Health/ Higher
primary education/ Market Technological  Business
Global CI Institutions  Infrastructure Macroeconomy  education training efficiency readi histicati
Country/Economy Rank Score Rank Score Rank Score Rank Score Rank Score Rank Score Rank Score Rank Score Rank Score Rank Score
Estonia ZERN5.12 30 47 30 4.66 [[6AN5:31 43 6.58 23 526 25 498 16 529 35 465 30 383
Czech Rep. 29 474 60 3.8 33 450 42 481 58 6.42 27 5.04 41 443 26 474 29 4.96 28 398
Slovenia 33 464 43 43 32 451 29 5.08 19 6.83 26 5.07 63 4.17 29 451 36 464 34 37N
Average (new entrants) 459 417 4.28 4.62 6.54 4.84 4.44 4.38 4.46 3.54
Latvia 36 457 50 4.1 39 433 34 493 79 6.27 28 5.01 40 444 43 398 54 4.28 66 3.19
Slovak Rep. 37 455 53 4 47 4.08 68 4.37 74 6.31 38 452 34 466 30 450 45 44 42 351
Lithuania 39 454 EIIN3.9 44 414 41 482 70 6.37 29 497 45 435 42 399 41 4.56 50 3.35
Malta 39 454 31 4.6 37 437 76 4.26 32 6.69 47 436 46 435 22 5.00 51 432 62 3.26
Hungary 41 452 46 42 48 4.05 98 394 66 6.39 30 4.93 37 461 35 417 49 434 31 382
Cyprus 46 436 BN 4.5 34 447 72 433 22 679 41 448 55 4.22 38 410 50 4.32 55 3.30
Poland 43 430 JIBIN 3.6 57 3.64 70 434 26 6.76 33 4719 64 4.16 51 356 63 4.13 44 347
Croatia 51 426 66 3.7 51 3.98 73 430 67 6.38 44 443 68 411 47 368 61 4.17 45 345
Turkey 59 414 51 4.05 63 346 111 358 78 6.28 57 415 47 435 52 3.56 39 458 51 335
Romania 68  4.02 87 34 77 3.05 97 3.9 69 6.38 50 4.34 76 4.03 49 359 73 3.89 68 3.14
Bulgaria 280 395 IIO9R 3.1 65 3.41 35 492 39 6.61 62 4.05 90 375 68 3.21 84 359 87 293

* Countries that joined the EU in May 2004.
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Box 3: Is Turkey competitive enough for Europe? (cont’d.)
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recent years—e.g., Russia, Brazil, Argentina, Korea, Thailand,
all of them in a much stronger position now.

e Education: The disappointing ranks registered for health and
primary education (78) and, to a lesser extent, for higher edu-
cation and training (57) confirm the urgent need to improve the
Turkish educational system, which is thought to be “over-
crowded, under-funded and uninspiring.”2 Despite the Kemalist
focus on universal education and the fact that most children do
receive at least a primary education—the primary enrolment
rate is close to 90 percent—the quality of that education is
often inadequate, due to a shortage of teachers and very mod-
est facilities. Moreover, children spend on average only 4.5
years at school as compared to 13 in Germany, and only 27 per-
cent of Turkish children complete secondary education, as
compared with 65 percent in the EU. Despite the fact that
Turkey shows one of the highest education spending/GDP
ratios of the OECD (7 percent), the bulk of these funds come
from private sources to compensate for the shortcomings of
the public school system. Considering the central role of edu-
cation in providing Turkey with the qualified human resources
needed to upgrade its economy and raise national prosperity,
the government should develop a consistent strategy to train
more teachers, ensure that girls (especially in rural areas)
have equal access, and invest more efficiently in primary and
secondary education. This is clearly a priority area for entry
into the EU.

On the positive side:

e Business sophistication: Turkey achieved a high rank of 39 in
the business sophistication pillar of the GCI, particularly for the
quality and quantity of networks and supporting industries (33),
well above the EU average, and above all except Estonia, the
Czech Republic, and Slovenia in Table 1. This strongly suggests
that while Turkey does have a large agricultural sector with
rather low productivity, both in relation to the agricultural sec-
tors of other recent EU entrants and in relation to other sectors
in the Turkish economy, it does have sophisticated industrial
and service sectors which are already operating at high levels
of efficiency, adopting advanced technologies, efficient pro-
duction processes, and exploiting economies of scale with
respect to their competitors elsewhere in Europe, particularly
the new members in central and Eastern Europe.3

e Innovation and market efficiency: Turkey is outperforming not
only the other candidate countries, but also a few of the EU10
countries in these indicators. In particular, in market efficiency
Turkey, at 47, scores only marginally lower than the EU10 aver-
age (4.44), but ranks higher than Malta, Cyprus, Slovenia, and
Poland. In this respect, Turkey is probably favored by its large
internal markets (19), but also shows the benefits of the recent
microeconomic reforms, aimed at reducing red tape and
bureaucracy, and promoting competition.

The snapshot emerging from the GCI leads to the following conclu-
sions: with its rank of 59 and a score of 4.14, Turkey, quite pre-
dictably, finds itself toward the bottom of the ranking shown in
Table 1, performing better than Romania and Bulgaria, but still at
some distance from Estonia (5.12), the top performer within the
group, and from the EU10 average (4.59).

The picture becomes more mixed, however, once Turkey's
performance is disaggregated at the pillar level. Although Turkey
has certainly not dealt fully with all of the key determinants of
competitiveness at its level of development—such as macroeco-
nomic stability or education and health—nonetheless, it has made
good progress in factors which tend to become more important at
more advanced development stages, such as business sophistica-
tion and innovation. In this sense, given its stage of development,
Turkey’s future competitiveness will hinge crucially on the estab-
lishment of efficient production practices and improvements in the
operations of its labor and financial markets, as well as on the
achievement of improved indicators among the basic requirements
factors captured by the GCI, which gives both a combined weight
of 90 percent.

The above analysis indicates the country’s readiness to
evolve to a more advanced stage of development. But it also
underscores the simultaneous importance for the Turkish authori-
ties to intensify current efforts aimed at reducing macroeconomic
vulnerabilities, improve access to better education for all citizens,
foster the development of more transparent and efficient institu-
tions, better functioning markets, and achieve European and
world-class standards of human and minority rights protection and
freedom of expression.

Notes

1 About half the average for the 10 new members that joined in 2004
and about one-fifth of the average for the EU25.

2 The Financial Times (2006).

3 For an interesting discussion on sectoral and cross country productivi-
ty comparisons see Dervis et al., 2004.
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Box 4: The United States: An erosion of its competitive potential?

The United States has fallen to sixth place in the Global
Competitiveness Index (GCl), down from first place last year,
behind Switzerland, Finland, and Sweden and just ahead of Japan.
The efficiency of the country’s markets, the sophistication of its
business community, the impressive capacity for technological
innovation which exists within a first rate constellation of universi-
ties and research centers, make the United States a highly com-
petitive economy. However, a number of weaknesses, particularly
related to macroeconomic imbalances and the institutional envi-
ronment, are beginning to erode the country’s overall competitive-
ness potential.

The United States has highly efficient markets, ensuring an
optimal allocation of the economy’s resources. Its goods markets
in particular, characterized by low levels of distortion in an envi-
ronment of open competition across virtually all markets, are
assessed as the most efficient in the world, ensuring a large
selection of quality goods at low prices, supplied in a timely man-
ner. It also has highly sophisticated financial markets, enabling
businesses to gain access to capital at competitive prices from a
variety of sources—bank loans, equity markets, venture capital,
and a broad range of other instruments. Labor markets have also
been cited as a model of flexibility and efficiency, with high rates
of job creation and low rates of unemployment, against a back-
ground of wage flexibility and considerable ease for hiring and fir-
ing at the firm level. Our research also shows that US labor mar-
kets are characterized by a comparatively low level of nepotism,
and a strong relationship between worker productivity and associ-
ated wage levels. Even when compared with many similarly devel-
oped economies, the United States has not only been able to
attract many of the best and the brightest workers, but it is able to
retain them, giving it a top score on a measure of the “brain
drain.” US universities, without peer in the world, have traditionally
attracted some of the best talent from the rest of the world, con-
siderably boosting the country’s capacity for scientific innovation.

The strength of the country’s markets is matched by its
capacity for innovation. The United States has top notch scientific
institutions and companies that spend heavily on R&D. Businesses
and universities collaborate heavily in that research, spawning
centers of innovation, such as Silicon Valley, which are being emu-
lated around the world, from Bangalore to the Hsinchu Science
Park. It is therefore not surprising that the United States ranks first
worldwide in patents registration. This culture of innovation is but-
tressed by a number of other critical factors, such as strong intel-
lectual property protection, very high attainment rates of tertiary
education, and excellent on-the job training which fosters the abil-
ity of workers and businesses to adapt rapidly to a changing envi-
ronment. Further, the overall high levels of sophistication of the
business community (ranked 8th) ensure that much of this innova-
tion is translated into productive business activity. However, given
that all of this activity requires a critical mass of highly qualified
workers, there is a danger that the restrictive visa requirements
implemented post 9/11 present a non-negligible risk to the econo-
my’s ability to maintain a growing talent pool. If the United States
does, indeed, begin to face important talent shortages in the

-

future, we would expect this to have negative repercussions on
the economy’s competitiveness.

While strengths in the technological and market efficiency
areas explain the country’s overall high rank, the US economy suf-
fers from striking weaknesses in other areas. To begin, the quality
of the country’s public institutions falls short of the levels of trans-
parency and efficiency seen in other OECD members. There is a
fairly broad range of concerns among business leaders pointing to
inefficiencies in the use of public resources (ranked 27th); insuffi-
cient even-handedness on the part of government officials in their
dealings with private sector interests (rank 39th, well below top
performers New Zealand, Denmark, and Finland); inadequate lev-
els of trust on the part of the business community in the financial
integrity of public officials (ranked 24th), low when compared with
the likes of the Nordic countries, but also others such as
Singapore, Switzerland, and Australia. It is clear that incidents
such as the federal government's inadequate response to and han-
dling of the after-effects of Hurricane Katrina, may have dented
public confidence in government.

Another, even more striking, weakness can be found in the
area of health and primary education, where the United States
ranks a low 40th overall in the index, below most countries at simi-
lar per capita income levels. This is particularly noteworthy since
the GCI pillar which assesses this particular set of factors has a
large number of hard data indicators. In particular, the United
States suffers from weak health indicators compared with other
wealthy nations, such as a lower life expectancy. It has higher
infant mortality rates than countries such as Japan and Finland
and even Slovenia, the Czech Republic, and Korea. A high preva-
lence rate for HIV/AIDS—placing the United States 79th in the
world—is deemed costly to business, despite the fact that at
almost 15 percent of GDP, the United States spends more on health
care than any other nation in the world, including France and
Germany (10 and 11 percent of GDP, respectively), and where cov-
erage, unlike that in the United States, is universal. These indica-
tors suggest that Americans receive worse health care than do the
citizens of many countries that spend less, eroding the country’'s
overall competitiveness. Implementation of the long-discussed
health care reforms in the country should therefore be seen as a
priority for improving the country’s competitiveness in the future.

By far the greatest weakness in the United States, however,
concerns the macroeconomic environment, as captured in the
macroeconomy pillar of the GCI, where it ranks a very low 69th out
of 125 countries assessed. This poor showing is in line with contin-
uing international concern over the macroeconomic imbalances in
the country, particularly public finances. According to the latest
estimates published by the International Monetary Fund (2006), the
fiscal deficit in 2006 is projected to exceed 4 percent of GDP, the
sixth year in a row that the federal budget will have shown a
deficit. The IMF also projects deficits through 2011. In the mean-
time, gross public debt levels have also risen sharply, from 57 per-
cent of GDP in 2000 to a projected 64 percent of GDP in 2006 and
are expected to continue to rise in coming years. This rising stock
of public debt is a worrisome trend, as it has taken place in recent
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Box 4: The United States: An erosion of its competitive potential? (contd.)

~

years against a background of a sustained increase in interest
rates which the monetary authorities have put in place in order to
deal with emerging price pressures from strong domestic demand
and the international oil market. With potentially open-ended
expenditure commitments linked to defense and homeland securi-
ty, ongoing plans to further lower taxes, as well as other longer-
term potential claims on the budget—e.g., the effects of global
warming on weather patterns and associated consequences—the

-

prospects for sustained fiscal adjustment do not seem bright. With
a low savings rate, a record high current account deficit—well in
excess of US$800 billion in 2006, equivalent to some 6.5 percent of
GDP, an all time record—and a worsening of the US net debtor
position, there is significant risk to both the country’s overall com-
petitiveness and, given the relative size of the United States, the
future of the global economy.

)

is second to none, ranked first in both indicators. The
macroeconomic environment indicators are poor for both,
though they are worse for Germany—largely explained by
large public sector deficits and high levels of public
indebtedness, the latter being higher in Germany than in
the United Kingdom—and a strengthening of the curren-
cy in both countries in 2005. Germany’s infrastructure is
better—again, second to none in the world, but the
United Kingdom does better than Germany in the higher
education and training pillar reflecting good quality of
education indicators. The United Kingdom excels in mar-
ket efficiency indicators, with the most efficient financial
markets in the world. The flexible UK labor market, and
its low levels of unemployment stand in sharp contrast to
Germany, whose business community is saddled with scle-
rotic labor regulations. But Germany does somewhat bet-
ter than the United Kingdom in innovation indicators and
the sophistication of its business community has no peer
in the world. France’s performance is reviewed in detail in
Box 1 in this chapter.

Italy’s competitive position has continued the down-
ward trend observed over the past few years, and the
country dropped four places in this year’s Report (see box
“Is Italy’s Ranking Too Low?” in last year’s Global
Competitiveness Report 2005—2006). The list of problems is
long and there is little evidence that they are being
addressed. To begin with, the underlying macroeconomic
environment is poor. Italy has been running budget
deficits without interruption for the past 20 years. The fis-
cal situation has deteriorated significantly since 2000 and,
at least according to the IMF’s World Economic Outlook
(2006), there appear to be no prospects for fiscal consoli-
dation through the end of this decade. Italy’s public debt is
well over 100 percent of GDP, among the highest in the
world. The poor state of Italy’s public finances may itself
reflect more deep-seated institutional problems, which are
reflected in low rankings for such variables as the efficien-
cy of government spending, the burden of government
regulation, and, more generally, the quality of public sector

institutions. The market efficiency pillar does not deliver
very good results either, with particular weaknesses in the
areas of labor market flexibility and financial market
sophistication and openness. Italy earned much better
scores in innovation and business sophistication, and this
explains why, the above weaknesses notwithstanding, its
current rank falls between that of Hungary (41) and India
(43) and is not actually lower. Hungary’s performance is
analyzed in detail in Box 2.

As in previous years, Poland remains the worst per-
former among the EU economies, with a rank of 48, right
behind Greece (47) and well behind Estonia (25), the
Czech Republic (29) and Slovenia (33), Central and
Eastern Europe’s top performers. Particular weaknesses in
Poland stem from the highly protected and rigid labor
markets, particularly harmful in a country where unem-
ployment is close to 18 percent. As in many transition
economies, businesses have to deal with uncertainties
stemming from weak institutions, corruption and crime,
favoritism, an easily influenced judiciary, and a weak prop-
erty rights climate. Deeper reforms will be necessary if
Poland is to increase productivity and stay competitive in
the face of rising labor costs. However, instead of focusing
on competitiveness-enhancing reforms, the government
has more recently reverted to ill-conceived interventions
which are undermining the business environment and cre-
ating a climate of macroeconomic vulnerability. Plans to
create a government-controlled Financial Supervisory
Commission and aimed at curtailing the independence of
the Central Bank are a notorious recent example.

Russia has fallen from its 53rd rank in 2005 to 62nd
in 2006. The private sector in Russia has serious misgiv-
ings about the independence of the judiciary, and about
the administration of justice. Legal redress in Russia is not
expeditious, transparent, or inexpensive, as it is in the
world’s most competitive economies. A ranking of only
110 among 125 countries in 2006 suggests that it is time
consuming, unpredictable, and a burden on the cost struc-
ture of enterprises. Partly because of this, the environment

The Global Competitiveness Report 2006-2007 © 2006 World Economic Forum

1.1: The Global Competitiveness Index

31



1.1: The Global Competitiveness Index

32

for the protection of property rights is extremely poor and
worsening. Russia’s ranking in this indicator during the
last two years has suffered a precipitous decline, from 88 in
2004 to 114 in 2006, among the worst in the world.

A number of countries have pinned their hopes on
strengthening reform efforts toward EU accession. While
Bulgaria, scheduled to join in early 2007, has fallen from
a rank 61 to 72, Romania, expected to join at the same
time, remained more or less stable, at 68, losing only one
place. The reform agenda in both countries is ambitious,
and the institutional weaknesses which characterize both
countries raise questions about their ability to adapt
smoothly to the more competitive environment of the EU
and, hence, about their overall readiness to take on the
responsibilities of EU membership. Turkey’s performance
is analyzed in more detail in Box 3.The country has
moved up an impressive 12 places, to 59 this year. The
prospect of joining the EU, which became concrete since
accession negotiations opened in October 2005, has cer-
tainly boosted the confidence of the business community,
even if, as noted in the box, the country faces some
important challenges in the period ahead. Croatia, the
second candidate country in the negotiation process, has
equally benefited from the “EU bonus” and moved up 13
places to 51.

ASIA

Asia is home to some of the most, as well as some of the
least competitive economies in our rankings. Singapore
leads the pack, ranked 5th overall, followed by Japan in
7th place, Hong Kong in 11th and Taiwan in 13th place
overall. These economies all have high-quality infrastructure,
flexible and efficient markets and healthy, well-educated
workforces. They are also operating on the outer boundaries
of the technology frontier, both at the firm and consumer
level.

In Japan, economic recovery has begun with defla-
tion on the wane, yet a number of challenges, mainly in
management of the public finances and market efficiency
remain, as outlined in Box 5. Nevertheless, private sector
commitment to R&D, sophisticated production processes
and a highly educated labor force contribute to deliver
one of the most innovative economies in the world.

Another strong performer this year is Malaysia,
ranked 26th overall, just behind the Republic of Korea
which was ranked 24th. Malaysia exhibits one of the most
efficient economies in the region; flexible labor markets,
relatively undistorted goods markets, and public institu-
tions which in many areas (e.g., rule of law, the legal sys-
tem) are already operating at the level of the top perform-
ing EU members which joined in 2004. A well-developed

infrastructure and relatively sound regulatory environment,

: N
Box 5: Will Japan rebound?

Japan is recovering from a 15-year recession. In 2004—-2005 the
country registered one of the highest GDP growth rates in the
industrial world, averaging 2.5 percent for the two-year period.
Since 1990, the end of the recession has been announced sev-
eral times, so one might wonder if the current recovery, which
begun in 2003, represents a short cyclical upturn or reflects the
sustainable impact of a decade of reform.

The recession, which started in the early 1990s with burst
stock and real estate market bubbles, exposed deep structural
problems in the Japanese economy, accumulated during the
1980s boom years, when economic success loosened discipline
and distorted incentive systems: banks loaned without proper
risk assessments, government delayed deregulation, interest
groups resisted change, and the media remained largely cap-
tive to the political and corporate establishment. The real
estate collapse left the country’s banks with large non-perform-
ing loans, contributed to a sharp drop in equity prices, con-
strained bank credit, weakened consumer and business confi-
dence, and caused domestic demand to contract to historic
lows, a development exacerbated by external shocks.

In the meantime, the slow, steady advance of reform
began to bear fruit. The business sector, once burdened with
excess labor and debt, restructured and trimmed costs, result-
ing in increased profitability for all firms. Painful lay offs and
more flexible employment options (part time or fixed term con-
tracts), represented major changes in this country of “lifetime
employment.” The corporate sector was now able to redistrib-
ute some of its earning to employees and shareholders,
spurring domestic demand. Banks reduced the value of non-
performing loans to less then half—from over 40 trillion yen at
the 2001 peak (representing over 8 percent of GDP) to less than
20 trillion yen in 2004. Progress notwithstanding, challenges
remain.

In the short to medium term, the challenge will be to con-
solidate and maintain budgetary stability. At almost 6 percent of
GDP in 2005, Japan has one of the highest budget deficits in the
world (ranking 114th out of 125 countries in the Global
Competitiveness Report), and a disappointing 88th position on
the macroeconomy pillar in the Global Competitiveness Index
(GCI). Lack of fiscal discipline led the major rating agencies to
downgrade Japan’s sovereign credit rating in 2002. The recent
economic recovery has had a positive effect on the budget and
improved the overall fiscal outlook, and the government is now
committed to reducing the budget deficit by half a percentage
point per year to zero by the next decade. Despite these devel-
opments, the IMF’s latest World Economic Outlook envisages
gross public debt levels of about 175 percent of GDP through
the end of this decade.

Thus, budgetary expenditures will have to be carefully
reviewed as there is much scope for increasing the efficiency
of public sector spending. Early in the recession, the economy
was kept afloat through massive public-works programs—
principally infrastructure and support for inefficient companies
—in a misguided effort to maintain jobs. It is not surprising,
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Box 5: Will Japan rebound? (cont’d.)

therefore, that the efficiency of government spending is reportedly
low, as confirmed by the Executive Opinion Survey (Survey), where
the country is ranked 74th in this particular indicator. Fiscal con-
solidation will require further streamlining expenditures and
increasing consumption taxes—Japan has one of the lowest rates
among industrial countries. Further reform of health and social
security systems are also necessary, as even the recently
increased contributions are not likely to meet the demand for pen-
sions. First steps toward consolidation have already been taken,
with privatization of the postal service. The latest plan calls for
more ambitious consolidation, which may be necessary to avoid
an increase of the debt burden and associated risks. Interest rates
are likely to rise in response to mounting inflationary pressures
both global and in Japan itself, where the Central Bank recently
ended the era of zero interest rates. This will have some implica-
tions for the burden of public debt.

The aging and shrinking of Japan’s population will affect its
productivity and growth potential more seriously than other factors
in the past. By 2024, the median age is expected to be at 50, seven
years older than today and 13 years older than the US level. Aging
may further erode the currently weak fiscal position, diminish labor
productivity—already lower than in other industrial countries—
weaken internal demand, and reduce national savings, thereby
limiting the availability of domestic capital. Labor productivity is
already about 30 percent lower in Japan than in the United States
and an aging workforce will likely reduce it further, although the
overall effect is estimated to be fairly small, on the order of 2.5
percent (Oliveira Martins et al., 2005).

To avoid a situation where the lack of qualified employees
threatens competitiveness, more women could be brought into
active employment by providing incentives, such as improved child
care, currently in short supply. OECD data show that women make
up only 40 percent of paid labor and earn only 46.1 percent of male
income, pointing to severe obstacles for women in accessing bet-
ter paid, high-skill jobs. Results from the Survey suggest that there
is also scope for improvement by making labor markets and hir-
ing/firing practices more flexible (rank 70). Another way to
increase labor productivity sustainably is through enhancing work-
force education. While Japan is one of the best performers in on-
the-job training (rank 2), poor quality management education
appears to be a disadvantage in the country’s overall competitive-
ness picture (rank 59).

The root cause of the 1990s recession was overregulation
and poor discipline in goods, labor and financial markets. In the
1980s, a dual structure had evolved, in which a handful of well-
known, export-oriented companies reached world-class efficiency
levels, while the bulk of local companies lagged behind, protected
from new entrants and international competition. Despite progress
in regulatory reform, a wide array of tax policies, subsidies, and
regulations protecting inefficient companies—particularly in net-
work industries such as energy and telecommunications, and in
retail and agriculture—remain in place.

There is considerable scope for strengthening competition in
goods and services markets, making them more efficient and open.

-

The economy is still geared toward protecting existing domestic
companies, instead of promoting new entrants and imports.
According to the World Bank, it takes 31 days to start a business in
Japan, whereas entrepreneurs in 0ECD countries require on aver-
age only 19.5 days. At the same time, domestic enterprises are
sheltered from foreign competition mainly because of the import-
discouraging regulatory environment. This is partly reflected in the
Survey question pertaining to the existence of non-tariff trade bar-
riers, where Japan comes in at rank 53, with low import penetra-
tion (12.9 percent of GDP, rank 123).

Without question, Japan has enormous potential. Over the
past 50 years, its technological supremacy and innovation capaci-
ty have made it a world leader in innovation and research. It has
the third highest R&D intensity among the industrialized
economies, after Finland and Sweden, with expenditures reaching
3.2 percent of GDP, mainly undertaken by the business sector.
Japan is the best performer in the entire sample in the innovation
pillar. Interestingly, the world class position of Japanese R&D is so
strong, that it was hardly affected during the 15- year recession.
Today, the Survey data confirm that company spending on R&D is
among the highest in the world (rank 2), research institutions are
world class (rank 5), scientists and engineers are widely available
(rank 2), and the capacity for innovation is one of the best globally
(rank 2). Given this excellent environment, it is hardly surprising
that Japan is one of the world leaders in patents registration, sec-
ond only to the United States. The strong preference for innovative
goods in the large domestic market certainly contributes to this
performance.

Continued banking reform, dismantling of regulatory barriers,
further progress in fiscal consolidation, and surging consumer and
business confidence will be conducive for further strengthening
innovative capacity, and will allow Japan to maintain its techno-
logical supremacy in the medium term, thereby supporting growth
and well-being for its population.
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coupled with sophisticated production methods and fairly
extensive adoption of new technologies should contribute
to higher levels of growth and continued rapid develop-
ment. Korea’s performance is slightly more uneven than
that of Malaysia. Korea has already reached world class lev-
els in certain areas, such as macroeconomic management,
school enrollment rates at all levels, penetration rates for
new technologies, and levels of scientific innovation, as
captured by data on patent registration. However, Korea
continues to be held back by a number of weaknesses in
the area of institutions, both public and private. As for lev-
els of transparency and openness, the impartiality of public
sector officials in their dealings with the business commu-
nity and levels of corruption, Korea has not yet reached
the standards of Finland, Sweden, Denmark, or Chile.
Taiwan continues to operate at a high level of efficiency
but it has dropped below last year’s “top-ten” status. It is
an innovation powerhouse, with levels of patents registra-
tion per capita exceeded only by the United States and
Japan (see the case study on the development of the ICT
sector in Taiwan in the 2006 Global Information Technology
Reporr). It continues to excel in terms of indicators of’
higher education and training (ranked 7th overall), but,
like Korea, its overall rank is weighed down by weaknesses
in the institutional infrastructure, as captured by the GCI’s
first pillar.

India ranked 43rd overall and, as the leading country
in the GCI’s first stage of development, scores remarkably
high in capacity for innovation and sophistication of firm
operations. This is especially true of the quality of scientif-
ic research and the number of scientists and engineers,
which are increasingly supplying highly skilled professionals
to the private sector. Indian enterprises tend to utilize
sophisticated production processes and use numerous
high-quality local suppliers, thus lowering input costs.
Firm use of technology and rates of technology transfer
are high, although penetration rates of the latest technolo-
gies are still quite low by international standards, reflecting
India’s still low levels of per capita income and high inci-
dence of poverty. As income continues to rise and the fees
associated with use of these products continue to fall,
usage rates will rise, bringing about improvements in pro-
ductivity. However, despite those impressive results on
technological readiness, insufficient health services and
education and a poorly developed infrastructure is limiting
a more equitable distribution of the benefits of India’s
high growth rates. Additionally, successive Indian govern-
ments have proven to be remarkably ineffective in reducing
the public sector deficit, one of the highest in the world.

China’s ranking has fallen from 48 to 54. Its perform-
ance is highly uneven and this raises a number of concerns.
Consistent with the cautious macroeconomic manage-
ment of its authorities and extremely high GDP growth

rates, the macroeconomy pillar of the GCI shows a very

high rank, 6th overall in the world. This reflects China’s
low inflation, one of the highest savings rates in the world,
and manageable levels of public debt. Perhaps more than
any other country in the world, China’s large and rapidly
growing market has attracted large volumes of FDI in
recent years (US$54 billion in 2004'%) as transnational cor-
porations have invested heavily in order to benefit from
the country’s emerging middle class and its higher pur-
chasing power. However, as the country is not addressing
its many structural problems and institutional shortcom-
ings quickly enough, their long-term eftects may be partly
disguised by the booming economy. The banking sector is
largely state-controlled and the capacity to price risk is
limited. Levels of financial intermediation are low and the
state has had to intervene from time to time to mitigate
the adverse effects of a large nonperforming loan portfo-
lio. Like India, China has low penetration rates for the lat-
est technologies (mobile telephones, internet, personal
computers) and because these are expanding more quickly
in other countries, China’s ranks in these indicators are
actually falling behind. Secondary and tertiary school
enrollment rates are better than they are in India, but still
low by international standards. A number of indicators
which capture the sophistication of the business commu-
nity (e.g., complexity of production processes, extent of
marketing) also show lower ranks in 2006 than last year.
By far the most worrisome development is a marked drop
in the quality of the institutional environment, as shown
by the sharp drop in ranks from 60 to 80 in 2006 in the
institutions pillar of the GCI, with poor results across all
15 indicators, and involving both public and private insti-
tutions. There are concerns about the strength of auditing
and accounting standards, protection of minority share-
holders’ interests, the burden of government regulation,
the climate for the protection of property rights, as well as
the independence of the judiciary from undue influence.
These will have to be addressed in order to strengthen the
ability of the Chinese economy to respond to external
shocks and to ensure country-wide gains in efficiency suf-
ficient to narrow growing income disparities.

At rank 56, Kazakhstan leads the central Asian
economies by a wide margin and with an excellent
macroeconomic performance, thanks to increasing oil and
gas revenues. Tajikistan and the Kyrgyz Republic come in
at 96th and 107th respectively. The region as a whole lacks
the strong institutions and basic infrastructure that could
serve as a foundation to launch a process of convergence
in competitiveness levels with the transition economies of’

Central and Eastern Europe.
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LATIN AMERICA AND THE CARIBBEAN

Once again, at 27th and unchanged with respect to 2005,
Chile has the highest ranking overall in Latin America and
the Caribbean. Chile’s competitiveness position reflects
not only solid institutions—already operating at levels of
transparency and openness above the average for the
EU—but also the presence of efficient markets, relatively
free of distortions. The state has played a supportive role in
the creation of a credible, stable regulatory regime.
Extremely competent macroeconomic management has
been a critical element in creating the conditions for rapid
growth and sustained efforts to reduce poverty. In particu-
lar, continuing reductions in public debt levels, supported
by a fiscal policy that targets an overall budget surplus for
the central government have also played a central role in
buttressing the credibility of government policy. The
resources generated by Chile’s virtuous fiscal policy have
gone to finance investment in infrastructure and, increas-
ingly, education and public health. Given Chile’s strong
competitive position, the authorities will have to focus
attention on upgrading the capacity of the labor force
with a view to rapidly narrowing the skills gap with
respect to Finland, Ireland and New Zealand, the relevant
comparator group for Chile.

Brazil’s ranking, 66th overall, down from 57th last
year reflects a particularly poor position in the macro-
economy pillar of the GCI (114th, as compared to 91st in
2005), resulting from a large budget deficit, at least in rela-
tion to that of other countries, if not in relation to Brazil’s
historical performance, which has not been good. High
levels of government debt and a wide interest rate spread
indicate the heavy intermediation costs in the Brazilian
banking sector, which negatively affect private sector
investment and contribute to lower economic growth. For
a more detailed analysis of Brazil’s competitiveness per-
formance see Box 7 in this chapter. Mexico’s ranking has
remained broadly stable, moving up one place to 58.The
country shows a somewhat uneven performance over the
various pillars of the GCI, with relatively good scores on
health and primary education, goods market efficiency,
and selected components of technological readiness, e.g.,
FDI and technology transfer, no doubt reflecting the close
links of the Mexican market to the United States in the
context of NAFTA. However, this is offset by the same
institutional weaknesses as are prevalent in the rest of Latin
America. Argentina is featured in Box 6.

A lack of sound and credible institutions remains a
significant stumbling block in many Latin American coun-
tries. Bolivia (97), Ecuador (90), Guyana (111), Honduras
(93), Nicaragua (95), Paraguay (106), and Venezuela (88)
achieve low rankings overall and, in particular, are among
the worst performers in the GCR sample for the presence

of the basic elements of good governance, including rea-

sonably transparent and open institutions. These countries
all sufter from poorly defined property rights, undue influ-
ence in decision making, inefficient government opera-
tions, as well as unstable business environments. Perceived
favoritism in government decision-making, an insufficient-
ly independent judiciary, and security costs associated to
high levels of crime and corruption make it difficult for
the business community to compete effectively, either
within the region or in the world.

A new entry into the Global Competitiveness Report
this year is Barbados, the second-highest ranking econo-
my in the region, with an overall rank of 31. While high
levels of public debt and a low savings rate result in low
scores in the macroeconomy pillar, the country benefits
from high-quality institutions and well-developed infra-
structure, which provide a good platform for businesses to
develop. Suriname is another new addition this year and
comes in at a rank of 100 overall. The economy is charac-
terized by rigid labor markets and distorted goods mar-
kets. Underdeveloped financial markets reduce access to
investment funds and onerous taxation discourages private
investment. As part of the ambitious reform agenda in the
period ahead, the authorities will have to address serious
structural deficiencies.

As in previous years, Venezuela’s overall performance
continues to deteriorate, despite the marked improvement
in the macroeconomic ranking (from 45th place last year
to 26th this year), due mainly to a government budget
surplus, a phenomenon seen in all oil-exporting countries.
The single most important obstacle to development, how-
ever, appears to be the quality of Venezuelan institutions,
especially in combating corruption, undue influence in
decision-making, and reducing government intervention.
Indeed, Venezuela is the worst performing country in the
entire sample when it comes to institutions. While the
government has increased spending on health and educa-
tion since coming to power in 1999, programs of land and
plant expropriation as well as other instances of severe
interference with the functioning of the market economy
have also had a serious impact on domestic businesses and
scared off foreign investment. The government policy of’
expropriation of idle or under-used factories has targeted
700 privately owned plants and FDI has plunged from
US$7.8 billion in 2002 to just US$1.5 billion in 2004.%
For all the talk about the social dimension of the govern-
ment’s “benign” revolution, school enrollment rates are
either mediocre or poor, with Venezuela ranking 85, just
behind Vietnam, Suriname and China, at the secondary
school level. Venezuela’s infant mortality rate of 16 per
1000 live births is on a par with Albania, and actually
higher than that of Russia or the Ukraine, two countries
still recovering from decades of public health neglect.
Not surprisingly, Venezuela’s ranking in the Human
Development Index in 2003 (the latest) was 75, nearly 30
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Box 6: Argentina’s unfulfilled potential

During the period 1960-2000 Argentina’s average annual real per
capita GDP growth was 1 percent, lower than that of all country
groupings other than sub-Saharan Africa. Indeed, it was lower
than the average for the developing countries (2 percent) and the
average for all countries (2.4 percent). The logic of compound
interest means that, whereas Argentina increased its real per
capita income by some 48 percent over this 40-year period, a
growth rate closer to 3 percent (not particularly high for some of
the better managed economies) would have boosted income per
capita by over 200 percent, a huge difference in the evolution of a
key indicator of human welfare.

A key characteristic of Argentina’s growth performance dur-
ing this period has been its high volatility, with sharp oscillations
over the entire period, in a clear pattern of boom and bust. This

applies to the most recent period as well, where a cumulative con-

traction in real GDP in excess of 18 percent during the period
1999-2002, reflects the lead up to the 2001 financial crisis and its

after effects. The country experienced a sharp recovery thereafter,

with an average growth of about 8.5 percent during the period
2003-2006.
Clearly the key question facing the authorities is: what are

the policy and institutional requirements for sustained growth over

the longer term? Argentina is a country with vast potential, richly
endowed with physical and human resources.! Its poor growth
performance reflects a combination of macroeconomic misman-
agement and delays in the establishment of the “soft” infrastruc-
tures of successful development: better public institutions, good
governance, greater efficiency in the operation of goods, labor,
and financial markets, and politicians closely identified with the
public good. An analysis of the results for this year's Global
Competitiveness Index (GCI) suggests several key priorities for
reform:

e Argentina’s poor growth performance is a reflection of its sorry

record of fiscal management, the primary cause of the 2001

collapse of the exchange rate regime, the banking system, and

the ensuing political crisis. Argentina needs to consolidate the
recent improvement in its fiscal accounts by moving to a sys-

tem where safeguards are introduced which effectively isolate
the budget from the venality of politicians, and from the diverse

demands placed upon it by economic agents. Improved fiscal
management will help reduce the servicing burden of the pub-
lic debt, will lead to a lower interest-rate structure, and

improved credit ratings. A lower debt burden will, in turn, allow
spending to rise in other areas, including education, infrastruc-
ture and public health, and will boost the country’s dismal com-
petitiveness rankings.

