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Executive Summary

At the beginning of 2005, the cyclical recovery in the world economy was reaching its
zenith; growth of gross world product (GWP) increased by 4 per cent in 2004, compared
to 2.8 per cent in 2003 and a forecast of 3% per cent for 2005. Growth in the developing
countries was the fastest for more than two decades, while output in the remaining
economies in transition continued to increase more rapidly than in the other major coun-
try groups.

The world economy has considerable momentum entering 2005 and most
determinants of the short-term prospects remain positive, with only a modest deceleration
anticipated for 2005. The higher oil price has already slowed global growth somewhat and
policy measures intended to avert overheating will reduce it further, including in the
United States and China, the principle engines for the global economy at present. The
growth of international trade will slow accordingly and the upward movement in the prices
of oil and several other commodities is unlikely to continue, reducing that stimulus to
many developing countries. The expected upward drift in interest rates will also cause
growth to ease in many countries.

The high aggregate rate of growth in 2004 in part reflected the fact that the
improvement was almost universal: every region except South Asia and the Commonwealth
of Independent States (CIS) grew more rapidly in 2004 than in 2003. In these two excep-
tional cases, growth slipped from its previous high levels but remained above 6 per cent and
7 per cent, respectively. All the groups of countries with special development challenges—
the least developed and landlocked countries and the small island developing States
(SIDS)—grew by more than 5 per cent in 2004. On a per capita basis, output increased by
more than 3 per cent in almost half the developing countries, but these countries account-
ed for over 80 per cent of the developing world’s population. The widespread nature of
growth in developing countries in 2004 was attributable to the fact that most countries
benefited from one or more of three unusually coincidental developments: rapid growth of
trade in manufactures, increased prices for oil and most non-oil commodities and calmer
conditions in international financial markets.

Among the developed countries, performance was more varied. Growth was
strong in North America, moderate in Japan but weak in Europe. With the exception of its
new members and a few other countries, the European Union has replaced Japan as the lag-
ging economy. A modest cyclical acceleration is expected in these slow-growing countries
in 2005 but growth will still languish around 2 per cent.

One of the universal weaknesses in the world economy continues to be the slow
growth of employment and the persistence of high rates of unemployment and under-
employment in most developing countries. Unless improved economic growth is reflected
in increased employment, it will prove difficult to reduce poverty. Even in the most rapid-
ly growing region, East Asia, unemployment and underemployment remain problems in
several economies. The need to absorb the millions of surplus workers in the agriculture
sector and in State-owned enterprises in China is a special case, but lack of employment is
also a problem in other countries in the region. In 2004, there were signs of an improving
employment situation in Latin America; this increased employment should translate into
increased domestic demand and thereby be sustained. More generally, domestic demand
gained strength in many developing countries in 2004, pointing to the possibility of more
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general gains in employment if growth can be sustained. In the developed countries,
employment is recovering slowly in the United States but continues to be weak in Europe
and Japan so that the term “jobless growth” remains largely applicable.

The United States is increasingly being complemented in its role as the main
engine of growth for the world economy by China. The combined strong demand from
these two countries has provided a wide-ranging boost to global growth because China has
acted as a catalyst in several areas of economic activity where the United States provides less
stimulus. For example, with manufacturing playing a less important role in its economy,
growth in the United States has a limited impact on the demand for raw materials but larg-
er implications for trade in manufactured goods. Increasing Chinese demand for raw mate-
rials to fuel its industrial expansion, on the other hand, has been an important factor in
reversing, at least temporarily, the long-term downward trend in the prices of non-oil com-
modities, thereby improving the formerly weak prospects of countries exporting such prod-
ucts. The index of non-oil commodity prices in dollars rose by a further 10 per cent in
2004, following gains of over 11 per cent in 2003 and almost 12 per cent in 2002. These
improvements in part reflected the concurrent depreciation of the dollar. Moreover, they
followed a lengthy period of declining prices: the average dollar prices of non-oil com-
modities were about 25 per cent lower at the end of 2004 than in 1980.

Oil prices rose by over 50 per cent in the first part of 2004, mainly because of
the persistent increase in demand. This contrasted with the oil crises of the 1970s, when
record prices were the result of reduced supplies from the major producers. Following the
latest surge, prices fell back towards the end of 2004 and are expected to ease further with
the moderation in the growth of the world economy. However, since the supply of oil is
unlikely to be able to respond to the underlying growth of demand in the medium term,
oil prices are not expected to retreat to their 2003 levels for any extended period in the
near future.

The world economy accommodated this rapid shift to a new oil price regime
in 2004 without major disruption. In the developed countries, core inflation did not
increase untowardly. Among the developing countries vulnerable to an oil price shock, the
effects were muted for those producing minerals and metals by the increased prices they
received for their exports. The impact of the higher oil prices is expected to continue to be
limited in 2005, although there remains the possibility that non-economic factors could
severely disrupt the international oil market, to the detriment of global economic growth.
Even without a major shock, oil markets are such that prices are likely to remain volatile.

In contrast with commodity markets, international capital markets remained
calm in 2004, having to address only the remnants of former financial crises rather than
new ones. Flows of foreign direct investment (FDI) to developing countries reversed their
three-year downward trend and there were instances of successful bond issuances by devel-
oping countries as yield spreads narrowed over the course of the year. Flows of official
development assistance (ODA) began to reflect earlier increases in commitments, although
part of the increase was for international security and emergency relief rather than for
development spending. Total net financial flows to developing countries declined from
2003 levels, primarily because of scheduled repayments under multilateral financial insti-
tution lending programmes. In addition to scheduled debt payments by the majority, a few
developing countries were able to restructure or reduce their private sector external debt
while others increased their foreign exchange reserves, sometimes substantially.
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The overall outcome of the various financial flows was a seventh consecutive
year of a net transfer of resources out of developing countries, at a record level of $300 bil-
lion in 2004. Except for sub-Saharan Africa, all developing regions, as well as the
economies in transition, experienced a negative net transfer. However, some of this net
transfer reflected positive rather than negative developments: as a result of strong growth
in export revenues, some countries had trade surpluses which they chose to use as a means
to improve their self-insurance against possible balance-of-payments difficulties, either by
increasing their foreign exchange reserves or by reducing their foreign debt. The perceived
need for such self-insurance must be seen as a major deficiency of the international finan-
cial system.

These increases in foreign exchange reserves were a partial reflection of the
global external imbalances which not only persisted but increased in 2004. The largest of
these imbalances was the United States trade deficit which rose to more than $650 billion,
or above 5 per cent of GDP. This was countered by surpluses in a number of Asian devel-
oping countries, Japan and the European Union (EU). These imbalances were one of the
forces causing the exchange rate of the dollar to continue its three-year decline and to reach
a new low against the euro in 2004.

Apart from the depreciation of the dollar, the global imbalances failed to have
significant repercussions in 2004, but the possibility of an abrupt and globally damaging
correction persists since a depreciation of the dollar alone seems unlikely to be sufficient to
reduce the global imbalances to sustainable levels in an orderly fashion. At the same time,
efforts to correct the imbalances should not focus only on the deficit countries or regions
because such an approach is likely to be excessively contractionary. In the present case,
some correction of the United States fiscal deficit and an improvement in its private sav-
ings rate seems indispensable, but the contractionary effect of such action should be coun-
terbalanced by expansionary measures elsewhere. It is necessary to ensure that global
growth and stability are sustained.