Argentina should quickly move to a fiscal regime that
targets the government'’s structural balance. That is, govern-
ment expenditure should be limited to the level of structural
(i.e., cyclically adjusted) revenue. In practice, this means that
pro-cyclical policies will be avoided. Indeed, there should be a
target for the government balance of a surplus of at least 1-1.5
percent of GDP on average.2 This approach to fiscal policy will

have a number of distinct advantages: it will depoliticize the
budget process from election cycle spending or other political-
ly motivated discretionary spending, an important achievement
in Argentina, given its historical antecedents. It will establish a
smoother profile for government expenditure, which, in turn,
will allow the government to implement a predictable public
investment program. By institutionalizing fiscal discipline, an
environment will be created in which, in the absence of an
exchange rate target, monetary policy will be able to play an
effective countercyclical role. This regime would need to be
supported by institutional reforms to improve intergovernmen-
tal fiscal relations, thus better aligning the inefficient incentives
which have characterized the relations between the federal
government and the provinces, a root cause of Argentina’s
inability to rein in public spending. In the absence of such
reforms, the risk is high that the current boom will, as in the
past, be followed by another bust.

The worst-ranking among the 9 pillars of the GCI, by a signifi-
cant margin, is the quality of Argentina’s public institutions,
118th in the world among 125 countries. All of the indicators
used in this pillar come from the Forum’s Executive Opinion
Survey and represent the considered views of the country’s
business community. They register serious concerns about the
property rights environment, the independence of the judiciary,
wastefulness in the use of public resources, the lack of even-
handedness in the government's relations with the private sec-
tor, and see public officials as not being sufficiently impartial in
their dealings. There is a perceived prevalence of corrupt prac-
tices as well, involving diversion of public funds to private
ends—Argentina has a rank of 97 in the last edition of
Transparency International’s Corruption Perceptions Index
(CPI), among the worst in Latin America. The Forum'’s own cor-
ruption index puts Argentina in 70th place among 125 countries,
broadly consistent with the CPI, which has much broader cov-
erage.

Improved governance in Argentina will involve several
mutually reinforcing elements: government willingness to open
the accounts and activities of public institutions to public
scrutiny, and to institute reliable systems of auditing and finan-
cial management will clearly be key. A number of studies have
shown that transparency is particularly important in the case of
the tax system, where the ability of governments to collect rev-
enues sustainably will depend as much on the public's percep-
tion of the fairness of the tax system as on the use made of
those public funds, and will counteract the deep cynicism of
taxpayers, investors, and other economic agents. An additional
concern in Argentina has to do with lack of adequate access to
a free press, giving it a ranking of 105 among 125 countries in
the Forum’s freedom of the press indicator. Sen (1999) notes
that societies operate better under some presumption of trust,
and that openness, access to information, and the freedom for
society’s members to deal with one another under “guarantees
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of disclosure and honesty” are essential for combating corrup-
tion and other misuses of political power.

A third set of factors which help explain Argentina’s low com-
petitiveness rankings have to do with inefficiencies in the
operations of various markets. Along with the rest of Latin
America (with the possible exception of Chile), Argentina suf-
fers from a long tradition of mindless bureaucracy and red tape
which, among other things, discourages the creation of new
businesses and the development of an entrepreneurial class.
Argentina’s labor markets are insufficiently flexible, with heavy
constraints on businesses to adjust payrolls to demand condi-
tions. The government has increasingly intervened in the econ-
omy, leaning on businesses to impose some price controls.
Ironically, these appear to have been largely ineffective, as
Argentina continues to suffer from high inflation—a low rank of
102 in 2005. Although the authorities seem satisfied that
progress has been made in bringing inflation down from its
hyperinflationary past, inflation has dropped virtually every-
where in the world, and, as in years past, Argentina remains in
the same undistinguished company of Pakistan, Nicaragua,
and Venezuela. The government's interventions have at times
been truly incomprehensible, as when it decided recently to
introduce a system of dual pricing for gasoline, depending on
the provenance of the owner of the vehicle, a decision involv-
ing elements of blatant discrimination and dubious legality.

The Forum'’s contracts and law index gives a rank of
118 to Argentina this year. This index captures a number of
rule-of-law variables and aspects of the legal and regulatory
environment. A telling example of weakness in this area is the
government's failure to renegotiate a large number of public
service concession contracts, suspended by an Emergency
Law passed by congress in early 2002, in the aftermath of
Argentina’s debt default. More than four years after suspension
of these contracts, the government is no closer to establishing
a clear framework for public contracts affecting gas, electrici-
ty, telecommunications, and water services. A draft law pro-
posed by the government is seen as deeply flawed, since it
fails to establish a transparent and predictable framework for
tariff adjustments, gives excessive scope for government-
imposed tariff reductions, denies suppliers the right to seek
international arbitration, and prevents disconnection of service
to non-paying users. Not surprisingly, these delays have led to
the departure of some foreign investors, and utility companies
have begun litigation in international arbitration tribunals.
Predictably, they are leading to energy shortages and other
infrastructure bottlenecks, have resulted in government sub-
sidy of consumer gas prices, and are raising fundamental
questions about Argentina’s investment climate.

To escape the decades-long cycle of boom and bust, Argentina
will have to institutionalize its fiscal policy, aim for a structural sur-
plus of at least 1 percent of GDP, and imbed this in a new law. This
would be a sound way to build on the progress made in recent

years in changing the pattern of fiscal indiscipline. But it will not
be enough. The authorities will also have to improve the business
climate, anchoring it in a framework of predictability, transparency,
free of heavy handed, often ill-conceived, government intervention.
There is no intrinsic reason why Argentina can not continue to
grow at 6-8 percent per year for the foreseeable future, provided
efforts are made to establish a sound policy framework.

Notes

1 All three Latin American recipients of the Nobel Prize in science have
been Argentine nationals (one in chemistry and two in medicine).

2 The authorities’ current claim to be running budget surpluses does not
take arrears and interest capitalization on non-performing debt into
account; when these are considered, the government registered a
deficit of 2.9 percent of GDP in 2005.

3 Of the 125 countries ranked in the GCI, 98 had an inflation rate in
2005 of less than 9 percent; Argentina was not among them.
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Box 7: Laying the foundations for a new “Brazilian miracle”
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With a population of 181 million and a GDP of close to US$800 bil-
lion in 2005, Brazil is the largest economy in Latin America and an
increasingly important global player. Abundant natural resources
coupled with a diversified industrial base provide the country with
a competitive edge in agriculture and livestock and a rich potential
for further export diversification, less dependent on primary goods
and more on higher value-added lines of production. Due to its
large domestic market and diversified industrial structure, Brazil
has been quite successful in attracting large inflows of FDI.

Brazil has vast unfulfilled potential. In decades past it has

seen relatively short periods of exceptionally good economic per-
formance with high growth rates and stable inflation, against a
background of rapid industrial diversification. But these periods
have been followed by episodes of slow growth, characterized by
macroeconomic instability and a worsening of income
distribution.! Indeed, the debt crisis in the early 1980s marked an
inflexion point in Brazil's economic development, precipitating a
“lost decade,” in which aggregate expenditures were squeezed to
provide the necessary resources to service the debt. However, the
virtual stagnation of income per capita growth? may have prompt-
ed a rethinking of the prevailing development paradigm. The 1990s
witnessed increasing recognition on the part of successive gov-
ernments of the importance of macro stability and the need to cre-
ate an institutional environment broadly supportive of private sec-
tor development. Nevertheless, progress in establishing a solid
foundation of macro stability has been slower than expected,
reflecting the difficulties of quick fiscal adjustment in a country
suffering from wide income disparities and unmet social needs.

Brazil's unfulfilled potential is made evident by a broad range

of indicators used in the World Economic Forum’s GCI, which shed
light on the country’s relatively poor ranking: 66th out of 125
economies covered, a drop of 9 positions with respect to 2005.
Following is a brief review of those key factors which are pulling
down Brazil's ranking. This will, in turn, suggest the areas for prior-
ity attention in policy formulation and reform.

By a significant margin, Brazil has the lowest ranking—114—in
the macroeconomy pillar of the GCI. Without doubt, the coun-
try’s fiscal performance in recent years has improved, reflect-
ing the strong commitment of the present government to
sounder public finances. However, Brazil suffers from high lev-
els of public indebtedness—gross public debt is close to 72
percent of GDP, very high by international standards. While the
public sector deficit in 2005 (3.3 percent of GDP) was much
lower than in years past—it was more than twice this level in
2003—and the country has been running primary surpluses to
improve its debt dynamics, these are improvements over
Brazil's own mediocre past and not in comparison to fiscal per-
formance in other countries, many of which have also boosted
the quality of budgetary management, in some cases dramati-
cally. Furthermore, as noted by Singh et al. (2005), in Brazil a
full 80 percent of public sector spending suffers from some sort
of rigidity, whether in the form of earmarking of revenue to par-
ticular expenditure categories, constitutional or legal mandates

that establish floors on certain types of spending, the automat-
ic linking of social and pension benefits to the minimum wage,
mandatory transfers to regional governments and other forms
of no doubt well-meaning interventions which, over time, have
sharply limited the ability of the government to restructure
spending in a way that could allow for greater prioritization of
productivity-enhancing expenditure categories, such as educa-
tion, training, and infrastructure improvement.

Furthermore, distortions in the financial system continue
to drive a large wedge between borrowing and deposit rates,
hampering a quicker expansion of investment and limiting bank
intermediation in delivering resources to small and medium-
sized enterprises. The benchmark SELIC3 rate is currently
above 15 percent, extremely high by international standards, at
a time when inflation rates all over the world have been drop-
ping continuously.

The next worst ranking (104) is in the institutions pillar, particu-
larly its public institutions component, highlighting a number of
serious weaknesses which are clearly compromising Brazil's
growth performance. Like much of the rest of Latin America,
the Brazilian business community operates against the back-
drop of an entrenched culture of bureaucracy and red tape.
According to the World Bank’s Doing Business Report, it takes
152 days and 17 procedures to start a new business in Brazil,
19 procedures and 460 days to get a license, 546 days and 15.5
percent of the outstanding debt to enforce a contract.
Government spending is perceived as being wasteful (a rank of
119), reflecting the rigidities noted above which dissipate the
potential value of well-targeted spending programs. The busi-
ness community has little confidence in the financial probity of
public officials, who, therefore, may not have sufficient credi-
bility vis-a-vis civil society and the corporate sector. The poor
rank of 92 is clear evidence that the court system is not per-
ceived as operating within a framework of broad independ-
ence, free of undue influence—a feature which substantially
adds to business costs in the form of delays in the administra-
tion of justice and/or the need to pay bribes to resolve legal
disputes. An inefficient and burdensome tax system with high
corporate tax rates, coupled with high payroll taxes, including
social contributions and restrictive labor regulations have,
among other things, contributed to shift a large part of the
workforce toward the informal sector.

According to the World Bank, Brazil's informal economy
is huge, close to 40 percent of national income in 2003. This
data is corroborated by the Forum’s Executive Opinion Survey
(Survey) which gives Brazil a rank of 91 out of 125 countries for
the prevalence of its informal sector, far below that of Chile,
Japan, and the US, the best performers for this indicator, but
also well below India and China.* The oversized informal sector
is thought to account for close to half of all barriers to labor
productivity growth in the country (Elstrodt et al., 2006). It also
cuts across all economic sectors, encompassing companies
which operate partially or totally outside the law, gaining a
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comparative advantage vis-a-vis regular companies, either by
evading taxes and social contributions, ignoring safety and
product-quality regulation, or disregarding intellectual property
rights. The existence of this burgeoning® parallel economy rep-
resents a drag on the country’s development prospects not
only because it subtracts market shares and profits from law-
abiding firms, thereby undermining their ability to invest in
R&D, innovation and training, but also because it depresses the
economy’s overall productivity levels.

¢ Beyond these microeconomic deficiencies, Brazil's education
indicators show evidence of structural problems. Primary and
secondary education is characterized by low standards, high
dropout rates, and a regional bias against the northeast. At the
same time, access to the network of public universities tends
to benefit those with higher incomes, since the poor have diffi-
culty meeting admission requirements. Inadequate education
and training not only reinforce the income distribution patterns
in the country, but prevent workers from finding more qualified
posts in the formal sector, relegating them to low paying, low-
skill jobs. Brazil's tertiary enrollment rate is low by international
standards, placing the country 75th among 125 countries, a
troubling indicator, given the increasing complexity of the glob-
al economy and the high returns to investment in higher educa-
tion. This is yet another area where the constraints on govern-
ment expenditures have sharply limited its ability to invest more
in competitiveness-enhancing areas such as a world class
educational system.

The above notwithstanding, the past decade has seen efforts by
the government to address the above-mentioned impediments to
growth. Pension reform for public sector workers was approved in
December 2003, and this should help put the fiscal accounts on a
more sustainable path. On the enforcement side, a new superviso-

(&

ry board was established in July 2005 to cut tax evasion and com-
bat fraud. On the education front, former president Cardoso’s focus
on primary education led to a sharp increase in primary school
enrollment rates and a decrease in illiteracy and dropout rates.
President Lula da Silva’s administration has tried to build on these
efforts, with primary education occupying a central position in the
design of the poverty-relief programs—notably the Bolsa Escola.

Provided the weaknesses identified above are addressed,
there is no reason why Brazil could not move to a higher growth
platform where all Brazilians could reap the fruits of increased
prosperity.

Notes

1 UNDP, 2003; Brazil, with a Gini coefficient of 0.61 has one of the
most inequitable income distributions in the world, with the wealthi-
est 10 percent of the population accounting for 48 percent of the
national wealth and the poorest 20 percent for only 2.5 percent;
income distribution is also skewed along regional lines, with 60 per-
cent of the poor concentrated in the northeastern states.

2 In the early 1980s Brazil had a PPP-adjusted GDP per capita well
above that of Korea; by the mid-1990s Korea, with its limited natural
resources, had a GDP per capita more than twice that of Brazil.

3 SELIC stands for Special System for Settlement and Custody, the cen-
tral depository of securities issued by the National Treasury and the
Central Bank of Brazil.

4 The Survey question is: “How much business activity in your country
would you estimate to be unofficial or unregistered (1 = more than 50
percent of economic activity is unrecorded; 7 = none, all business is
registered); Chile, Japan, and the United States have the top scores:
5.3, 5.2, and 4.9 respectively; Brazil has a score of 2.9, below India
(3.8) and China (3.7).

5 Indeed, according to J. Capp et al. (2005), in the 1992-2002 period
the informal sector has remained unchanged at 55 percent of total
employment and has absorbed 87 percent of new jobs created.

places below its 44th rank in 1990, and 14 places lower than
the 61st rank at the outset of the Chavez administration.

MIDDLE EAST AND NORTH AFRICA

The competitiveness landscape in the Middle East and
North African region has generally seen an improvement
since last year’s Report. Among the larger economies,
Algeria and Morocco moved up six places each, to ranks
76 and 70, respectively, while Tunisia, the most competi-
tive economy of the region, reached rank 30, up seven
places from last year, closely followed by the United Arab
Emirates at rank 32.The smaller Gulf States also did well:
Kuwait moved up five places to rank 44, Qatar leaped

eight places to rank 38, and Bahrain achieved rank 49.
Israel also saw a notable improvement, advancing eight
places to rank 15 (a detailed assessment of Israel’s competi-
tive performance is covered in Box 8). Only Egypt (rank
63) and Jordan (rank 52) lost significant ground, dropping
eleven and ten ranks respectively.

The move to a more comprehensive Index this year
has caused some adjustments in country rankings. The
new Index considers a number of important factors which
were not accounted for previously and provides a more
balanced picture of the issues that have an impact on
competitiveness. For example, some of these newly
assessed aspects include infrastructure, higher education
and training, business sophistication, technological readiness,

and innovation, as well as efficiency of financial markets.
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Box 8: Unleashing Israel’s competitive advantage

This year, Israel ranks 15th worldwide in the Global
Competitiveness Index (GCI), up from 23 last year, making it one of
the world’'s most competitive economies. Its most significant
achievements were concentrated in the areas of technological
readiness (up 20 places to rank 3), macroeconomic management
(up 17 places to rank 50), market efficiency (up seven places to
rank 14), and various areas of infrastructure.

Spurred by the global upswing and a concurrent increase in
world trade,! a recovery of the high-tech sector and an improved
internal security situation,? the Israeli economy has been improv-
ing since 2003, witnessed by an impressive GDP growth rate of 5.2
percent in 2005 (4.3 percent in 2004) and forecasts of growth for
2006 of more than 5 percent, made before the August 2006 hostili-
ties broke out.

The global economic recovery resulted in a sharp upturn in
demand for high-tech production, which constitutes some 70 per-
cent of Israel’s industrial exports, the highest percentage in the
world. In 2005, high-tech exports rose by nearly 10 percent, to
US$18.8 billion. The country also benefited from the rise of the
high-tech sectors in India and China and their emergence as
increasingly important customers of Israeli products.3

In addition to these external global factors, the competitive-
ness improvements are the culmination of very significant capital
market reforms, coupled with fiscal discipline, which have intro-
duced a greater degree of competition and are now clearly bear-
ing fruit. The 2003 New Economics Agenda, pushed through with
public consensus during the recession, was based on three main
tenets, a reduction in government expenditure, greater fiscal disci-
pline and tax cuts, all of which have done much to create the con-
ditions for higher productivity and growth.

The country’s general government expenditure-to-GDP ratio
which has been traditionally high 47.3 percent in 2005, compared
to the OECD average of 41.8 percent, due to huge defence spend-
ing and substantial interest payments on the debt stock was signif-
icantly lower in early 2006 than its customary seasonal path. The
fiscal consolidation effort aims to bring this ratio down to 34.4 per-
cent of GDP by 2010, increasing the budget bu less than the GDP
growth rate, namely 1.0 percent in 2006 and 1.7 percent in 2007.

The budget deficit still remains on the high side compared to
other western countries, reflected in a rank of 71. But there were
signs of improvement, as shown in its jump upwards by 22 ranks
over last year, as fiscal consolidation trimmed the deficit/GDP ratio
from an average of 4.4 percent during 2001-2004 to around 3 per-
cent in 2005. The current budget is projected to maintain it at this
level in the years ahead. The reduction in the budget deficit,
brought on by rapid economic growth and financed in part using
privatization revenues, has also made it possible to reduce the
high debt/GDP ratio, which declined by 3.8 percent to 96.9 percent
of GDP in 2005, compared to an OECD country average of 81.2 per-
cent (in 2005).

The reforms have also helped to improve market efficiency.
For example, although still high, the extent and effect of taxation
ranked 58, an improvement of 17 ranks, following a comprehensive
tax reform package approved by the Knesset in July 2005, to be

implemented from 2005 to 2010. This included bringing down the
marginal labor tax rate to 44 percent by 2010, a reduction in VAT by
one percentage point to 15.5 percent and a gradual decrease in
the corporate tax from 31 to 25 percent. Compared to other OECD
countries, the maximum tax rates in Israel are no longer high.
Moreover, Israel has no estate or inheritance taxes.

The area that saw the most impressive developments was
the financial market, highly developed by regional and internation-
al standards, as reflected by the country’s 13th place under this
category, a jump in eight places vis-a-vis last year. This appears to
be due, first and foremost, to the recent capital markets reform,
led by the Bachar Commission, which tackled the two major prob-
lems: the high degree of market concentration resulting from two
institutions that accounted for about 70 percent of the asset man-
agement industry, and an existing conflict of interest arising from
concentrated ownership of funds by banks and their role in the
provision of financial retail advice. This was done by separating
asset management activities from commercial banking, introduc-
ing a substantial degree of competition and professionalism and
laying the groundwork for a revolution in the sophistication and
independence of asset management.

This has built on a previous round of important reforms that
phased out the high-yield guaranteed-rate government bonds held
by pension funds mostly public pension funds held by Histadrut,
the main labor union in the country and equalized the tax treat-
ment of capital gains between Israeli and foreign securities. Israel
ranks 2nd place globally in its excellent access to venture capital,
which is channelled to early-stage companies, especially ICT and
biotechnology start-ups. The Israeli government continues to play
an active role in the development of this market by financing joint
public-private venture capital funds to leverage private capital
from foreign investors.

Israel ranked 23rd for overall infrastructure quality, up seven
places since last year and 31st for railroad infrastructure develop-
ment, reflecting a jump of ten places. These improvements reflect
ongoing reforms concentrated in rail, roads, ports, and electricity
supply infrastructure, and have introduced elements of competi-
tion. Foremost among the large infrastructure allocations is a
multi-year budget of NIS20 billion to Israel Railways, a public cor-
poration since 2004-05. The government also plans to introduce
mass transit systems in metropolitan centers, an additional light
rail system in Jerusalem, and has allocated approximately NIS 3.3
billion averaging almost 1 percent of GDP for the period 1997-2005
toward road infrastructure development, mainly through build,
operate, transfer (BOT) schemes.

Government companies have been established to improve
port infrastructure management, maintenance, and development.
In 2005, an agreement was reached with unions to begin the priva-
tization process aimed at introducing more competition into the
port container market, with the goal of significantly reducing ship
waiting times. The Electricity Sector Law, amended in 2003, is
focused on reforming the electricity industry by unbundling pro-
duction activities of the state-owned Israel Electric Corporation,
with the aim of lowering prices and improving service.*
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Box 8: Unleashing Israel’s competitive advantage (contd.)

Israel’s large-scale fiscal consolidation, will enable future
cuts in the tax burden and public debt, thereby freeing up capital
market resources for the business sector, lowering the economy’s
long-term interest rate, and stimulating growth and investment. As
long as the macroeconomic targets are met, the combination of
consolidation and ambitious capital markets reform is expected to
fully unleash the country’s competitive potential.

The economic impact of the recent hostilities has been limit-
ed. The effects of these events on real activity, on the exchange
rate, inflation, and on financial markets has been small and has
demonstrated Israel’s continued economic resilience in the face of
ongoing instability in the region. Over the longer term, much will be
gained from securing lasting security arrangements with its neigh-
bors, to remove uncertainties about the political environment and

-

allow a redirection of resources toward productivity-enhancing
areas, such as education and infrastructure. Without doubt, the
entire region would greatly benefit from the associated “peace
dividend.”

Notes

1 IMF (2006), p. 205; in volume terms, annual growth in world trade has
increased from 3.4 percent in 2002 to 7.3 percent in 2005, and is
forecast to reach 8 percent in 2006.

2 Bank of Israel (2005).
3 Business\Week online, 30 December 2005.

4 Government of Israel, Ministry of Finance (2006).
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Box 9: South Africa: Challenges on the road to prosperity

Strong global growth and high commodity prices, combined with
buoyant consumer demand have enabled South Africa to grow at a
robust rate exceeding 4 percent since 2004, set to continue this
year. Despite significant achievements since the ending of
apartheid in 1994, South Africa is in many ways still struggling with
its legacy, including gross inequalities, high unemployment, major
skill shortages, and a striking dichotomy between first and third
world characteristics.

Entrenched inequalities act as a deterrent to growth, devel-
opment, employment creation and poverty eradication, as reflect-
ed in the results of this year's Global Competitiveness Index, in
which South Africa has dropped five places to rank 45. It also lost
12 places (falling to rank 58) in the basic requirements subindex,
highlighting the fundamentals for achieving sustained growth in
factor-driven economies: strong institutions, adequate infrastruc-
ture, a supportive macroeconomic environment, and good basic
health and education.

Relative to its overall rank, the country does particularly well
in a number of areas typically reserved for rich, innovation-driven
economies: it ranks 29th in the innovation subindex. Its economic
sophistication is also reflected in high ranks for property rights
(22), private institutions (23), goods (20) and financial market effi-
ciency (27), business sophistication (32), and innovation (29).

On the other hand, South Africa’s per capita income of
US$12,160 (PPP for 2005) stands in stark contrast to its low—and
since 1995 declining—human development ranking, as measured
by the UNDP’s Human Development Index. It ranks only 103rd in
the world for basic health and education, extremely low for a
country at this level of development. With a Gini coefficient of 57.8,
South Africa has one of the highest levels of income inequality in
the world. The gulf between the poorest and richest quintiles of

-

the population is huge, with the former commanding less than 4
percent of national income, and the latter over 62 percent.!
Moreover, glaring inequalities are seen not only in income levels,
but also pertain to access to or ownership of productive assets
such as land, basic infrastructure, capital, and information, as well
as to education and advanced skills.

While economic growth is essential, it is not a guarantee of
employment creation, and South Africa’s unemployment situation
is grave. The most recent data (March 2004) show an unemploy-
ment rate of 27.8 percent— a steep increase since the 20 percent
in 19942—with 4.6 million unemployed and a labor force participa-
tion rate of only 54.5 percent. The unemployment rate among black
Africans was the highest of any of the country’s population groups
(29 percent for males and 38 percent for females), while the rate
for whites was approximately 5 percent. Employment in the formal
sector (excluding agriculture) accounted for around 73 percent of
total employment.3 However, data across population groups show
that only 65 percent of employed black Africans were in the formal
sector, 24 percent in the informal sector, and 11 percent in domes-
tic service, as compared to whites who are predominantly
employed in the formal sector.

The government has made considerable progress in redress-
ing these remnants of apartheid, most recently by introducing the
Broad-Based Black Economic Empowerment Act 2003 (BEE), a leg-
islative framework aimed at increasing the effective participation
of black people in the economy, as managers, owners of enterpris-
es and productive assets, and developing human resources and
skills. To date, the implementation of the Act takes place through
voluntary charters such as for the Maritime Transport & Service
Industry, the Forwarding & Clearing Industry, the Mining Industry,
the Tourism Industry, the Petroleum and Liquid Fuels Industry, the

J
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Box 9: South Africa: Challenges on the road to prosperity (cont’d.)

ICT and the Financial Sector. These are either sectors that contin-
uously engage in government contracts or those that are central to
future growth. Enterprise-level targets and timetables are moni-
tored by an independent body and the “scores” made public.
Target quotas aim to have 40 percent blacks on boards of direc-
tors, 5 percent of payrolls reserved for skills development, and 40
percent black people employed at certain occupational levels.
Beyond peer and public pressure to meet these targets, their
achievement is tied to economic incentives, e.g., government pref-
erence to enterprises that satisfy the scorecard criteria when
granting licences, concessions, or when engaging in any econom-
ic activity.

However necessary the BEE strategy may be, it entails signif-
icant restrictions on labor market flexibility. It will surprise no one
that South Africa ranks 123rd in labor market flexibility, encom-
passing hiring and firing practices, flexibility of wage determina-
tion, and union/employer relations. Indeed, the BEE process has
been criticized by enterprises which find it heavy-handed, and not
likely to produce the much needed relevant skills. It is seen by
some as simply chasing quotas without making a real impact on
the transfer of wealth to ordinary people.

Flexibility of wage determination in South Africa is also con-
strained by the short supply of skilled labor. This year’s ranking for
higher education and training shows a drop to rank 56 from 47 last
year. Engineering and construction enterprises feel particularly
constrained by the lack of skilled human capital. Only 11.6 percent
of the labor force aged 25-29 has a tertiary education® and there is
a large pool of unskilled labor. Therefore, the implementation of
education and training programmes which deliver the skills neces-
sary for a modern economy are a key ingredient to boost econom-
ic performance.

Infrastructure represents another major challenge. South
Africa experienced a huge drop in ranking for this pillar, from last
year's 35 to 49th place. To correct this situation, the South African
government launched the Accelerated and Shared Growth
Initiative of South Africa (ASGISA), with the ambitious aim of main-
taining GDP growth at 4.5 percent until 2009, and raising it to 6 per-
cent in the new decade, supported by substantial infrastructural
investment. The government’s Medium Term Budget Policy
Statement 2005 outlines public and parastatal investment spending
in the region of some US$53 billion for the three fiscal years 2006
through 2008. The Gautrain Rapid Rail Link, targeted for completion
between Johannesburg and Pretoria by 2010, at a cost of some
US$2.9 billion, is part of the planned infrastructure investment.
Maintenance, upgrading and expansion of existing infrastructure
will also play a role in propelling growth and boosting real fixed
capital stock. Other ongoing structural reforms include the intro-
duction of a second fixed-line telephone operator, to increase
competition and reduce communications costs. Policy efforts must
now concentrate on deregulating the power-generating sector and
upgrading distribution networks, water-supply infrastructure, and
railway lines.

The macroeconomic picture is generally bright, as reflected
by a respectable rank of 46. However, a strong currency, combined

-

with low interest rates and an increasingly empowered black mid-
dle class fuelled a consumer spending boom which has resulted in
a sizeable increase in the current account deficit, amounting to 6.4
percent of GDP in the first quarter of 2006, the highest ratio regis-
tered since 1982. Currently, this is easily financed by capital
inflows, but there is a risk that this trend could reverse. A first
reassessment of risks and returns in emerging markets by interna-
tional investors already took place in May 2006. The nominal effec-
tive rand rate weakened accordingly by just under 10 percent over
a period of three weeks. There continues to be a downside risk
that inflows could dry up, resulting in further depreciation, the
derailing of the consumer spending boom, and a rise in interest
rates. Such a move could have important socio-economic ramifi-
cations, in part because it would hit the newly empowered black
middle-class, and also because many BEE schemes, which are
financed through debt-creation, could suffer should interest rates
rise significantly.

Finally, the lack of security, or the perception thereof, is still a
serious impediment to doing business in South Africa. This is
reflected in a rank of 94, down from 90 last year, as the business
costs of crime and violence and the unreliability of police services
are all deemed damaging to business. The lack of security may
also exacerbate the brain drain from South Africa, which in turn
tightens the market for skilled labor, another priority area for the
government to tackle.

The past decade has seen a major upheaval in the economic,
political and social landscape of South Africa. Through prudent
policies and sound economic management, the government has
made impressive steps to manage the transition. However, much
remains to be done before the country can fulfill its huge potential.
In particular, boosting basic and advanced education and training,
doing more to counter the spread of HIV/AIDS, and implementing
measures to increase labor market flexibility and improve security
should remain high on the policy agenda as a means of tackling
the unemployment problem, increasing the supply of skilled labor,
and creating a more business-friendly environment, all of which
should ultimately help to reduce inequality and poverty.

Notes
1 UNDP, 2005.

2 Statistics South Africa, 2004; Statistics South Africa, 2005; ILO, 2005.

3 The informal sector accounted for 18.1 percent of total employment,
while 8.5 percent represented domestic workers.

4 ILO, 2005
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The results show that many countries in the region have
deficiencies in these newly included areas.

Government budgets in resource-rich nations in the
region, particularly in the Gulf countries, have benefited
significantly from higher oil revenues and from their pru-
dent management. The world’s top four performers on the
macroeconomic pillar all come from this region: Algeria
(1st), Kuwait (2nd), Qatar (3rd) and United Arab Emirates
(4th). It is noteworthy that many of these countries,
despite abundant public finances, have seen major
improvements only in the area of health and primary edu-
cation, but not in higher education and training or in
infrastructure, all crucial components of a diversified econ-
omy in which prudent public investment could contribute
to enhancing competitiveness. Thus, the availability of
public funds appears—at least for now—not to have trans-
lated into improvements in human capital, which would
play an important role in helping these economies which
are highly dependent on oil and vulnerable to external
shocks to diversify their economic base.

Among the Maghreb countries, Algeria made
impressive strides, moving up from a rank of 82 to 76, due
to significant improvements in the institutions pillar, in
health and basic education and in innovation. A strong
macroeconomic pillar characterized by increasing revenues
from oil and gas sales appears to have boosted its perform-
ance relative to the government balance and government
debt, while its inflation environment also saw a significant
favorable development. These improvements were coun-
terbalanced by low scores in the market efficiency pillar
(rank 96)—important for the efficiency-driven stage of
development—as well as for technological readiness (rank
100) and business sophistication (rank 103), showing that
the country still has a long way to go before it reaches the
innovation-driven stage of development. Furthermore, its
low rank of 115 for business costs of terrorism suggests
that security is still a major problem affecting the business
environment and imposing heavy costs which are not
conducive to sustained economic growth.

Morocco edged up to rank 70, up six places. The
country has made important strides in improving the state
of its public institutions, especially security, and of its
infrastructure, basic health, and education. The results also
show that Morocco has made progress in improving tech-
nological readiness, with big gains in firm-level technology
absorption, and technology transfer through FDI. The
country has seen an increase in internet users and
improved innovation—in particular through stronger uni-
versity/industry research collaboration—better protection
of intellectual property rights, and has benefited from a
greater availability of scientists and engineers. Nevertheless,
the country’s population is still poor and deprived of basic

benefits of development, especially in the areas of health

and both basic and advanced education, where outcomes
are still suboptimal.

Egypt, ranks 63rd this year, dropping 9 places. It suf-
fered an extremely sharp drop of 58 places to rank 108 in
the macroeconomy pillar, as it struggled with worsening
government finances and a large debt ratio. It also fell back
in the higher education and training and innovation pillars
to 75th and 82nd rank, respectively.

SUB-SAHARAN AFRICA

Although sub-Saharan Africa has experienced high growth
over the past few years, the results of the Global
Competitiveness Index suggest that this trend may not be
sustainable. In terms of competitiveness, the region lags far
behind the rest of the world. Nineteen of the 24 countries
from sub-Saharan Africa included in this year’s sample
rank among the 25 weakest performers occupying ranks
of 100 or lower. The seven newcomers to the GCR from
the region (Angola, Burkina Faso, Burundi, Cameroon,
Lesotho, Mauritania, and Zambia) are no exception. All
of them rank below 100 and sufter from a weak perform-
ance in most of the nine pillars. Only a few countries are
taking advantage of the global boom in commodity prices
to build a basis for long-term growth.

Over the last 50 years, the growth of Africa’s exports
did not manage to keep up with the surge in global trade
flows, suggesting that the continent has not benefited
much from globalization. In this respect, the collapse of’
the Doha Round of trade negotiations, which could have
opened up new market opportunities for Africa, mainly in
agricultural and labor-intensive products, is all the more
disappointing. However, should Doha be revived, in order
to fully benefit from improved market access, the supply
capacity of African countries must also be strengthened
and this should go hand-in-hand with a greater emphasis
on the basic requirements for the factor-driven stage of
development, namely better macroeconomic management,
infrastructure, education, and institutions. Indeed, as shown
by the results of the GCI, the big economies in the region
are receiving high scores in the innovation and business
sophistication pillars relative to their overall ranking, while
neglecting more basic requirements that would help them
migrate into a higher stage of development and achieve
more sustainable growth.

South Africa remains the top performer of the
region (45th overall). Despite significant achievements
since the ending of apartheid, the country is in many ways
still struggling with its legacy, including gross inequalities,
high unemployment, major skill shortages, and a striking
dichotomy between first and third world characteristics.
The competitive situation in the country is analyzed in

greater depth in Box 9.
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Nigeria shows a very different picture. Weak and
deteriorating institutions—including a serious security
problem—Ilower ranks in infrastructure and basic health
and education, and a very significant change for the worse
in macroeconomic management, all of which have
depressed the country’s rank to 101, from 83 last year.
Despite its huge revenues from record-high oil prices, the
large majority of the population remains very poor and
without access to basic health care and education.

Tanzania and Uganda, two of the region’s larger
economies, have not managed to significantly improve
their competitiveness and are ranked 104th and 113th,
respectively. Even relative to these low overall rankings,
they do even more poorly on health and primary educa-
tion (118th and 123rd, respectively) and on higher educa-
tion and training (112th and 107th, respectively). Although
they do better on some of the innovation factors, their
failure to make a significant improvement in the basic
requirements subindex are likely to continue to dent their
growth prospects.

Botswana has been relatively successful, ranking 81st,
the third best performance in sub-Saharan Africa after
South Africa and Mauritius (55th). The government suc-
ceeded in using its wealth from key natural resources and
diamonds to boost the country’s growth rate. Key to
Botswana’s success were its reliable and legitimate institu-
tions, ranking a high 18th worldwide for wastefulness of
government spending, and 26th for public trust of politi-
cians. Botswana is known to be one of the countries with
the lowest levels of corruption and graft in Africa. The
transparency and accountability of public institutions have
contributed to a stable macroeconomic environment, effi-

cient bureaucracy, and market-friendly regulation.