Countries with external surpluses will therefore need to stimulate domestic
demand, preferably investment in physical and social infrastructure. If such additional
investment is deemed unnecessary, resources could be channelled to developing countries
with unmet investment needs. As an immediate requirement, the extensive reconstruction
required following the tsunami of December 2004 calls for an increase in investment with-
in the Asian region.

These domestic actions should be complemented by various forms of
enhanced international cooperation. In order to make sure that global growth is not
derailed, cooperation is necessary to ensure coherence among national policy actions to
address the imbalances. Improved cooperation in exchange-rate policy among the major
developed countries and with the leading developing economies in Asia should be used
to devise a phased and non-disruptive approach to any necessary changes in exchange-
rate regimes.

All these actions should be such that they also contribute to the longer-term
global development agenda, most notably the attainment of the Millennium Development
Goals by 2015. Progress is being made in increasing ODA, but the total is only around one
third of the target of 0.7 per cent of the gross national income (GNI) of the developed
countries and falls far short of the amount deemed necessary to achieve the Millennium
Development Goals. Further progress in raising ODA needs to be accompanied by
enhanced debt relief for all developing countries that are confronted with unsustainable
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external debt burdens and by further progress on measures to prevent and resolve financial
crises. Finally, for the benefit of all countries, but with the primary objective of improving
the development prospects of developing countries, it is also necessary to ensure the equi-
table completion of the programme of multilateral trade negotiations agreed at Doha.

The overall agenda is challenging but universally recognized. All members of
the international community should rededicate themselves to the task at the summit meet-
ing of the General Assembly in September 2005.
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Explanatory Notes

The following symbols have been used in the tables
throughout the report:

. Two dots indicate that data are not available or are not
separately reported.

— A dash indicates that the amount is nil or negligible.
- A hyphen (-) indicates that the item is not applicable.

- A minus sign (-) indicates deficit or decrease, except as
indicated.

A full stop (.) is used to indicate decimals.

/ A slash (/) between years indicates a crop year or
financial year, for example, 1990/91.

- Use of a hyphen (-) between years, for example, 1990-1991,
signifies the full period involved, including the beginning and
end years.

Reference to “dollars” ($) indicates United States dollars,
unless otherwise stated.

Reference to “tons” indicates metric tons, unless
otherwise stated.

Annual rates of growth or change, unless otherwise stated,
refer to annual compound rates.

In most cases, the growth rate forecasts for 2004 and 2005 are
rounded to the nearest quarter of a percentage point.

Details and percentages in tables do not necessarily add to
totals, because of rounding.

The following abbreviations have been used:

AGOA African Growth and Opportunity Act
(United States)

ASEAN Association of Southeast Asian Nations

ATC Agreement on Textiles and Clothing

AU African Union

BIT bilateral investment treaty

bpd barrels per day

BTA bilateral trade agreement

CAC collective action clause

CCL
CFA
CIS
CPI
CRTA
DAC
DTT
EBA
EBRD

ECA
ECB
ECE
ECLAC

ESCAP

ESCWA

ESM
EU
FAO

FASB
FATF

FDI
Fed
FSAP
FSF
FTA
GATS
GATT
GDP
GNI
GNP

Contingent Credit Line (IMF)

Communauté financiere africaine
Commonwealth of Independent States

consumer price index

Committee on Regional Trade Agreements (WTO)
Development Assistance Committee (of OECD)
double taxation treaty

"Everything But Arms" (EU)

European Bank for Reconstruction
and Development

Economic Commission for Africa
European Central Bank
Economic Commission for Europe

Economic Commission for Latin America
and the Caribbean

Economic and Social Commission for Asia
and the Pacific

Economic and Social Commission
for Western Asia

Emergency Safeguard Measures (GATS)
European Union

Food and Agriculture Qrganization
of the United Nations

United States Accounting Standards Board

Financial Action Task Force
(Bretton Woods institutions)

foreign direct investment

United States Federal Reserve

Financial Sector Assessment Programme (IMF)
Financial Stability Forum

free trade agreement

General Agreement on Trade in Services
General Agreement on Tariffs and Trade

gross domestic product

gross national income

gross national product
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GSP

GWP
HICP
HIPC
IASB
IBRD

ICAC
ICO
ICT
IDA

IFAC
IFC
IFRS
IMF

ITCB
JITAP
LDCs
Liffe

LME
M&As
mbd
MCA
MCC
MFA
MT
NAMA
NNP
NPV
NTB
NYBOT

Generalized System of Preferences

gross world product

Harmonized Index of Consumer Prices
heavily indebted poor countries
International Accounting Standards Board

International Bank for Reconstruction
and Development

International Cotton Advisory Committee
International Coffee Organization
information and communication technologies
International Development Association

Integrated Framework for Trade-related Technical
Assistance for the Least Developed Countries

International Federation of Accountants
International Finance Corporation

International Financial Reporting Standards
International Monetary Fund

information technology

International Textiles and Clothing Bureau

Joint Integrated Technical Assistance Programme
least developed countries

London International Financial
Futures and Options Exchange

London Metal Exchange

mergers and acquisitions

millions of barrels per day

Millennium Challenge Account (United States)
Millennium Challenge Corporation (United States)
Multifibre Arrangement

metric tons

non-agricultural market access

net national product

net present value

non-tariff barriers

New York Board of Trade

NYMEX
ODA
OECD

OPEC

pb

PPP

PRGF
Project LINK

PRSPs

PTA
R&D
ROSCs

RTA
SARS
SDT
SGP
SIDS
SOEs
TNCs
UN/DESA

UNCITRAL
UNCTAD

UNU
VERS
WIDER

WTO0

Xi

New York Mercantile Exchange
official development assistance

Organization for Economic Cooperation
and Development

Organization of the Petroleum Exporting Countries
per barrel

purchasing power parity

Poverty Reduction and Growth Facility (IMF)

international collaborative research group for
econometric modelling, coordinated jointly
by the Economic Monitoring and Assessment
Unit of the United Nations Secretariat, and
the University of Toronto

Poverty Reduction Strategy Papers
(IMF and World Bank)

preferential trade agreement
research and development

Reports on the Observance of Standards and
Codes (Bretton Woods institutions)

regional trade agreement

severe acute respiratory syndrome
special and differential treatment
Stahility and Growth Pact

small island developing States
State-owned enterprises
transnational corporations

Department of Economic and Social Affairs
of the United Nations Secretariat

United Nations Commission on
International Trade Law

United Nations Conference on
Trade and Development

United Nations University
voluntary export restraints

World Institute for Development
Economics Research (UNU)

World Trade Organization
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The designations employed and the presentation of the material in this publication do not imply the expression of any opinion whatsoever on the part of
the United Nations Secretariat concerning the legal status of any country, territory, city or area or of its authorities, or concerning the delimitation of its

frontiers or boundaries.

The term "country" as used in the text of this report also refers, as appropriate, to territories or areas.

For analytical purposes, the following country groupings and sub-

groupings have been used:

Developed economies (developed market economies):
Europe, excluding the European transition economies
Canada and the United States of America
Japan, Australia and New Zealand.