Conclusions

This chapter has presented a comprehensive overview of
the results of the World Economic Forum’s new Global
Competitiveness Index, officially being launched this year
as the primary instrument for assessing national competi-
tiveness. This Index represents a major step forward in the
evolution of the Forum’s work in the area of competitive-
ness, building on the work done by others in the past
including, most recently, by Jeffrey Sachs and John
McArthur, in the context of the Growth Competitiveness
Index. Reflecting changes in the global economic envi-
ronment and in the relative importance of those factors
affecting productivity, the Global Competitiveness Index
puts forward an elegant formulation of the key drivers of
competitiveness. It formally incorporates the concept of
stages of development, attaching different weights to dif-
ferent factors, depending on the role they play in each
country, given its institutional and structural characteris-
tics, and as reflected in the levels of per capita income.

The aim of our research is twofold: first, we wish to
provide individual countries with a useful tool that identi-
fies in a transparent and sensible way those priority areas
where efforts would be best focused to remove barriers to
competitiveness. Government and business leaders are
generally aware that the reform agenda includes a broad
array of issues. Even the most advanced economies, already
operating at high levels of efficiency and having achieved
a high standard of living, suffer from structural rigidities
and institutional weaknesses that are often a drag on
growth. The Global Competitiveness Index aims to give a
sense of the priorities for reform, whether these be labor
market reforms in continental Europe, fiscal consolidation
in much of Latin America, or better governance in Africa
and the Middle East. Beyond this explicit identification of
strengths and weaknesses and the guidance this offers for
policy formulation and reform, the Index also provides a
useful overview of each country’s individual performance
with respect to that of its peers. The intent is to highlight
best practices as a way of encouraging a more proactive
approach to reforms, to suggest that an improved policy
framework makes an enormous difference for creating the
appropriate conditions for high quality growth. Second,
given that many of the necessary reforms will require joint
efforts by both policymakers and the business community,
we aim to provide a concrete platform for dialogue
among economic actors regarding the best ways forward.
A dialogue involving government, business, and civil soci-
ety that is illumined by the insights conferred by a broad
array of relevant and timely indicators can often serve as a
catalyst for the kind of reforms that will contribute to
raising productivity levels in economies around the world,
helping to boost living standards and the quality of life for

many of the world’s citizens.

Notes
1 De Soto (2000), Chapter 3.

2 Kaufmann (2005), pp.81-98.
3 Kaufmann (2003), p. 146.

4 On the role of education in the emergence of Israel as an ICT power
see Lopez-Claros and Mia (20086), pp. 89-106.

5 See, for example Acemoglu et al. (2004).
6 See Easterly (2005), pp. 187-196.
7 For an overview, see Calderén and Servén (2004).

8 See, for instance, Fischer (1993); recent research (Acemoglu et al.
(2003)) shows that economic policies are, at least partially, an out-
come of the prevailing institutional framework.

9 See Lucas (1988) and Kremer (1993).

10 Research by Dearden et al. (2005) found that UK companies that
increased their training activities by 1 percentage point gained on
average 0.6 percent in industrial productivity.

11 See for example, Alesina et al. (2004) for an overview of the literature
on the relationship between country size and economic growth.
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12 For an overview of the theoretical and empirical research on the rela-
tionship between finance and growth, see Levine (2004).

13 See for example Van Reenen and Sadun (2006).
14 See Machin and Van Reenen (1998).
15 See Bloom and Van Reenen (2006).

16 See for example Krugman (1979), Romer (1987 and 1990), and
Grossman and Helpman (1991).

17 See Trajtenberg (2005).

18 For all the talk about support to agriculture in the United States and
the EU and the distortions these create for global trade and interna-
tional prices, Switzerland is actually a worse offender.

19 World Bank, World Development Indicators (2005a).
20 Ibid.
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Appendix A: Composition of the Global Competitiveness Index

This appendix provides details on how the Global
Competitiveness Index is constructed. All of the Survey
and hard data variables used in this index can be found
in the data tables section of this Report with more
detailed descriptions.

1st Pillar: Institutions
A. Public institutions

1. Property rights
1.01 Property rights

2. Ethics and corruption
1.02 Diversion of publics funds
1.03  Public trust of politicians

3. Undue influence
1.04 Judicial independence
1.05 Favoritism in decisions of government officials

4. Government inefficiency (red tape, bureaucracy and waste)
1.06 Wastefulness of government spending
1.07 Burden of government regulation

5. Security
1.08 Business costs of terrorism
1.09 Reliability of police services
1.10 Business costs of crime and violence
1.11  Organized crime

B. Private institutions

1. Corporate ethics
1.12  Ethical behavior of firms

2. Accountability
1.13 Efficacy of corporate boards
1.14  Protection of minority shareholders’ interests
1.15  Strength of auditing and accounting standards

2nd Pillar: Infrastructure
2.01 Overall infrastructure quality
2.02 Railroad infrastructure development
2.03 Quality of port infrastructure
2.04 Quality of air transport infrastructure
2.05 Quality of electricity supply
2.06 Telephone lines (hard data)

3rd Pillar: Macroeconomy
3.01 Government surplus/deficit (hard data)
3.02 National savings rate (hard data)
3.03 Inflation (hard data)
3.04 Interest rate spread (hard data)
3.05 Government debt (hard data)
3.06 Real effective exchange rate (hard data)

4th Pillar: Health and primary education

A. Health
401 Medium-term business impact of malaria
4.02 Medium-term business impact of tuberculosis
4.03 Medium-term business impact of HIV/AIDS
4,04 Infant mortality (hard data)
4,05 Life expectancy (hard data)
406 Tuberculosis prevalence (hard data)
4.07 Malaria prevalence (hard data)
4.08 HIV prevalence (hard data)

B. Primary education
4.09 Primary enrolment (hard data)

5th Pillar: Higher education and training

A. Quantity of education
5.01 Secondary enrolment ratio (hard data)
5.02 Tertiary enrolment ratio (hard data)

B. Quality of education
5.03 Quality of the educational system
5.04 Quality of math and science education
5.05 Quality of management schools

C. On-the-job training
5.06 Local availability of specialized research and training
services
5.07 Extent of staff training

6th Pillar: Market efficiency
A. Good markets: Distortions, competition, and size

1. Distortions
6.01 Agricultural policy costs
6.02 Efficiency of legal framework
6.03 Extent and effect of taxation
6.04 Number of procedures required to start a business
(hard data)
6.05 Time required to start a business (hard data)

2. Competition
6.06 Intensity of local competition
6.07 Effectiveness of antitrust policy
6.08 Imports (hard data)
6.09 Prevalence of trade barriers
6.10 Foreign ownership restrictions

3. Size
0.00 GDP - exports + imports (hard data)
6.11 Exports (hard data)
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Appendix A: Composition of the Global Competitiveness Index (cont’d.)

B. Labor markets: Flexibility and efficiency

1. Flexibility
6.12 Hiring and firing practices
6.13  Flexibility of wage determination
6.14 Cooperation in labor-employer relations

2. Efficiency
6.15 Reliance on professional management
6.16 Pay and productivity
6.17  Brain drain
6.18 Private sector employment of women

C. Financial markets: Sophistication and openness
6.19 Financial market sophistication
6.20 Ease of access to loans
6.21 Venture capital availability
6.22 Soundness of banks
6.23 Local equity market access

7th Pillar: Technological readiness
7.01 Technological readiness
7.02 Firm-level technology absorption
7.03 Laws relating to ICT
7.04 FDI and technology transfer
7.05 Cellular telephones (hard data)
7.06 Internet users (hard data)
7.07 Personal computers (hard data)

8th Pillar: Business sophistication

A. Networks and supporting industries
8.01 Local supplier quantity
8.02 Local supplier quality

B. Sophistication of firms’ operations and strategy
8.03 Production process sophistication
8.04 Extent of marketing
8.05 Control of international distribution
8.06 Willingness to delegate authority
8.07 Nature of competitive advantage
8.08 Value-chain presence

gth Pillar: Innovation
9.01 Quality of scientific research institutions
9.02 Company spending on research and development
9.03 University/industry research collaboration
9.04 Government procurement of advanced technology
products
9.05 Availability of scientists and engineers
9.06 Utility patents (hard data)
9.07 Intellectual property protection
9.08 Capacity for innovation
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Appendix B: Technical notes on the construction of the Global Competitiveness Index

Combining hard data and Survey data

The responses to the Executive Opinion Survey referred
to as “Survey data,” with responses ranging from 1 to 7.
The hard data were collected from various sources,
described in the Technical Notes and Sources at the end
of the Report. All of the data used in the calculation of
the Competitiveness Index can be found in the Data
Tables section of the Report. The standard formula for
converting each hard data variable to the 1-to-7 scale is:

(country value — sample minimum)
(sample maximum — sample minimum)

6 x + 1

The sample minimum and sample maximum are the
lowest and highest values of the overall sample, respec-
tively. For some variables, a higher value indicates a
worse outcome. For example, high levels of budget
deficits are bad. In this case, we “reverse” the series, by
subtracting the newly created variable from 8. In some
instances, adjustments were made to account for extreme

outliers in the data.

How we treat inflation

Since no consensus yet exists in the literature on the spe-
cific threshold at which lower levels of inflation become
detrimental, and in order to capture the idea that both
high inflation and deflation are detrimental to the econ-
omy, inflation enters the model in a U-shaped manner as
follows: for values of inflation between 0.5 and 2.9 per-
cent, a country receives the highest possible score of 7.
Beyond this range, both inflation and deflation receive
negative scores. Scores become more negative as they

move away from these values, in a linear fashion.

How we measure the impact of disease
Within the 4th pillar of the Global Competitiveness
Index, the impact of a disease on competitiveness
depends not only on its incidence, but on how costly this
incidence is for business. Therefore, in order to estimate
the economic impact of disease, we combine hard data
on incidence (on malaria, tuberculosis, and HIV) with
Survey questions on the cost of these diseases to business.
To combine these data we first take the ratio of each
country’s disease prevalence, relative to the highest preva-
lence in the world. We then multiply the inverse of this
ratio (to take into account that low values are “good”)
with the Survey average. This product is then normalized

to a 1-to-7 scale. Note that countries with a zero preva-

lence rate will always obtain a 7 in the ranking, regardless

of what the Survey data says.

How we measure domestic and foreign competition
Within the goods market efficiency subindex of the 6th
pillar of the Global Competitiveness Index, the compo-
nent called competition is weighted in a particular fashion:
the Survey data provide an indication of the extent to
which competition is distorted in both the domestic and
the foreign market. However, the relative importance of
these distortions depends on the relative size of domestic
versus foreign competition. In order to capture this inter-
action, we create two new variables that indicate this rel-
ative importance. Domestic competition is the sum of
consumption (C), investment (I), government spending
(G), and exports (X), while foreign competition is equal
to imports (M).Thus, we assign a weight of (C +1+ G
+ X)/(C+1+ G+ X+ M) to those Survey questions
related to local competition, and M/(C + 1+ G + X +
M) to those related to foreign competition.

How we measure market size

Within the goods market efficiency subindex of the 6th
pillar of the Global Competitiveness Index, the compo-
nent called size measures the size of the market, to which
local firms have access. This has two components: the size
of the local market and the foreign market (exports). The
local market should be the sum of consumption (C),
investment (I), and government spending (G). Although
we lack data on these three macro components, we do
have data on exports (X), imports (M) and GDP. By defi-
nition, GDP = C + I + G + (X — M). Therefore, we
compute the local market as GDP + M — X.
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CHAPTER 1.2

The Microeconomic
Foundations of Prosperity:
Findings from the Business
Competitiveness Index’

MICHAEL E. PORTER, Harvard University, with
CHRISTIAN KETELS and MERCEDES DELGADO, Institute for Strategy

and Competitiveness, Harvard Business School

Introduction

Competitiveness is a central preoccupation of both
advanced and developing countries in an increasingly
open and integrated world economy. Despite its acknowl-
edged importance, the concept of competitiveness is still
misunderstood, and measuring competitiveness remains
difficult. In this chapter, we define competitiveness con-
cretely, outline a conceptual framework for understanding
the causes of competitiveness, and compare the competi-
tiveness across a large sample of countries.

The Business Competitiveness Index (BCI), based on
this conceptual framework, is calculated for 121 countries,
up 8 from last year. Our aim is to rank country competi-
tiveness, identify the competitive strengths and weaknesses
of each country’s economy, highlight trends in the global
economy, and deepen the understanding of imperatives of’
successful economic development.

‘While most discussion of competitiveness remains
focused on the macroeconomic, political, legal, and social
circumstances that underpin a successful economy, progress
in these areas is necessary but not sufficient. A sound and
stable context improves the opportunity to create wealth,
but does not create wealth. Wealth is actually created by
the productivity with which a nation can utilize its
human, capital, and natural resources to produce goods
and services. Productivity depends on the microeconomic
capability of the economy, rooted in the sophistication of
companies (both local and subsidiaries of multinationals)
and the quality of the national business environment.
Unless microeconomic capabilities improve, sustainable
improvements in prosperity will not occur.

The Business Competitiveness Index (BCI) explores
the underpinnings of a nation’s prosperity, measured here
by its level of GDP per capita adjusted for purchasing

power. The focus is on sustainable prosperity and on iden
tifying the specific areas that must be addressed if GDP
per capita is to attain higher levels in the future.

The conceptual framework for the BCI follows that
of previous Reports. The statistical approach has been
improved to increase the stability and robustness of the
estimation given year-to-year changes in the sample of
countries and the types of companies, an important prior-
ity since the global survey is conducted by many volunteer
partner organizations. We report adjusted rankings for past
years using the new methodology.

The analysis here is pragmatic, making use of the best
available data and econometric methods even though both
are far from perfect. We also confront the challenge of
establishing the direction of causality of findings given
limited time-series data. There may be a natural tendency
for some microeconomic conditions to improve as GDP
per capita increases. Yet the large observed microeconomic

differences across countries, even countries at similar
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income levels, reveal that microeconomic improvement is
far from automatic.

Despite the statistical challenges, our findings for 2006
are remarkably robust and stable compared with those of
earlier Reports. The Business Competitiveness Index
accounts for more than 80 percent of the variation across
countries in the level GDP per capita,” which 1s remark-
ably high given the presence of so many unstable low-
income countries in the rankings and the inherent imper-
fections in national income data.

Once again, our findings reveal the crucial impor-
tance of microeconomic competitiveness for sustainable
economic prosperity. By accessing global capital markets,
countries can engineer spurts of growth through macro-
economic stabilization and financial reforms that bring in
floods of capital while creating the illusion of progress.
Without microeconomic improvement, however, growth
will be snuffed out as exports and jobs fail to materialize,
wages stagnate, and the return on capital investments
proves disappointing. This disappointment, and the austeri-
ty that results from such cycles, remains at the heart of the
backlash against globalization.

Competitiveness and its causes

Competitiveness, then, is the fundamental underpinning of
prosperity. While macroeconomic shifts, political develop-
ments, resource price swings, and spurts of trade and for-
eign investment can move GDP per capita for periods of
time, the only reliable basis of true prosperity is the pro-
ductive potential of a nation’s economy. The central focus
of public policy must be on competitiveness, despite the

constant desire for headlines and quick fixes.

What is competitiveness?

Competitiveness remains a concept that is not well under-
stood, despite the widespread acceptance of its impor-
tance. The most intuitive definition of competitiveness is a
country’s share of world markets for its products. This
makes competitiveness a zero-sum game, because one
country’s gain comes at the expense of others. This view
of competitiveness is used to justify intervention to skew
market outcomes in a nation’s favor (so-called strategic
industrial policy), including subsidies, artificial restraints on
local wages, and intervention to devalue the nation’s cur-
rency. In fact, it is still often said that lower wages or
devaluation “make a nation more competitive.”

This view of competitiveness is deeply flawed. The
need for low wages reveals a lack of competitiveness, and
depresses prosperity for citizens. Subsidies drain national
income and bias choices away from the most productive
use of the nation’s resources. The need for devaluation
results in a collective national pay cut by discounting the
products and services sold in world markets while raising

the cost of the goods and services purchased abroad.
Exports based on low wages or a cheap currency, then, do
not support an attractive standard of living.

Prosperity is determined by the productivity of an
economy, which is measured by the value of goods and
services produced per unit of a nation’s human, capital,
and natural resources. Productivity depends both on the
value of a nation’s products and services, measured by the
prices they can command in open markets, and the effi-
ciency with which they can be produced.

True competitiveness, then, is measured by productiv-
ity. Productivity supports high wages, a strong currency,
and attractive returns to capital—and with them a high
standard of living. Productivity is the goal, not exports per
se. Also, productivity is the goal, not whether firms operat-
ing in the country are domestic or foreign owned. Finally,
purely local industries also matter for competitiveness
because their productivity not only sets their wages but
has a major influence on the cost of living and the cost of
doing business in the country. The productivity of the
entire economy then, not just the traded sector, matters
for the standard of living.

The world economy is not a zero-sum game. Many
nations can improve their prosperity if they can improve
productivity. The central challenge in economic develop-
ment, then, is how to create the conditions for rapid and
sustained productivity growth.

Productivity improves when a country can mobilize
all its available human resources. Countries with inefficient
labor markets might report high productivity for their
active labor force, but many potential employees are not
participating in generating value in the economy.

Microeconomic foundations of productivity
Wealth is actually created in an economy at the microeco-
nomic level—in the ability of firms to create valuable
goods and services using efficient methods. Only firms can
create wealth, not government or other societal institutions.
The microeconomic foundations of productivity rest
on two interrelated areas: (1) the sophistication and capa-
bilities with which domestic companies or foreign sub-
sidiaries compete, and (2) the quality of the microeconomic
business environment in which they operate (Figure 1).
The productivity of a country is ultimately set by the
productivity of its companies. An economy cannot be
competitive unless companies operating there are compet-
itive, whether they are domestic firms or subsidiaries of
foreign companies. But the productivity of companies is
inextricably intertwined with the quality of the national
business environment. More productive company strategies
and operating practices require more highly skilled people,
better information, more efficient government processes,

improved infrastructure, better suppliers, more advanced
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Figure 1: Determinants of competitiveness
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research institutions, and more intense competitive pres-
sure, among other things.

The competitiveness of companies and the competi-
tiveness of locations are different but related concepts.
Locations compete based on their productivity as location
for business. Companies also compete based on productiv-
ity, but can choose among locations. The competitiveness
of a company, then, depends on both its internal capabili-
ties and the results of its locational choices.?

Companies in a nation must upgrade their modes of
competing and capabilities if successful economic develop-
ment is to occur. Broadly, companies must shift from com-
peting on inputs and inherited endowments (comparative
advantages) to create competitive advantages arising from
efficient and distinctive products and processes. These and
other transitions in corporate strategies and operating
practices required for successful economic development
are shown in Figure 2.

‘What have been strengths in competing at earlier
stages of development can become weaknesses at more
advanced levels of development, because the level of pro-
ductivity must be higher. Extensive technology licensing
works for lower- and middle-income countries, for exam-
ple, but must give way to indigenous technology develop-
ment. Necessary changes are often resisted by the corpo-
rate sector because past approaches were profitable and
because old habits are deeply ingrained.

Moving to more sophisticated ways of competing
depends on parallel changes in the microeconomic busi-
ness environment. The business environment can be
understood in terms of four interrelated areas: the quality
of factor (input) conditions, the context for firm strategy
and rivalry, the quality of local demand conditions, and the
presence of the related and supporting industries. Because
of their graphical representation (see Figure 3), the four
areas have collectively become referred to as the diamond.

As the diamond framework reveals, almost everything

matters for competitiveness. The schools matter, the roads

Figure 2: Company sophistication and economic
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matter, the financial markets matter, customer sophistica-
tion matters, among many other aspects of a nation’s cir-
cumstances, many of which are deeply rooted in a nation’s
institutions, people, and culture. This makes improving
competitiveness a special challenge, because no single policy
or grand step can create competitiveness. Competitiveness
requires many improvements in individual areas that
inevitably take time to accomplish. Many parts of govern-
ment have a role in competitiveness, as do universities,
schools, and other societal institutions. Improving compet-
itiveness is a marathon, not a sprint. How to sustain
momentum in improving competitiveness over time is
among the greatest challenges facing any country.
Multiple geographic levels affect competitiveness:
national, state, and local.* There are striking differences in
economic performance within countries, not just across
countries. Each state and region needs an economic strate-
gy, and this decentralization is one of the most important
new directions in competitiveness thinking and practice.
Also, national productivity can be enhanced, or eroded,
by the circumstances of neighboring countries—we term
this the neighborhood. Economic cooperation and coordina-
tion among neighbors is an important tool for expanding
trade and investment, as well as improving the business

environment.

Clusters and economic development

Clusters are geographic agglomerations of companies, sup-
pliers, service providers, and associated institutions in a
particular field, linked by externalities and complementari-
ties of various types. Clusters, such as consumer electronics
in Japan or high-performance cars in Germany, are often
concentrated in a particular region within a larger nation,
and sometimes in a single town. Clusters are a natural
manifestation of the role of specialized knowledge, skills,
infrastructure, and supporting industries in enhancing

productivity.
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Figure 3: The microeconomic business environment
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Clustering affects competitiveness in three broad
ways: first, the presence of a cluster increases the current
productivity of constituent firms or industries. Within a
cluster, firms have better access to specialized suppliers,
employees, information, and training than isolated firms
who have to source from distant locations. Second, the
presence of a cluster improves the environment for inno-
vation and hence productivity growth. Opportunities for
innovation are often perceived more easily within a clus-
ter, and clusters include the assets, skills, and capital to
commercialize innovations. Third, clusters stimulate and
enable new business formation that supports innovation
and expands the cluster. Barriers to entry are lower if
there are experienced workers and access to all the needed
inputs and specialized services locally available.

The productivity benefits of clusters apply to virtually
all parts of an economy, not only to knowledge intensive
industries such as life sciences or information technology
as i1s sometimes assumed. A good example is tourism: In
the Cairns tourism cluster of Northwestern Australia, nat-
ural attractions such as proximity to the Great Barrier
Reef and a tropical rainforest are advantages, but produc-
tivity (and the amount tourists spend per day) is much
higher if there are also high quality hotels, restaurants, tour
guides, and the many other supporting activities important
to offering an excellent overall experience for the tourist
(Figure 4).°

National economies tend to specialize in a subset of
clusters, in which they can develop a favorable business
environment. These normally account for a disproportion-
ate share of a nation’s traded output. This specialization of
economies is even more evident in subnational regions.

The nature and depth of clusters varies with the state
of development of the economy. In developing countries,
clusters normally lack many supporting industries and
institutions. Firms compete based on cheap labor or local
natural resources, and depend heavily on imported com-
ponents, machinery, and technology. Specialized local
infrastructure and institutions such as educational pro-
grams and industry associations are absent or inefticient.
Firms perform relatively less advanced activities in the
cluster.

In more advanced economies, clusters form and deep-
en to include suppliers of specialized inputs, components,
machinery, and services; specialized infrastructure emerges
from public and private investment; and institutions pro-
viding specialized training, education, information,
research, and technical support arise.

In a given field, it is rare that there is only a single
cluster location in the world economy, but instead there is
an array of clusters in different locations with different
levels of sophistication, specialization, and depth. In a
given field, only a small number of clusters tend to be true
innovation centers, such as Silicon Valley and Japan in
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Figure 4: The Cairns (Australia) Tourism Cluster
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Source: Research by HBS Student Team, 2003.

semiconductors. These innovation centers sometimes spe-
cialize in particular market segments—the Silicon Valley
cluster, for example, is unusually strong in microprocessors.
Other cluster locations in the field may play the role of
manufacturing centers, while still others can be regional
assembly and service centers. As competition has global-
ized, the number of truly competitive clusters has fallen
because legacy clusters protected by trade barriers have
lost position. However, the international division of labor
has increased. Individual cluster locations seem to be
becoming more specialized in particular segments, or in
particular parts of the value chain.

Firms based in the most advanced clusters often seed
or enhance clusters in other locations as they disperse
some activities to reduce risk, access cheaper inputs, or
better serve particular regional markets. Intel, for example,
has moved some assembly and testing, as well as some
wafer fabrication, to a number of non-US locations.
Several of these have become regional electronics clusters
in their own right. The same development can be seen in
a number of other fields, for example, the offshoring of
business services (e.g., I'T services to Bangalore) and man-
ufacturing activities (e.g., auto assembly to Thailand) to
locations with lower labor costs. Instead of spreading these
activities across geography, multinationals have found it
advantageous to co-locate in newly emerging clusters.

A striking example is textile production in Timisoara,
Romania, with many subsidiaries owned by Italian firms.”

These examples suggest that while globalization leads
to a readjustment of the global geographic distribution of
clusters, clusters remain central features of the economic
landscape in every economy. In fact, there is growing
evidence that clusters are becoming more important as
regions increasingly specialize due to pressure from more
intense locational competition. Specialization occurs both
by clusters and in segments.

The challenge for economic development is for
countries to move from isolated firms depending on
low-skilled labor and generic, inherited inputs, to positions
in an array of clusters. For an economy to advance, the
sophistication of clusters must grow to support more
advanced activities (clusters and parts of clusters) in the

nation.

Stages of competitive development

Successful economic development is a process of succes-
sive upgrading, in which a nation’s business environment
evolves to support and encourage increasingly sophisticated
and productive ways of competing by firms (and multina-
tional corporation subsidiaries) located there. Nations at
difterent levels of development face distinctly different
competitiveness challenges.
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Figure 5: Stages of competitive development
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As nations develop, their competitive advantages and
modes of competing move through several stages (Figure
5).8 In the factor-driven stage, basic factor conditions such as
low-cost labor and unprocessed natural resources are the
dominant basis of competitive advantage, and exports.
Firms produce commodities or relatively simple products
designed in other, more-advanced countries. Technology is
assimilated through imports, supply agreements, foreign
direct investment, and imitation. In this stage, companies
compete on price and lack direct access to consumers.
They have limited roles in the value chain, focusing on
assembly, labor-intensive manufacturing, and resource
extraction. A factor-driven economy is highly sensitive to
world economic cycles, commodity prices, and exchange
rate fluctuations.

In the investment-driven stage, efficiency in producing
more advanced but undifterentiated products and services
becomes the dominant source of competitive advantage.
Heavy investment in efficient infrastructure, business-
friendly government administration, strong investment
incentives, improving skills, and better access to investment
capital allow major improvements in productivity. The
products and services produced become more sophisticat-
ed, but technology and designs still largely come from
abroad. Technology is accessed through licensing, joint
ventures, foreign direct investment, and imitation.
However, nations at this stage not only assimilate or copy
foreign technology but also begin to develop the capacity
to improve technology. Companies extend capabilities
more widely in the value chain, and tend to serve a mix
of OEM customers and end users. An investment-driven
economy is concentrated on manufacturing and out-
sourced service exports. It remains susceptible to financial
crises and external, sector-specific demand shocks, but
competitiveness is more stable than in countries depend-
ing on commodity cycles and factor prices.

In the innovation-driven stage, the ability to produce
innovative products and services at the global technology
frontier using the most advanced methods becomes the
dominant source of competitive advantage. The national
business environment is characterized by strengths in all

parts of the diamond, including advanced demand and

deep supporting industries. Competitiveness does not
occur across the board, but is rooted in an array of clusters
where knowledge, supporting industries, and specialized
inputs are present. Institutions and incentives that enable
innovation are well developed. Companies compete with
unique strategies that are often global in scope. An innova-
tion-driven economy is characterized by distinctive pro-
ducers and a high share of services in the economy, and is
quite resilient to external shocks.

The sequential process of building interdependent
microeconomic capabilities, improving incentives, evolving
company strategies, and increasing rivalry creates impor-
tant pitfalls in economic policy. The influence of one part
of the business environment depends on the state of oth-
ers. Lack of improvement in any important area can lead
to a plateau in productivity growth and stalled develop-
ment. Worse yet, key weaknesses in the diamond can
undermine the entire economic reform process. For
example, when well-trained college graduates cannot find
appropriate jobs because companies are still competing
based on cheap labor, a backlash against business is created.

This analysis also begins to reveal why countries find
the transition to a new stage of development so difficult.
Such inflection points require wholesale transformation of

many interdependent aspects of competition.

The process of economic development

Government plays an inevitable role in competition
because it affects many aspects of the business environ-
ment. The sophistication of home demand, for example, is
influenced by regulatory standards, consumer protection
laws, government purchasing practices, and openness to
imports. Many government departments and agencies
impinge on competitiveness, as do government entities at
the provincial, state, and city levels. The question is not
whether government has a role, but what that role should
be and how to coordinate policies across parts of govern-
ment. Many countries have sought to limit the inappro-
priate roles of government while ignoring its positive
roles. Government has an irreplaceable role in setting the
right rules and incentives, and making the public invest-
ments needed for a productive economy.

While government is important to competitiveness,
however, government alone is less and less able to build a
competitive economy as the sophistication and specializa-
tion of competition rises. Many other national and local
actors outside of government have a role in competitive-
ness and economic development. The influence of univer-
sities and schools is growing as knowledge, skills, and tech-
nology become more and more essential to competition.
Universities must not only improve their educational and
research capabilities, but become better connected to the

private sector.
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The private sector itself is a crucial actor in improving
competitiveness and in setting economic policy, not just a
passive bystander.’ The private sector not only depends on
the business environment, but needs to play a role in shap-
ing it. Firms, through steps such as sponsoring educational
programs, recruiting units of foreign suppliers, or defining
product standards, not only benefit themselves but also
improve the overall environment for competing. Engaging
the private sector in economic development is also impor-
tant to provide the continuity necessary to sustain progress
through changes of government, and to counteract the
relatively short attention spans of political leaders.

Finally, a whole class of other organizations, which we
term Institutions for Collaboration (IFCs), play an important
role in competitiveness though they have been largely
ignored in economic development thinking.!” These
organizations—trade associations, entrepreneur networks,
standard-setting agencies, quality centers, technology net-
works, and many others—are neither government agencies
nor educational institutions, nor are they private firms.
They are common, and especially prevalent in the most-
advanced economies. However, they also have crucial roles
in developing countries where they often compensate for
weaknesses in government. IFCs play an essential role in
connecting the parts of the diamond and fostering effi-
cient collective activities in both advanced and developing
countries.!! For example, collective industry bodies, such
as trade associations and chambers of commerce, have
essential roles to play in improving infrastructure, organiz-
ing training, quality certification, and opening export

markets that are often overlooked.

The relationship between context and competitiveness
Microeconomic capability is the ultimate source of sus-
tained prosperity, but contextual factors also matter. We
can use our framework to understand the roles and signifi-
cance of a series of policies that have traditionally domi-
nated debate on economic development, notably those
relating to macroeconomic and political stability. We can
also explore the role of endowments such as natural
resources and a favorable geographic location in competi-
tiveness. Each of these areas can benefit competitiveness,
but cannot itself create competitiveness.

Macroeconomic policy is a prime example. Well-
accepted policies to foster high rates of capital investment,
for example, will not translate into rising productivity
unless the actual investments take place in appropriate
markets and activities, the company has the adequate skills
and supporting industries to make the investments efficient,
and corporate governance and strong competitive pressures
provide the needed market discipline. Privatization will
not boost prosperity unless privatized companies develop
capabilities to operate efficiently and are pressured by local

competition. Similarly, sound monetary and fiscal policies

and the removal of distortions in exchange rates and other
prices will eliminate impediments to productivity, but the
microeconomic foundations must be present if productivi-
ty 1s actually to increase.

The effects of trade agreements and other market
opening measures, a major focus in today’s international
economic policymaking, also depend on microeconomic
policies. Market opening is good, but its prosperity bene-
fits assume microeconomic progress. If the local business
environment fails to become more efficient, and if local
companies do not improve their productivity and sophisti-
cation, market opening will boost imports but the growth
of exports and the attraction of foreign investment will be
painfully slow. Trade liberalization is most beneficial if it is
used as a tool to aggressively upgrade the competitiveness
of local companies and domestic business environments.
The failure to make progress on the current round of
WTO negotiations and the prospect of a US administra-
tion without fast-track trade promotion authority threat-
ens to leave the world economy without this tool.

Political stability is crucial to a company’s decisions,
especially investments with a longer-term perspective.

It is obvious that political unrest make efficient business
activity, long-term investment, and competitiveness
upgrading all but impossible. Without stability, only
short-term investments to exploit known resources will be
made. Predictability of laws and regulations, confidence in
judicial recourse, and clarity of private property rights are
deterrents to investment if the political system is suspect.

Endowments also play an important role in competi-
tiveness, but the relationship depends on underlying
competitiveness. While there are some direct benefits to
prosperity of exporting resources, there is substantial
evidence that “inherited” prosperity can come at a consid-
erable price to competitiveness: resource-rich countries
often become pre-occupied with wealth distribution, and
resource wealth deters productivity improvements. In
addition, resource-rich countries face well-known
economic challenges from “Dutch disease” and macroeco-
nomic volatility, driven by real exchange rate appreciation
and the sudden movements of global commodity prices.
Many natural resource-rich countries are attempting to
overcome this curse by launching economic diversification
and competitiveness programs, though experience suggests
that this goal is very challenging.

Another endowment, geographic location, can make
it harder or easier to develop competitiveness. Direct
access to waterways and international trade routes enable
easier integration into international markets and supply
chains. IT and logistical improvements, however, may
be mitigating such benefits. More enduring may be the
benefits of proximity to prosperous neighbors that facilitate
market expansion and make attracting resources and

capabilities easier. In both cases, however, microeconomic
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competitiveness is fundamental to taking advantage of the
opportunities offered by location.

The need for a national economic strategy

Globalization has increased the importance of local condi-
tions in the competitiveness of companies and countries,
rather than diminishing them as is sometimes perceived.
Globalization requires every country to compete based on
its productivity as a business platform for a widening array
of activities.

Globalization, then, is driving rapid improvement in
many aspects of the business environment. The result is
that more and more countries meet the basic conditions
of a viable business location. Many countries are aggres-
sively pursuing best practices in terms of the regulatory
environment, infrastructure, university assets, and other
diamond conditions.

For companies, these developments have transformed
locational decisions from largely operational issues to mat-
ters of strategic importance. Locational choices need to be
aligned with the company’s overall strategic positioning.
With many sources of differentiation increasingly hard to
sustain, depth of positions in competitive cluster locations
become some of the most sustainable advantages.

For countries, globalization has elevated the need for
a true national economic strategy. Every country must
pursue best practices in terms of policy and infrastructure
across all aspects of the business environment. But the real
question is, how will the country be distinctive? What is
the country’s economic role in its region or neighborhood?
In which clusters can the country build an advantage?
What aspects of the business environment become crucial
to excel in versus other locations?

Countries need to offer a unique mix of strengths in
terms of business environment conditions and cluster posi-
tions in order to attract investment, not just the absence of
weaknesses. A nation’s individual strengths need to add up
to a unique value proposition to businesses—the role that
the country can play in the global economy.

The countries most successful at economic develop-
ment—Finland, Singapore, Estonia, and recently states in
India—ofter a unique value proposition in some set of
fields, and are clearly identified as a business platform.
Developing and implementing this strategic framework is
the ultimate competitiveness challenge, and one that few

nations have confronted.

Measuring competitiveness

Indicators of competitiveness

Measuring competitiveness is challenging because of
the sheer number and variety of influences on national
productivity, as we have highlighted. The Business

Competitiveness Index (BCI) aims to confront this
complexity through the use of a combination of survey
and hard data. The core of the 2006 BCI is based on a
rich set of measures drawn from the survey of over 11,000
senior business leaders in 124 countries, shown in Table
1.2 Ten new countries were added in 2006 (Angola,
Barbados, Burkina Faso, Burundi, Egypt, Lesotho,
Mauritania, Nepal, Suriname, and Zambia—Angola and
Zambia were re-introduced after dropping out last year).
To these data we added a number of hard data variables
from various sources. Angola, Burundi, and Timor-Leste
could not be included in the model because not all of the
hard data were available for them, resulting in rankings for
121 countries.