Major developed economies (the Group of Seven):
Canada, France, Germany, Italy, Japan, United Kingdom of
Great Britain and Northern Ireland, United States of America.

European Union:
Austria, Belgium, Cyprus, Czech Republic, Denmark, Estonia,
Finland, France, Germany, Greece, Hungary, Ireland, Italy,
Latvia, Lithuania, Luxembourg, Malta, Netherlands, Poland,
Portugal, Slovakia, Slovenia, Spain, Sweden, United Kingdom
of Great Britain and Northern Ireland.

Economies in transition:

Southern and Eastern Europe

Albania, Bulgaria, Croatia, Romania, Serbia and Montenegro,

The former Yugoslav Republic of Macedonia.
Commonwealth of Independent States (CIS)

Armenia, Azerbaijan, Belarus, Georgia, Kazakhstan,
Kyrgyzstan, Republic of Moldova, Russian Federation,
Tajikistan, Turkmenistan, Ukraine, Uzbekistan.

Developing economies:
Africa

Asia and the Pacific (excluding Japan, Australia, New Zealand
and the member States of CIS in Asia).

Latin America and the Caribbean.
Subgroupings of Asia and the Pacific:
Western Asia:

Bahrain, Iraq, Israel, Jordan, Kuwait, Lebanon, Oman, Qatar,
Saudi Arabia, Syrian Arab Republic, Turkey, United Arab
Emirates, Yemen.
East and South Asia:
All other developing economies in Asia and the Pacific
(including China, unless listed separately). This group has in
some cases been subdivided into:
China
South Asia: Bangladesh, India, Iran (Islamic Republic of),
Nepal, Pakistan, Sri Lanka.
East Asia: all other developing economies in
Asia and the Pacific.
Subgrouping of Africa:
Sub-Saharan Africa, excluding Nigeria and South Africa
(commonly contracted to "sub-Saharan Africa"):
All of Africa except Algeria, Egypt, Libyan Arab Jamahiriya,
Morocco, Nigeria, South Africa, Tunisia.

For particular analyses, developing countries have been subdivid-
ed into the following groups:

Oil-exporting countries:
Algeria, Angola, Bahrain, Bolivia, Brunei Darussalam,
Cameroon, Colombia, Congo, Ecuador, Egypt, Gabon, Indonesia,
Iran (Islamic Republic of), Irag, Kuwait, Libyan Arab Jamahiriya,
Mexico, Nigeria, Oman, Qatar, Saudi Arabia, Syrian Arab
Republic, Trinidad and Tobago, United Arab Emirates,
Venezuela, Viet Nam.

Oil-importing countries:
All other developing countries.

Least developed countries:

Afghanistan, Angola, Bangladesh, Benin, Bhutan, Burkina Faso,
Burundi, Cambodia, Cape Verde, Central African Republic, Chad,
Comoras, Demacratic Republic of the Congo, Djibouti, Equatorial
Guinea, Eritrea, Ethiopia, Gambia, Guinea, Guinea-Bissau, Haiti,
Kiribati, Lao People’s Democratic Republic, Lesotho, Liberia,
Madagascar, Malawi, Maldives, Mali, Mauritania, Mozambique,
Myanmar, Nepal, Niger, Rwanda, Samoa, Sao Tome and Principe,
Senegal, Sierra Leone, Solomon Islands, Somalia, Sudan, Timor-Leste,
Togo, Tuvalu, Uganda, United Republic of Tanzania, Vanuatu, Yemen,
Zambia.

Landlocked developing countries:

Afghanistan, Armenia, Azerbaijan, Bhutan, Bolivia, Botswana,

Burkina Faso, Burundi, Central African Republic, Chad, Ethiopia,

Kazakhstan, Kyrgyzstan, Lao People's Demacratic Republic,

Lesotho, Malawi, Mali, Mongolia, Nepal, Niger, Paraguay,

Rwanda, Swaziland, Tajikistan, The former Yugoslav Republic of

Macedonia, Turkmenistan, Uganda, Uzbekistan, Zambia, Zimbabwe.
Small island developing States:

Antigua and Barbuda, Bahamas, Bahrain, Barbados, Belize, Cape
Verde, Comoras, Cook Islands, Cuba, Cyprus, Dominica, Dominican
Republic, Fiji, Grenada, Guinea-Bissau, Guyana, Haiti, Jamaica,
Kiribati, Maldives, Malta, Marshall Islands, Mauritius, Micronesia
(Federated States of), Nauru, Niue, Palau, Papua New Guinea, Saint
Kitts and Nevis, Saint Lucia, Samoa, Sao Tome and Principe,
Seychelles, Singapore, Solomon Islands, Saint Vincent and the
Grenadines, Suriname, Tonga, Trinidad and Tobago, Tuvalu, Vanuatu.

Heavily Indebted Poor Countries:

Angola, Benin, Bolivia, Burkina Faso, Burundi, Cameroon, Central
African Republic, Chad, Comoros, Congo, Cote d'lvoire, Democratic
Republic of the Congo, Ethiopia, Gambia, Ghana, Guinea, Guinea-
Bissau, Guyana, Honduras, Kenya, Lao People's Demaocratic Republic,
Liberia, Madagascar, Malawi, Mali, Mauritania, Mozambique,
Myanmar, Nicaragua, Niger, Rwanda, Sao Tome and Principe, Senegal,
Sierra Leone, Somalia, Sudan, Togo, Uganda, United Republic of
Tanzania, Viet Nam, Zambia.

The designation of country groups in the text and the tables is intended
solely for statistical or analytical convenience and does not necessarily
express a judgement about the stage reached by a particular country or
area in the development process.
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Chapter |
Global outlook

With no major shocks, global economic growth is expected to slow to 3% per cent in 2005,
following an increase of 4 per cent in 2004 (see table I.1). World economic activity con-
tinues to follow a largely cyclical pattern, with a strong upturn in late 2003 and the first
half of 2004 resulting in some major economies moving closer to full capacity utilization.
This has given rise to a number of developments that are likely to cause global growth to
slow towards its current longer-term potential.

With recovery having been secured in most countries, policy stimuli are being
gradually withdrawn, amplifying the deceleration. Monetary policy is being slowly tight-
ened worldwide. Many countries, including several of the largest, have fiscal deficits that are
widely regarded as excessive; efforts to reduce them will have a moderating effect on growth.
These policy actions will be particularly pertinent in the United States, dampening growth
in that country and reducing the impetus that it has provided as one of the engines of
growth for the world economy. Elsewhere, actions have been taken to bring the economic
expansion in China to a more sustainable rate, although the anticipated deceleration is mod-
est. Finally, high global growth has manifested itself in increased prices for oil and many
other commodities. Experience shows that the net effect of higher oil prices is a reduction
in global growth but developments in 2003 and 2004 suggest that higher non-oil commod-
ity prices may, on balance, have a positive effect on global demand (see below).

Despite these downward pressures, underlying global economic conditions
remain sound and global growth is expected to moderate, not to suffer a reversal. The
immediate challenge facing policy makers is to achieve the maximum long-term sustainable
rate of growth without precipitating overheating or some other form of reversal. Over the
longer term, the task is to raise the maximum sustainable rate of growth, particularly in the
poorest countries and regions where it is lagging.