The dependent variable used in developing the BCI
model is the level of GDP per capita, adjusted for purchas-
ing power parity (PPP). GDP per capita is the broadest
measure of national productivity and is strongly linked
over time to a nation’s standard of living. It is the best
single, summary measure of competitiveness available
across all countries.”> GDP per employee or GDP per
hour worked are useful indicators of productivity in spe-
cific activities, but they fail to capture the ability of an
economy to mobilize its overall potential. Many European
countries have reached high levels of productivity per
employee and hour worked while failing to provide
opportunities for a high number of citizens in unemploy-
ment, sick leave, or early retirement. Consequently, their
national prosperity lags behind that of peer countries.
GDP per capita will reflect a country’s structural funda-
mentals over the medium and long term. However, it can
also be influenced by a wide array of short-term and idio-
syncratic factors such as natural disasters, macroeconomic
shocks, and price movements in particular export industries.
The proportion of the variation in GDP per capita across
all countries that can be explained by microeconomic
fundamentals is as interesting a finding in its own right.

As we have noted, a wide variety of company and
business environment conditions affect competitiveness.
We tested many potential indicators from the survey and
other data sources in terms of their statistical relationship
to GDP per capita. Indicators are included in the model
only if the indicator has a statistically significant relation-
ship with GDP per capita using the base sample of pooled
2001-2005 data from 74 countries.'

We also examine the level of correlation among indi-
vidual indicators. Some indicators are eliminated from the
model without a significant effect on its explanatory
power because of their high correlation with other indica-
tors. However, all statistically significant indicators were
included in the assessments of strengths and weaknesses of
each economy’s economy and are important guides to

policy reform.
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This year, we modified the methodology to take
advantage of the pooled data set now available across a
stable sample of countries, indicators, and years. For the
estimation of the core model and for the analysis of cross-
country phenomena such as stages of economic develop-
ment, we utilize a panel of 74 countries covering the years
2001 to 2005." This approach provides us with more
stable estimates of coefticients. For the calculation of the
2006 BCI rankings and other current year analysis, we
utilize 2006 data in the fixed model structure.

Finally, for some analyses we divided countries into
three groups based on income. There is no accepted divi-
sion among low-, middle-, and high-income countries,
and efforts to define income cutofs statistically face data
limitations. Instead, we proceed pragmatically, dividing
countries using income cutoffs that yield logical divisions
of countries in terms of aspirations and competitive position,
and that ensure that there are enough countries in each
group to allow meaningful statistical tests. We also attempt
to preserve income-group stability from year to year. For
this year’s paper we use cutoffs of $4,000 in 2005 GDP
per capita (PPP) for low- to middle-income, and of
$17,000 in 2005 GDP per capita (PPP) for middle- to
high-income, the same cutoffs as in recent years. In 2006,
there are 32 low-income countries (up four: Burkina Faso,
Lesotho, Mauritania, and Nepal); 53 middle-income
countries (up one: Suriname); and 36 high-income
countries (up one: Barbados). As will be reported, these
groups exhibited quite different patterns of influence

among variables, as would be expected.

The 2006 Executive Opinion Survey
The use of survey data in economic analysis is increasingly
widespread despite skepticism among some researchers.
The survey data not only offer many unique measures, but
capture the informed judgments of the actual participants
in the economies of the countries examined. The survey
responses are important in their own right, because they
reflect the attitudes of the decision makers that ultimately
determine economic activity. !¢

As with the 2005 survey data, we examined the con-
sistency of the data to ensure that the sample used for sta-
tistical estimation is as valid as possible and to identify
particular countries whose rankings may be less reliable.
For each survey question we compared the standard
deviation of answers within a country with the standard
deviation of answers across all countries. In those countries
with high within-country variance of responses on many
survey questions, it becomes problematic to interpret the
country averages independently of the possible reasons for
the variances.”

For the 121 countries, there is an average of 90
respondents per country, similar to last year. The degree

of within-country consensus is striking. For all measures,

the proportion of variation due to country differences is
statistically significant. As expected, the within-country
consensus is higher for cross-cutting business environment
indicators, such as overall infrastructure quality, and lower
for measures where there would be variation within the
country across companies and clusters, such as state of
cluster development. The country averages, then, capture
meaningful differences across countries in competitive cir-
cumstances while limiting idiosyncratic biases that would
result if there were only a handful of responses per country.

All 74 countries in the pooled 2001-2005 data set
passed the consistency test. Of the 121 total countries
with survey and hard data for 2006, 110 passed our data
consistency test. Eleven countries register high within-
country variation on 20 or more questions; we note these
countries with an asterisk in the ranking tables. The most
problematic country is Nigeria, which shows high within-
country variation for 31 out of 53 survey indicators
included in the BCI. While we provide rankings for all
121 countries in the BCI, the rankings of the 11 countries
with high variation should be interpreted with caution.
We also encountered high internal variation in some of
the US data, and for purposes of computing the BCI, we
utilized only the portion of the responses that was compa-
rable to the sampling approach in previous years for con-
sistency, and we will seek to improve sampling for next
year’s Report.

The survey responses and the hard data available are
normalized to avoid biased weights in the overall estima-
tion. To do so, all average responses are transformed to fit
a uniform distribution with zero mean and a standard
deviation of one.

This year, we introduced controls for variations in the
types of survey respondents for coming years. For each
country, we fixed the relative weights of eight groups of’
respondents (defined by company size and domestic versus
foreign ownership) in the overall sample.'® Foreign-owned
companies tend to have a better sense of a location’s busi-
ness environment relative to other locations, and smaller
companies tend to be more critical of business environ-
ment conditions overall (perhaps because of more limited
internal resources). The relative weights per group are
given by the average size each of these groups has had in
the country’s pooled responses across all years in which
the country has been included in the GCR; we will keep
on using these weights in future years. Avoiding year-to-
year shifts in the sample composition on these two dimen-
sions eliminates artificial noise in the data. The relative
weights are set by the average size of the respondent group
in the country’s pooled responses across all the years in
which the country has been included in the GCR. We
have tested for the impact of this approach on past rankings;
the changes tend to be generally small (see Appendix B).
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Table 1: The Business Competitiveness Index (BCI) ranking

2005 GDP
Company operations Quality of the national per capita
BClI ranking and strategy ranking business environment ranking (PPP-
Country/economy 2006 2005 2004 2003 2002 2001 2006 2005 2004 2003 2002 2001 2006 2005 2004 2003 2002 2001 adjusted)
United States* 1 1 1 2 1 2 1 1 2 2 1 2 1 1 2 1 1 1 41,399
Germany* 2 2 3 5 4 5 2 3 3 6 5 5 2 2 1 3 2 4 30,579
Finland* 3 3 2 1 2 1 3 2 1 1 2 1 8 8 6 2 4 3 31,208
Switzerland* 4 8 9 8 7 4 4 8 9 8 6 3 4 6 8 8 9 5 32,57
Denmark* 5 4 4 4 6 8 6 4 4 3 4 8 6 5 10 7 8 10 34,737
Netherlands* 6 7 8 9 8 3 5 7 7 10 8 4 7 9 5 9 7 2 30,862
Sweden* 7 N 5 3 5 6 8§ 13 6 4 7 6 3 7 4 4 5 7 29,898
United Kingdom* 8 5 6 7 3 9 7 6 5 9 3 10 9 4 7 6 3 8 30,470
Japan* 9 9 7 13 11 16 9 9 8§ 19 16 17 5 3 3 5 6 9 30,615
Hong Kong SAR* 0 17 11 16 21 18 0 15 N 14 21 18 12 20 12 23 25 19 3341
Singapore* n 6 12 6 10 10 " 5 12 5 10 9 21 14 14 N 13 12 28,100
Austria* 12 12 16 19 14 12 14 N 17 18 13 12 0 1 15 16 15 13 33,615
Iceland* 13 16 20 14 16 15 12 17 20 12 15 15 19 15 18 18 17 15 35,586
Norway* 4 19 17 2 20 17 13 18 16 21 19 16 20 2 2 21 2 24 42,364
Canada* 5 14 15 12 12 1N 6 14 15 1 nmn n 18 17 16 14 18 14 34,273
France* 16 10 14 N 17 7 8 12 14 13 2 7 n 10 9 10 10 6 29,316
Belgium* 17 18 18 15 13 13 17 20 19 17 12 13 13 13 13 12 1 1n 31,244
Australia* 18 13 10 10 9 14 15 10 10 7 9 14 22 23 17 13 14 17 30,897
Israel® 19 22 22 18 18 2 19 22 22 16 18 20 1% 19 22 19 20 21 23,416
Malaysia* 20 23 23 24 25 37 20 23 24 24 25 3H 14 25 27 26 26 34 11,201
Taiwan, China* 21 15 13 20 15 21 2 16 13 20 14 21 16 12 1 15 12 20 21,572
Ireland* 2 21 21 2 23 22 23 2 21 2 2 2 17 16 21 17 16 18 34,275
New Zealand* 22 20 19 17 19 19 21 19 18 15 17 19 24 2 20 2 24 2 24,769
Estonia* 2427 24 21 21 26 24 25 25 25 26 26 3% 32 30$ 3B 33 32 16,414
Korea, Rep.* 25 24 26 23 2 27 29 24 217 23 2 2 2 18 19 20 19 27 20,590
Tunisia 26 36 36 31 34 25 3» 3B 3N 33 3 4 47 39 39 — 8,255
India* 21 31 31 37 37 38 27 32 31 38 36 36 25 28 29 37 38 4 3,344
Portugal® 2 28 30 34 36 30 26 27 28 32 34 28 40 4 43 5 52 39 19,335
Chile* 29 29 29 3 29 29 28 29 30 28 28 30 29 3 3 3 36 29 11,937
Spain* 30 25 27 25 24 23 31 2 26 26 24 23 31 24 25 24 23 23 26,320
United Arab Emirates 31 32 B — — — 3 3B 28 — — — 39 3» B - — — 21,957
Czech Republic* 32 26 3 3B 32 3 32 28 3% 36 30 29 2 271 32 34 3 M 18,375
South Africa* 33 30 28 28 30 28 34 3 29 29 3N 3 217 26 24 28 30 25 12,160
Qatar ¥ 4N - - — — 33 3 — — — — 4 69 — — — — 31,397
Indonesia* 3% 59 53 50 66 57 38 58 55 52 67 58 26 52 37 45 59 47 4,458
Slovenia* 36 3 32 32 28 32 36 33 34 33 29 33 34 29 28 29 27 30 21,911
Thailand* 37 3% 3 3 33 3 37 36 3B 34 3 38 30 3 3¥ 3N 32 37 8,319
Italy* 38 37 42 2 26 24 42 38 44 21 21 4 32 3 3 25 21 16 28,760
Hungary* 39 38 40 39 31 25 35 37 38 37 32 25 43 43 52 43 29 31 17,405
Slovak Republic* 40 43 43 43 40 36 39 43 43 43 39 34 45 54 42 46 45 56 16,041
Malta 41 46 46 N — — 40 4 4 40 — — 63 59 64 47 — — 19,739
Barbados 2 — — — — — v - - - = — 60 — — — — — 17,610
Lithuania* 43 39 37 38 338 47 45 4 37 39 38 46 37 42 38 42 40 53 14,158
Kuwait 4 40 — — @ — — 4 40 - — — — 5% 6 — — — — 16,301
Cyprus 45 B 4N - — — 43 34 09 — — — 67 47 63 — — — 21,232
Turkey* 4 49 55 52 51 48 46 49 57 56 51 48 4 38 48 44 51 49 7,950
Latvia*® 47 48 50 29 4 A 48 48 49 30 42 4 47 50 51 21 41 a3 12,622
Mauritius* 48 50 51 45 49 46 49 50 51 46 50 47 46 44 45 36 46 50 12,966
Greece* 49 45 38 42 42 42 47 47 39 4 4 42 53 46 4 4 43 48 22,392
Costa Rica* 50 52 47 41 4 4 52 55 50 47 47 45 3% 36 35 32 31 36 10,434
Bahrain 51 47 34 — — — 50 4 32 — — — 64 64 49 — — — 19,799
Jordan* 52 42 44 36 48 40 51 42 42 35 46 40 70 5 58 56 58 55 4,825
Poland* 53 44 63 44 43 33 53 46 64 44 43 32 49 40 53 40 44 33 12,994
Jamaica* 54 53 56 54 58 43 55 52 56 54 54 44 52 49 56 57 67 35 4,293
Brazil* 55 51 39 40 35 34 58 53 41 42 31 3 3 34 26 33 28 28 8,584
Croatia 56 65 70 60 55 — 54 64 70 62 56 — 56 74 72 67 53 — 12,158
Mexico* 57 58 52 48 59 51 5 57 53 48 60 51 42 55 44 38 48 45 10,186
Panama* 58 5 60 67 54 50 57 61 59 66 53 50 58 37 61 63 55 40 7,283
Colombia* 59 60 62 58 56 59 5 59 63 58 58 59 54 48 55 52 50 54 7,565
El Salvador* 60 57 64 65 62 61 60 56 62 65 62 62 61 63 66 62 62 66 4,511
Guatemala® 61 102 8 8 72 68 66 103 8 86 73 68 50 8 8 71 72 170 4,155
Uruguay* 62 63 69 66 57 44 61 60 68 61 55 43 n 78 78 60 52 10,028
Trinidad and Tobago* 63 62 59 51 46 35 64 63 61 51 48 39 65 61 54 54 42 26 14,258
China* 64 54 48 46 39 49 65 54 48 45 40 49 69 53 39 43 37 46 7,204
(cont'd.)
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Table 1: The Business Competitiveness Index (BCI) ranking (cont’d.)

2005 GDP

Company operations Quality of the national per capita
BClI ranking and strategy ranking business environment ranking (PPP-

Country/economy 2006 2005 2004 2003 2002 2001 2006 2005 2004 2003 2002 2001 2006 2005 2004 2003 2002 2001 adjusted)
Sri Lanka* 65 69 65 59 47 54 68 68 66 59 44 55 68 72 70 51 54 58 4,384
Morocco 66 76 45 49 45 — 62 75 47 49 45 — 80 82 46 49 41 — 4,503
Pakistan 67 67 77 75 20 — 67 66 80 74 19 — 72 66 59 81 22 68 2,628
Kenya 68 73 67 69 — — 2 74 6 13 — — 57 62 60 60 — — 1,445
Botswana 69 55 57 5 53 — 63 51 52 50 52 — 86 76 75 69 61 — 11,410
Kazakhstan 0 64 — — — — 7 62 - — — — % 13 - - — — 8,318
Peru* 71 79 8 78 68 62 7% 8 78 78 68 63 51 7 79 8 63 65 5,983
Philippines* 72 66 71 72 64 53 7 72 74 75 66 53 4 39 50 53 49 42 4,923
Tanzania 3 18 14 62 — — n mnon 63 — — 7% 98 78 65 — — 723
Romania* 74 71 61 70 67 55 N 60 69 64 54 73 68 67 76 70 63 8,785
Namibia 7% 8 49 53 50 — 69 79 46 53 49 — 83 81 65 64 57 — 7,101
Egypt % — 54 5 — — 74 — 5 5% — — 76 58 40 58 74 38 4317
Azerbaijan 71 - - - — B 3 - - — — 66 67 — — —— 4,601
Argentina* 7 61 72 68 65 52 79 65 73 72 65 52 62 51 62 61 56 51 14,109
Russian Federation* 79 70 58 61 60 58 77 67 5 60 59 57 7 78 69 70 64 62 11,041
Nigeria* 80 75 73 80 70 66 84 76 76 83 70 66 55 60 57 73 68 59 1,188
Ukraine* 81 68 66 73 69 56 80 69 67 71 69 56 82 N n 77 66 60 7,156
Vietnam* 82 77 18 5 61 64 83 78 77 55 61 64 7 19 82 59 65 64 3,025
Bulgaria* 83 74 68 T 63 63 81 70 65 68 63 60 95 8 86 8 11 72 9,223
Dominican Republic* 84 98 79 64 52 60 86 101 19 67 57 61 79 8 73 55 35 61 7,203
Algeria 85 8 8 86 — — 82 8 8 81 — — 12 1M 9% 9% — — 7,189
Serbia and Montenegro 86 8 83 81 — — 85 83 8 80 — — 10 107 8 8 — — 5,348
Macedonia, FYR 87 8 8 8 — — 87 8 8 82 — — 90 93 88 80 — — 7,645
Uganda 88 8 15 19 — — 9 8 72 19 — — 87 92 8 8 — — 1,617
Burkina Faso g9 - - — — — 8 - - — — — $ - - — — — 1,284
Moldova 9 8 — — — — 91 9 — — — — 91 89 —- — — — 2,374
Mali 91 8 8 89 — — 89 8 8 8 — — 100 109 95 101 — — 1,154
Gambia 92 93 1% 14 — — 92 9 % 10 — — 85 99 76 8 — — 2,002
Venezuela* 93 91 8 8 73 65 9 92 8 84 72 65 81 85 83 74 73 67 6,186
Armenia 94 8 — — — — 93 88 - — — — 101 % — — — — 4,270
Benin 9% 9 - — — — 9% 9 - — — — 9% 104 — — — — 1,176
Bosnia and Herzegovina 9% 101 91 — — — 9% 100 90 — — — 107 103 97 — — — 6,035
Madagascar 97 9% 8 8 — — 9 95 89 88 — — 99 105 89 91 — — 905
Tajikistan g% 100 — — — — 97 98 - — — — 08 108 — — — — 1,388
Mongolia 9 9% — — — — % 8B - — — — 04 9% — — — — 2,175
Georgia 0 9% 9% — — — 101 9 9N — — — 97 9 9 — — — 3,616
Mauritania 101 —_ = = = = M2 - — — — — 8 - — — — — 2,402
Nicaragua® 02 103 97 92 76 70 00 102 95 92 77 170 109 110 101 9 76 75 3,636
Zimbabwe* 103 81 82 84 Al 67 104 81 84 85 n 67 84 75 74 72 69 57 2,607

Malawi 04 8 8 76 — — 103 87 81 % — — 93 80 8 75 596

Ecuador* 105 106 92 8 77 T 05 105 93 89 78 T 89 9% 92 8 74 N 4,316
Honduras* 106 104 98 91 9 14 06 104 99 94 79 74 92 100 93 90 78 74 3,009
Cambodia 107 107 — — — — 07 106 — — — — % 1001 — — — — 2,399
Bangladesh* 08 97 99 90 74 72 1m0 97 98 90 74 73 05 97 99 95 75 73 2,01
Suriname m — — — — — 07 - — — — — 1M —- — — — — 5,683
Mozambique M0 95 93 9 — — m 9% 9% 95 — — 103 94 91 92 — — 1,389
Nepal m — — — — — m - - — — — 0% - — — — — 1,675
Kyrgyz Republic 112 105 — — — — m2 10 - — — — Mm 909 — — — — 2,088
Cameroon m3 92 — — — — m 94 — — — — 02 8 — — — — 2421
Guyana M4 108 — — — — 15 109 — — — — m 106 — — — — 4,612
Lesotho 1M1 - — — — — Mm - — — — — 1M - —- — — — 2,113
Zambia 1M —- — 77 — — m - — 77 — — 12 — — 19 — — 931
Bolivia* 17 110 9% 94 78 73 "7 110 97 93 76 72 120 115 98 98 79 76 2,817
Ethiopia 118 109 95 93 — — 118 108 94 91 — — 121 114 100 97 — — 823
Albania me M — — — — 20 M - — — — my 102 — — — — 4,764
Paraguay* 120 112 94 9% 75 69 M9 112 92 96 75 69 118 112 9% 93 77 69 4,555
Chad 121 113 100 97 — — 1217 113 100 97 — — 124 116 103 100 — — 1,519

*country is part of the pooled data set

Note: Countries in italics do not pass the data consistency test in 2006.
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Other data sources

Recently the development of empirical data sets of indica-
tors relevant to competitiveness has increased markedly.
The World Bank has created data sets on governance!
and business regulations,?’ and has conducted extensive
investment climate surveys of enterprises in 76 countries.?!
A number of organizations publish annual rankings of
“economic freedom” across a wide range of countries,*
based partly on their own assessment and as well as on
data collected from other sources, including the GCR..
Finally, the UN,? selected national agencies, and global
industry associations provide statistical data series on edu-
cation, physical infrastructure, and other input conditions.

Unfortunately, many of these data series suffer from
limited country coverage relative to our sample, as well as
time lags and limited time series. The correlation between
our survey indicators and the corresponding World Bank
governance data > is regularly above 80 percent, even
though the survey questions address related but usually
different attributes. We use survey data rather than these
‘World Bank data since the World Bank data are available
only bi-annually.

The World Bank “Doing Business” data base covers
such aspects of the business environment as administrative
procedures in starting a business, the availability of effective
credit registries to enable business loans, and the effective-
ness of bankruptcy procedures. Correlations with our
survey data tend to be relatively low—mnot surprising given
the difterent attributes measured (for example, access to
loans in the GCR survey versus cost of creating collateral
in the World Bank data). Doing Business data will be
interesting to include in future models, but the data are so
far available only since 2004 or 2005 while our pooled
regression model covers six years, from 2002 until the
present. These data are not included this year.

The Heritage Foundation® produces an annual rank-
ing of countries on their concept of economic freedom,
generated from an assessment of 10 dimensions.* We test
those indicators that relate to aspects of the business envi-
ronment. The indicators on property rights, the extent of
informal market activity, and the openness to trade are sig-
nificantly correlated to GDP per capita, and add unique
information beyond our survey questions. The other avail-
able indicators fail at least one of these tests.

Finally, quantitative measures from other sources are
utilized for measuring patenting rates, Internet penetra-
tion, and cellular phone penetration. For these variables,
data for the entire set of countries in our sample are avail-

able with a time lag of one or two years.

The influence of competitiveness indicators on prosperity
Bilateral regressions between GDP per capita and each of
the 60 indicators included in the pooled data set, including

year-fixed-eftects, are shown in Table 2.

Company indicators

“Production process sophistication” stands out as the single
most salient company indicator: more than 80 percent

of the variation in GDP is statistically explained by the
variation in this measure. Another important indicator is
“nature of competitive advantage,” explaining close to 70
percent of variation in prosperity. “Prevalence of foreign
technology licensing” ranks lowest, because its influence is
important in developing economies but recedes in
advanced economies.

Business environment indicators

Measures of regulatory stringency and of communication
technology infrastructure are most strongly correlated with
GDP per capita. Causality might run both ways for these
indicators: Regulatory stringency, for example, provides an
environment in which companies are pressured to
upgrade, but the desire of citizens for such regulations may
be greater in more prosperous economies. The other indi-
cators with the highest bilateral correlation with prosperi-
ty include measures on the gray economy, property rights,
quality of electricity supply, and quality of public schools.

Differences with stage of development

As has been discussed, the appropriate company operating
practices and the influence of particular elements of the
business environment should differ for countries at difter-
ent levels of development. Table 3 examines the impact of
the competitiveness indicators in the three country groups
based on per capita GDP.The influence of individual indi-
cators differs within the groups as expected. Some indica-
tors are not yet important for low-income countries, but
are crucial in advanced economies. Others seem to act via
a threshold that a country must reach, but no longer drive
income beyond this threshold.

For low-income countries at the factor-driven stage,
the ability to move beyond competing solely on cheap
labor/natural resources is the essential challenge, as reflect-
ed in the regressions. Company attributes such as produc-
tion process sophistication, broad presence in the value
chain, and the extent of incentive compensation (an indi-
cator of the professionalism of management) have the
strongest relationship to GDP per capita. With huge chal-
lenges in their surrounding business environment, most
other dimensions of company operations have no signifi-
cant relationship to GDP per capita.

In low-income countries, priorities for improving the
business environment revealed in the regressions include
addressing weaknesses in the quality of infrastructure
(including electricity, communications, and transportation
networks) and removing trade barriers. More complex
dimensions of the business environment, such as regulatory

standards, are not yet priorities at this stage of development.
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Table 2: Bivariate regression results for all countries/economies, dependent variable: 2001-2005 GDP per capita
(PPP adjusted). Balanced country/economy-level panel data.

Indicator

COMPANY SOPHISTICATION

Production process sophistication
Extent of staff training

Nature of competitive advantage
Willingness to delegate authority
Capacity for innovation

Extent of marketing

Degree of customer orientation
Breadth of international markets
Value chain presence

Company spending on R&D

Control of international distribution
Extent of incentive compensation
Reliance on professional management
Extent of regional sales

Prevalence of foreign technology licensing

1.2: The Microeconomic Foundations of Prosperity

BUSINESS ENVIRONMENT QUALITY

Presence of demanding regulatory standards
Internet users per 10,000 inhabitants
Intellectual property protection

Stringency of environmental regulations
Informal markets

Local supplier quality

Cellular telephones per 100 inhabitants
Property rights

Quality of electricity supply

Quality of public schools

Business costs of corruption

Buyer sophistication

Overall infrastructure quality

Local availability of spec research & training services
Effectiveness of antitrust policy

Venture capital availability
University/industry R&D collaboration
Efficiency of legal framework

Laws relating to ICT

Reliability of police services

Quality of scientific research institutions
Financial market sophistication

Ease of access to loans

Judicial independence

Port infrastructure quality

Favoritism in decisions of government officials
Decentralization of corporate activity
Prevalence of trade barriers

Quality of management schools

Local supplier quantity

Air transport infrastructure quality

US utility patents granted per million population
Railroad infrastructure development
Telephone/fax infrastructure quality

Efficacy of corporate boards

Intensity of local competition

Availability of scientists and engineers
Government procurement advanced technology products
Quality of math and science education

Local availability of process machinery
Trade

Cooperation in labor-employer relations
Centralization of economic policymaking
Local equity market access

Coef.

8498.814
8952.963
7243.375
9025.243
8058.886
9408.057
11353.83
6915.573
6818.305

8536.65
11336.87
9842.777
8151.196
7425.986
7349.318

8698.723
5.003677
7283.731
7349.526

7500.71
10244.83
293.9768
7832.178
6501.768
6125.144
8052.467
8465.372
6210.052
9582.359
8179.695
8756.096
8633.064
6412.372

8507.05
6485.935
8479.852
7022.111
8650.538
5611.904
6044.135
7921.597
7725.354
9926.315
8436.771

11157.4
6914.529
113.6576
4388.792
5827.415
9824.271
10508.95
7704.022
9502.064
5944.308
6236.019
5941.308
7760.897
6177.982
5156.969

Std. Err.

214.8265
310.3079
253.7532
320.6612
286.1922
353.7759
438.4401
283.1739
281.1232
354.5065
502.9721
458.1447
383.7689
396.8422
661.7913

240.3403
0.140962
212.3781
218.1326
231.9279
323.5668
9.331904
258.2065
221.1412
214.9233
284.0578
299.3032
220.0045
359.9492
313.0622
341.3151
348.6927
262.6739
354.6348
272.7359
361.3644
302.9171
377.0028
246.2401
270.7355
370.0165
365.2269
477.5233
405.8496
547.8667
354.0782
6.220938
243.2601
344.5848
585.2087
644.7964
502.6558
631.1755
400.9902
437.1009
443.0891
594.5055
480.5261
402.5323

39.56
28.85
28.54
28.15
28.16
26.59
25.90
24.42
24.25
24.08
22.54
21.48
21.24
18.71
mn

36.19
35.50
34.30
33.69
32.34
31.66
31.50
30.33
29.40
28.50
28.35
28.28
28.23
26.62
26.13
25.65
24.76
244
23.99
2378
2347
23.18
22.95
2279
2232
21.41
21.15
20.79
20.79
20.37
19.53
18.27
18.04
16.91
16.79
16.30
15.33
15.05
14.82
14.27
13.41
13.05
12.86
12.81

P>t

O O OO0 00 OO0 oo oo o o o

O OO0 OO0 OO0 OO0 OO0 OO0 000000000000 000000 00000000 o0 o0 o0 o o

Beta

0.913017
0.831755
0.828128
0.826984
0.826317
0.813475
0.805480
0.787597
0.784307
0.784061
0.766197
0.748169
0.741644
0.698688
0.506348

0.882491
0.905686
0.870347
0.867474
0.857970
0.856177
0.889905
0.848601
0.835491
0.827898
0.854384
0.831417
0.824854
0.813610
0.807001
0.800748
0.798042
0.792665
0.782301
0.777221
0.781595
0.774034
0.771242
0.766882
0.757637
0.744260
0.742976
0.826694
0.735076
0.735904
0.713429
0.688903
0.684511
0.662621

0.70906
0.654892
0.628345
0.623103
0.619365
0.597178
0.573184
0.563374
0.557064
0.558758

Adj. R?

81.1%
69.4%
69.0%
68.4%
68.4%
65.9%
64.7%
61.9%
61.6%
61.3%
58.1%
55.7%
55.1%
48.8%
25.0%

78.2%
71.5%
76.3%
75.6%
74.1%
73.2%
73.0%
71.5%
70.2%
68.9%
68.7%
68.6%
68.5%
65.9%
65.1%
64.2%
62.6%
61.9%
61.1%
60.7%
60.0%
59.4%
58.9%
58.6%
57.6%
55.5%
54.9%
54.1%
54.1%
53.1%
50.9%
47.6%
41.0%
43.8%
43.4%
41.9%
39.0%
38.1%
31.4%
35.6%
32.8%
31.6%
30.9%
30.8%
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Table 3: Bivariate regression results for country/economy groups, dependent variable: 2001-2005 GDP per capita
(PPP adjusted). Balanced country/economy-level panel data.

Farg
2
g
oo
S
w
S LOW MIDDLE HIGH

_<;€ COMPANY SOPHISTICATION Coeff Rank Coeff Rank Coeff Rank

§ Production process sophistication 0.411 2 0.613 1 0.561 4

": Extent of staff training Insignificant 0.397 3 0.577 2

‘s Nature of competitive advantage —-0.248 7 Insignificant 0.419 8

2 Willingness to delegate authority Insignificant 0.393 5 0.594 1

§ Capacity for innovation 0.256 6 0.277 1 0.365 12

o Extent of marketing 0.285 5 0.394 4 0.534 5

§ Degree of customer orientation Insignificant 0.220 12 0.567 3

® Breadth of international markets 0.299 4 0.323 9 0.351 13

= Value chain presence 0.309 3 0.216 13 0.241 14

~ Company spending on R&D Insignificant 0.360 7 0.387 1

- Control of international distribution Insignificant Insignificant 0.439 7

Extent of incentive compensation 0.435 1 0.349 8 0.405 10

Reliance on professional management Insignificant 0.483 2 0.483 6

Extent of regional sales Insignificant 0.365 6 0.409 9

Prevalence of foreign technology licensing Insignificant 0.278 10 —0.152 15

BUSINESS ENVIRONMENT QUALITY Coeff Rank Coeff Rank Coeff Rank

Cellular telephones per 100 inhabitants Insignificant 0.575 4 0.569 3

Internet users per 10,000 inhabitants 0.624 1 0.721 2 0.520 8

Quality of public schools Insignificant 0.314 32 0.521 7

Presence of demanding regulatory standards Insignificant 0.518 0.487 1

Stringency of environmental regulations 0.268 12 0.478 9 0.629 1

Prevalence of trade barriers 0.289 10 0.477 10 0.545 4

Quality of scientific research institutions 0.554 2 0.798 1 —0.247 42

Efficacy of corporate boards Insignificant 0.470 1 0.523 6

Property rights 0.423 3 0.443 15 0.580 2

Local supplier quality Insignificant 0.591 3 0.372 26

o Informal markets Insignificant 0.468 12 0.418 20

64 Business costs of corruption 0.289 9 0.407 19 0.528 5

Local availability of spec research & training services Insignificant 0.353 27 0.442 16

US utility patents granted per million population Insignificant 0.457 13 0.456 12

Quality of electricity supply Insignificant 0.263 34 0.362 21

Venture capital availability 0.339 5 0.437 16 0.407 22

Port infrastructure quality Insignificant 0.342 28 0.400 24

Quality of math and science education Insignificant 0.379 21 0.513 9

Buyer sophistication Insignificant 0.329 29 0.424 18

Ease of access to loans Insignificant Insignificant 0.493 10

Efficiency of legal framework Insignificant 0.484 7 0.402 23

Railroad infrastructure development 0.374 4 0.255 36 0.444 15

Judicial independence 0.263 13 0.390 20 0.356 30

Quality of management schools Insignificant 0.364 23 0.409 21

Availability of scientists and engineers 0.229 14 0.419 17 0.302 36

Local supplier quantity Insignificant 0.223 38 0.321 35

Overall infrastructure quality Insignificant 0.245 37 0.452 14

University/industry R&D collaboration 0.320 6 0.485 6 —0.388 43

Laws relating to ICT 0.312 8 0.360 24 0.452 13

Trade Insignificant 0.354 26 0.428 17

Centralization of economic policymaking Insignificant 0.088 40 0.355 31

Intellectual property protection 0.318 7 0.453 14 0.322 34

Government procurement advanced technology products 0.229 15 0.375 22 0.197 40

Effectiveness of antitrust policy Insignificant Insignificant 0.330 33

Intensity of local competition Insignificant 0.482 8 0.423 19

Financial market sophistication Insignificant 0.255 35 0.262 38

Decentralization of corporate activity Insignificant 0.358 25 0.283 37

Favoritism in decisions of government officials Insignificant 0.279 33 0.168 4

Local equity market access Insignificant 0.410 18 Insignificant

Air transport infrastructure quality 0.275 il Insignificant 0.337 32

Local availability of process machinery Insignificant 0.326 30 0.211 39

Reliability of police services Insignificant Insignificant 0.383 25

Cooperation in labor-employer relations Insignificant 0.323 31 0.357 29

Telephone/fax infrastructure quality Insignificant 0.200 39 0.358 28
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For middle-income countries at the investment-driv-
en stage, the bivariate regressions reveal that the productive
use of an increasing stock of economic assets is the key
priority. In the area of company operations, continuing to
improve production process sophistication and increasing
the professionalism of management are the most important
corporate factors that distinguish more successful from less
successful middle-income economies. The data suggest
that improving the quality of marketing, investing in staft
training, and broadening the export base are also impor-
tant corporate priorities in middle-income countries.

In terms of the business environment, the data reveal
that middle-income countries need to improve public
schools and upgrade regulatory standards while continuing
to boost the quality of telecommunication infrastructure
and the usage of Internet. Some other new challenges
emerge: upgrading the quality of research institutions and
improving the efficacy of corporate boards become
important differentiators of success among middle-income
countries.

To succeed as a high-income economy, the hurdle is
to move to the innovation-driven stage. Our regressions
suggest that achieving high levels of innovation is not only
a matter of company spending on R&D but is also tightly
connected to the ability of companies to create attractive
new products and services based on an advanced under-
standing of consumer needs, using flexible work organiza-
tions and the delegation of authority. Control of distribu-
tion channels is essential, especially connected to foreign
markets.

High-income countries have strengths in many
aspects of the business environment, but some aspects of
the business environment distinguish the most successful
high-income countries. In particular, the extent of intel-
lectual property protection and the presence of demanding
regulatory standards are notable. More basic conditions,
such as the efficiency of the legal framework, also contin-
ue to be important.

Calculating the Business Competitiveness Index

To derive the Business Competitiveness Index (BCI), we
proceed using a two-stage approach. First, we use balanced
country-level panel data to estimate the coefficients of the
model. Second, we apply these coefficients to the 2006
data for each country to obtain the BCI score.

For the first-stage estimation, we use the pooled data
set to conduct two principal factor analyses, one covering
the set of indicators of “sophistication of company opera-
tions and strategy” and the other for the indicators cover-
ing the “quality of the national business environment.”
This procedure generates factor loadings for each indicator
that are used to calculate a company sophistication
subindex and a national business environment subindex

value for each country and year (Appendix A reports fac-
tor loadings and uniqueness levels for all indicators). We
then determine the weights of these two subindexes in the
overall BCI from the coefficients of the regression of GDP
per capita (PPP adjusted) on the subindex values across all
available years.”” Note that we regress year N + 1 GDP
per capita on year N to capture the expected casual rela-
tionship between the two.