The world economy weathered a number of largely unanticipated and poten-
tially adverse economic shocks in 2004, as well as the tsunami in Asia at the end of the year,
whereas some major potential threats to global economic stability failed to materialize. The
largest economic shock was the increase in oil prices by almost 60 per cent in the first ten
months, before easing towards the end of the year. A second shock was the continuing
change in exchange rates among the major currencies, with the euro and yen appreciating
by a further 14 per cent and 11 per cent, respectively, against the dollar between May and
December. Thirdly, the prices of many non-oil commodities increased in 2004, albeit not
to the extent of oil prices.

These three shocks had partially offsetting effects for most countries: often, one
or two shocks had adverse effects but the other(s) were beneficial. For example, the impact
of higher dollar oil prices was countered by currency appreciation against the dollar in some
cases and, for non-oil commodity producing countries, by higher prices for their exports.
Higher non-oil commodity prices largely involve a transfer of resources to poor countries
which are likely to have a higher propensity to consume than many of the importing coun-
tries. Moreover, none of the three shocks caused the respective prices to hit new records: the
real price of oil did not reach its level of the 1970s, the improvement in non-oil commodi-
ty prices did little to make up for the downward trend since 1980 (see figure I.1) and the
value of the dollar, in terms of the other major currencies or in trade-weighted terms,

Higher global growth
in 2004 will moderate
in 2005

Economic shocks
had only a limited
impact in 2004



2 Global outlook

Table I.1.
Growth of world output and trade, 1995-2005

Annual percentage change

1995 1996 1997 1998 1999 2000 2001 2002 | 20032 | 2004b | 2005b

World output® 28 34 37 24 3.1 40 1.3 19 2.8 40 3%
of which:

Developed economies 24 29 33 2.6 3.0 35 1.0 1.4 22 34 2%
North America 25 36 45 4.2 45 38 0.6 2.3 3.0 41 3
Western Europe 25 1.8 2.6 29 2.8 35 16 1.1 1.1 2.3 2%
Asia and Oceaniad 2.0 35 2.0 -0.7 05 2.8 0.6 0.0 25 36 2

Economies in transition -3.3 -2.5 09 -3.3 3.9 8.3 5.7 5.0 7.0 7.1 6

Southern and
Eastern Europe 7.3 29 -1.0 0.2 -2.3 3.7 5.0 48 42 58 4%

Commonwealth of
Independent States 5.2 -3.7 1.4 -4.0 5.4 9.3 59 5.1 7.6 7.3 6

Developing economies 47 58 54 2.0 3.6 5.7 24 34 46 6.2 5%
Africa 31 53 34 3.0 3.1 33 34 3.1 40 45 4%
East Asia 8.6 7.7 6.5 04 6.4 1.7 38 6.1 6.0 1.2 6%
South Asia 6.0 59 45 49 55 5.2 47 45 6.7 6.3 6%
Western Asia 41 49 41 2.7 -0.7 55 -1.3 25 50 55 4%,
Latin America

and the Caribbean 05 3.9 5.3 24 1.1 41 05 -0.4 17 5.4 4

Other groupings
Landlocked developing

countries 0.6 41 40 26 35 42 5.0 44 40 5.9 5%
Least developed countries 55 5.7 5.0 45 45 47 5.1 49 41 52 5%
Small island
developing States 5.8 59 53 1.9 55 7.7 0.3 22 1.7 53 4%
Sub-Saharan Africa 49 58 44 4.0 3.1 2.6 3.3 3.6 29 55 5%
Memo item:
World trade 8.6 55 9.2 33 5.2 115 09 25 6.2 10.6 8
World output growth
with PPP-based weightse 35 40 42 26 36 46 2.3 28 38 5.0 4%

Source: Department of Economic and Social Affairs of the United Nations Secretariat (UN/DESA).

a Partly estimated.
Forecasts, based in part on Project LINK, an international collaborative research group for econometric modelling, coordinated jointly by the Economic Monitoring
and Assessment Unit of the United Nations Secretariat, and the University of Toronto.

¢ Calculated as a weighted average of individual country growth rates of gross domestic product (GDP), where weights are based on GDP in 2000 prices and
exchange rates.

d Japan, Australia and New Zealand.

e Employing an alternative scheme for weighting national growth rates of GDF, based on purchasing power parity (PPP) conversions of national currency GDP into
international dollars (see introduction to annex: statistical tables).
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Figure I.1.
Non-fuel commodity price indices, 1970-2003 (2000 = 100)

Constant values Current values
325 175

275 150
225 125
175 100
125 75
75 50
25 25

1970
1972
1974
1976
1978
1980
1982
1984
1986
1988
1990
1992
1994
1996
1998
2000
2002

remained above earlier lows. Despite offsetting effects and their limited magnitude, the
achievement of high and widespread economic growth in the context of these changes in a
number of key international prices suggests an increased ability and capacity to accommo-
date such shocks. In particular, the shocks had few immediate second-round effects, such as
transmission into accelerating inflation and consequent pressure to tighten domestic poli-
cies. An improved degree of macroeconomic stability in most countries, both developed and
developing, were one reason for increased resilience to the shocks.

Although confronted with these unforeseen shocks, the world economy did not
encounter the full impact of the major downside risks that were identified at the beginning
of 2004. Continued security concerns were among the factors that affected the price of oil,
but otherwise fears of major new adverse geopolitical developments failed to materialize
during the year. Similarly, there was no major international economic disruption as a result
of the prevailing global imbalances. The dollar depreciated substantially, but with no major
disturbances to financial markets or national economies. The forecast for 2005 assumes
that these downside risks will have no more bearing on the global economic outcome than
they did in 2004. Nevertheless, these risks, particularly those posed by the global imbal-
ances, persist and remain a potential vulnerability. It cannot be assumed that the outcome
will necessarily be so benign in the future.

International trade expanded with the growth for the world economy as a
whole in 2004, increasing by more than 10 per cent during the year (see table A.7). The
trade of developing countries grew more rapidly than that of the developed countries,
mostly because of China and India. The growth of international trade is expected to slow
to 8 per cent in 2005, in tandem with the deceleration in overall economic growth. A more

Current SDR

Current US dollar

Real termsa

Sources:

UNCTAD, Monthly Commodity
Price Bulletin; UN/DESA,
Monthly Bulletin of Statistics.

a Non-fuel commodity price
indices deflated by manu-
facture price index.

Some broader
downside risks failed
to materialize in 2004
but some will persist
in 2005

The acceleration in
international trade in
2004 will moderate
in 2005



Conditions for
developing countries
in international capital
markets improved but
net capital flows
remained low...
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record negative net
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resources
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2004, with little
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Global outlook

substantial slowdown, for example, because of a setback in one of the major importing
countries, would have correspondingly adverse effects for the world economy at large.

With no new financial crises in 2004, lending conditions improved for those
countries with access to international financial markets. Despite a temporary mid-year set-
back, yield spreads for the sovereign bonds of emerging markets narrowed over the course of
the year, reflecting the financial markets’ recognition of the sounder macroeconomic situa-
tion and improved domestic economic growth in these countries. Low returns in the devel-
oped countries also prompted greater interest in investment in developing countries.

There were successful bond issuances by a few developing countries during the
year and, for a somewhat larger group of countries, a reversal of the three-year decline in
foreign direct investment (FDI) flows. Nevertheless, the net supply of capital to develop-
ing countries declined in 2004 because of net repayments of debt. In some cases, this
involved scheduled repayments of earlier crisis-related and other loans from the interna-
tional financial institutions but, with more favourable conditions in financial markets and
diminished needs for balance-of-payments financing, a few countries were in a position to
reduce and restructure their private sector external debt. For the poorest countries, previ-
ous increases in official development assistance (ODA) commitments began to be translat-
ed into disbursements, although such resources continue to fall far short of needs in both
quantity and effectiveness in most instances.

When other financial payments and receipts are taken into account, the result
was the seventh consecutive year of an increasing net transfer of resources out of develop-
ing countries, to a record level of over $300 billion. Except for sub-Saharan Africa (where
the transfer was almost nil), all developing regions, as well as the economies in transition,
experienced a negative net transfer.

A negative net transfer may comprise both negative and positive elements. In
the past, it has often reflected the need to use domestic resources in order to make pay-
ments on external debt and other foreign liabilities, thus involving a compression of
domestic demand and a slowdown in economic growth. On this occasion, part of the neg-
ative net transfer had more positive connotations for many developing countries: it
reflected strong domestic growth and the fact that export revenues exceeded import
expenditures; this allowed the countries concerned to use their surpluses either to reduce
their foreign debt or to accumulate foreign reserves as a precaution against future balance-
of-payments difficulties.

The global external imbalances widened further in 2004, with the United
States merchandise trade deficit increasing from some $550 billion in 2003 to more than
$650 billion, or above 5 per cent of gross domestic product (GDP). Both price and quan-
tity effects contributed to the deterioration. Because the determinants of United States
trade flows are unlikely to change in the short term, the country’s trade balance is project-
ed to widen further in 2005 and beyond unless there is a change in policy or a major mar-
ket correction.

Reacting to the positive development of improved global economic growth and
the negative development of a burgeoning United States external imbalance (see below), for-
eign exchange markets were volatile in 2004, with a continuation of the three-year down-
ward trend in the value of the dollar punctuated by periodic, but partial, rebounds. Overall,
the dollar reached new lows against the euro (see figure 1.2). Forces pushing the dollar down
included the United States current-account deficit, fed in part by the fiscal deficit, periodic
worries over the durability of the United States recovery and portfolio rebalancing by inter-

national investors, with euro-denominated holdings being increased as a share of total assets
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Figure 1.2
Exchange rates: Euro/US dollar and Yen/US dollar, 1998-2005
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to diversify risk. However, there remained countervailing pressures in the form of stronger
growth in the United States compared to both the euro zone and Japan, the narrowing and
then reversal of interest rate differentials between the United States and the euro zone, and
intervention by the Bank of Japan (BoJ) in foreign currency markets in an effort to damp-
en the yen’s appreciation. These opposing forces resulted in occasional brief appreciation of
the dollar against the backdrop of decline, but the seemingly intractable nature of the
United States twin deficits suggests continuing dollar weakness. The present forecast is
based on the assumption that the exchange rates among the major currencies will stabilize
at approximately the levels prevailing at the beginning of 2005 but, for reasons explored
below, there is a risk that the dollar will decline further. This could pose difficulties for all
other countries, notably those whose currencies float against the dollar.

Assuming its countercyclical role, macroeconomic policy stimulus was reduced
as the recovery gained momentum in 2004. In the first instance, many central banks began
to raise interest rates, gradually reversing the monetary easing that they had adopted fol-
lowing the slowdown in 2001. Nevertheless, the process was incremental since policy mak-
ers recognized the fragility of the recovery in some countries. In the United States, for
example, the Federal Reserve (Fed) raised the Federal Funds rate five times in the second
half of 2004, albeit by a total of only 125 basis points. The exceptions to the upward trend
were the BoJ and the European Central Bank (ECB), as the recovery in these economies
was regarded as weak and growth as below potential. Since interest rates are still at histor-
ical lows, the tightening initiated in some countries is expected to continue in 2005.
However, the BoJ is expected to maintain its zero-interest rate in 2005, while the ECB will
have to decide whether to delay tightening monetary policy if the appreciation of the euro

threatens the recovery or if the recovery otherwise continues to be weak.

Euro/US dollar
I

Yen/US dollar

Source:
UN/DESA, based on Project
LINK.

Policy stimulus is
being reduced in many
developed countries
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Global outlook

The direction of monetary policy in developing economies in 2004 was mixed.
Some countries tightened policy modestly in response to emerging inflationary pressures
while a few other economies, such as the Republic of Korea, Hungary, South Africa and
Turkey, reduced interest rates, because of either weakening growth, currency appreciation
or, despite higher oil and commodity prices, diminished inflationary pressures. Unless
there is a supply-side shock that raises inflation substantially, such as a further surge in oil
prices, monetary policy in 2005 is expected to remain generally accommodative in most
developing countries across all regions.

Domestic demand assumed an increasingly important source of improved
growth in 2004 and contributed to the dynamism of international trade. Personal incomes
have risen in many countries and, notwithstanding the continuing overarching global
threats, consumer and business confidence has improved; private sector expenditure has
risen accordingly. Greater macroeconomic stability has removed some uncertainty and con-
tributed to improved private sector confidence, especially in a number of developing coun-
tries and economies in transition. In some key developed countries and a number of the
more rapidly growing developing countries, however, the strengthening of consumer
demand has been fuelled not by higher incomes but by increases in wealth in the form of
higher asset prices, notably of housing but also of financial assets, and, in some cases, con-
sumer debt. These sources of support to consumer demand are susceptible to setbacks, par-
ticularly in the face of higher interest rates.

The human toll and physical destruction of the tsunami in Asia at the end of
December 2004 was unprecedented and will have human, social, environmental and devel-
opmental repercussions for years to come. From a short-term economic perspective, how-
ever, the impact will be less extensive. Output from the affected areas will be reduced, but
there will be an offsetting boost from relief and reconstruction activities. Experience from
lesser environmental disasters suggests that, with the necessary international support, eco-
nomic recovery can be rapid so that, despite the magnitude of the disaster, it is expected to
have only a limited impact on short-term growth, possibly reducing it by up to half a per-
centage point in the most affected countries.