This procedure results in a weight of .834 for the
national business environment subindex and .166 for the
company operations and strategy subindex. This suggests
that business environment factors as a group are a greater
discriminator of differences in competitiveness across all
countries than are corporate factors. This is perhaps not
surprising given that companies often operate across mul-
tiple locations and that there are other mechanisms for the
spread of company best practices. Business environment
conditions are more caught up in local politics. The corre-
lation between the business environment subindex and the
company sophistication subindex is positive, signifying that
improvements in the two broad dimensions of competi-
tiveness move together. When we include an interaction
term in the regression of GDP per capita to measure how
the effect of improvements in one subindex depend on
the strength of the country in the other subindex, it
proves to be positive and significant.?® This means that the
benefits of a better business environment for prosperity are
increasing with the sophistication of local company opera-
tions and strategy, and vice versa. Countries that improve
both the business environment and company sophistication
in tandem reap disproportionate benefits, while countries
where there is an imbalance bear disproportionate costs.

For the second-stage estimation, we use the normal-
ized 2006 data on all indicators for the 121 countries in
this year’s sample and then apply the factor loadings and
subindex weights from the panel regression to calculate
the overall 2006 BCI score for each country.

Figure 6 plots BCI scores against 2005 GDP per capi-
ta (PPP adjusted). The regression line is shown in the fig-
ure, together with bands above and below the regression
line that delineate the 95 percent confidence forecast
region. Ten countries are above the upper bound of the
confidence interval and four countries are below its lower
bound. Differences in BCI account for a remarkable 80 percent
of the variation in GDP per capita across a widely disparate
group of countries.

In the regression we allow for a non-linear
relationship between the BCI and GDP per capita. The
best fit proves to be the quadratic form, indicating a
greater impact on GDP per capita of improvements in
BCI for higher-income than for lower-income countries.
This finding has a number of possible interpretations:
First, lower-income countries may reap fewer productivity

benefits from a given amount of microeconomic
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Figure 6: The relationship between business competitiveness and GDP per capita
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improvements due to weaknesses in macroeconomic,
political, legal, and social conditions. Second, we would
expect improvements in microeconomic conditions to
have positive spill-overs, that is, an improvement in one
part of the business environment has more impact if other
parts of the business environment are stronger. This inter-
pretation is consistent with the positive interaction
between company sophistication and the business environ-
ment previously reported.

The overall BCI rankings for 2006 are shown in Table
1, along with rankings for previous years. Also included are
the separate subindex rankings. Note that the number of
countries is changing, so that changes in rank over time
are a combination of a country’s changing position and of
changes in the sample of countries.

Because of the improved methodology used in this
year’s rankings, we recalculate rankings for previous years
to allow direct comparisons across years. In Appendix B,
we compare the recalculated rankings with the previously
published rankings for previous years. In general, the dif-
ferences with the rankings reported in previous Global
Competitiveness Reports are modest though rankings become

more stables due to controls for sample fluctuations.

Commentary on country rankings
The United States remains in the leading position in
competitiveness, ahead of Germany and Finland. The

United States’ strength is greatest in the business environ-
ment, including domestic rivalry (rank 1 on “intensity of
local competition” and “effectiveness of antitrust policy”),
financial markets (rank 1 on “venture capital availability,”
“local equity market access,” and “financial market
sophistication”), and innovative capacity (rank 1 on
“university/industry research collaboration,” “company
R&D spending,” “local availability of specialized research
& training services,” and “quality of scientific research
institutions”).

Germany draws strength in export orientation (rank 1
on “extent of regional sales” and “breadth of international
markets”), unique company competitive positions (rank 1

99 ¢¢

on “nature of competitive advantage,” “capacity for inno-

99 ¢

vation,” “production process sophistication,” and “local

supplier quality”), and quality of the regulatory and legal

99 ¢

framework (rank 1 on “IP protection,” “presence of’

demanding regulatory standards,” “judicial independence,”
and “stringency of environmental regulations”).
High-income nations improving their rankings the
most include Hong Kong (up 7 ranks after a decline last
year; all rank changes referring to a constant sample of’
countries), registering strong improvements in manage-
ment education, the efficacy of government boards, and
local availability of process machinery. Qatar (up 7 ranks),
which benefited from higher ratings on management edu-
cation and access to loans; Norway (up 5 ranks) based
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especially on increasing intensity of local competition,
availability of venture capital, and efficiency of the legal
framework; and Malta (up 5 ranks) based especially on
improvements in labor-management relations and overall
infrastructure quality.

Advanced economies falling in the rankings include
Cyprus, the Czech Republic, Taiwan, and France. Cyprus
(down 10 ranks) lost all its gains from last year, likely due
to the uncertainty surrounding the status of the divided
island. The drop was especially severe in access to local
suppliers and favoritism of government officials. The
Czech Republic (down 6 ranks) also fell back almost to its
2004 level. It dropped especially due to concerns over
judicial independence and infrastructure quality. Taiwan,
China (down 6 ranks) fell due to concerns about
favoritism of government officials, inadequate laws relating
to ICT, and buyer sophistication, among others. France
(down 6 ranks), failed to maintain last year’s progress, driv-
en especially by weaker assessments of the ease of access to
loans, university/industry research collaboration, and the
quality of public schools.

Middle-income nations improving their competitive-
ness ranking include Guatemala, Indonesia, the Dominican
Republic, and Morocco. Guatemala, one of the poorest
middle-income countries, jumped up especially due to
higher intensity of local competition and lower corrup-
tion. It will remain to be seen whether such a dramatic
improvement was driven by short-term optimism or
proves sustainable. Indonesia (up 24 ranks), registered a
major rebound after the large drop last year following
concerns about the effectiveness of the new government.
This year’s gains were driven by easier access to loans, less
power of business groups, and more effective antitrust pol-
icy. The Dominican Republic (up 16 ranks) continues its
volatile pattern with improvements led by lower corrup-
tion, the effectiveness of antitrust policy and of the overall
legal framework. Morocco (up 11 ranks) also regained
some of decline of last year, based on improvements in
university/industry collaboration, the availability of scien-
tists and engineers, and better cooperation between labor
and management.

Middle-income countries falling in competitiveness
rank include Argentina, Botswana, the Ukraine, China,
Jordan, and Poland. Argentina (down 15 ranks), Botswana
(down 13 ranks), and Poland (down 8 ranks) all fell back
after gains last year proved unsustainable, most likely
because company executives reevaluated their initially
optimistic view of country improvements. Argentina was
dragged down by worsening local supplier quality and
quantities and increasing centralization of economic poli-
cymaking. Botswana’s fall was driven especially by con-
cerns about air transportation infrastructure, the quality of
IP protection, and the growth of the informal economy.

Poland suffered from less intense local competition,

declining availability of scientists and engineers, and weak-
er equity market access. Ukraine (down 11 ranks) reached
its worst level since entering the GCR, driven by increas-
ing concerns about the efficacy of corporate boards, less
control of international distribution channels, and eroding
air transportation infrastructure. Jordan (down 9 ranks)
suffered from a weaker assessment of math and science
education quality, lower quality of IT regulation, and
increasing favoritism in decisions of government officials.

China (down 9 ranks) continues its downward trend
that started in 2002. This year’s decline was driven espe-
cially by higher levels of corruption, weaker assessment of
buyer sophistication, and concerns about labor relations.
China also suffers from weak property rights, poor board
governance, low quality of management education, and
poor access to loans. Overall, it is clear that euphoria
about China is moderating as the realities of its competi-
tiveness become more apparent.

Among low-income countries, Benin (up 7 ranks),
Kenya (up 6 ranks), and Tanzania (up 6 ranks) made the
largest improvements, followed by Tajikistan (up 5 ranks)
and Nicaragua (up 5 ranks).

Benin benefited especially from higher marks for
judicial independence and higher efficiency of the judicial
system, Kenya from more reliable police services and bet-
ter air transportation, and Tanzania from better availability
of local process machinery and more decentralized eco-
nomic policy making. Tajikistan register improvements in
police service reliability and lower corruption and
Nicaragua in the intensity of local competition and buyer
sophistication.

Malawi (down 18 ranks), Zimbabwe (down 15 ranks),
Cameroon (down 10 ranks), and Mozambique (down 10
ranks) experienced the largest drops among low-income
countries. Malawi suffered from weaker local competition
and lower quality of local suppliers. Zimbabwe’s political
problems increasingly seem to be feeding through to the
microeconomic foundations of its economy; this year’s
drop was especially based on deteriorating infrastructure
and weaker local competition. Cameroon ranked lower
on, for example, availability of scientists and engineers and
port infrastructure, and Mozambique on police reliability

and local availability of process machinery.

Company competitiveness versus the quality of the business
environment

To gain deeper insight into the competitive position of
countries, normalized subindexes of company sophistica-
tion and the quality of the microeconomic business envi-
ronment are plotted against each other in Figure 7.
Countries near the 45-degree line enjoy the positive
interaction of the two aspects of competitiveness, as noted
previously. Countries lying above the line are countries

where companies’ sophistication is more advanced than
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Figure 7: Company sophistication and business environment quality
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the state of their business environment. Those below the
line are countries whose business environment is more

advanced than their companies.

Wage value versus competitiveness

Competitiveness depends not on costs, but productivity.
Low wages can be a sign of low competitiveness, not a
competitive advantage. High wages, if they are justified by
high productivity, can be an excellent value.

This year, we initiate a new analysis of the relation-
ship between the productivity attainable in a country—
measured by its BCI score—and the prevailing wage lev-
els. Internationally comparable wage data covering the
traded economy are not available for a large sample of
countries. The most complete data are for hourly manu-
facturing wages for the 2001 to 2004 period from the US
Bureau of Labor Statistics (BLS) covering 29 countries
and from Eurostat (the statistical office of the European
Union) covering 25 countries. We create a combined data
set of 42 countries, using the average of the wages in the
two data sets for countries included in both. %

Figure 8 regresses wage levels on BCI values across
the pooled data set; BCI is significant and explains more
than 69 percent in the variation of wages across countries.”!
This confirms that competitiveness has a major impact on
sustainable wage levels.

Stronger on business environment quality

We use the coefticients from the wage regressions to
derive an expected wage level for each country and year,
given the country’s BCI value in each year. Figure 9 com-
pares the actual wage and the expected wage level for
each country in 2004. Note that the relatively modest
absolute gap can, for countries with low wage levels, trans-
late into a high relative gap. For Latvia, for example, the
current wage is less than a quarter of the level justified by
the country’s competitiveness, a gap of more than 300
percent.

The western European countries, with the exception
of Portugal, all register actual wages above the level justi-
fied by their competitiveness, a cause for concern.
Belgium and Italy report the highest absolute gap in terms
of wages above their BCl-indicated potential, Greece
records a particularly high gap when measured relative to
actual wages. The Netherlands, Finland, France, Spain, and
Poland have only recently seen wages overshoot competi-
tiveness. In 2001 actual manufacturing wages for these
countries were below the level predicted by their compet-
itiveness.

Five Asian countries and the Baltic Tigers lead the list
of countries with wages below the level indicated by their
competitiveness. These data help explain why these coun-
tries are widely seen as attractive locations to do business.
In some of these countries, their wage value might be
transitory because of wage pressure, a natural adjustment
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Figure 8: BCl and wage levels across countries/economies
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Figure 9: Wages versus competitiveness, 2004

2
15
S
[ 10
H
=3
-0
2 5
=
£38
Z =
=
g,_g 0
e 3
=8
o
]
=
=5 7
% £
E -10
7
W
15
20

Wage advantage
given competitiveness

Wages higher than
justified by competitiveness

o o o
= o 35 o <
= . @ S = 2
& G T 2 < o =l

kS G

e 8o > [Z I 3 s _ &

= c ~ ~ (=3

s S = ] < E = < N 5 =3

o5 - > 2 = 8 = = = =

= = = ° o S N = @ £ o

[ =) 7] i~ S o =] = 7] E=

Switzerland
Slovenia

Netherlands
United Kingdom

Source: Business Competitiveness Index, 2004

The Global Competitiveness Report 2006-2007 © 2006 World Economic Forum

1.2: The Microeconomic Foundations of Prosperity

69



1.2: The Microeconomic Foundations of Prosperity

70

of labor markets to the imbalance between wages and
productivity.

The United States and Japan are also notable. These
two high-wage economies have wages that are a good
value relative to their competitiveness. Based on value, the
United States and Japan rank significantly higher than
many high- and low-wage countries. Mexico, Japan, in
addition to Korea and Portugal, have only recently seen
their competitiveness improve enough to make their actu-
al wages a good value. In 2001 each of these countries had

wages higher than justified by competitiveness.

Country dynamism

Competitiveness is a dynamic concept. Countries can
increase their prosperity levels if they can improve their
business environment and company sophistication faster
than other nations. This year, we also introduce a measure
of country dynamisms for their performance in terms of
upgrading business competitiveness over time.

We calculate dynamism for 77 countries where
sufficient time-series data are available. For middle- and
high-income countries, we utilize 2001 as the starting
year in calculating changes. For low-income countries, we
utilize 2002 as the starting year to allow a sufficient panel
of countries.

The dynamism score is calculated as follow: First, we
calculate separate factor analyses by income group to
identify the 10 indicators of business environment quality
and 5 indicators of company sophistication that have the
greatest impact on the level of GDP per capita. Separate
factor analyses are necessary because the most significant
indicators for improving competitiveness will vary by
income group. For each country we calculate the change
of standardized average responses for these 15 indicators
over the time period for its income group. Next, we mul-
tiply the responses by their weight in the BCI model, and
calculate the sum for business environment and company
sophistication. Then, we weight the subindexes with the
coefficients used in the BCI value (business environment:
.834, company sophistication: .166) to produce the
dynamism score.

Figure 10 plots each country’s dynamism score
(2001/02 to 2006) versus its 2006 BCI value. The data
reveal that there is no systematic relationship between cur-
rent business competitiveness and dynamism. Every coun-
try has the opportunity to improve its competitiveness if it
can address the most important issues for competitiveness
given its stage of economic development. Table 4 lists
countries in order of BCI per income group, indicating
countries with high rates of improvement with plus signs
and countries with a low or negative rate of improvement
with a minus sign.

Among the low-income countries, India followed by

Pakistan registers the highest rate of dynamism. India’s

rapid improvement is visible both in the business environ-
ment and company sophistication. Pakistan’s improvements
so far are concentrated in business environment upgrading,
perhaps a reflection of the country’s ambitious national
competitiveness program.Vietnam and Malawi ranked
lowest on dynamism in this group of countries.

Among middle-income countries, Malaysia and
Turkey registered the highest rate of dynamism, followed
by El Salvador. Both countries registered accelerating
improvement over time. Argentina, too, registers stronger
dynamism than the average of all countries, indicating that
the country has started to address some of the microeco-
nomic weaknesses that contributed to the crisis in 2001.
China has moved backwards since 2001. Deterioration is
registered in both business environment quality and com-
pany sophistication. Survey respondents are voicing grow-
ing concerns about China’s competitiveness after the ini-
tial exuberance about opportunities to exploit low wages.

Among high-income countries, Norway is a surpris-
ing leader in dynamism after years of complacency, proba-
bly reflecting the attempts of the previous government to
open up the economy. Norway’s improvements have been
more pronounced in business environment quality but the
country still faces the need for more improvements to jus-
tify its high wages. Italy has made the lowest progress of
high-income countries. Finland and to a smaller degree
Sweden have also moved backwards, a trend that could
over time undermine their position at the top of the com-

petitiveness ranking.

Country prosperity relative to competitiveness

We can gain further insight into economic development
by comparing each country’s current level of per capita
income to its underlying competitiveness as measured by
BCI. Countries whose level of actual GDP per capita is
above the expected level are termed “overperformers”;
countries below the expected level are termed “underper-
formers.” In Figure 6, overperformers are countries in blue
above the solid regression line, underperformers are coun-
tries in grey below the line.

Overperformance can be a danger sign, because it
indicates that the level of prosperity enjoyed in a country
is not sustainable given its microeconomic fundamentals.
For example, current prosperity can be based on specula-
tive inflows of foreign capital, foreign aid, or depleting
natural resources.

Underperformance can be a positive sign indicating
potential for rapid improvements in prosperity. However,
underperformance can also be a sign of sustained structur-
al challenges a country faces in realizing its potential pros-
perity, such as political instability or isolated location.

Figure 11 shows that there is a wide variation in

terms of the absolute size of the gap across countries and
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Figure 10: BCI level versus dynamism
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Table 4: Assessment of BCI dynamism

HIGH-INCOME COUNTRIES/ECONOMIES

Dynamism score, 2002-2006

MIDDLE-INCOME COUNTRIES/ECONOMIES

LOW-INCOME COUNTRIES/ECONOMIES

County/Economy BCI Rank Dynamism County/Economy BCI Rank Dynamism County/Economy BCI Rank Dynamism
United States 1 Malaysia 20 4+ India 27 4+
Germany 2 Estonia 24 Pakistan 67 ++
Finland 3 -— Chile 29 Kenya 68
Switzerland 4 South Africa 33 Tanzania 73
Denmark 5 Thailand 37 Nigeria 80
Netherlands 6 Slovak Republic 40 Vietnam 82 ==
Sweden 7 Lithuania 43 Uganda 88
United Kingdom 8 Turkey 46 +4++ Mali 91 +
Japan 9 ++ Latvia 47 Gambia 92
Hong Kong SAR 10 ++ Mauritius 43 Madagascar 97
Singapore 1" Costa Rica 50 Nicaragua 102
Austria 12 Jordan 52 Zimbabwe 103 =
Iceland 13 Poland 53 Malawi 104 -
Norway 14 +4++ Brazil 55 -— Honduras 106
Canada 15 Mexico 57 + Bangladesh 108
France 16 Panama 58 Mozambique 110
Belgium 17 Colombia 59 Bolivia 17
Australia 18 == El Salvador 60 +++ Ethiopia 118
Israel 19 Uruguay 62 Chad 121
Taiwan, China 21 Trinidad and Tobago 63 -
Ireland 22 China 64 -
New Zealand 23 Peru il ++
Portugal 28 Philippines 72 Total change in
Spain 30 Romania 74 ++ dynamism score:
Slovenia 36 - Argentina 78 04 it
Italy 38 - Russian Federation 79 0.35 "
Greece 49 Ukraine 81 03 N

Bulgaria 83 0 B

Dominican Republic 84 o1 o

Venezuela 93 02 o

Paraguay 120

Note: Countries in italics do not pass the data consistency test in 2006.
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Figure 11: Actual GDP versus gap
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income groups, even though the average gap seems to be
increasing from low- to middle- to high-income countries.

We conclude the chapter by analyzing a number
of contextual factors that can explain the gap between
prosperity and microeconomic competitiveness: political
stability, the extent of natural resource-exports, location in
terms of logistical efficiency, and neighboring countries.
For political stability, we use World Bank governance data
on voice and accountability, and government effectiveness.
For natural resources, we use the value of unprocessed
natural resource exports per capita from our own data base
on international cluster competitiveness.*? For location, we
use the share of population living close to the ocean or
large rivers with ocean access. For the characteristics of
the region, we use the GDP per capita level of neighbors.

We utilize the panel data on 69 countries to test for
the relationship between each context indicator and the
prosperity gap over the time period. Across the entire
panel, all four aspects of context are significant in explain-
ing the gap (see Appendix C). Interestingly, several macro-
economic policy variables, including levels of taxation and
inflation rates, are not significant.

We calculate a joint regression of BCI (and BCI
squared to take account of the quadratic relationship
between BCI and GDP per capita) and the four context
variables on GDP per capita, controlling for year fixed
effects. The regression explains close to 90 percent of the

variation in GDP per capita across countries, up from 80
percent using BCI alone.

Table 5 ranks countries by BCI and then indicates the
absolute strength of impact each of the four context
dimensions have on countries’ GDP per capita.

Opverall, high-income countries benefit from a better
context than middle- and particularly low-income coun-
tries. High-income countries especially benefit from polit-
ical stability and proximity to other high-income coun-
tries. Denmark, the Netherlands, and New Zealand com-
bine these advantages with sizeable natural resource
exports in agriculture. Middle-income countries such as
Costa Rica and Chile benefit from political stability, how-
ever, illustrating the power of good governance to
enhance prosperity growth. Costa Rica can also draw on
its advantageous logistical position relative to other
Central American countries. Israel benefits from the access
to logistical routes that its location at the Mediterranean
provides but suffers from its position in a neighborhood of
poor countries. The Central and Eastern Europe countries
that have entered the European Union have benefited
twice: they have improved their economic interaction
with high-income neighbors and have profited from

greater political stability due to the EU accession process.
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Table 5: Impact of four context dimensions on GDP per capita

Country/economy context: Effect of . .. Country/economy context: Effect of . ..
BCI Political Logistical Neighboring Natural BCI Political Logistical Neighboring Natural
Country/Economy rank stability location  countries resources Country/Economy rank stability location  countries resources
United States 1 ++ Trinidad and Tobago 63 ++ +
Germany 2 ++ + ++ China 64 -—— -
Finland 3 +++ + Sri Lanka 65 ++ - -
Switzerland 4 ++ + Morocco 66 -
Denmark 5 +++ ++ ++ ++ Pakistan 67 -—— -—— -
Netherlands 6 ++ + + ++ Kenya 68 == == ==
Sweden 7 +++ ++ Botswana 69 -——- NA
United Kingdom 8 ++ ++ ++ Kazakhstan 70 - -
Japan 9 ++ - Peru n
Hong Kong SAR 10 ++ Philippines 72 ++ -—
Singapore " ++ Tanzania 73 - - -—-
Austria 12 ++ + Romania 74 NA NA NA
Iceland 13 ++ ++ ++H+ Namibia 75 - NA
Norway 14 +++ + +H+ Egypt 76 - ++ -
Canada 15 ++ ++ ++ Azerbaijan 71 -——-
France 16 ++ ++ Argentina 78
Belgium 17 + ++ +H+ + RussianFederation 79 -
Australia 18 ++ + Nigeria 80 ==
Israel 19 ++ - Ukraine 81
Malaysia 20 + Vietnam 82 -—— + - NA
Taiwan, China 21 ++ + Bulgaria 83
Ireland 22 ++ + ++ DominicanRepublic 84 ++ + NA
New Zealand 23 ++ ++ + + Algeria 85 -
Estonia 24 + SerbiaandMontenegro 86 NA NA NA
Korea, Rep. 25 ++ + —-— Macedonia,FYR 87 —-—
Tunisia 26 - Uganda 88 NA -— -
India 27 - - Burkina Faso 89 NA -- -
Portugal 28 ++ + + Moldova 90 ++ -
Chile 29 + Mali 91 NA —— NA
Spain 30 + Gambia 92 ++ - NA
United Arab Emirates 31 - +H+ Venezuela 93
Czech Republic 32 + + Armenia 94 - -
South Africa 33 - Benin 95 NA -— NA
Qatar 34 NA +H+ Bosnia and Herzegovina 96
Indonesia 35 ++ Madagascar 97 -
Slovenia 36 + + + Tajikistan 98 = === = NA
Thailand 37 - Mongolia 99 -
Italy 38 + + Georgia 100 -
Hungary 39 + + Mauritania 101 - NA - NA
Slovak Republic 40 + Nicaragua 102 -
Malta 4 ++ NA + -—— Zimbabwe 103 - -
Barbados 42 + ++ NA Malawi 104 === === ==
Lithuania 43 Ecuador 105
Kuwait 44 ++ +H+ Honduras 106 - NA
Cyprus 45 + NA Cambodia 107 - -
Turkey 46 - Bangladesh 108 ++ - -
Latvia 47 Suriname 109 NA NA
Mauritius 48 + NA == Mozambique 110 = NA
Greece 49 ++ Nepal m NA - NA
CostaRica 50 + ++ Kyrgyz Republic 112 - - - -
Bahrain 51 ++ + +++ Cameroon 13 - NA -
Jordan 52 - - Guyana 114 NA
Poland 53 + Lesotho 115 NA NA
Jamaica 54 ++ == NA Zambia 116 NA == =
Brazil 55 Bolivia 17 -——-
Croatia 56 ++ Ethiopia 118 - -—— -— NA
Mexico 57 Albania 19 -
Panama 58 ++ Paraguay 120
Colombia 59 Chad 121 - NA - NA
El Salvador 60 ++ - - Angola - NA - NA
Guatemala 61 - Burundi - NA ——— ———
Uruguay 62
Note: Countries in italics do not pass the data consistency test in 2006.
(cont'd.)
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Conclusions

National prosperity is ultimately determined by
competitiveness, which is manifested by the productivity
with which a nation utilizes its human, capital, and natural
resources. Competitiveness is rooted in a nation’s micro-
economic fundamentals, contained in the sophistication
of company operations and the quality of the microeco-
nomic business environment.

Stable institutions, sound macroeconomic policies,
market opening, and privatization have long been
considered the cornerstones for economic development.
The results of this and previous years suggest that they are
necessary but not sufficient. More than 80 percent of the
variation of GDP per capita across countries is accounted
for by microeconomic factors. Context, such as political
stability, natural resource, physical location, and neighbor-
hood, can also play a role and help explain why a country’s
prosperity can deviate, sometimes for long time periods,
from the level supported by its microeconomic fundamen-
tals. However, the impact of context is far less significant
than underlying competitiveness.

Without progress in improving microeconomic
capability, GDP growth induced by sound macro policies,
market opening, and privatization will be unsustainable or
will fail to translate into improvements in GDP per capita.
Conversely, appropriate micro reforms, which boost
productivity and productivity growth, can greatly ease the
challenge of meeting government’ fiscal obligations and
reducing macroeconomic distortions. Micro reforms can
also reduce the political pressure on governments trying to
defend macroeconomic stabilization and market opening
against vested interests. Citizens who see monopolies
loosing their grip, businesses reforming themselves, and
improving opportunities for employment and entrepre-
neurship are much less likely to be seduced by the false
promises of redistribution and government intervention.

National strategies to enhance competitiveness need
to be based on a clear understanding of the underpinnings
of competitiveness. The Business Competitiveness Index
sheds light on the situation facing each country, and its
strengths and weaknesses.

The dynamism score provides an indication of the
rate of progress countries are making toward improving
competitiveness given their current stage of development.
Finally, we measure the influence of a series of contextual
factors that can help or hinder each country’ ability to
make and take advantage of competitiveness improvements.

Competitiveness is a marathon, not a sprint. Our
ultimate aim in this chapter is to inform and motivate the
economic changes that can make any country prosperous,
no matter what its starting position.

Notes

1 I'would like to thank Rich Bryden for his major role in the analyses
reported here. Lyn Pohl provided able supervision of the final produc-
tion of the chapter.

2 The proportion has grown modestly over the last several years as the
model has been improved.

3 Economists point out another difference: companies go out of business
when they fail to compete successfully; locations don't. Locations
react instead by adjusting to a lower level of prosperity. While rele-
vant in some contexts, this difference between companies and loca-
tions is less crucial here, where the level of prosperity a location can
sustain is at the core of the analysis.

4 See the Clusters of Innovation report (Porter, Council on
Competitiveness, and Monitor Group, 2001); further reports on five
US regions are available at www.compete.org.

5 See the report by Harvard students Jean Hayden, Chai McConnell,
Peter Tynan, and Alexandra West.

6 See Porter (2003) and the Institute for Strategy and Competitiveness’
Cluster Mapping Project data on US regions available at
http://data.isc.hbs.edu/isc/index.jsp. See also Ketels and Sélvell
(2006) for data on regions in the 10 new EU member countries.

~

See reports by student teams at Harvard in 2003.

[e0)

The stages were first introduced in Porter (1990).

©

See as an example for a private sector-led initiative the
"Wirtschaftsinitiative fir Mitteldeutschland” in Eastern Germany
(Fear and Ketels, 2006).

10 The notion of Institutions for Collaboration has been developed further
in joint work with Willis Emmons, Georgetown University (Porter and
Emmons, 2003).

11 For a survey of cluster initiatives, a specific type of IFC with the explic-
it purpose to mobilize and upgrade a cluster, see Solvell, Lindgvist,
and Ketels (2003).

12 One surveyed economy, Luxembourg, was not included in the calcula-
tions because, given its small size, functional concentration on a few
sectors, and almost complete integration into the neighboring
economies, it is better understood as a regional economy.

13 In the case of Ireland, we used GNP instead of GDP because of the
size of dividend outflows to foreign investors. Ireland’s GDP is about
20 percent higher than its GNP.

14 Table 1 indicates the countries included in the pooled analysis with an
asterisk.

15 This data set includes 30 high-income, 36 middle-income, and 8 low-
income countries

16 Compared with previous years, we reduced the number of survey
questions slightly from 54 to 53 by dropping one question. The
reduction has little effect on the overall rankings.

17 These reasons could include larger actual heterogeneity within the
country as well as greater uncertainty by respondents about appro-
priate international benchmarks.

18 For each country, we define the following eight cells by ownership
(foreign if foreign-ownership share is above 15 percent) and
employment:

cell 5: domest & size < 500
cell 6: domest & size 500-5k
cell 7: domest & size 5k-100k
cell 8: domest & size > 100k

cell 1: foreign & size < 500
cell 2: foreign & size 500-5k
cell 3: foreign & size 5k-100k
cell 4: foreign & size > 100k

For any given country, we then look at the distribution of the
2002-2006 respondents across the eighth cells. For each country
and year, we compute the average response in each cell, and each
average is weighted by the proportion of total 2002-2006 companies
in that cell. The weights are normalized to add up to 1.

19 See Kaufmann et al. (2005) and the data set available at the website
http://www.worldbank.org/wbi/governance/index.html.
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20 See World Bank (2006) and the website http://rru.worldbank.org/doing-
business/.

21 Alisting of the country-specific results from the World Bank's
Investment Climate Assessments is available at http://rru.world-
bank.org/EnterpriseSurveys/ICAs.aspx.

22 For more background see Heritage Foundation (2006), Index of
Economic Freedom at http://www.heritage.org/research/
features/index/; Cato Institute (2006), Economic Freedom of the
World at http://www.cato.org/pubs/efw/index.html; the Fraser
Institute (2005), and Economic Freedom of the World: 2005 Annual
Report at http://www.freetheworld.com/release.html.

23 Access to UN statistics is available through
http://unstats.un.org/unsd/default.ntm; see also
http://hdr.undp.org/statistics/data/?CFID=10032851&CFTO-
KEN=87929815.

24 See D. Kaufmann et al. (2005); World Bank Discussion Paper, Draft,
May 9, 2005; and the website http://www.worldbank.org/wbi/gover-
nance/pubs/govmatters4.html.

25 We prefer the Heritage Foundation ranking to the other available rank-
ings of economic freedom because of its coverage and the addition-
al data it introduces.

26 See Chapter 5 of the 2006 Index of Economic Freedom Report for a
discussion of the methodology.

27  Regression Statistics

Adj. R? 0.805
Observations 370

Coefficients  Standard Error t Stat P-value
befa 8082.872 961.37 8.410 0.000
cosfa 1614.067 960.97 1.680 0.094
Intercept 13269.270 553.96  23.950 0.000
Note: The regression includes year dummies for 2002-t0-2005.

28 Regression Statistics

Adj. R? 0.824
Observations 370

Coefficients  Standard Error t Stat P-value
befa 8859.377 921.738 9.61 0.000
cosfa 662.188 925.468 0.72 0.475
befa*cosfa 1535.328 242.7112 6.33 0.000
Intercept 11801.830 575.241 20.52 0.000

Note: The regression includes year dummies for 2002-t0-2005.

29 The forecast region has wider bands than a 95 percent mean confi-
dence region. The mean confidence region provides a confidence
interval for a given level of competitiveness over repeated observa-
tions. The forecast region method, in contrast, reflects a higher
degree of inherent uncertainty in predicting a single observation. As
a result, interpretation of the proximity of data points to the regres-
sion line should be undertaken with appropriate caveats. Note that
the forecast region widens slightly as it moves away from the “cen-
ter” of the graph. The center is the point located at the intersection
of the mean GDP per capita level and mean factor score.

30 We use the simple average of the two sources if a country is covered
by both the BLS and Eurostat. While there are differences in
absolute values due to the respective wage definitions and industry
coverage, the results also hold for separate analyses of the two indi-
vidual data sets.

31  Regression Statistics

Adj. R? 0.605
Observations 144

Coefficients  Standard Error t Stat P-value
bci 10.148 0.706 14.38 0.000
Intercept 3.912 1.218 3.21 0.000

Note: The regression includes year dummies for 2002-to-2004

32 The data base can be accessed at
http://data.isc.hbs.edu/iccp/index.jsp.
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Appendix A: Factor loadings and uniqueness levels for all indicators

COMPANY SOPHISTICATION

Extent of staff training

Production process sophistication
Breadth of international markets
Company spending on R&D
Willingness to delegate authority
Extent of marketing

Capacity for innovation

Degree of customer orientation
Nature of competitive advantage
Value chain presence

Control of international distribution
Reliance on professional management
Extent of incentive compensation
Extent of regional sales

Prevalence of foreign technology licensing

BUSINESS ENVIRONMENT QUALITY

Presence of demanding regulatory standards
Intellectual property protection

Local supplier quality

Stringency of environmental regulations
Buyer sophistication

Effectiveness of antitrust policy

Overall infrastructure quality

Efficiency of legal framework

Laws relating to ICT

Local availability of spec research & training services
University/industry R&D collaboration

Quality of scientific research institutions
Venture capital availability

Judicial independence

Favoritism in decisions of government officials
Business costs of corruption

Financial market sophistication
Decentralization of corporate activity

Quality of electricity supply

Informal markets

Reliability of police services

Quality of public schools

Property rights

Air transport infrastructure quality

Port infrastructure quality

Local supplier quantity

Ease of access to loans

Internet users per 10,000 inhabitants

Quality of management schools

Intensity of local competition

Government procurement advanced technology products
Railroad infrastructure development
Telephone/fax infrastructure quality

Cellular telephones per 100 inhabitants
Efficacy of corporate boards

Availability of scientists and engineers

Local equity market access

Quality of math and science education

US utility patents granted per million population
Local availability of process machinery
Prevalence of trade barriers

Cooperation in labor-employer relations
Centralization of economic policymaking
Trade

Factor Uniqueness Score coefficient
0.9659 0.0671 0.0812
0.9521 0.0935 0.0800
0.9350 0.1259 0.0786
0.9338 0.1280 0.0785
0.9273 0.1401 0.0780
0.9212 0.1514 0.0774
0.9204 0.1528 0.0774
0.9126 0.1671 0.0767
0.8944 0.2000 0.0752
0.8860 0.2150 0.0745
0.8787 0.2279 0.0739
0.8738 0.2365 0.0735
0.8448 0.2863 0.0710
0.7857 0.3826 0.0661
0.6862 0.5291 0.0577
Factor Uniqueness Score coefficient
0.9629 0.0728 0.0316
0.9571 0.0839 0.0314
0.9459 0.1053 0.0311
0.9320 0.1314 0.0306
0.9280 0.1388 0.0305
0.9244 0.1454 0.0304
0.9192 0.1551 0.0302
0.9122 0.1679 0.0300
0.9085 0.1746 0.0298
0.9060 0.1791 0.0298
0.9042 0.1825 0.0297
0.9023 0.1859 0.0296
0.8901 0.2078 0.0292
0.8869 0.2135 0.0291
0.8817 0.2226 0.0290
0.8800 0.2255 0.0289
0.8759 0.2328 0.0288
0.8725 0.2388 0.0287
0.8637 0.2540 0.0284
0.8635 0.2545 0.0284
0.8608 0.2591 0.0283
0.8574 0.2649 0.0282
0.8521 0.2739 0.0280
0.8503 0.2770 0.0279
0.8497 0.2780 0.0279
0.8476 0.2816 0.0278
0.8400 0.2943 0.0276
0.8343 0.3039 0.0274
0.8266 0.3168 0.0271
0.8219 0.3245 0.0270
0.8019 0.3569 0.0263
0.7835 0.3862 0.0257
0.7630 0.4178 0.0251
0.7432 0.4476 0.0244
0.7389 0.4540 0.0243
0.7214 0.4796 0.0237
0.7149 0.4889 0.0235
0.7056 0.5021 0.0232
0.6873 0.5276 0.0226
0.6836 0.5327 0.0225
0.6482 0.5798 0.0213
0.6382 0.5928 0.0210
0.6103 0.6276 0.0200
0.5425 0.7057 0.0178
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Appendix B: Changes in BCl rankings using 2006 methodology

BCI rank: 2006 methodology

BClI rank: Previously publist

Country/Economy 2006 2005 2004 2003 2002 2001 2005 2004 2003 2002 2001
United States 1 1 1 2 1 2 1 1 2 1 2
Germany 2 2 3 5 4 5 3 3 5 4 4
Finland 3 3 2 1 2 1 2 2 1 2 1
Switzerland 4 8 9 8 7 4 7 5 7 5 5
Denmark 5 4 4 4 6 8 4 7 4 8 8
Netherlands 6 7 8 9 8 3 9 9 9 7 3
Sweden 7 n 5 3 5 6 12 4 3 6 6
United Kingdom 8 5 6 7 3 9 6 6 6 3 1
Japan 9 9 7 13 n 16 8 8 13 n 10
Hong Kong SAR 10 17 " 16 21 18 20 il 19 19 18
Singapore n 6 12 6 10 10 5 10 8 9 9
Austria 12 12 16 19 14 12 10 16 17 12 n
Iceland 13 16 20 14 16 15 17 19 14 17 16
Norway 14 19 17 21 20 17 21 20 22 21 19
Canada 15 14 15 12 12 n 13 15 12 10 12
France 16 10 14 1" 17 7 Al 12 10 15 13
Belgium 17 18 18 15 13 13 16 14 15 13 15
Australia 18 13 10 10 9 14 15 13 n 14 14
Israel 19 22 22 18 18 20 22 21 20 18 17
Malaysia 20 23 23 24 25 37 23 23 26 26 37
Taiwan, China 21 15 13 20 15 21 14 17 16 16 21
Ireland 22 21 21 22 23 22 19 22 21 20 22
New Zealand 23 20 19 17 19 19 18 18 18 22 20
Estonia 24 27 24 27 27 26 26 27 28 30 28
Korea, Rep. 25 24 26 23 22 27 24 24 23 23 26
Tunisia 26 36 36 31 34 35 32 33 32 —
India 27 31 31 37 37 38 31 30 37 37 36
Portugal 28 28 30 34 36 30 30 33 36 36 33
Chile 29 29 29 30 29 29 29 29 32 31 29
Spain 30 25 27 25 24 23 25 26 25 25 24
United Arab Emirates 31 32 25 — — — 33 28 — — —
Czech Republic 32 26 83 35 32 31 27 35 35 34 34
South Africa 33 30 28 28 30 28 28 25 27 29 25
Qatar 34 4 — — — — a4 — — — —
Indonesia 35 59 53 50 66 57 59 44 60 64 55
Slovenia 36 33 32 32 28 32 32 31 30 27 32
Thailand 37 35 35 33 33 39 37 37 31 35 38
Italy 38 37 42 26 26 24 38 34 24 24 23
Hungary 39 38 40 39 31 25 34 42 38 28 27
Slovak Republic 40 43 43 43 40 36 39 39 43 42 40
Malta 4 46 46 4 — — 46 50 42 — —
Lithuania 42 39 37 38 38 47 4 36 40 40 50
Kuwait 43 40 — — — — 47 — — — —
Cyprus 44 34 4 — — — 36 45 — — —
Turkey 45 49 55 52 51 48 51 52 52 54 35
Latvia 46 48 50 29 44 41 48 49 29 45 4
Mauritius 47 50 51 45 49 46 52 53 44 49 51
Greece 48 45 38 42 42 42 40 4 39 43 46
Costa Rica 49 52 47 47 4 45 50 48 45 39 48
Bahrain 50 47 34 — — — 54 40 — — —
Jordan 51 42 44 36 48 40 43 43 4 53 47
Poland 52 44 63 44 43 33 42 57 47 46 42
Jamaica 53 53 56 54 58 43 53 54 56 59 39
Brazil 54 51 39 40 35 34 49 38 34 33 30
Croatia 55 65 70 60 55 — 63 72 62 52 —
Mexico 56 58 52 43 59 51 60 55 48 55 52
Panama 57 56 60 67 54 50 61 60 59 50 49
Colombia 58 60 62 58 56 59 56 58 51 56 57
El Salvador 59 57 64 65 62 61 58 65 64 63 64
Guatemala 60 102 85 85 72 68 103 86 86 73 69
Uruguay 61 63 69 66 57 44 70 71 n 62 45
Trinidad and Tobago 62 62 59 51 46 35 65 59 53 44 31
China 63 54 48 46 39 49 57 47 46 38 43
(cont'd.)
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Appendix B: Changes in BCI rankings using 2006 methodology (cont'd.)

BCI rank: 2006 methodology

BCI rank: Previously publist

Country/Economy 2006 2005 2004 2003 2002 2001 2005 2004 2003 2002 2001
Sri Lanka 64 69 65 59 47 54 72 68 57 47 58
Morocco 65 76 45 49 45 — 79 46 49 48 —
Pakistan 66 67 77 75 20 — 66 73 75 21 —
Kenya 67 73 67 69 — — 68 63 67 53 47
Botswana 68 55 57 55 53 — 55 62 54 57 0
Kazakhstan 69 64 — — — — 62 43 4 53 47
Peru 70 79 80 78 68 62 81 76 81 66 63
Philippines n 66 n 72 64 53 69 70 65 61 53
Tanzania 72 78 74 62 — — 82 90 68 — —
Romania 73 n 61 70 67 55 67 56 76 67 61
Namibia 74 80 49 53 50 — 73 51 55 51 —
Egypt 75 — 54 57 — — n 66 58 — —
Azerbaijan 76 72 — — — — 77 — — — —
Argentina 17 61 72 68 65 52 64 74 69 65 54
Russian Federation 78 70 58 61 60 58 74 61 66 58 56
Nigeria 79 75 73 80 70 66 76 81 80 n 66
Ukraine 80 68 66 73 69 56 75 69 73 69 59
Vietnam 81 77 78 56 61 64 80 79 50 60 62
Bulgaria 82 74 68 n 63 63 78 75 77 68 68
Dominican Republic 83 98 79 64 52 60 101 80 61 41 60
Algeria 84 89 84 86 — — 95 89 88 — —
Serbia and Montenegro 85 86 83 81 — — 86 85 79 — —
Macedonia, FYR 86 83 87 82 — — 83 83 82 — —
Uganda 87 84 75 79 — — 85 — — — —
Burkina Faso 88 — — — — — — — — — —
Moldova 89 88 — — — — 93 — — — —
Mali 90 85 89 89 — — 87 — — — —
Gambia 91 93 76 74 — — 90 67 70 — —
Venezuela 92 91 86 83 73 65 92 88 85 72 67
Armenia 93 87 — — — — 88 — — — —
Benin 94 99 — — — — 99 — — — —
Bosnia and Herzegovina 95 101 91 = = = 94 93 = = =
Madagascar 96 96 88 87 — — 97 87 90 — —
Tajikistan 97 100 — — = — 102 = = = —
Mongolia 98 94 — — — — 104 — — — —
Georgia 99 90 90 — — — 96 92 — — —
Nicaragua 100 103 97 92 76 70 106 100 94 75 n
Zimbabwe 101 81 82 84 n 67 84 82 78 70 65
Malawi 102 82 81 76 — — 91 84 72 — —
Ecuador 103 106 92 88 71 Ul 107 94 89 71 72
Honduras 104 104 98 91 79 74 105 97 95 78 74
Cambodia 105 107 — — — — 109 — — — —
Bangladesh 106 97 99 90 74 72 100 95 91 74 73
Mozambique 107 95 93 95 — — 98 96 93 — —
Kyrgyz Republic 108 105 — — — — 108 — — — —
Cameroon 109 92 — — — — 89 — — — —
Guyana 110 108 — — — — 110 — — — —
Bolivia m 110 96 94 78 73 13 101 98 79 75
Ethiopia 12 109 95 93 — — m 99 96 — —
Albania 13 1 — — — — 112 — — — —
Paraguay 14 12 94 96 75 69 14 98 97 76 70
Chad 115 13 100 97 = = 116 = = = =
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Appendix C: Impact of competitiveness and context on GDP per capita: Results for panel data regression
(69 countries)

Regression Statistics

Adj. R? 0.891
Observations 338

Coefficients Standard Error t Stat P-value
BCI 6677.189 815.376 8.190 0.000
BCI Squared 1377.731 432.170 3.190 0.002
Natural Resources 1.614 0.170 9.500 0.000
Political Stability 2036.001 785.062 2.590 0.012
Logistical Location 16.461 16.747 0.980 0.329
Sophistication of Neighbors in 2000 0.166 0.082 2.030 0.046
Intercept 6931.430 1,538.262 4510 0.000

Note: Standard errors are robust and clustered by country. The regression includes year dummies for 2002-to-2005.
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CHAPTER 2.1

The US Current Account Deficit
and its Global Ramifications

The World Economic Forum’s Chief Economist
AUGUSTO LOPEZ-CLAROS talks with
RICHARD COOPER and KENNETH ROGOFF,

both Harvard University

ALC: One of the reasons | want to discuss this issue with both of
you is hecause—as you have seen in the program in Davos this
year—there is keen interest in global imbalances. Larry Summers
highlighted these as one of the most important threats to global
prosperity. Richard, you made the point in Paris last July that a
large US current account deficit could continue for quite a while,
as long as the US economy is continuing to offer attractive
financial assets.

Cooper: The startlingly large US current account deficit is
not only sustainable but a natural feature of today’s highly
globalized economy. This does not mean that there are no
problems with the current state of affairs. Rather, events
need to be interpreted in light of the evolution of the US
and world economies in recent years, putting the global
imbalances in a different perspective.

The US current account deficit reached an extraordi-
nary US$660 billion in 2004, up from US$520 billion in
2003 and US$475 billion in 2002.This is not only very
large because the United States is a large economy but, at
6.4 percent of GDP in 2005, it is even large relative to the
size of the economy, so it has become a dominant feature
of the world economy that naturally, and understandably,
attracts attention. But just because something is new and
big and unprecedented does not mean it is unsustainable.
Many contend that it must come down, and that if it is
not brought down carefully and deliberately, it will
precipitate a financial collapse of the dollar and probably
a world recession. Most analysts focus on the linkages of
the deficit to the US economy, and on the need to raise
national savings, or alternatively (but not equivalently) on
the need for a substantial depreciation of the dollar against

other leading currencies.

ALC: Is low private savings in the United States the real culprit
and, more generally, what can be done about this? Is there a role
for fiscal policy?

Rogoff: Gross investment—including investment in hous-
ing, which accounted for about one-third of the total, and
modest investment by governments—accounted for nearly
20 percent of GDP, significantly up from the recession
lows of 2001-2002 but low by international standards.

Private saving in the United States of 15 percent in
2004 includes not just the often-cited household saving,
below 2 percent of personal income, but also corporate
saving. However, this measurement of saving takes the
national accounts as they come. In an information-,
knowledge-based economy, one needs to take a broader
view of saving.

In the United States, expenditures for consumer
durables, education, and R&D taken together have

amounted to about 19 percent of GDP in recent years.
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Figure 1: The United States: Current account balance (US$ billion and percent of GDP)
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Source: International Monetary Fund, 2006.

When added to the 15 percent from the national
accounts, Americans save a third of GDP, properly meas-
ured. Furthermore, Americans in general have confidence
in their future. In particular, they are confident, thanks to
continuing technological change, that their grandchildren
will be materially much better off than they are, just as
they are materially much better oft than their grandparents
were. It is not surprising, then, that diverse government
measures to increase private savings over the years have
shown meager success: Americans are aware that they save
quite enough. Moreover, a given amount of saving has
resulted in greater real investment in recent years as the
price of capital goods has fallen. From an individual’s
point of view, although not from a social perspective,
increases in the relative prices of houses represent effective
saving, particularly with a capital market that permits
mobilization of home values in retirement. Finally, the

market sensibly values the intangible assets of firms more

“The growth dynamic in a knowledge-based
economy comes from teams of people creating
new goods and services, not from the
accumulation of physical capital.”

highly than the tangible assets. The growth dynamic in a
knowledge-based economy comes from teams of people
creating new goods and services, not from the accumula-
tion of physical capital. Of course, the corrections to sav-
ing suggested above apply to all countries, not just to the
United States, but their contribution to total savings is
higher in the United States than in most other countries.

If private saving cannot be increased, what about
public saving? The United States ran substantial budget
surpluses in the late 1990s. At the federal level, these
became deficits with the recession of 2001—02, the stock
market collapse, and the tax reductions of 2001 and 2003.
State and local governments normally run surpluses. The
federal deficit came to 4.1 percent of GDP during 2005.
It is projected to decline slowly in the coming years, pro-
vided government expenditure is not allowed to expand
unduly and the temporary tax cuts of 2001 and 2003 are
not made permanent. So there is at least a prospect for
some decline in public dissaving, and this could be accel-
erated through deliberate fiscal action.

Rogoff: A restoration of normal interest rate levels will
help, of course, by encouraging savings and, more directly,
by capping house price increases that have fuelled a mort-
gage refinancing and borrowing cycle. It would also help
if the government were to reduce its own deficit.
Ultimately, the United States should save more, but how
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are we going to deal with the short-term adjustment
problems? More flexibility would help, but I doubt that
we are going to see more flexibility in the very near

future.

ALC: What are some of the factors which have turned the “global
imbalances” issue into a world problem, with international ramifi-
cations?

Cooper: Simple arithmetic tells us that the US deficit must
have exactly matching surpluses in the rest of the world. It
will not be possible to reduce the US deficit without
other countries reducing their surpluses, or increasing
their deficits, through some combination of increased
investment and/or a reduction in savings. Rich countries
with the largest surpluses are Japan, Germany, Switzerland,
Netherlands, Sweden, and Singapore, and now Russia,
China, and the members of the Organization of
Petroleum-Exporting Countries (OPEC), thanks to high
oil prices during 2004 and thereafter. The surpluses of
Japan and Germany alone equaled nearly half the US
deficit and even exceeded half, if those of Switzerland and
the Netherlands, two economies closely linked to
Germany, are included.

What explains these large surpluses and how will this
affect investment? The answer [ give—by no means the
whole story, but one that probably hasn’t received the
attention it deserves— is rapidly aging, high-saving popu-
lations, as people live longer and birth rates have collapsed.
This applies especially to Korea, Japan, Italy and Germany.
The result is that new entry into the labor force is declin-
ing from year to year. This group aged 18 to 26 is also the
most educated and most mobile part of the labor force,
both geographically and occupationally. This trend already
hit Japan some years ago, is now visible in Germany, and,
believe it or not, in China. So those countries will lose
flexibility in the labor force, and, sooner or later, suffer a
diminishing investment demand over time as the need for
capital to equip the labor force drops. Low birth rates and
low new-household formation will also lead to lower
demand for housing, which, as many people are unaware,
is a very important component of investment. It makes up
about one quarter of investment in most economies, and
as much as a third in the United States because of its
exceptional mobility. Meanwhile, rates of return on indus-
trial investment are low and, of course, sensitive to what is
happening in the export and import competing sectors. To
sum up, this means a declining demand for housing, a
declining demand for new equipment, and a loss of flexi-
bility in the cutting edge of the labor force. I think this is
the underlying reason for the very low returns to capital

and a sharp decline in investment that we have been

seeing over the last decade or more in these countries.
And this will do little to boost investment in these surplus
countries. No doubt, in the long term, savings will fall as
aging trends continue in Germany and Japan. But today
they remain remarkably high, given their demographic
structures. And, finally, aggressive public spending also
seems more or less precluded, given the large budget
deficits in both Germany and Japan. In other words, there
are serious obstacles to significant adjustment in current
account imbalances in both Europe and Japan, at least in
the short to medium run.

German and Japanese saving is sensitive to perceived
economic performance, which in turn is sensitive to
export performance. This is important when it comes to
correcting the US current account deficit. If the dollar
declines significantly, as many analysts suggest it must—
leading to significant declines in the export competitive-
ness of key surplus countries—then we are likely to see an
increase, not a reduction, in the propensity to save in those
countries, as well as a decline in investment. Whether an
increase in the propensity to save gets translated into actu-
al additional savings depends, of course, on what happens
to output and income. The conditions just described are
those under which a recession in economic activity could
occur. An increase in the propensity to save with no obvi-
ous vehicle for that savings leads to a fall in output and
income. US exports to those countries may fall instead of
rising.

I do not see interest rates being an effective adjuster
here. With a large appreciation of the currencies of these
countries with balance of payments surpluses, the adjuster
is more likely to be economic activity. It will decline,
except insofar as the authorities become so concerned that
they pursue an aggressive stimulative policy.

Excess saving in these big rich countries manifests
itself in budget deficits and current account surpluses.
Europe and Japan both already have large budget deficits.
Further reductions in the long-term interest rate are not
likely to produce enough domestic investment to substi-
tute for those two channels, particularly in the face of a
decline in competitiveness brought about through large
appreciations of their currencies. It is entirely unclear how
currency appreciations will produce the large changes in
saving and investment required to eliminate, or even great-
ly reduce, the current account surpluses of rich Asia and
Europe. They may even produce the opposite effect.
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ALC: To what extent is part of the problem the lack of a sufficiently
attractive outlet for excess savings elsewhere in the world, i.e.
outside the United States? And is it unreasonable to assume that
some savings would, in any event, find their way to the U.S., the
global center of technological innovation?

Cooper: Well, that’s part two of my argument. It seems to
me that whether you are sitting in Sydney, Singapore,
Tokyo, Zurich, or Buenos Aires—anywhere really—and
looking for places to put your savings, the US economy
certainly looks very attractive. As a result, much of the
excess saving in the rest of the world comes to the United
States. It exceeds investment abroad by Americans and
accounts for the large current account deficit of the
United States. Why does this saving come to the United
States rather than going to emerging markets, where
returns should be expected to be higher? Emerging mar-
kets also have excess saving, and are not only volatile but
may be insecure from political or legal action. The United
States, in contrast, has investment opportunities that pro-
duce higher yields than Japan and Europe, and are both
less volatile and more secure than investments in many
emerging markets. Moreover, the US economy is large,
accounting for a quarter to a third of the world economy.
It has especially well-developed financial markets, account-
ing for half of the world’s marketable securities. So, it is
not surprising that funds from all around the world are
invested in the United States.

“Whether you are sitting in Sydney, Singapore,
Tokyo, Zurich, or Buenos Aires and looking for
places to put your savings, the US economy
certainly looks very attractive.”

Gross world savings outside the United States runs
around US$8 trillion, rising from year to year. In a world
with increasingly globalized financial markets, it would not
be surprising for savers desire to place 10 or even 15 per-
cent of their savings into the United States, given the
characteristics noted above. Yet 10 percent of this saving
would amount to US$800 billion, exceeding the US cur-
rent account deficit in 2004. Indeed, in that year, an esti-
mated US$1.1 trillion of foreign private capital came into
the United States. Of course, Americans also invest abroad,
and any inflows must cover those outflows as well. Still,
these numbers suggest that a large US current account
deficit could continue for a long time, so long as the

American economy is producing attractive financial assets.

“A large US current account deficit could con-
tinue for a long time, so long as the American
economy is producing attractive financial
assets.”

Rogoff: There are other explanations besides Professor
Cooper, although I think that this is probably the best.
But there is a really important additional point: US
investors hold a much riskier portfolio abroad, with much
higher ratio equity, high-yield debt and junk bonds, than
partners of the United States which have 60 percent in
low-interest yield assets. Professor Cooper’s very valid
point is that the United States is an exciting opportunity,
despite the fact that emerging markets offer clearly better
returns than the US stock market over the long run—
though of course not by as much as they outperformed in
2005. Indeed, it is more accurate to describe the United
States as the world’s venture capitalist than as the world’s
premier investment location. If we look at some numbers,
one could argue that maybe because of the US role as a
venture capitalist it can expect an average profit of perhaps
150 or 200 billion a year. However, that doesn’t explain
US$700 billion dollar trade deficits. The US can run a 2
percent of GDP trade deficit without having to worry, but
that doesn’t really get us to a 7 percent of GDP trade
deficit. I guess Professor Cooper comes to this conclusion
by saying that there is a stock adjustment as world portfo-
lios go up. But I think that it is very hard quantitatively to

get to this number simply out of portfolio rebalancing.

ALC: So, the US current account deficit will continue to be
financed by capital inflows?

Cooper: Only in the accounting sense. When one talks
about the need to finance the US deficit, that language
seems to me to get the fundamental framework wrong.
The motivating force is a desire to invest in the US econ-
omy and the dollar. That keeps the dollar strong and that,
of course, produces an import surplus in the US. So the
dynamic, I think, is from savings to capital movements to
the exchange rate and growth to the current account,

rather than the other way around.
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ALC: Now, what about the role of official capital flows into the US?
So much has been said about all those billions of U.S. Treasury
Bills piling up in the vaults of emerging market central banks.

Cooper: When private foreign investment slackens, as it
did after 2001, foreign official investment often takes up
the slack. There has been a huge build-up of foreign
exchange reserves in 2003—05, especially in East Asia but
also in India and Russia. Budget deficits have reached
practical limits in Japan and, at least in principle, are con-
strained in Germany, France, and Italy. China has been
overheating and requires some fiscal tightening, despite
large infrastructure needs. That would tend to increase
China’s already high saving rate, not reduce it.

Japanese savers have (a) a high savings rate, (b) they're
extraordinarily conservative and (c) many Japanese house-
hold savings go to the low-yield, postal savings system.
And where do all the savings in Japan’s postal institutions
go? They are placed in what the Japanese call the “second
budget,” essentially government securities. Japan has been
running a big deficit and is basically channeling these
savings to buoy up Japan’s large construction industry—
what the critics call “building bridges from nowhere to
nowhere.” The social return to these “investments” is neg-
ligible, so in a social sense the Japanese savers are being
cheated, as their savings are being misused. By investing
overseas, the Bank of Japan—as agent for the Ministry of
Finance—is running the exchange rate risk that risk-
averse Japanese households are not willing to run, but
which the country needs to run to ensure a higher real
rate of return for an aging population. My main complaint
about Japan is that its reserves are now so large that it
should already have done what Norway, Kuwait, and
Singapore did years ago, that is, to divide their reserves
into a liquid component for monetary management and
an investment account where they could invest abroad in
less liquid but higher yield securities. Japan’s overseas
investments could produce a real return to the Japanese
in the future, which increased Japanese budget deficits
will not.

Now Germany is a somewhat different case: private
Germans are investing a lot in Central Europe and in
Spain. Spain has a construction boom going on. In spite
of Spanish demographics, North Europeans are financing
Spanish construction for purposes of retirement or second
homes. We don’t complain about the large German sur-
plus, and, I dare say, the public debate would be difterent if
Japanese households were also investing abroad on the
same scale as their surplus.

That brings me to China, whose surplus is smaller
than the other two. The Chinese are very high savers and
from a household point of view, they have a very limited
menu from which to choose: basically bank accounts and
the incipient government bond market. Residents cannot

legally invest abroad without specific authorization. Again,
official investment abroad by the People’s Bank of
China—some US$200 billion last year and US$200 billion
the year before—occurs when private investment cannot
take place. But latent demand by the Chinese private
sector for overseas investment is undoubtedly high.

These are consequences of financial globalization.
Capital inflows into the US economy are said to be
“financing” the US current account deficit. That is true
only in an accounting sense. The motivation for private
flows—more controversially for official flows—is invest-
ment in the United States. Americans have accommodated
this excess saving abroad by importing much more than
they export, that is, by “living beyond their means.”
Although, as those societies increasingly age, the savings
of Japan and Europe will eventually fall, but the current

configuration could last for many years.

“If the United States wants to reduce these
claims, increase national saving, and encourage
greater private investment, it needs to take seri-
ous steps to reduce the federal budget deficit.”

These flows are mutually beneficial, as long as the
United States generates productive assets for sale to for-
eigners, and in financial forms that yield less than the
underlying investment yields. The problem at present is
that the United States is producing high-quality US
Treasury securities in abundance. These are attractive to
foreign institutions, but they do not support an increase in
the productive assets of the United States. Thus, they rep-
resent a claim on the future income of Americans. If the
United States wants to reduce these claims, increase
national saving, and encourage greater private investment,
it needs to take serious steps to reduce the federal budget
deficit. And these steps must be more serious than simply
proposing cuts in expenditure programs with strong con-

gressional and public support.

Rogoff: The situation described by Professor Cooper raises
two serious problems. One is that the US deficit still sup-
ports high real investment. It doesn’t. To some extent, it
also mirrors open-ended government borrowing.
Investment in the real economy leads to growth, helping
to repay higher debt. Government deficits just lead to
higher taxes and lower growth. (Unless, perhaps, the funds
are used to invest in high social return public infrastruc-
ture projects, unfortunately not the case for the United

States today.) Usually, when a big current account deficit
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“Usually, when a big current account deficit
reflects a big government deficit and low private
savings, it is the beginning of the end.”

reflects a big government deficit and low private savings, it
is the beginning of the end.

The second problem is the notion that foreigners will
continue to be satisfied with the miserable returns they
have been getting on dollar investments. For complex rea-
sons, foreigners have consistently earned stunningly low,
often negative, returns in America. But this cannot contin-
ue. If foreigners don’t start earning normal returns, they
will retrench. And if returns do rise, US net debt—cur-
rently around 25 percent of national income, a record—

will start rising even faster.

ALC: So, Richard, will foreigners eventually end up owning all the
assets in the United States?

Cooper: The current account deficit represents net foreign
purchases of assets in the United States. If the current
account deficit continues at US$600 billion, the ratio of
net foreign claims to US GDP—a ratio many economists
look at in assessing sustainability—will rise for some years
to come, but it reaches a peak of 50 percent (up from 22
percent in 2003). Foreigners will then own more of the
US capital stock. But the United States has several layers
of financial assets above and beyond the capital stock, i.e.,
the financial assets that foreigners typically buy, which by
now constitute more than three times the capital stock
and are still growing. So foreigners would own under 10
percent of US financial assets. The yield on these net
claims represent claims on US output, thus reducing the
income of Americans relative to what it would be if
Americans owned all the assets, but almost certainly leav-
ing American incomes higher than they would have been
had the rest of the world made fewer investments in the
US economy. Foreign earnings on their US investments
will grow over time, so the trade balance must improve in
order to maintain a constant current account deficit.
However, the deficit cannot continue to grow indefi-
nitely as a share of GDP. Careful analysts correctly point
to the unsustainability of the trajectory of the deficit that
they have observed in the recent past and that they project
into the future. While the deficit can continue to rise as a
percentage of GDP for a while, sooner or later that rise
must come to a halt. That valid proposition is an altogeth-
er different claim from one that the deficit, even a large

deficit, is unsustainable.

A constant share deficit may require some deprecia-
tion of the dollar. Foreign earnings on their growing US
claims will also grow, and the trade deficit may have to
decline to accommodate this. The depreciation of the dol-
lar, in turn, will slow the growth of net foreign claims on
the United States, not only by reducing the trade deficit,
but also from the fact that most US claims on foreigners
are denominated in foreign currency, whereas most for-
eign claims on the United States are denominated in US
dollars. For this reason and others, the change in the net
international investment position of the United States is

typically much less than the current account deficit.

“Alarge current account deficit for the United
States is likely to continue for some years, a
natural consequence of excess saving in the
rest of the world, an attractive menu of financial
assets from which to choose in the United States,
and increased globalization of financial markets.”

In summary, a large current account deficit for the
United States is likely to continue for some years, a natural
consequence of excess saving in the rest of the world, an
attractive menu of financial assets from which to choose in
the United States, and increasing globalization of financial
markets. The United States has a revealed comparative
advantage in producing highly attractive financial claims,
to the mutual benefit of foreigners and American alike, as
long as Americans invest the proceeds productively. This is
not to argue that there will be no financial crisis focused
on sharp depreciation of the dollar, as some analysts fear,
but such a crisis is far from inevitable and indeed will not
arise from a large deficit per se. In particular, it would be a
mistake to try to eliminate the current account deficit in
the near future or even to try to reduce it to US$200 to

US$300 billion, as some analysts have proposed.

ALC: Given increased globalization and the impact this is having on
the integration of financial markets, the concept of the “current
account” may have become fuzzier. Ten years ago, Spanish policy-
makers worried a great deal about the current account deficit;
today, with the country firmly anchered within the EU, it no longer
appears on policymakers’ radar. Could this signal a broader trend?

Cooper: 1 think the answer to that is no, but that’s because
I think it has always been fuzzy! I have been in this
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business now for nearly half a century and the U.S. has
allegedly had a balance of payments “problem” every year
since 1958, with no exceptions. Now, during much of the
early part of that period, the U.S. ran a current account
surplus. We didn’t pay much attention to current account
surpluses in those days. It is only in the last two decades
that we’ve shifted our attention to the current account
deficit, now that we’re in that position. So, in the
American academic community—and in part of the offi-
cial and the US financial journalist community— there is
a heavy bias in favor of a US balance of payments prob-
lem. I have no doubt that if the U.S. were to move into a
balance of payment and current account surplus—which I
do not expect any time soon— they would find some
other formulation to complain about.

ALC: Actually, my question was meant in the sense that if General
Motors opens up a plant in Brazil, at one level this reflects a sign
of U.S. strength. But, at the same time, it also contributes to a
widening of the current account deficit, since the output of these
factories is eventually imported back into the U.S. More important-
ly, there is the bigger issue of the increasing difficulty in distinguish-
ing between current account and capital account transactions.

Cooper: Yes, but let’s not forget that this accumulates over
time. The earnings of General Motors on that Brazilian
plant also count as a credit in the current account. So you
have the debit from the import of the automobiles and
the credit from the net earnings. There is another peculiar
feature of the US situation, namely, that the US earns
much more on its foreign investments than it pays on its
foreign liabilities. And that has to do mainly with the
nature of the liabilities, which are mostly fixed interest. It’s
noteworthy that many of the private claims on the U.S.
are also fixed interest claims for their own reasons: foreign
insurance companies and foreign savings behavior, and so
forth. Europeans are historically a bit more conservative in
their savings behavior, whereas a higher fraction of the
American investment overseas—and indeed of US house-
hold saving—is equity, and the Americans are taking the
risk. So, once again, the United States is earning the
rewards for risk-taking. Speaking in terms of general aver-
ages, while the U.S. has, in the accounting sense, much
bigger liabilities to the rest of the world than it has claims
on the rest of the world, the earnings are roughly equal.

ALC: Now to you, Ken. Most forecasts of the US current account
deficit suggest that this is actually going to rise steadily over the
next several years, in the absence of some kind of discontinuity.
On the other hand, Richard Cooper argues persuasively that the
US current account deficit may be large but not necessarily
unsustainable. What is your view?

Rogoff: Admittedly, we don’t completely understand why
it is that current accounts tend to collapse at relatively low
levels. Yet historically, for a couple of hundred years, this is
what we have observed. What we see in the case of the
U.S.1is a current account deficit outside of historical
norms, certainly for a large country. I think the single fact
that seizes my attention the most about the US current
account deficit is the percent of net global savings that it
represents. The US deficit absorbs much of the world’s net
savings through the current account surpluses of Japan,
Germany, and China, and all the surplus countries in the
world, which are actually led by the oil countries now.
One can rationalize this particular equilibrium, but it
certainly strayed rather far relative to any norm.

Now, this doesn’t mean that the United States can’t
repay its debt, or that there is an urgent fiscal crisis com-
ing on. But, on the other hand, I think that to presume
that this is a normal pattern that can continue for a long
time is only a possibility. I don’t think it’s something that
policymakers should be blasé about by saying “oh well, it’s
because we’re in this new era of globalization.” I think
there is a greater likelihood that there will be a reversion
back to the norm.

It’s hard to imagine there won’t be a housing slump
in the United States. If we see a stalling of the housing
market, there is little doubt that the US economy will
slow down markedly in the second half of the year. At the
same time, the countries in the rest of the world are on a
very different cycle. Japan is growing sharply, with enor-
mous potential to grow much faster. Germany is having a
surprisingly good year and Latin America seems to be
having a good year too.

That alone is going to bring down the deficit by 2
percent, and this will have quite a dramatic effect on the
dollar. Not that I expect the present US current account
deficit of 6-6.25 percent of GDP to suddenly go to zero
overnight, much less to reverse itself by 180°, as happened
in Thailand during the Asian crisis. Thailand went from
minus 7 percent current account to plus 5 percent current
account overnight, and that’s not going to happen in the
u.s.

But if the current account deficit were to be suddenly
cut in half—and I've just laid out a scenario which would
take us one-third of the way there—that will give rise to
a 15-20 percent drop in the trade-weighted dollar. I
emphasize the trade-weighted dollar because people look at
the nominal US$/EUR exchange rate and think that the
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dollar is going up. However, the dollar is not really going
up on a trade-weighted basis. The current account is about
the trade-weighted basis, while bilateral nominal rates are
secondary.

On the other hand, it is also certainly possible, theo-
retically, that the United States current account deficit will
continue to grow, because, as fast as it’s growing, the U.S. is
not growing faster than other parts of the rest of the
world. Right now it is only absorbing 70 percent of the
global savings, and there really are limits to this process.
‘What happens when it climbs to 90 or 95 percent? In
some ways, it can’t continue to go up unless others refuse
to save.

The quantitative paper I wrote about 5 years ago was
considered radical and crazy at the time, when the US
current account deficit was only 4.5 percent of GDP. We
said in our paper that this was a medium term problem
taking three to five years to readjust. But five years have
passed, and it has already gone from 4.5 to 6.5 percent. I
mean there are enough red lights blinking!

ALC: How can the world prepare for the necessary adjustments?

Rogoff: In the United States, financial deepening has
allowed money to suddenly shift from one part of the
economy to another, although often to the dismay of
managers, who are seeing their companies being taken
over. But the system works because labor markets are rea-
sonably flexible. Without the ability to displace workers,
industry consolidation will be difficult, and the benefits of
financial integration fewer.

As the global economy becomes more flexible, the
adjustment process becomes less burdensome. But how
flexible is the global economy? Europe certainly isn't.
Japan isn’t. Latin America isn’t. Moreover, it is quite wrong
to think that just because capital markets are deep, com-
modity markets can seamlessly adjust to a giant shift in
global demand toward the United States and away from
the rest of the world—which is exactly what a closing-up
of the US current account deficit would imply. Hence, I
believe that it is very likely that when the US current
account reverses, there will be a sharp drop in the dollar

and an adverse effect on global output.

“I believe that it is very likely that when the
US current account reverses, there will be a
sharp drop in the dollar and an adverse effect
on global output.”

I am convinced that one wrong lesson some have
taken from the Asian crisis is that somehow countries
should deal with volatile financial markets by putting in
more capital controls or trade restrictions. Such restrictions
will make the adjustment process to current account
reversals more traumatic, not less. Indeed, if you try to
bottle-up the adjustment process with capital controls and
trade restrictions, you are simply buying time to stave off a
bigger crisis later on. Ultimately, countries need more
flexibility, and to the extent policy can do something
about it, that is where the focus should be.

ALC: What are the concrete implications for the dollar?

Rogoff: The dollar is clearly overvalued, on the basis of
purchasing power parity against the Asian currencies,
though not against Europe. Still, because a rebalancing of
the US current account deficit is likely to affect the entire
world, we could see a euro at US$1.50 with no problem,
if the US current account closed up even by a few per-
centage points. That outcome would not be catastrophic,
but it would certainly be awfully painful in Europe. Of
course, it would be less painful if the Asian central banks
permitted their currencies to appreciate, but it is not obvi-
ous how that is going to play out. Indeed, that is the big
question in the global monetary order.

“If we look ahead all the way to 2040, the odds
that the dollar will still reign supreme are only
50:50.”

The risk of a US current account collapse should be
problem number one on the international financial agenda
of the US administration. Sadly, it is more convenient to
hide behind one of the proliferating versions of the revi-
sionist theory that there simply is no problem.Yet the US
position is simply unsustainable. When the US current
account deficit eventually crashes and burns, the world
will not stand by and let East Asia’s currencies plummet in
value along with the dollar. Both theory and experience
tell us that the position of global reserve currency can be a
fragile one. If we look ahead all the way to 2040, the odds
that the dollar will still reign supreme are only 50:50.

But suppose the US current account suddenly reverts
from its current deficit to a balance—let’s say, due to a
precipitous collapse in US housing prices that leads to a
sharp rise in the private savings rate. Then the dollar
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would fall by more than 40 percent in the short term,
with the long-run depreciation more of the order of 12 to
14 percent.

A dramatic fall in the dollar could precipitate an
international financial market crisis. We have very little
idea of how—or whether—financial institutions have
hedged against this kind of risk, if they have at all. Then
people will say: why didn’t the IMF see this coming? Or,
it could lead to a sharp spike in global interest rates; Asian
central banks have been serving as the world’s lender of
first resort. Finally, one has to worry about how well the
inflexible economies of Europe and Japan would handle a
sudden drop in the dollar. Very poorly, I would venture.