Some key aspects
of growth in 2004

Global economic growth in 2004 was not only the highest for many years, but also unusu-
ally widespread and well balanced. All but two of the major regional groupings of countries
achieved higher growth than in 2003. In the exceptional cases of the Commonwealth of
Independent States (CIS) and South Asia, growth nevertheless remained above 7 per cent
and 6 per cent, respectively. Even the higher price of oil did not have the discriminating
effects that might have been assumed. In Latin America, with its large number of oil-
importing countries, growth surged to over 5 per cent after six years of weak performance.
In Africa, the impact of higher oil prices was offset for many oil-importing countries by
higher non-oil commodity prices; non-oil prices rose less than oil prices, but non-oil com-
modities often accounted for a higher proportion of exports than oil did of imports. For
its part, Asia, despite also being predominantly an oil-importing region, received an even
greater stimulus than other regions from the rapid growth in China and the large increase
in trade that it generated.
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The broadening of the recovery in 2004 is reflected in the fact that almost half Output per capita rose
the developing countries, accounting for over 80 per cent of the developing world’s popu- by more than 3 per
cent in almost half the

. . .. .. developing countries
put also increased by more than 3 per cent in all the economies in transition except one. in 2004

lation, increased per capita output by more than 3 per cent (see table 1.2). Per capita out-

Table 1.2.
Frequency of high and low growth of per capita output, 2002-2004

Number of Growth of GDP per
countries Decline in GDP per capita capita exceeding 3 per cent
monitored 2002 ‘ 2003 ‘ 20048 2002 ‘ 2003 ‘ 20048
Number of countries
World 159 38 31 13 45 56 78
of which:
Developed economies 33 2 3 0 7 7 10
Economies in transition 19 1 0 0 16 15 18
Developing countries 107 35 28 13 22 34 50
of which:
Africa 51 15 14 9 10 15 21
East Asia 13 1 2 1 7 5 10
South Asia 6 1 0 0 2 4 5
Western Asia 13 7 4 2 2 6 6
Latin America 24 11 8 1 1 4 8
Memo items:
Least developed countries 4 13 12 8 10 11 20
Sub-Saharan Africa 31 9 9 6 8 8 13
Landlocked developing countries 26 7 6 3 10 10 14
Small Island developing States 17 6 7 2 1 5 5
Shareb Percentage of world population
Developed economies 15.5 2.1 16 0.0 0.6 0.6 2.8
Economies in transition 5.6 0.1 0.0 0.0 49 47 5.3
Developing countries 789 8.1 10.2 2.3 343 55.7 64.7
of which:
Africa 13.2 2.3 3.0 1.1 2.4 53 55
East Asia 310 0.1 09 0.8 289 272 29.7
South Asia 23.4 0.4 0.0 0.0 15 20.8 23.4
Western Asia 2.8 1.3 0.8 0.3 1.1 1.6 1.6
Latin America 8.5 4.0 55 0.1 04 0.8 45
Memo items:
Least developed countries 10.7 2.0 29 15 3.2 45 74
Sub-Saharan Africa 1.7 19 2.7 0.8 2.4 2.1 46
Landlocked developing countries 49 1.2 19 0.4 1.4 1.2 29
Small Island developing states 0.8 0.3 0.4 02 0.0 0.1 0.1

Source: UN/DESA, including population estimates and projections from World Population Prospects: The 2000 Revision vol. I, Comprehensive Tables and
corrigendum (United Nations publication, Sales No. E.01.XII1.8 and Corr. 1).

a Partly estimated.
b Percentage of world population for 2000.
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Of the 107 developing countries for which data are available, per capita output
fell in only 13 cases, and these countries accounted for less than 3 per cent of the popula-
tion. Of these 13 countries, nine were in Africa and accounted for almost one quarter of
that region’s population. On the other hand, almost half the countries in Africa (but
accounting for only 40 per cent of the region’s population) increased per capita output by
more than 3 per cent. Nevertheless, these cases demonstrate that it is possible to achieve
rates of growth in Africa that, if sustained, will slowly reduce poverty in the region. In
South and East Asia, only four countries, accounting for less than 3 per cent of the region’s
population, failed to achieve 3 per cent growth of per capita output in 2004. In Western
Asia, two of the four countries that experienced a decline in per capita output in 2003
achieved positive growth in 2004, but only half the countries in the region—the same
number as in 2003—increased per capita output by more than 3 per cent. By these meas-
ures, the largest turnaround in 2004 was in Latin America: in 2003, one third of the 24
countries in the region for which data are available (accounting for over 60 per cent of the
region’s population) experienced a decline in per capita output; in 2004, the same number
of countries, accounting for over half the region’s population, increased per capita output
by more than 3 per cent.

The expansion of employment in developing countries has been lacklustre in
recent years. Preliminary evidence suggests some improvement in 2004, but generating
additional employment, particularly for lower skilled workers, remains a global challenge.
Even in rapidly growing East Asia, unemployment and underemployment remain problems
in several economies, but notably in such lower-income countries as Indonesia and the
Philippines. In absolute terms, however, the problem remains the greatest in China where
the restructuring and privatization of State-owned enterprises has converted a large amount
of underemployment into unemployment. An economic slowdown in China would be to
the detriment of the world economy, but those most adversely affected would be the mil-
lions of poor and unemployed in China itself. In the meantime, China’s demand for raw
materials contributed to the overall economic improvement in developing countries in
2004. In Latin America, for example, after several years of stagnation, this gave rise to some
growth in employment. The resulting stimulus to domestic demand should help to con-
solidate these gains.

Despite the increase in oil revenues in Western Asia, the lag between increased
public receipts from oil and their expenditure meant that employment gains were limited in
2004, but should improve from 2005 as new public programmes are initiated. Because of its
heavy dependence on migrant labour, increased employment in the region has a beneficial
impact, albeit modest, on labour markets elsewhere, notably in South and East Asia.

Data are not available on recent developments in labour markets in Africa, but
improved growth in 2004 gives grounds for limited and cautious optimism against a back-
drop of chronic structural unemployment and underemployment. Increased demand, as
well as higher prices, for many of the region’s commodity exports and the opening of some
new trading opportunities under the European Union’s (EU) “Everything But Arms”
(EBA) initiative and the United States African Growth and Opportunity Act (AGOA)
should have generated increased employment, albeit on a scale that is limited in relation to
the magnitude of the problem.

In the developed countries, labour markets have languished despite the recovery,
leading some observers to coin the term “jobless recovery”. In the United States, modest
increases in the employment situation finally began to improve as 2004 progressed but the rate
of unemployment remains well above the levels of the late 1990s. In contrast with the United
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States, employment in Western Europe did not decline during the slowdown, but stopped
increasing in 2003, and has picked up only marginally since. In Japan, unemployment has fall-
en gradually since the beginning of 2003. In most of these countries, however, the situation is
worse than the data indicate because the unemployment figures do not include unemployed

workers who have ceased looking for work because of the weak labour market.

Regional performance and outlook

The United States continues to be one of the main drivers of global economic growth. Its
recovery continued in the first half of 2004 but slowed briefly at mid-year as consumer
spending softened and exports stalled. However, there was a rebound in the third quarter
and GDP for 2004 as a whole is estimated to have grown by at least 4 per cent. Consumer
spending remains strong, business investment and productivity are increasing and inflation
is low. Nevertheless, with interest rates moving up, fiscal stimuli waning, oil prices remain-
ing at their increased levels and employment showing a hesitant recovery, growth in 2005
is expected to decelerate to 3 per cent.

The economic recovery in Japan appears to be losing momentum. Growth of
domestic demand increased in early 2004 but then retreated. Reflecting the economy’s con-
tinued reliance on the external sector, prospects for 2005 depend heavily on growth in
China and the United States, oil prices and the global information and communication
technologies (ICT) cycle, with a further appreciation of the yen posing a downside risk.
The financial system is strengthening and deflation seems likely to be overcome by the end
of 2005. Monetary policy remains accommodative, but the structural fiscal deficit is
around 6 per cent of GDP and fiscal policy remains restrictive, with a proposal that some
earlier tax cuts should be reversed.

Despite the further appreciation of their currencies and their heavy reliance on
the external sector, growth in Australia, Canada, and New Zealand accelerated in 2004.
Canada is expected to sustain growth of almost 3 per cent in 2005, while some moderation
is expected in Australia and New Zealand. Unemployment in the latter two economies has
fallen to record lows, but inflation increased and both also have external deficits of around
5 per cent of GDP.

Growth in Western Europe decelerated in the second half of 2004, partially as a
result of higher oil prices. Growth for the year as a whole was 2.3 per cent and no
improvement is expected in 2005. With the appreciation of the euro, exports, the major
source of growth, have weakened, while consumer spending has remained lacklustre as a
result of weaknesses and uncertainties in the labour market; business investment has shown
more strength. Some improvement in employment and hence consumer demand is expect-
ed in 2005. Anticipating a recovery and, in some cases, the need to reduce deficits below
the ceiling in the Stability and Growth Pact, fiscal policy is generally becoming more
restrictive. Monetary policy in the euro area, on the other hand, is on hold as policy mak-
ers judge the persistence of the deceleration in the second half of the year and the conse-
quences of the appreciation of the euro. Being more advanced in its recovery, the United
Kingdom of Great Britain and Northern Ireland is a contrasting case, with policy interest
rates having been raised in 2004 and some further increase expected in 2005.

In contrast with the sluggishness in the EU-15, growth in the eight new EU
members from Central and Eastern Europe accelerated to 5 per cent in 2004 but peaked
around mid-year so that some slowdown is expected in 2005. The reduced trade barriers
associated with EU membership contributed to improved export growth, but domestic

Strong growth in
the United States is
expected to moderate

... as is the resurgence
in Japan
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strong

Limited improvement
in growth is foreseen
for Western Europe

The new members of
the European Union
continue to grow
strongly
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demand was also strong in most cases, stimulating imports. However, the improved growth
had little impact on employment whereas EU accession had some one-time inflationary
effects, reinforced by higher energy prices. Macroeconomic policies remain largely sup-
portive of growth, but structural fiscal deficits are large and some fiscal tightening is
expected in 2005. Nevertheless, economic growth is expected to be maintained, although
slower growth in the EU or higher energy prices would damage prospects.

Largely as a result of increased commodity exports, but supported by strong
domestic demand, growth in the Commonwealth of Independent States (CIS) exceeded 7 per
cent in 2004, but there were signs of deceleration as the year progressed and these are
expected to carry over into 2005. Employment increased but the total number of unem-
ployed remains around 10 million, about 8 per cent of the labour force. Inflation contin-
ued to decline during the year but remained high in some countries; there were also signs
of larger price increases in the future and anti-inflationary measures are likely to be adopt-
ed in some countries. Despite the strong growth, macroeconomic policy has been expan-
sionary, in addition to which symptoms of “Dutch disease” have begun to emerge in some
of the oil-exporting countries.

GDP in Africa grew by 4.5 per cent in 2004, the largest increase in a decade.
The sources of this improvement were higher demand and prices for Africa’s exports,
increased agricultural output, improved political stability and strengthened macroeconom-
ic management in most countries, and continued donor support. These same factors are
expected to produce a similar outcome in 2005. Only three countries suffered economic
contraction in 2004, while six grew by the 7 per cent that is deemed a benchmark for the
attainment of the Millennium Development Goals in the region. The prices of all but three
of Africa’s export commodities rose in 2004, thanks to which eight oil-producing countries,
six other countries and the region as a whole achieved a current-account surplus. Further
reducing the region’s foreign exchange constraint, five additional countries received full
heavily indebted poor countries (HIPC) debt relief during the year.

The impediments to growth created by the geopolitical difficulties in Weszern
Asia were countered in 2004 by the increase in oil prices. Regional output increased by over
5 per cent, with oil-importing countries performing better than oil-exporting countries,
since many of the latter were already encountering capacity constraints. The oil-importing
countries not only weathered the increase in oil prices and the continued difficulties asso-
ciated with the situation in Iraq, but benefited from such regional spillover effects as remit-
tances, financial flows, trade and tourism. Higher expenditures from oil revenues are
already causing inflation to increase in the oil-exporting countries, while having a negligi-
ble impact on employment, particularly of nationals in each country. Growth in the region
is expected to decelerate to 4%2 per cent in 2005.

Poor weather caused growth in South Asia to slip in 2004, but it nevertheless
remained above 6 per cent and is expected to sustain a similar rate in 2005, despite the
year-end tsunami damage. With the setback to agriculture, growth originated mostly in the
manufacturing and services sectors, in most cases being driven by both domestic and
export demand. Export growth is expected to slow in 2005, with the expiry of the
Agreement on Textiles and Clothing (ATC) being a mixed blessing to the individual coun-
tries of the region. Increased oil and non-oil commodity prices caused some acceleration of
inflation in 2004 and further increases are expected in 2005, causing a tightening of mon-
etary policies in some cases. Fiscal policies, in contrast, continue to be expansionary and,
while slightly reduced in 2004, fiscal deficits remain high.
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East Asia continued to be the most rapidly growing developing region in 2004,
largely driven by China’s growth of 9.2 per cent and the consequent expansion of intraregion-
al trade. At the same time, domestic demand for manufactured goods is increasing in impor-
tance as higher incomes translate into increased consumption. This should provide the region
with a degree of resilience to any moderation in China’s import demand as a result of efforts
to cool that economy. Higher oil prices narrowed external surpluses in 2004 and contributed
to an acceleration in inflation; price pressures are expected to persist in 2005. Reflecting the
high degree of globalization of the region, the prospects for 2005 will be subject to slower
growth worldwide, the deceleration in China and higher oil prices. Growth in China is fore-
cast to fall to 8% per cent, with that for the region as a whole slipping to 6%2 per cent.

Growth in Latin America and the Caribbean reached 5.5 per cent in 2004,
breaking a six-year period of very weak growth. The recoveries in Argentina and Venezuela
and a marked improvement in Brazil accounted for much of the growth, but three other
large countries also grew by more than 3 per cent and only one country—Haiti—suffered
a decline in output. Exports, particularly of commodities, served as a catalyst to stimulate
investment, and consumption responded to the consequent increase in employment.
Higher export revenue also resulted in a second consecutive year of current-account sur-
plus, allowing some countries to reduce their external debt. Similarly, higher tax receipts
increased primary fiscal surpluses and some countries used the opportunity to reduce pub-
lic debt. Growth in 2005 will remain heavily dependent on the external environment
which is expected to be less stimulatory. Unusually, however, this may be offset by stronger
domestic demand, particularly in the larger economies. Domestic demand is supported by
sound macroeconomic conditions, as well as by some degree of employment and wage
growth. Overall, growth is expected to be around 4 per cent in 2005, but remains subject
to external risks. As elsewhere, higher oil prices or slower growth globally or in China
would damage growth prospects, but the region is also subject to the additional risk of
higher international interest rates.