The main costs would fall outside the United States,
because the US economy is so flexible it could absorb
even a major shock—such as the collapse of some major
financial institutions as a result, for example, of soaring
interest rates—much better than Europe or Japan. The
impact on economies in these other big economic areas

would be deeply problematic.

ALC: As former Chief Economist of the International Monetary Fund,
how do you see the role of the international financial institutions?

Rogoff: 1 have long believed that in an ideal world both
the IMF and World Bank funds would all come in the
form of outright grants not loans. The Bank is a develop-
ment agency. Its financial architecture is built on the
assumption that developing countries develop quickly and
that emerging markets emerge quickly: thus, the idea is to
make loans, which will presumably earn high real returns,
enabling the borrower to easily pay the money back. But
the reality is very different, and the world community is
constantly having to come up with accounting gymnas-
tics—e.g., aid funds to repay Bank loans to keep going.
One consequence is that the World Bank has great diffi-
culty imposing any meaningful conditionality on its aid—
despite its rhetoric. And this hinders the Bank’ eftective-
ness. The issues for the International Monetary Fund are
different as its goal is to maintain global financial stability. I
believe that the Fund’s ability to act as a lender of last
resort helps in some cases, but in many others it exacer-
bates the build-up of loans in the first place. On net, it
would be preferable for it mainly to help transmit infor-
mation and advice, and to serve as a secretariat for global
financial leaders.

ALC: What about the problem of budget deficits? Is there a tension
between fiscal and monetary policy? | increasingly find myself
among those who think that we do not give enough importance to
sound fiscal management.

Rogoff: Over the next couple of decades, budget deficits in
many countries are likely to balloon under the pressure of
rising expenditures for the elderly—and then there are the
direct and indirect costs of dealing with terrorism. The
United States is facing open-ended security costs, and
Europe may some day be facing the same scenario.
Extreme stresses in budgets are always going to be a prob-
lem for monetary policy. At the same time, I worry that
anti-terrorism measures may slow the pace of globaliza-
tion, forcing us to sacrifice some of the productivity gains
that have made disinflation so much easier over the past
15 years.

People grossly underestimate the threat to price sta-
bility posed by the steady deterioration in budget posi-
tions that is forecast across the OECD over the next 30
years, due mainly to the aging of populations. When an
immovable anti-inflation monetary authority meets an
irresistible spendthrift fiscal authority, what will happen?
To prepare for this day, it is terribly important to continue
to strengthen monetary independence over the coming
decades.

Many emerging markets have experienced sharp
increases in debt-to-GDP ratios in recent years, especially
the ratio of government debt to GDP. Unfortunately, as
global interest rates rise, it will put tremendous pressure on
some emerging markets, and we will almost certainly see
another rash of emerging-market debt crises within the
next two to three years. Floating rates will help some
countries weather the storm, as will loans from the
International Monetary Fund. But some countries may be
backed into a corner and forced to restructure as

Argentina is now doing.

“Unfortunately, as global interest rates rise , , ,
we will most certainly see another rash of
emerging market debt crises within the next two
to three years.”

The risk is particularly great for debt-intolerant coun-
tries that have serially defaulted on their external debt,
such as Venezuela, Brazil, and Argentina, not to mention
repeatedly turning to high inflation to renege on domestic
debt. Countries that are debt intolerant have to maintain
much lower debt-to-GDP (or debt-to-exports) ratios than
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countries that have pristine records, such as Korea or
Malaysia. We find that to graduate from debt intolerance—
as Chile, Portugal, and Greece have done—a country must
maintain an extremely low debt-to-GDP ratio for a very
long time. There does not seem to be any other way to do
it. Latin countries, especially, have had a long history of
seeking solutions to their recurring debt problems in
financial engineering. I believe the main path to salvation
lies in sustained fiscal rectitude—though I am certainly
not advising countries that they should always pay all their
debts and under no circumstances restructure. On the
contrary, I believe that at least a couple of large emerging-
market countries may have to restructure their debts when
the next wave of crises hit, and the official community
should not stand in the way. However, once the debts are
written down, it is important that countries do not turn
around and borrow to the hilt again, as happened widely
after the restructurings of the late 1980s and early 1990s.

Financial crises will always be with us. The flaw is not
in the markets—and certainly not just with the lenders—
but rather mainly with policy makers who consistently
underestimate the risks of over-borrowing. The big losses
in welfare fall on the poorest citizens of the (over-) bor-
rowing countries. Unfortunately, many middle-income
countries are doing it again now. As the IMF recently
demonstrated, the average developing country already has
more debt than it can service.

ALC: Can past experience tell us anything about the present
situation?

Rogoff: When one looks closely at the US twin deficits
(current account and fiscal) in the context of open-ended
security costs, geopolitical tensions, rising old age pen-
sions, higher energy costs and extraordinarily stimulative
macroeconomic policies, we see stronger parallels to the
early 1970s than to the late 1980s. The years following
Richard Nixon’s 1972 re-election were not pretty for the
dollar or for the world economy. If current accounts are
forced toward balance in the context of a difficult global
economy, the effects could include financial crises, higher
interest rates and a big drop in global output.

During the 1980s, after US president Ronald
Reagan’s aggressive tax cuts, America was also running
large simultaneous current account and budget deficits,
although the current account deficit was then much
smaller as a share of national income than it is today. To be
sure, when the correction hit, the dollar crashed by 40
percent on a trade-weighted basis. Some claim the fallout
wasn’t so bad, except, perhaps, for the fact that it set oft’
events that led to Japan’s decade-long recession. Because of
the fall in the dollar, America’s net indebtedness to the rest

of the world has been more stable than one would expect,
given its heavy borrowing trajectory.

A bit of perspective on the numbers helps illustrate
the gravity of the situation. Let’s compare the US$670 bil-
lion current account deficit that the United States ran up
in 2004 with a few benchmarks. Gross direct foreign
investment flows to all developing countries in 2004,
including popular destinations like China and India, were

“When the United States wades into the global
capital market, it pretty well empties all the
water out of the pool.”

US$166 billion in 2004 and roughly similar in 2005.
Incredibly, if one adds up the surpluses of all the countries
running current account surpluses—that is, generating sav-
ings that can be used by the rest of the world—America is
eating up well over 70 percent of the total. When the
United States wades into the global capital market, it pret-
ty well empties all the water out of the pool.

ALC: What recommendations do you have for today's policymakers?

Rogoff: Global imbalances have been accumulating for
some time and are now a substantial risk to the world
economy, especially if they unwind in an otherwise
adverse scenario. While there are limits to what policy-
makers can do to anticipate the correction, they are not
necessarily helpless. Far better to try to move the global
economy toward balance in a stable period than to wait
for the current account imbalances to implode against a
backdrop of 1970s-style problems. The global current
account imbalances, and their potential consequences for
exchange rates, offer the quintessential case for multilateral
policy consultations. If we don’t see any coordinated
response on this one, it won’t bode well for global finan-
cial governance over the next decade.

Over the longer term, I think some adjustment has to
take place. There has to be a massive appreciation in
emerging Asia. People talk about numbers like 30 percent
or even more, in order for the current account to go to
zero. But, of course, if we are looking over 30 or 40 years,
I would see the real yuan exchange rate appreciate by a
couple of hundred percent against the dollar. That process
has to take place at some point, but it’s not going to hap-
pen all at once.
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ALC: Would you make the point you just made about the yuan also
about the ruble and the rupee?

Rogoff: Absolutely. The same would be true of India’s cur-
rency. Russia doesn’t have the broad diversified growth
that India and China have, so I am less sure about where
that country is going. We are basically looking at an econ-
omy that is overly dependent on high oil prices. Another
factor, which I think will lead to rebalancing current
accounts is that whenever we have an oil shock, the oil
exporting countries always save a big share of it initially.
Everyone’s praising the oil exporting countries for saving

so much this time, but it is too soon to say if they are

“But, of course, if we are looking over 30 or 40
years, | would see the real yuan exchange rate
appreciate by a couple of hundred percent
against the dollar.”

behaving much differently from last time. We will know
better in a few years. A country like Saudi Arabia, has a lot
of oil money, but its per capita income still qualifies it as a
developing country. Saudi leaders face enormous social
pressures, including huge unemployment among its large
and growing youth population. They cannot afford to just
sit back and put the money in US Treasury bills.

But in the end, it will fall on the US to do some of
the adjusting. The United States 1s booming. The country
is in an expansion phase. If you are not running a balanced
budget when the economy is booming, when are you
going to? And when we look forward to social security
for an aging population, as we are now, it’s most unwise to
be running a deficit. If I were President Bush I would go
to people and say look I know I said that there wouldn’t
be any tax hikes but please understand that the economy
is doing better than I dreamed. And in light of that we
have to reassess and perhaps try to balance the budget now
and not in 5 or 6 years. I certainly think that would play a
role in rebalancing the current account, though maybe it
wouldn’t be as dramatic as people say. A carbon tax would

also not be a bad place to start.
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CHAPTER 2.2

Looking Under Every Stone:
Transparency International and
the Fight Against Corruption

JUANITA OLAYA," Transparency International

A 2004 World Bank study estimated that US$1 trillion is
spent annually on bribes in developing and developed
countries, not including embezzlement or other costs
incurred. This is roughly 3 percent of the gross domestic
global product.? The figure would be even higher if we
took into account resources wasted and opportunities lost
as a result of distorted decision-making.

Corruption is a problem involving perpetrators and
victims in both the developed and the developing world.
During the past decades, however, recognition of the
problem has increased as have the efforts to combat it.
Transparency International (TT), the leading international
NGO in the fight against corruption, was founded in
1993, at a moment where there was still little awareness of
the extent of and damage caused by corruption across the
globe. The role of TI in generating awareness and devel-
oping ways to address the problem has been crucial in
winning over the many people, institutions and organiza-
tions now committed to this struggle. After briefly
describing the pathology of corruption, we will outline in
this paper the efforts and achievements of TI in curbing it.
We will conclude by outlining the current challenges that

TT and other relevant actors face.

Why is corruption a problem?

Not every result that falls short of fair involves corruption.
TT defines corruption as the abuse of entrusted power for
private gain. Its many different manifestations range from
“grand corruption” involving high-level government offi-
cials, large corporations, large sums and large projects, to
“petty corruption,” through which small instances of
extortion pose a sizeable obstruction in the daily lives of
ordinary citizens and businesses, particularly in low-income
countries. Corruption exists in both the private and public
sector, depending on the nature of the transaction and the
type of power and trust abused.

Over the past several decades, scholars and practitioners
have contributed substantially to our understanding of the
phenomenon of corruption and its dynamics. Their work
has enabled us to develop a view of corruption not just as
a one-sided problem bedeviling developing countries,
where corrupt officials request bribes or kickbacks in
return for some benefit (the demand side). They have
expanded our concept to include those willing to pay a
bribe, ignore a conflict of interest, safeguard the proceeds
of corruption (the supply side) as well as those unwilling or
unable to report what they see, or unwilling to enforce
the law when faced with evidence of corruption
(bystanders), who are equally complicit and who perpetuate
the problem.

Research and analysis have also revealed that there is
much corruption in developed countries, despite their
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generally more robust institutions and more sophisticated
law enforcement practices.

Despite common patterns and typologies, countries
show differing degrees of corruption and its manifesta-
tions. In some, unsystematic cases of grand corruption
appear to be characteristic, while in others, more pervasive
corruption, both grand and petty, coexists with a more or
less functioning system of rule of law. Still others show
more systemic corruption, to the degree that the normal
functioning of institutions becomes problematic. Finally,
we see extreme cases of endemic corruption, in which
wholly corrupt networks actually rule. This wide variety
of typologies calls for approaches that recognize that there
is no one-size-fits-all solution and demands optimal com-
binations of prevention and control.

Acknowledgement of the scope of the damage
wrought by corruption has also increased. It affects gover-
nance, undermines business opportunities, weakens the
competitiveness of a country, perpetuates poverty, and has
a negative impact on development. In short, it affects over-
all well-being. Moreover, the relation of these problems to
one another is often confusing, blurring both cause and cost.

The disruptive effects of corruption on development®

can be summarized as follows:

» Corruption encourages poor choices on the part of
government, which, instead of allocating public
resources to critical productivity-enhancing projects,
such as infrastructure, health, and education, directs
them into oversized, overpriced, and unnecessary

projects;

* Reduces the impact of development aid by diverting
essential funds away from their targets, or by distort-
ing the assessment of needs, thus creating targeting

errors;

* Discourages investment: investors, both domestic and
foreign, are disinclined to invest in high-risk environ-

ments;
* Encourages rent-seeking and resource waste;

* Reduces social mobility and sustains corrupt elites by
enabling illicit income for the corrupt; this is particu-
larly sensitive in situations where funds are “pumped
in” —i.e. where unearned rents from natural resource
wealth and “strategic rents,” such as development aid,
fuel an economy of corruption rather than supporting

development needs;

» Atffects the composition of government expenditure
by distorting priorities and directing funds away from
the public good and toward limited private interests;

* Feeds distrust of the government, institutions, busi-
ness, and exacerbates tensions among difterent social
groupings in society and ethnic minorities;

* Perpetuates poverty by diverting public funds ear-

marked for the improvement of basic living conditions.

Ultimately, because economic growth and socio-economic
development are rooted in different factors, one cannot
conclude that corrupt countries grow more slowly. One
could, however, examine opportunity costs and project
what a given economy would look like in the absence of
corruption. The World Bank Institute estimates that bribes
alone may constitute as much as 3 percent of global GDP,
or around USD$1 trillion per year.* In contrast, the cost
of an effective global campaign against HIV/AIDS—
both against the epidemic and to reverse its advance—in
low- and middle-income countries is estimated at
approximately US$8 billion annually.’®

Corruption breeds in the dark, where there is a lack
of transparency, and in settings where there is no account-
ability, where no one is “watching.” This is relevant at all
levels, global, national and local, and underscores the criti-
cal importance of working collaboratively with all actors

involved.

A brief history of Transparency International

Founded in 1993, Transparency International is an interna-
tional non-governmental organization based in Berlin,
Germany, with National Chapters (accredited or in forma-
tion) in close to 100 countries worldwide. TT’s mission is
to work to create change toward a world free of corrup-
tion, and has its roots in the concern felt by people
throughout the developed and the developing world about
the crosscutting impact of corruption and a shared sense
of responsibility for doing something about it. A driving
factor in the establishment of TT was the near-universal
recognition of the need to raise awareness about the
unspoken plague of corruption and to counter the fatalis-
tic view that there was little that could be done about it,
that societies were somehow doomed to live with it.

TT’s founding members decided that the organization
would not focus on pursuing individual cases of corrup-
tion, but rather on systemic change and prevention at the
national and international level. This would allow it to
address key issues, without duplicating the work of exist-
ing institutions, such as police, prosecutors, courts, and, of
course, the media.

TT’s approach was innovative in focusing on practical,
rather than moral principles. It brought together different
actors and demonstrated opportunities for different behav-
ior, rather than simply labelling it “wrong,”’without oftering
blueprints for change. And this approach—once foreign to
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anti-corruption work, which relied more on dividing the
“bad” from the “good guys” and applying control measures
as its only option—has proven that prevention can work.
Thus, TT's methodology rests on three main elements:
collaboration, prevention, and civil society participation.

Collaboration in TTs work means the recognition that
all stakeholders, namely government, business, the media,
and civil society have a stake in and a responsibility for the
problem and the solution. In practice, collaboration also
means that TT is a critical partner, working with govern-
ments and the private sector, while addressing difficult
questions to them. Being apolitical and independent is
critical to TT’s work at both the global and national level,
and requires us to work with governments across the
political spectrum, and address issues in ways that privilege
the use of transparency over a particular ideology or polit-
ical stance. It also requires us to engage in work with both
public and private organizations. This has sometimes
sparked criticism from those who believe that working
closely with those exposed to or even engaged in corrup-
tion excludes working against corrupt behavior. T1 rejects
this view, although it acknowledges that the task is far
from easy and presents constant risks and challenges.

TT’s focus on prevention reflects the view that enforce-
ment—which, by definition, comes after the fact—is sim-
ply too late. The damage caused by corruption cannot be
easily undone, given that the victims and the cost, while
very real, are often diftuse. In some cases, as with misguid-
ed decision-making in large infrastructure projects, the
window for redress may be decades away. When one adds
the slanted cost-benefit ratio of investigation and prosecu-
tion versus targeted advocacy, it is clear why TTs decision
to focus on prevention was made.

Civil society participation is pivotal. If control were the
only option, the responsibility would lie solely with gov-
ernment. But thinking has evolved. Civil society can play
an important role by building partnerships across sectors,
voicing problems and solutions which may be difficult for
others to express, in bringing mutually distrustful parties
to the table, and in demanding accountability from gov-
ernments. The involvement of civil society actors brings to
the fore what is lost in corruption, namely consideration
of the public interest.

TT also quickly realized that there was no one-size-
fits-all approach to this global issue. Awareness that the
dynamics of corruption and the priorities of anti-corruption
activists vary from country to country gave rise to the
decision to shift to a structure based on national chapters.
Shortly after its founding, TT had chapters in a handful of
countries, including Bangladesh, Ecuador, Germany, Great
Britain, Kenya, and the United States. After only over ten
years, there are nearly 100 national chapters in as many
countries, enabling the broad success and eftectiveness of

the organization’s work.

Soon after its establishment, T1 swiftly began to
introduce tools to help raise awareness of corruption and
its cost. The Corruption Perceptions Index (CPI), which
measures perceptions of public sector corruption, was
launched in 1995.This effort was followed by the intro-
duction of a website and a quarterly newsletter which
went far to unify the fledgling movement. In October
1996, Transparency International published the first ver-
sion of its Source Book, (now translated into over 20 lan-
guages) arguing for the “National Integrity System”
model, a holistic approach to transparency and accounta-
bility, based on the notion of a range of accountability
“pillars”: democratic institutions, independent judiciary, media,
and civil society. The expression has since passed into com-
mon usage in development circles, and the need for a
holistic approach to fighting corruption has similarly
forged a widespread consensus. In October 1999, TI pub-
lished the first Bribe Payers Index (BPI), a tool for looking
at the supply side of corruption, ranking leading exporting
countries according to their propensity to bribe, and rank-
ing sectors according to the given risk of corruption. The
Global Corruption Report was first published in October
2001.This bound volume continues to bring together
news and analysis on corruption and the fight against it. It
is now on its fifth edition and focuses each year on a
theme of special relevance. The Global Corruption Report
2007 will focus on corruption in the judiciary.

The above activities were accompanied by an
unprecedented, parallel effort to establish international
standards and advocate for significant improvements in
legislation, policy, and behavior. Among some of the leaps
forward were the Inter-American (OAS) Convention
Against Corruption (1996), the OECD Convention on
Combating Bribery of Foreign Public officials in
International Business Transactions (1999), and the sub-
scription by the members of the OECD Export Credit
Group of an Action Statement (2000) to take appropriate
measures and action (among others) to deter bribery in
officially supported export credit. More recently, we have
seen the signature by the African Union of the
Convention on Preventing and Combating Corruption
(2003), and the adoption by the UN General Assembly of
the UN Convention Against Corruption (2003).

To the above may be added the development of vol-
untary instruments such as the inclusion of the fight
against corruption as the tenth principle of the UN
Global Compact (2004).

TT has also worked to develop tools to prevent cor-
ruption. One of these is the Integrity Pact, a legally bind-
ing no-bribes agreement for government procurement,
aimed at creating a level playing field for bidders and pub-
lic contracting agencies through the introduction of
mechanisms (independent monitoring, sanctions and

enforceable commitments) which ensure them that illicit
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benefits will not be requested nor offered. The Integrity
Pact was first tested in Ecuador in 1994 in a refinery reha-
bilitation project. Further applications soon followed in
Pakistan and Colombia. There are now over 300 applica-
tions of the tool across the globe, with specific adaptations
for each country and different economic sectors. The
Integrity Pacts have also proven successful in creating sav-
ings, building trust in the contracting process, and by facil-
itating the implementation of independent monitoring
schemes that guarantee the enforcement of contractual
agreements.

In 2001, the first Corruption Fighter’s Tool Kit was pub-
lished, a compilation of a number of practical civil society
anti-corruption experiences. In 2002, TT launched the
Business Principles for Combating Bribery (BPCB), an
initiative facilitated by TT and Social Accountability
International, aimed at providing companies with practical
and comprehensive anti-bribery standards for use as a
ready-made tool or as a benchmark for existing practices.
The BPCB is now being used by numerous companies
across the world, and has served as a working base for the
development of initiatives, such as the “Partnering Against
Corruption Initiative,” (PACI) a joint undertaking of TT in
conjunction with the World Economic Forum.*

After more than 10 years of experience in the field,
TT’s work has become more sophisticated and multifac-
eted, but remains focussed on specific priority areas. These
can currently be best described as falling into four cate-
gories, including a range of instruments for measuring and
analyzing corruption, for advocacy, and for facilitating
change. There have been ten subsequent iterations of the
above-mentioned Corruption Perceptions Index, and three of
the BPI. These are supplemented by the recently launched
Global Corruption Barometer (GCB), a survey, published in
collaboration with Gallup International, assessing general
public attitudes toward and experience of corruption in
dozens of countries around the world. The National
Integrity System (NIS) Studies now performed in more than
55 countries provide insight into the efforts and challenges
of both corruption and anti-corruption efforts in those
countries. They are structured around the holistic NIS
model, which recognizes the interaction of the different
dimensions of public, private, and civil society institutions
in their national contexts. They also provide insight into
the gap between the formal legal and institutional frame-
work and actual practice within a country. To this may be
added the large and diverse body of work carried out by
our national chapters around the world and the numerous
current initiatives led by our partners, to which TT has
contributed.

TI's achievements
In evaluating results so far, in light of our initial goals, it is
fair to say that TTs achievements have been substantial.

These are summarized here:

Breaking taboos

TT has made a significant contribution to inserting the
fight against corruption into both global and national
agendas. TT’s “tools” have helped to quantify the issue and
set lightning rods which have helped to get discussion of
the problem and possible solutions on the table.

However controversial—or perhaps precisely because
of the controversy—the CPI has helped many organiza-
tions and governments define their concerns. Development
banks and donor agencies have been able to mainstream
the problem of corruption in their own agendas.

By attempting to measure the “immeasurable,” TT has
also helped to facilitate a sizeable body of scholarly
research in the field of corruption studies. TT’s own surveys
and indices are continually undergoing refinement, and
have offered a broad, holistic view of the problem, seen
from many different angles. While the CPI focuses more
on the demand side, the BPI supplements it by offering
the supply-side perspective. Both, in turn, are comple-
mented by the GCB, which provides a wide snapshot of
citizen opinion. This effort has not been without its diffi-
culties and challenges. These tools, conceived for measure-
ment and advocacy purposes, have often been misused or
criticized for their failure to diagnose, although they were
not created for this purpose.

More importantly, TT has not only contributed to
breaking the taboo on talking about and explaining
corruption but has also helped to debunk the myth that
preventing corruption is impossible. Through the work
of TI’s many national chapters and their partners we now
see a growing body of evidence of improvements in
areas such as public contracting, access to information,
monitoring service delivery, monitoring elections and
implementation of political party financing laws, assisting
local governments or working together with companies

to create concrete strategies within and across sectors.

Changing the landscape
The old argument that corruption is a problem “in those
corrupt countries” or “those corrupt governments’ is
heard less frequently now, and there is greater awareness
that both the problem and its solution are a shared respon-
sibility for all. This realization has allowed the private sec-
tor and civil society to be proactive and has supported the
role of a free and independent media.

There are now more organizations and people using a
wider array of approaches to curb corruption. Some are

offering constructive criticism of TT’s work, something the
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organization welcomes, as the fight against corruption
must be as multi-faceted as the problem it addresses.

There is no simple solution for corruption. However,
by raising awareness of transparency as the critical compo-
nent of any anti-corruption approach, TT has made available
manageable solutions. As a guiding principle, transparency
makes it more difficult for offenders to hide and allows
victims and potential victims to see corruption for what it
is. Transparency, defined as available and understandable
information about relevant decisions and actions, discour-
ages offenders and encourages accountability.

Furthermore, TT’s contributions and the joint efforts
of so many of its collaborators have also changed the land-
scape of international transactions and the international
consensus against corruption. The UN Convention
Against Corruption would certainly have been unthink-
able a few decades ago, when bribes for foreign officials
were considered tax deductible, when cases like Enron or
the Oil for Food scandal would not have been exposed,
and when private sector corruption could not even be
mentioned. There is always cynicism about the actual
value of international conventions beyond political mes-
saging, but the very fact of their existence helps to make
things more difficult for those still willing to use corrup-
tion as a means to achieve their own private ends at the
expense of the public interest.

These have all been steps forward. But corruption
is still far from being eradicated and more work needs to

be done.

Stones still unturned: Corruption is still an issue

‘While no one today questions that corruption has nega-
tive consequences, it is nonetheless endemic. According to
the GCB (2005), citizens in 48 countries out of 69, when
asked to indicate the degree of change of perceived cor-
ruption over the past three years in their countries, replied
that corruption has increased.’

So it is understandable that people ask why corrup-
tion is so difficult to eradicate. At the global level, the sim-
ple and obvious answer is that efforts to date are excellent
steps in the right direction, but still not enough. Political
will to fight corruption needs not only to be verbalized,
but must be tested and sustained. Clearly, those benefiting
from corruption are still able to get away with it.

The deeper complexity of the problem can be
explained by:

* “endogeneity”: corruption breeds corruption, making
it persistent;

¢ the different types of corruption, in each particular

national setting;

* the slowness of institutional change and the limited
application and enforcement of laws (international

and national) aimed at eradicating corruption.

Ultimately what we are aiming at is changes in actual
behavior, and sustainable changes in practice. While

we can justly take pride in having raised sufficient
international awareness to create the commitment to fight
corruption, we must avoid becoming cynical when busi-
ness goes on as usual. Sustained awareness is necessary to
drive action, but attention must now be focused even
more directly on actual changes in behavior, and less on
changes in institutions.

Seen in this light, the first era of anti-corruption
work during the 1990s did raise awareness of the problem
and mobilized substantial action to combat it. But it also
helped raise the bar by putting in place international stan-
dards, such as those mentioned earlier. These standards—
similar to the Extractive Industries Transparency Initiative
(EITI) which focuses on oil revenue transparency—
inevitably draw even greater attention to actual practice. It
is easier to create standards than to live up to them, and
while the effort to create them was badly needed, work
now must focus on the even more demanding task of
monitoring practice. In this context, enforcement becomes
critical.

The enforcement of existing laws and the implemen-
tation of international conventions is, in fact, the greatest
current challenge. For example, TTs efforts in monitoring
the OECD Anti-bribery Convention for 2006 reveal® that
there is as yet little or no enforcement in almost two-
thirds of the 30 countries covered.” Furthermore, some of
the countries that have brought cases still have significant
deficiencies in their enforcement systems.

Here is a brief summary of positive and negative

results revealed by TT’s monitoring efforts:

On the positive side
e France now has eight prosecutions, as compared to
only three in 2005, including several against major

multinational companies.

* Enforcement in the United States has increased to 50
prosecutions in 2006, as compared to 35 prosecutions
in 2005.

* There are significant enforcement proceedings in
Belgium, Bulgaria, Denmark, Germany, Hungary,

Korea, Norway, Spain, Sweden and Switzerland.

On the negative side

e There is little or no enforcement in five countries
that play a major role in international trade: none in
Japan, the Netherlands and the UK, only one in Italy

and one (of minor importance) in Canada.
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Figure 1: How high is the risk? Combining institutions and perceptions of practices in Public Contracting Systems
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e There are nine countries with smaller shares of inter-
national trade which have no prosecutions: Argentina,
Australia, Austria, Czech Republic, Estonia, Greece,
Ireland, New Zealand, Slovakia, and Turkey.

* There are significant deficiencies in the enforcement

systems of two-thirds of the countries covered.!’

e There is a lack of adequate access to information
about foreign bribery prosecutions in over one-third

of the countries.

Another TT study analyzed corruption risk in public con-
tracting systems in ten countries in Latin America and
identified the gap between the existing laws and institu-
tions and actual practices.!! The study confirmed that, de
Jjure, laws and institutions are functioning moderately well,
but that their de facto application and practice are problem-
atic. It also showed that while corruption risks associated
with laws and institutions were on average 35 percent!?
when compared with an ideal standard, corruption risks
associated with actual practice appear on average to be as
high as 62 percent when compared to an ideal standard.

As shown in Figure 1, a situation of medium to high
risk in many of the countries results from a higher degree
of risk associated with practices—the way the existing law

is applied or if it 1s applied—as evaluated by experts. This

confirms that laws and institutions are necessary, but not
enough.

There has been considerable effort devoted, with
more or less clarity, to government reform, how to go
about it and how difficult it can be. This has been paired
with an effort to monitor improvement. There 1s however
comparatively less effort being invested in addressing cor-
ruption within the private sector, monitoring practices,
and impact. And there is still resistance within some eco-
nomic sectors to confront corruption, with some justify-
ing the lack of action with the old argument dismissing
the actual impact of corruption on business sustainability.

‘Without doubt, corruption is a severe obstacle for
development, and development provides the optimal set-
ting for reduced corruption. However, both hard research
and intuition challenge the view that development simply
“solves” the corruption problem.'® The fact that corrup-
tion exists as well in developed countries and occurs in
the interaction between business and government supports
this view.

Nor does high income necessarily equate with a lack
of corruption. Figure 2 captures corruption perceptions
based on the CPI, grouped in four categories: A including
the highest scores (above 7.5), D including the lowest
scores (below 2.5), and two middle categories B (upper
middle) and C (lower middle). The figure shows the com-

mon feature of countries with differing income levels, viz.
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Figure 2: Countries by income level and CPI scores by group
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they all experience middle levels of perceived corruption.
Concretely, the group of high-income countries includes
not only high scoring countries, but also those with low
and middle range scores. Furthermore, there is a varied
composition among middle-income countries. While
low-income countries do experience higher levels of
perceived corruption, not all low-income countries are lost
to rampant corruption, according to the perceptions of
corruption captured in our CPL."

This is one of the reasons why TT has been concerned
to measure the “supply side” of corruption, and produced
the first Bribe Payers Index in 1998.The BPI examines
the propensity of firms from industrialized countries to
bribe abroad and the sectors more exposed to risk. As
shown in Table 1, the second iteration of this index,
produced in 2002, indicated the sectors to be most
exposed to corruption.

A third and enhanced iteration of the BPI is currently
in preparation, to be released in October 2006. Thanks
to a partnership agreement with the World Economic
Forum, this forthcoming issue will be produced using
data collected for TT within the 2006 Executive Opinion
Survey.

Greater availability of resources and opportunity
reduces incentives for corruption. Empowered middle
classes are, in turn, more likely to hold governments
accountable. And if development is accompanied by

Middle income

M A: CPI score greater than 7.5

] B: CPI score between 5 and 7.4
B C: CPI score between 2.5 and 4.9
Il D: CPI score between 0 and 2.4

Low income

Table 1: Bribe Payers Index 2002: Business sectors
perceived to be most contaminated by bribery
Question: How likely is it that senior public officials in your country

would demand or accept bribes, e.g. for public tenders, regulations,
licensing in the following business sectors?

Sector Score'
Public works/construction 1.3
Arms and defense 1.9
0il and gas 2.7
Real estate/property 35
Telecoms 37
Power generation/transmission 3.7
Mining 4.0
Transportation/storage 43
Pharmaceuticals/medical care 43
Heavy manufacturing 45
Banking and finance 47
Civilian aerospace 4.9
Forestry 5.1
IT 5.1
Fisheries 5.9
Light manufacturing 5.9
Agriculture 5.9

1 The scores represent the mean for all the responses from 0 to 10, where 0 rep-
resents very high perceived levels of corruption, and 10 represents zero per-
ceived corruption; precise comparisons between the 1999 and 2002 figures are
not possible as the categories have been modified significantly.

Source: Tl, Bribe Payers Index, 2002.
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stronger social capital development, it is also likely that
societies would feel less inclined to tolerate corruption
that aftects the public trust. This does not mean that devel-
oped countries are out of the woods, nor that countries
displaying good performance in corruption perceptions
and incidence are also without risk. In fact, special
attention should be paid to those developed countries,
which, while showing lower corruption perception scores
in our indexes, are home to companies that are still willing
to bribe abroad. This is not recorded as “national” corrup-
tion in our CPI, and may not be perceived by country
nationals as corruption. But the practice is nevertheless a
part of the corruption phenomenon. Ultimately, corrup-
tion is a clear and present danger for all countries. Waiting,
therefore, is not a good strategy, and inaction entails severe

risks.

Sustaining change

Fighting corruption is highly dependent on political

will. However, political will is volatile and vulnerable to
pressure. Therefore, the fight against corruption requires a
sustained effort on the part of both developing and devel-
oped countries and goes beyond getting the institutions
right. It must be translated into action, into observable
behavior. In our experience, sustaining change requires not
only courage, but a high degree of transparency, dynamics
of mutual accountability and shared responsibility, and a
combination of prevention and sanctions. Shared account-
ability is increasingly crucial in a world where develop-
ment aid often surpasses the level of foreign investment
flow. Dynamics in which governments are accountable to
donors but not to their citizenry erode institutional devel-
opment. The need for an independent and free press must
also be underscored as crucial for sustaining change.

Dealing with different types of corruption

Grand and petty corruption have different dynamics and
different underlying causes. There seem also to be differing
“degrees” of corruption, ranging from the occasional inci-
dence, to systemic, and finally endemic, the level at which
deeply embedded networks make it almost impossible for
any well-intentioned leader to accomplish change. Hiding
behind similar options, changing manifestations and tac-
tics, they all represent the same “abuse of entrusted power
for private gain.” Tackling them requires an all-encompass-
ing, diversified approach that is far from the quick one-
time “tech fix” which some might imagine possible. And
confronting corruption requires a concerted, sustained
effort that is not naive, and does not limit itself to offering
boxes to tick oft to please watchdogs and the donor com-
munity. Much remains to be done at the sector level, both

to understand particular corruption typologies and

dynamics, and also to identify priorities for sequencing
required change.

Local governments represent both opportunities and
challenges. Our experience in working with local govern-
ments reveals that this level of anti-corruption work can
be very effective, usually because accountability is more
easily achieved with officials who are within reach, or
because sometimes the hotbed in which corruption grows
has more to do with local problems of efficiency and
management. However, these issues require continual
attention. We still do not fully understand how curbing
corruption locally can permeate the national level and
vice versa, or how grand and petty corruption interact at
this juncture.

The greater the confidentiality in the area of national
security, the greater the risk of corruption. If the practice
of confidentiality becomes extreme, beyond the bounds of
what is actually necessary, it creates opaque areas which
are hard to penetrate. There are ways to achieve accounta-
bility and transparency without hampering national secu-
rity, and the experience gained by our national chapters in
introducing transparency tools in such vulnerable areas as
defense procurement provide ample evidence of what is

possible.

Conclusion: Challenges ahead

In facing corruption head on, no stone must be left
unturned. Anti-corruption work has gone from strength
to strength over the past 15 years, and, perversely, the
refinement and entrenchment of corruption may be
partial proof of our effectiveness. The challenges have

therefore also evolved, some of which include:

* Moving from standards to practice. Effort should focus
less on making laws and institutions and more on
making them work, at least in those settings where
institutional reform has already been tried and tested.
Anti-corruption efforts should focus on monitoring
practices and action and on raising concerns and tak-
ing action when they do not measure up to expected
standards. This is true not only for international anti-
corruption conventions like the UNCAC, AUC, the
OAS and the OECD, but also for governments, com-
panies and others who have made significant pledges

to eradicate corruption.

e Mutual accountability. International transactions of all
kinds, whether commercial, related to development
aid, or the work of development banks and IFIs, must
integrate even more transparency criteria and prac-
tices, ensuring that proper checks are in place to
enable monitoring, accountability, and follow up by

interested parties. Governments should not be more
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accountable to aid agencies than they are to citizens
and taxpayers. And NGOs must be accountable to all.

* Dealing with Complexity and assessing impact.
Complexity is characteristic of all different dimen-
sions of this work: anti-corruption efforts, aid agency
policy-making, standard setting and legislation, to
mention only a few. While multiplicity and diversity is
not inherently problematic, coordination is vital, if
only to asses joint impact. The efforts of donors to
harmonize principle and practice should contribute
significantly to reducing complexity. Law enforcement
institutions and countries must increase the exchange

of information and facilitate cross-border prosecution.

More than anything, the fight against corruption demands
sustained effort and a diversity of approaches in order to
have an irreversible impact. The conditions to enable
change are there.

Notes

1 The author acknowledges the help of many individuals in the
Transparency International Secretariat in the preparation of this
paper, in particular Cobus de Swardt, Catherine Woollard, Victoria
Jennett, and Aled Williams.

2 Kaufmann and Kraay, 2002; the study calculated this figure using
2001-02 economic data on the basis of an estimated world econo-
my of just over US$3O0 trillion; the World GDP (current value) for
2004 is US$32.9 trillion; see World Bank, 2006.

3 For a more extensive review of the subject, see Ackerman (1999),
Bardhan (1998), Kaufmann (2004), Lambsdorff (2005), or Mauro
(2002).

4 Kaufmann, 2004.
5 UNAIDS, 2001.

6 On world anti-corruption day on 9 December 2005, PACI, the
International Chamber of Commerce, Transparency International, and
the UN Global Compact 10th Principle agreed to coordinate their
efforts to support the fight by business against corruption and
bribery; PACI helps to consolidate private sector efforts to fight
bribery and corruption and shape the evolving regulatory framework.

~
=

, 2005; a survey of close to 55,000 people in 69 countries, to assess
their views on corruption.

8 TI, 2006a.

9 This refers to two or more prosecutions in a country with more than 2
percent of world exports and one or more prosecutions in a country
with a smaller share of exports.

10 This refers to countries where there is an unsatisfactory rating on four
or more out of eight indicators.

11 This study was performed using a tool developed by Tl and its TILAC
network (Tl in Latin America and the Caribbean); further details
about the study, the tools used, and the complete regional report are
available at: http://www.transparency.org/global_priorities/public_con-
tracting/projects_public_contracting/pcms and at: http://www.trans-
parency.org/regional_pages/americas/contrataciones_publicas/diag-
nostico_y_medicion

12 100 percent indicates high risk and 0 percent indicates no risk; the risk
is measured by comparing the current situation with an ideal stan-
dard of transparency.

13 See for example, Kaufmann and Kraay, 2002.

14 For further detail on these linkages, see Lambsdorff, 2005.
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CHAPTER 2.3

Economic Growth, Employment,
Competitiveness, and Labor
Market Institutions

PETER AUER and RIZWANUL ISLAM, International Labour

Organization, Geneva'

Introduction

A sound link between economic growth and employment
growth is fundamental for tackling unemployment and
contributing to poverty reduction. However there is
strong concern that we are currently experiencing not
only a long term trend toward lower growth—at least in
some important areas of the globe—but also an increasing
trend toward economic growth without significant
employment growth.

This paper examines the relationship between output
and employment growth in order to understand the factors
that influence this link. We show that while a tradeoff
between employment and productivity exists—at least in
the short term—employment-intensive growth does not
necessarily compromise productivity, so essential for main-
taining competitiveness.

It 1s often pointed out that, in addition to economic
and technical factors, labor market institutions may play an
important role in shaping the employment outcome of
economic growth (Khan, 2001; Kapsos, 2005). In exploring
the role of labor market institutions, particular attention is
given to the relationship between flexibility, competitive-
ness, employment, and job quality. We advocate an
approach to labor market reform which is based on both

flexibility and security.

The link between economic growth and employment
A basic measure of the employment intensity of growth
can be provided by the employment-elasticity of growth,
which compares the percentage change in employment
divided with that of GDP. This relies on the assumption
that the quantity of employment depends on the amount
of output produced. The higher the elasticity, the more
employment is created by a given growth rate in GDP.

There is a fundamental relationship between employ-
ment elasticity and labor productivity: for a given small
amount of output growth, any increase in the rate of
employment must be matched by a decrease in labor
productivity growth, implying that the elasticity of
employment with respect to GDP is equal to 1 minus
the elasticity of labor productivity with respect to GDP
(Islam, 2004; Kapsos, 2005).

Therefore, an employment elasticity of greater than
1 implies a negative productivity growth combined with
positive employment growth. In order to allow for
improvements in labor productivity, employment growth
must be lower than output growth, which in turn implies
that the employment elasticity has to be less than 1.2
Economies with positive GDP growth and positive
employment elasticities less than 1 correspond to positive
employment and productivity growth and higher elastici-
ties within this range correspond to more employment-
intensive growth. This case typically represents the ideal,
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because job growth occurs concurrently with gains in
productivity.

As long as employment elasticity is not foo low in a
country with surplus labor, and does not decline further
from a low figure, a country could have employment-
intensive growth even with less than 1 and declining
employment elasticity. The characteristics of a country
experiencing employment-intensive growth simultaneous-
ly with improvements in labor productivity would include
a high growth of output in modern sectors (e.g., manufac-
turing, construction, modern services, etc.), reasonably
high initial levels of employment elasticity (e.g., 0.6-0.7 in
manufacturing, 0.8 in construction, and so on), and a
gradual decline in employment elasticity, as surplus labor is
employed in higher productivity economic activities and is
eventually exhausted.

An increase in the employment elasticity of a sector
(e.g., manufacturing) does not necessarily imply the adop-
tion of more labor-intensive technology—often considered
to be synonymous with “backward” or inefficient technol-
ogy, and hence, undesirable—for all sub-sectors. For exam-
ple, the manufacturing sector consists of a number of
different sub-sectors which require different combinations
of capital and labor. The employment elasticity for the sec-
tor as a whole is the weighted average of the elasticity of
its components; if the more labor-intensive components
have greater weight, the overall elasticity would also be
correspondingly higher than in a situation where more
capital-intensive components dominate the manufacturing
sector, and thus have a higher weight. So, if a country’s
policy environment is such that its labor intensive indus-
tries have a greater incentive to grow at a faster rate, it is
quite possible for such industries to assume a greater
weight in the overall manufacturing sector; hence, the
overall employment elasticity for the manufacturing sector
as a whole may rise, without requiring any individual sub-
sector to adopt more labor-intensive technology than it is
employing at present. All that would be needed to achieve
such a result would be to ensure that the policy environ-
ment is conducive to (or at least does not discriminate
against) the growth of the relatively more labor-intensive
sub-sectors.

Although interest in the employment intensity of
economic growth (and hence in employment elasticity) is
relatively recent, a nascent literature on the subject appears
to be emerging.® Estimates are now available at the global,
regional, and country level, and in some cases for broad
sectors as well, such as agriculture, industry, and services. It
should be mentioned at the outset that estimates of
employment elasticity in developing countries are beset
with problems associated with the availability and quality
of the data on employment itself. And due to these data
limitations, econometric estimates—potentially superior to

arc estimates, based on point-to-point data, due to the

fact that they are more stable—are also rather limited.*
When considering global employment trends, it is impor-
tant to keep in mind that any preference for employment-
intensive growth over productivity-intensive growth or
vice versa is largely a value judgment, and in order to
realize economic development objectives, both should be
pursued jointly (OECD, 2006).°

Overview of trends on employment-intensity of growth
Although the world economy once again achieved
impressive economic growth after the recession of 2001,°
employment growth has lagged far behind. While global
GDP grew at an annual rate of 5.1 percent and 4.3 per-
cent respectively in 2004 and 2005, employment grew
only at a rate of 1.7 percent in 2004 and 1.5 percent in
2005, while the unemployment rate remained unchanged
at 6.3 percent.

Based on the available studies that use the economet-
ric method and cover the period 1991 to 2003, it would
seem justifiable to conclude, first, that, globally, there
appears to have been a decline in the overall employment-
intensity of growth during 1999-2003, as compared to
1995-99 (decline from 0.38 to 0.30). This coincides
with the period of strongest global economic growth
(see Figure 1), and contrasts with the increase in the
employment-intensive growth achieved by the global
economy during the 1990s (from 0.34 during 1991-95 to
0.38 during 1995-99). Over the whole period, this implies
that two-thirds of economic growth can be attributed to
productivity gains, while one-third is explained by
employment growth.

Second, during most of the 1980s and into the late
1990s, gross arc employment intensity of economic
growth was higher in North America as compared to the
BU15 countries. However, since the recession at the end
of the 1990s, employment growth in the United States has
fared less well, and even became negative. Over the period
1993 to 2003, the United States experienced an employ-
ment elasticity of 0.44, while that of Europe amounted to
0.48. Since 2004, both economic and employment growth
in the United States have again surpassed European rates;
however the employment intensity of growth remains at
0.38, because of rapid productivity increases in the United
States, below the European rate of 0.51.

In the case of developing countries, it is more appro-
priate to look at those segments of the economy where
employment is a better reflection of the demand for labor,
for example, in the manufacturing sector. In Asia (see
Figure 2), one of the most dynamic growth regions of the
world, most countries experienced a decline in employ-
ment elasticities over the three decades under study,
although a large pool of surplus labor continued to exist.
Only the declines witnessed in Korea, Malaysia, and
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Figure 1: Global employment elasticity with respect to output 1991-2003
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Source: Kapsos, 2005.

Thailand can be said to reflect a tightening of the labor
market. In China, employment elasticity in manufacturing
declined sharply in the 1990s compared to the 1980s.
India exhibits conspicuously low and declining employ-
ment elasticity in manufacturing, although the country
still has surplus labor to be shifted to more productive
sectors.” Combined with high GDP growth rates, this
implies that the region experienced robust productivity
growth.

In Central and Eastern European countries,
employment elasticities rose in absolute value during the
early years of transition, and generally fell after 1995; the
estimates for more recent periods are in the range of —0.2
and —0.5 for the 2000-2001 period (Kertesi and Kollg,
2003).

In Latin America (Figure 3), both Brazil and Mexico
witnessed declines in employment elasticity in manufac-
turing during the 1990s, as compared to the 1980s. Thus,
although they achieved a restoration of economic growth
in the 1990s, the degree of employment intensity
declined. Argentina, however, was able to reverse its low
employment intensity and achieve a moderately employ-
ment-friendly growth during the 1990s, at least until the
economic crisis of 2001. Since that crisis, growth and
employment have picked up again and estimated gross
employment elasticities are above 1, suggesting large
catch-up effects.

From the point of view of policies in developing
countries, it is important to note the variation in employ-
ment elasticity found within the manufacturing sector. A
number of recent studies provide empirical evidence on
this. In India, for example, there are a number of industries
in the “organized sector” (e.g., food processing, sugar, cotton
spinning, cotton textile, clothing, wood products, furniture,
footwear, leather, rubber and plastic products, metal prod-
ucts, electric appliances, jewellery, industrial machinery,
etc., to name only a few); these industries show employment
elasticity exceeding 0.6 (Mitra and Bhanumurthy, 2006).
Also in Indonesia (Figure 4), a number of industries (e.g.,
clothing, beverages, footwear, leather products, furniture,
paper products, chemicals, rubber and plastic products,
cement, basic metals, etc.) showed employment elasticity
exceeding 0.6 in the period up to 1996, although in some
of them, employment elasticity declined during
1997-2003 (Islam and Chowdhury, 2006).5

Explanatory factors of employment intensity

In order to understand the factors that influence the
employment intensity of growth, one can decompose
employment growth into a pure output effect representing
the amount of employment needed to produce a given
output—assuming no change in other factors (technology,
the composition of output, etc.)—and an elasticity effect
representing the effect of any change in the employment
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Figure 2: Employment elasticity in manufacturing in selected Asian countries
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Figure 3: Employment elasticity in manufacturing in selected countries of Latin America
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Figure 4: Sectoral variation in employment elasticity in Indonesia’s manufacturing sector, 1975-1996
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elasticity of output growth. For the purposes of employ-
ment policy, the latter eftect is of particular relevance. As
mentioned previously, employment elasticity can change as
a result of either a change in the composition of a sector
or a change in the technology employed in a particular
activity. The elasticity effect, thus, can be seen as the sum
of the sectoral composition effect and the technology
effect.’

Each of these effects can be influenced by different
sets of factors. For example, the sectoral composition of
output in a particular country can be influenced by the
comparative advantage of a country vis-a-vis its resource
endowment, the overall policy environment, relative factor
prices, characteristics of labor market institutions, and the
like. The technology effect, on the other hand, may be
influenced by the availability of alternative choices, relative
factor prices, competitive pressures, and a host of other
factors.!”

From the available literature on factors that influence
the employment-intensity of economic growth,!! a study
on Indonesia (Islam and Chowdhury, 2006) shows the
impact of the composition of trade on the employment
intensity of growth. In that country, the share of “high
technology” sectors in total exports increased during
1993-2002, while the share of “low technology” sectors
declined over the same period. Moreover, some of the

more labor-intensive sectors, e.g., garments, furniture and

0.6 0.8 1.0 12

rubber products, showed negative employment elasticity
during the period 2000-2003, implying that, even within
industries, changes are taking place which are affecting
their employment generating capacity, either in technolo-
gy used or rationalization of workforce through other
means. Thus, a combination of sectoral composition effect
and technology effect appears to be taking place. In
Malaysia, on the other hand, the adoption of more capital-
intensive technology is found to be the most important
factor in explaining the decline in observed employment
elasticity during the 1990s. And that, in turn, must have
been due to the change in the relative prices of the
important factors (i.e., capital and labor) as the labor mar-
ket tightened gradually (Nair et al., 2006). In India, the
type and level of technology adopted does not seem to
have changed in a significant way, as a good number of
industries which are by their nature more labor-intensive
are seen to have been characterized by an increase in
employment elasticity during the 1990s compared to the
1980s (Mitra and Bhanumurthy, 2006).

Economic reforms and trade liberalization can also
have an important effect on the degree of employment
intensity in an economy. A good example is provided by
China, which has been undertaking economic reforms for
over two decades now. Reform of state-owned enterprises
is relatively more recent, and has created conditions for
such enterprises that imply that they are no longer able to
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continue with the army of surplus labor which character-
ized the earlier system. As they started shedding their

excess labor, without necessarily having to curtail output,
the net result has been a sharp decline in the elasticity of

employment with respect to output.'?

Institutional factors influencing the growth-employment
link

Among the labor market institutions that are said to have
an impact on employment/unemployment, those which
figure most prominently are employment protection legis-
lation and social security, e.g., unemployment protection
systems.'?

Discussion abound regarding the negative impact of
the “generosity” of the unemployment protection system.
In particular, high wage replacement rates combined with
long-duration benefits could act as a disincentive to work
and thus influence growth/employment elasticity.
However this proposition holds true only if unemployment
is caused by the supply side. In the case of prolonged
demand-deficient unemployment, rational agents would
always exhaust available benefits. In that scenario, then, it is
not the duration of benefits that explains long-duration
unemployment, but rather the duration of benefits which
is being adapted to a longer-lasting job crisis.'* And, as
the OECD (2006) notes, while generous unemployment
benefits might have negative effects on the aggregate
employment rate, they have no effect whatever when
coupled with active labor market policies. However, since
there is almost no empirical work on the effects of the
unemployment system on growth elasticity, we have
focused predominantly on the assumed effects of employ-
ment protection legislation on this link.

In practice, many developed, and some developing,
countries have embarked on reforms to employment pro-
tection, but—in the OECD area at least—most of them
have to be considered marginal, in the sense that they
affect outsiders on temporary contracts and not insiders
on regular contracts, and often were aimed at restricting
rather than loosening such regulations (Boeri, 2005). As
can be seen in the recent events surrounding the French
First hire contract (CPE)," or the conflicts which accom-
pany attempts to reform employment security legislation
in such diverse countries as Germany, India, or Mexico,
policy reforms touching workers’ security are extremely
sensitive.

The common argument for reform of employment
protection legislation is that if it is too onerous, it acts as a
barrier to rapid labor market adjustment aimed at increas-
ing competition, and such adjustments are increasingly
required in the face of globalization and technical
progress.

While employment protection legislation has positive
effects for insiders holding jobs, it can contribute to exac-
erbating labor market problems for outsiders. This was
shown in the seminal paper by Lindbeck and Snowers
(1988) for the developed world and also appears to hold
in the case of developing countries as shown by Osmani
(2006). The insider/outsider model implies that restrictions
on firing impede hiring, as the costs associated with future
separations can be high. Thus, employment protection
legislation could contribute to inefficient labor markets,
leading to less-than-optimal employment and unemploy-
ment levels, lower growth, and negative effects on the
employment-intensity of growth. Social protection is often
criticized, as it could lead to additional labor market inef-
ficiencies, for example when the duration and generosity
of benefits act as a disincentive to take up work or as a
wage floor that prevents market clearing. Taken together,
therefore, these two effects could have a negative impact
on the growth-employment link: slow adjustment, ineffi-
cient reallocation to new jobs, low assumption of new
jobs, and the emergence and maintenance of outsider
unemployment.

However, empirical research does not lend unequivo-
cal support to this hypothesis. There continues to be con-
siderable debate around the effect of institutions on the
labor market. For example, Heckman and Pagés (2000)
conclude, for Latin America, that job security policies have
a substantial negative impact on the level and the distribu-
tion of employment. In the same vein the IMF (2003) has
found that Europe would have higher GDP growth and
higher employment or reduced unemployment if it adopt-
ed the low regulatory level of the United States labor
market. Other contributors to the debate, for example
Nickell et al. (2005) or Layard et al. (1991), estimate that
there would be some impact, but are more careful with
their policy conclusions.!® The OECD (1999 and 2004)
sees a minimal or even neutral impact on employment and
unemployment levels of such a policy, but suggests that the
structure of unemployment would be affected. Others, for
example, Baker et al. (2005) show the limits of studies,
such as that of the IMFE and conclude that the impact of
institutions on unemployment remain highly uncertain.
This view is reflected in the work of Abraham and
Houseman (1994), Blank and Freeman (1994), Freeman
(2000) and Schettkat (2003). For these authors, labor mar-
ket regulations have no adverse effects on employment
and might even contribute to labor market efficiency.
There is also some evidence for Latin America, which
shows that reforms toward flexibility in the 1990s have
not improved employment growth (Marshall, 2004).

There are also studies that look more directly at the
impact of labor market institutions on employment/
unemployment elasticities using Okun’s coefficients.!”

Once again, they yield diverse and contradictory results.
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For a selection of OECD countries, Dépke (2001) finds a
significant, negative relationship between real labor costs
and the employment elasticity, suggesting that more labor
market flexibility can lead to employment-intensive
growth. He concludes that “a more flexible labor market
tends to lower the growth rate needed to promote
employment” (p.38). However, when using panel data for
the same countries, the effects of country dummies for
flexibility disappear, suggesting the need for a cautious
interpretation of the results.

In his cross-country regressions, Kapsos (2005) corre-
lates the World Bank’s employment rigidity index with
employment elasticities for 160 countries and finds that
labor market regulations'® are not statistically significant in
explaining differences in elasticities. This is interesting,
because it goes against the widely-held notion that employ-
ment protection legislation reduces the demand for labor.

A look at variables of labor market flexibility and
employment figures for the European Union suggest that
countries with flexible labor markets experience good
labor market performance with high employment-to-
population rates, low unemployment rates and low youth-
and long-term unemployment rates, a high share of decent
jobs and a high degree of perceived labor market security.

The table shows, in a snapshot, the position of three
groups of countries, ranked by a flexibility/stability indica-
tor (tenure and tenure distribution). It suggests that the more
flexible countries have better labor market performance
than those which have stricter regulations. However, the
more flexible countries also spend more on labor market
policies, have a much higher share of part-time employ-
ment, but a markedly lower share of temporary jobs. The
countries in group C also have better growth-employment
elasticities, The combined gross arc elasticity for the years
1993—-2003 is 0.46 for 1 percentage point of growth,
whereas it is only 0.25 in the countries of group A.

Table 2 lends further support to the results given in
Table 1: European countries with flexible labor markets
perform better than their peers but are also more compet-
itive. The latest measures of competitiveness, such as the
one used by the World Economic Forum’s new Global
Competitiveness Index, attach a key role to labor market
flexibility, but also to cooperative relations between work-
ers’and employers’ organisations and to the level of col-
lective bargaining. Good performers have cooperative
labor relations and all groups have a fair degree of bargain-
ing centralisation. This might confirm earlier studies on
the mitigating eftects of cooperation/coordination on
expected negative effects from stringent regulation
(Scarpetta 2003).

On the other hand, arguments put forward by oppo-
nents of reform to employment protection (as lately seen
in France) also have merit. First, these institutions were

created to protect workers from the volatility of business

Table 1: Labor market flexibility and employment
performance EU 14, 2003

Group A Group B Group C
Greece, France, Denmark, the
Luxembourg, Germany, Netherlands,
Italy, Belgium, Finland, Ireland, United
Portugal, Spain Kingdom
Sweden
Average Tenure? 1.9 103 9
Ratio -1 year3/10 years of tenure? 1:4.2 1:2.2 1:1.6
Value for Employment Protection
Strictness, regular jobs 2.6 25 1.8
Employment rates for 15-64 years 63.1 64.2 ni
Employment rates for 15-24 years 325 355 58.4
Employment rates for 55-64 years 4.4 42.3 52.6
Employment rates for women aged 15-64  53.8 56.8 64.5
Share of temporary jobs 1.8 18 8.8
Share of part-time jobs 12 129 22.9
Total unemployment rate 6.8 9.8 46
Youth unemployment rate 17.6 18.8 8.9
Long-term unemployment rate 3 36 1.2
Expenditure on labor market policies
per 1% point of unemployment3 017* 0.3 0.6

Note: Countries are clustered according to a flexibility index consisting of the
first three indicators in the present table.

1 Excluding Austria and Luxembourg due to missing data.
2 Data for 2002

3 Data for 2002/2003, except for labor market policies spending in Ireland: data
from 2000).

4 Excluding Luxembourg due to missing data

Sources: EU Commission: Employment in Europe 2005; tenure data provided by
Eurostat; authors’ calculations; and OECD, Employment Outlook 2004

Table 2: Competitiveness and labor market indicators in
European country clusters

Group A Group B Group C
Greece, France, Denmark, the
Luxembourg, Germany, Netherlands,
Italy, Belgium, Finland, Ireland, United
Portugal, Spain Kingdom
Indicator Sweden
Global competitiveness 4.86 5.37 5.46
Hiring and firing 2.75 2.80 40
Wage setting 36 37 36
Employer/union relations 4.6 4.6 5.5

Notes:

Global Competitiveness Index: scores from 5.85 (best) to 2.50 (worst),
117 countries

Hiring and firing index: 1 = most regulated; 7 = set by employer
Wage setting index: 1 = centralized; 7 = company determined
Employer/union relations: 1 = confrontational; 7 = cooperative
Values are for 2005

Source: World Economic Forum, 2005.
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cycles. They stabilize workers’ life course and also have a
macroeconomic function,' ignored in the assessment of
most researchers. Moreover, many arguments are put for-
ward in the microeconomic literature in favor of employ-
ment protection legislation and its result, employment
tenure. For example, those advocating investment in firm-
specific human capital (Becker, 1964 and followers) or
those dealing with life-cycle productivity/wage relation-
ships (Lazear, 1979) value the contribution of tenure, as it
leads to more investment in training, and thus enhances
productivity and wages.

In the debate on labor market flexibility, one usually
forgotten aspect is the benefit of tenure for workers and
for productivity. Tenure is a product of labor market
behavior of firms and workers and of regulation. For
example, the flexible countries cited above, have lower
tenure than the more rigid ones, but still have substantial
tenure for a large portion of workers (e.g., an approxi-
mately eight-year average tenure in Denmark, with an
EU15 average of 10.7 years in 2005, but a 6.6 year mean
in the United States).

It has also been demonstrated in many microeconom-
ic studies that there is indeed a productivity benefit of’
tenure (Osterman, 2003). Human capital investments need

20 In

to be recouped through tenure of trained workers.
well-performing firms we observe internal adaptability
and flexibility, while the employment relationship contin-
ues. To put it more bluntly, firms (and workers) need basic
stability in order to perform. It is around this stable core
that internal and external flexibilities are built. Thus, for
many developing countries, building stability into the
employment relationship (requiring basic stability of mar-
kets and firms, i.e., sound property rights for protecting
investments, and overall political stability) seems to be
even more important than ensuring flexibility. Building
the institutions for better governance, such as reliable con-
tractual relationships with transparent and clear rules for
hiring and firing and a social protection system providing
at least basic insurance for those who are laid-off will

lead to better labor market functioning than introducing
legislative deregulation which will not change de facto
behavior.

Finally, the OECD (2006) argues that heavy spending
on active labor market policies should be a corollary of
generous unemployment benefits, as it constitutes a “work
test,” avoiding the disincentive effect usually associated
with generous benefits. Also Agell (1999) acknowledges
that labor market institutions usually associated with rigid-
ity in reality act as insurance against the increased labor
market risks in globalized labor markets. Overall, the
above discussion suggests that, if it has any impact at all,
employment protection legislation may have a greater
influence on the structure of employment/unemployment
(protecting insiders), as was argued by the OECD (1999

and 2004) than on aggregate levels. In a way, then, it does
what it should do, namely protect the insiders, possibly
making access to jobs more difficult for outsiders, but with
weak evidence that the scrapping of protection will result
in net gains in employment and unemployment. A possible
improvement of the labor market performance of out-
siders might coincide with a worsening for insiders, and
this could have an overall negative impact at least in devel-
oped countries, where insiders still form the majority of
workers.

On the other hand, some institutional reforms might
still be important for improving labor market functioning
and the growth-employment nexus, but such reforms
must take into account that labor is not a commodity, that
work, and income derived from work, is of prime impor-
tance for a majority of people and their families, and that
it is a cornerstone of the social fabric. Particularly in low-
trust environments, with adversarial industrial relations,
reforms that may eventually increase labor market func-
tioning but which imply some changes in vested interests,
require a careful and balanced approach, based on dia-
logue, in order to succeed (Algan and Cahuc, 2006).

Flexibility and security: An alternative model

While the results in Table 1 look like a confirmation of
the view that rigid labor market regulation leads to inferi-
or labor market performance, the story is more complicat-
ed. For example, there are countries which have good
labor market performance with stricter regulation
(Sweden and Luxembourg), while only some of the flexi-
ble countries can deliver on job quality and perceived
employment security by workers. The policy choice—if
there is such a choice—seems, then, to be between a
model that offers workers high job security, job quality,
and cooperative employment relations (despite a flexible
labor market) and the alternative that values the market
more than institutions leading to sub-optimal outcomes
for social indicators, such as perceived employment securi-
ty, job quality, income dispersion, and poverty rates.
However, the real problem cases seem to lie between these
two extremes: countries with unsatisfactory performance
in both labor markets and economic performance.

We therefore advocate a model based on flexibility,
which, due to built-in unemployment benefits and active
labor market policies, does not come at the expense of
security for workers. It has been called, variously, “flexi-
curity” (Wilthagen, 1998; Madsen, 2003), “protected
mobility” (Auer, 2005), “balancing flexibility and security”
(Cazes and Nesporova, 2003), or “transitional labor mar-
kets” (Gazier, 2003; Schmid, 2002).?!

The flexi-curity approach advocates some rearrange-
ment between employment protection legislation and
social protection (unemployment benefits and active labor
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market policies) which allows for labor market adjustment
to a more volatile and uncertain economy, but without
jeopardizing workers’ security. But can flexi-curity
arrangements, implying in some cases a shift from restric-
tive employment protection at the company level to more
social protection at the societal level®® result in “optimal”
institutional settings, in which necessary workforce adjust-
ments can be made, while workers remain protected, but
are more rapidly (re)integrated into the labor market??
The great diversity of institutional arrangements
around the world might make a straightforward answer
difficult and suggests that there may not be a one-size-fits-
all flexi-curity model. As Rodrik (1999) observes, “an
approach that presumes the superiority of a particular
model of a capitalist economy is quite restrictive in terms
of the range of institutional variation that market
economies can (and do) admit.” Freeman also discusses the
varieties of institutional features and settings in his paper,
entitled “War of the Models: Which Labor Market
Institutions for the 21st Century?” (1998) and rather than
seeing one model as a winner, he predicts a blending of
institutional elements from a variety of models, to result in
a sort of new country-specific institutional species which
will evolve once we have the techniques permitting a
finer analysis. Blanchard (2005) also hints at this variety
when he notes “what may be optimal for Sweden may
not be optimal for Chile” (Blanchard, 2005 p. 367).
However, while this may be true, it is clear that

certain basic elements should apply, namely:

* the existence of employment protection legislation
and collective bargaining arrangements for employ-

ment security;

* social protection, especially those work related items
like unemployment benefits and active labor market
policies;

* a bipartite and tripartite social dialogue bringing
together industry and the government (as a provider

of social security).

Finally the sequencing of reforms is important. It might
be advisable in some countries to first introduce the secu-
rity elements, before adjustment flexibility can be realized.
The significance and relevance of such arrangements
for poor, developing countries with large agricultural
sectors and a high degree of informality must be more
carefully assessed. While there is always some rationale for
protecting flexible workers, the necessary ingredients of
the flexi-curity triangle (some employment protection,
substantial social protection, and forthright social dialogue)
are often absent in these countries. Employment protec-
tion might de jure be substantial but de facto it is applied
only partially, and, in any case, to a minority of workers

only. Some social protection is provided through severance
pay in the formal sectors, through informal networks or
the family in the informal sector; but the social partners
are weak and/or have no tradition of consensual bargain-
ing. Supply pressures on the labor market are such that
labor market entry remains by far the most important pol-
icy goal. For the vast informal economy, the labor markets
are quite flexible, and there is very little security in terms
of either the stability of jobs or other aspects of quality.
So, the issue for that segment is how to improve security
rather than making the labor market more flexible.
Equally, in many developing countries, while the often
tiny formal sectors are well protected, the huge informal
sectors are not. Reforms, at least in the short and medium
term, entail direct negative effects for insiders. But nothing
guarantees that the scrapping of regulation in the formal

sector will lead to improvements in the informal sector.

Conclusions
Evidence presented in this paper seems to point over the
last decade or so to a tendency toward the decline in the
employment intensity of economic growth in both devel-
oped and developing countries. There is a degree of varia-
tion in the magnitude and timing of such changes, with
the European Union one of the regions where we have
seen an increase in elasticity. While a tradeoff between
employment and productivity exists—at least in the short
term—it has been argued in the present paper and else-
where (Islam, 2004) that employment-intensive growth
does not necessarily have to compromise productivity,
which is essential for maintaining competitiveness.
Empirical evidence presented in the paper shows that
there can be a considerable amount of variation in the
degree of employment intensity between various sectors
and sub-sectors of an economy. Thus, the overall employ-
ment intensity of an economy depends on the relative
weight of the various sectors and can actually increase if
the labor-intensive sectors and sub-sectors grow at higher
rates. For that to happen, there is no need to target partic-
ular sectors for special support. What is, however, necessary
is to regularly monitor the growth pattern of an economy
and the policy environment faced by its various compo-
nents, so that any bias against the employment-intensive
sectors can be removed. In order to do that effectively, it is
necessary to increase our understanding of the factors
which influence the growth of various sectors and the
sectoral composition of growth in a particular country, as
well as the choice of technology for specific sectors.
Corrective measures on policy must be based on such
understanding.>*

The paper also argues that while the aggregate
effects of strict employment protection on the growth-
employment link are subject to controversy, there seem to
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be differentiated effects on insiders and outsiders. Labor
market flexibility is necessary to adapt to changing market
circumstances, and supports the employment intensity of
growth when it leads to efficient reallocation of labor. But
too much of it might be detrimental to worker security
and also productivity. Because it supports investment in
training and increases in productivity, there are also posi-
tive effects of employment protection legislation and
tenure, unless it has the effect of reducing adjustment pos-
sibilities of firms. Taken together, these two arguments
suggest that, rather than flexibility of the labor market
alone, it is preferable to have optimal combinations of
labor market flexibility, employment stability, and security,
in order to have good labor market performance, decent
work, and a robust growth-employment link.

Notes

1 The authors wish to thank Sandrine Cazes for comments on earlier ver-
sions of this paper. The paper reflects the views of the authors, and
not necessarily those of the ILO.

2 See Islam (2004) for a discussion on what could be an optimal level of
employment elasticity for developing countries with surplus labor.

Kapsos (2005) provides a brief overview of some of the studies that are
available; Khan (2001), Islam (2006), and Osmani (2006) provide esti-
mates for selected developing countries.

Notable exceptions are Kapsos (2005), Khan (2001), some country stud-
ies in Islam (2006), and Osmani (2006); in addition some ongoing
studies sponsored jointly by the ILO and UNDP in Asia are also
adopting the econometric method.

5 Average rates for 2004-2005 were: economic growth of 3.85 percent in
the United States and 1.75 percent in the EU15 and employment
growth of 1.45 percent in the United States but only 0.9 percent in
the EU15 (OECD, 2006); enlargement had a dampening effect on
aggregate employment elasticities in the EU, because of high
growth rates in some of the new member countries that were typi-
cally not followed by high employment growth rates.

6 There is, of course, a good deal of regional variation in the growth rates;

among developed countries, the US economy has been growing at
higher rates than those of Western Europe; variation can be found in
the growth rates of developing countries as well.

7 Using a slightly different specification (i.e., including wages as one of
the independent variables in the regression equation), Mitra and
Bhanumurthy (2006) in a recent study give higher estimates of
employment elasticity in manufacturing; but that study also found
the elasticity declining during the 1990s compared to the 1980s.

8 More such examples can be found in the country studies contained in
Islam (2006).

9 See Osmani (2006) for a methodology for decomposing these two
effects.

10 A more detailed analysis of factors influencing the employment-inten-
sity of growth can be found in a forthcoming paper (by the present
author Islam) on that topic.

11 The literature in this field is nascent; Kapsos (2005) provides a brief
overview of some of the studies that are available.

12 However, as Khan (2001) has pointed out, it is quite possible that the
actual labor input, measured in terms of labor time use, may not
have declined to the extent indicated by the reduced number of
workers employed; thus the observed decline in employment elas-
ticity may in fact overestimate the true fall in employment-intensity
growth; once all excess labor has been shed, the decline in
observed employment intensity should also end.

13 But other institutions have an impact as well, such as those affecting
wage formation—unions and collective bargaining, non wage labor
costs, minimum wages—or those regulating working hours.

14 An illustration of this is the US practice of extending unemployment
benefit duration in a prolonged recession.

15 “Contrat premiére embauche,” a new form of employment contract
put forward in spring 2006 by Prime Minister Dominique de Villepin
of France, which applies to young people in their first job and allows
employers to dismiss these employees without cause within the
first two years of the contract.

16 They conclude that “on balance, employment protection laws are
probably bad for employment....but there are equity arguments in
their favor, and the evidence on adverse employment effects is not
strong enough to warrant a total abandonment of the practice
(Layard et al., 1991 p. 108); the 2005 study “explains” 55 percent of
the changes in unemployment by labor market institutions and attrib-
utes 39 percent of the effect found to the benefits system, but only
16 percent to employment protection legislation (Nickell et al.,

2005).

17 Okun originally established the relationship between changes in actual
and “natural” unemployment and the growth gap—potential versus
observed; for example, for the United States, each percentage point
change in unemployment would lead to a 2.5 percentage point rise
or decline in the gap (Okun, 1962).

18 That study uses the World Bank's employment rigidity index (which
includes rigidity of hours, difficulty of hiring and firing, and firing
costs) as the independent variable to represent labor market rigidity.

20

21

In comparison with other stimulus measures, such as income tax cuts,
Orszag (2001) calculates that the United States unemployment insur-
ance system is at least eight times as effective as the tax system as
a whole in offsetting the impact of a recession.

See Kramarz and Roux (1999), the analysis and studies cited in Auer et
al., (2005), and the seminal book on human capital by Becker (1964).

The European Union is presently working on a substantial policy paper
on the issue, but the term is now being discussed in diverse parts of

the world, including India (Shyam Sundar, 2005), China, and Latin
America.

22 Optimization implies in some cases also a tightening, or at least better
enforcement, of employment protection at the company level and
the building of a better and more generous social protection system
with good coverage.

23 This in turn would lead to higher growth-employment elasticities.

24 One way of doing this could be to adopt the so-called binding con-
straint approach propagated by Hausmann et al. (2005), and identify
for each country the one or two most important constraints facing
the country’s employment-intensive sectors, and work on measures
to remove those binding constraints.
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