The 2004 oil price
shock in perspective

Although prices had subsided by year’s end, the surge in oil prices in 2004 triggered two
main concerns: first, the risk of another global oil crisis which, according to some analysts,
would dwarf the crises of the 1970s (both of which wreaked havoc on the world economy)
and, second, the possibility of permanently higher oil prices in the long run. Despite their
surge in 2004, oil prices in inflation-adjusted terms remained far below the record levels
they reached in the late 1970s (see figure 1.3); even the volatility in prices was less than in
previous oil crises.

Global oil production capacity was tight in 2004, exacerbated by various
heightened uncertainties about supplies from some major oil-producing areas.
Nevertheless, the rise in oil prices was driven mainly by strong global oil demand, not by
reductions in supply, as was the case in past oil crises. On this occasion, the increased oil
prices will lead to slower global economic growth in 2005 and beyond, but not necessari-
ly to a substantial downturn or a recession. In particular, as long as there is no large-scale
disruption in the global oil supply, an oil crisis of the type experienced at the beginning of
the 1970s can be averted. The higher prices will gradually curb global oil demand and

encourage new oil production, causing prices to retreat somewhat.
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Figure 1.3.
Oil prices: 1970-2004 (constant 2003 US dollars)
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The volatility of oil prices

In addition to their general upward trend, oil prices were volatile in 2004. Oil prices tend
to be volatile for a number of reasons. First, the price elasticity of global oil demand is low
because oil is indispensable for many economic activities and possible substitutes for it are
limited in the short run. Secondly, the income elasticity of global oil demand is high, also
reflecting the close relationship between economic activity and the demand for energy.
Thirdly, the price elasticity of oil supply is low in the short run because of both the long
investment cycle in oil production and the oligopoly in the supply of oil.

In the longer run, competition among oil producers, including the non-compli-
ance of members of the Organization of the Petroleum Exporting Countries (OPEC) with
their production quotas, limits the power of OPEC over the global oil market and increases
the response of total oil supply to a sustained change in the price of oil. On balance, there-
fore, global oil demand is determined primarily by the strength of global economic activity
and is influenced only marginally by fluctuations in oil prices, particularly in the short-to-
medium term. For the same reasons, small changes in the balance between global oil demand
and supply are likely to cause large fluctuations in oil prices. In the extreme cases of the past
oil crises, disruptions in the global oil supply caused steep price increases.

Experience suggests that it is not in the self-interest of oil suppliers to seek sub-
stantially higher oil prices because such higher prices derail global economic growth and
this subsequently leads to a collapse in oil prices. Movements in oil prices can, however, be
caused and greatly amplified by factors other than the actions of suppliers, such as geopo-
litical uncertainties about global oil supply and speculative behaviour in the oil market,
particularly in the futures market. In the latter respect, oil prices can be subject to the
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“herd instinct” and similar behaviour that causes overshooting and bubbles in financial
markets. The increased uncertainties prevailing for much of 2004 attracted additional spec-
ulative activity in the oil market and may have exacerbated the inherent volatility.

Macroeconomic effects
of higher olil prices

Time-series studies suggest that the macroeconomic effects of increases in oil prices have
diminished since the oil crises of the 1970s. Some also show that the negative impact of
higher oil prices on real economic activity is likely to be limited to the short run, although
the impact on inflation could last longer in some countries.! For their part, large-scale
models provide numerical estimates of the impact of changes in oil prices on the incomes
of oil producers and oil consumers, inflation, financial markets, business and consumer
confidence, business costs, policy actions and international transmission mechanisms.

The initial impact of changes in oil prices is through the transfer of income.
Higher oil prices transfer income from consumers to oil producers and, at the internation-
al level, from oil-importing countries to oil-exporting countries. For most oil-importing
countries, higher oil prices lead to a reduction in their demand for imports of other goods
and services unless they are able to draw on foreign reserves or foreign lending to mitigate
the situation. On the other hand, the income gains lead to higher expenditure in the oil-
exporting countries, but these countries usually do not spend all their gains immediately.
The increase in spending by the oil-exporting countries is therefore likely to be less than
the decrease in spending by oil-importing countries, leading to a decline in world aggre-
gate demand, especially in the short run. It is this net decrease in global demand that ulti-
mately reduces the demand for and price of oil.

Higher oil prices increase costs in almost all industries, but particularly in such
energy-intensive sectors as transport. Businesses will normally try to pass on their higher
costs by raising the prices of their products. Higher oil prices are therefore likely to lead to
an increase in inflation, the severity of which will depend, inter alia, on the extent to which
companies pass on higher oil prices in the prices of their final products, on the conse-
quences for wages and on the effectiveness of anti-inflationary policies.

The impact of higher oil prices on income, business profits and inflation—and
the corresponding change in macroeconomic policies—is likely to lower the values of
financial assets, which will affect the real economy through negative wealth effects and
decreases in business investment. The two oil crises of the 1970s produced a major erosion
of consumer and business confidence; in the United States, the corresponding indices
plummeted 50 per cent, which led to further reductions in household consumption and
business capital spending.

Both fiscal and monetary policies have a strong bearing on the macroeconom-
ic impact of higher oil prices. Views are split over the efficacy of macroeconomic policies
in handling the initial impact, but policy, notably monetary policy, is particularly relevant
in determining the secondary effects and the process of recovery from an oil shock. Because
of the magnitude of oil’s role in the economy, particularly in the developed countries, high-
er oil prices will increase the inflation rate, causing the authorities to tighten monetary pol-
icy. In the cases of the previous oil shocks, many analysts believed that the adoption of
restrictive policy measures in reaction to the inflationary effects of higher oil prices had far
more far-reaching negative consequences than the other repercussions. With the reduced
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oil intensity of the developed economies, the inflationary impact of higher oil prices, and
hence the need for a tightening of monetary policy, will be less.

Most of the first-round negative effects of higher oil prices on individual
economies are likely to be amplified by changes in the terms of trade and changes in inter-
national trade and capital flows. After the initial income effects, the economic slowdown
in oil-importing countries reduces their import demand and initiates a downward spiral of
decreasing aggregate demand in the world economy. Similarly, a tightening of macroeco-
nomic policies, especially a rise in interest rates in major developed economies, would have
an impact on global financial markets. This would aggravate the external financial situa-
tion of developing countries, particularly low-income oil-importing countries with heavy
foreign debt burdens and precarious balance-of-payments situations. On the other hand,
international transmissions can also ameliorate the adverse impact of higher oil prices, for
example through the recycling of the increased oil revenues of the oil-exporting countries
to the rest of the world.

Simulations of the impacts of an increase in oil prices suggest that a 20 per cent
increase in oil prices would lead to an annual loss of gross world product (GWP) of 0.2-
0.3 percentage points.2 The estimates for individual countries and regions vary, but not by
a large margin. For example, the loss in the GDP for the developed countries as a group is
estimated to be about 0.3 per cent. Among developing countries, the impact would be the
largest for oil-importing sub-Saharan African countries, with a loss of GDP of more than
one percentage point, since imports of oil account for more than 10 per cent of GDP in
some of these countries. These countries would suffer a reduction in domestic demand if
there were no additional external financial resources to compensate for the higher oil bill.
For Asian developing countries, the impact would be a loss of GDP in the range of 0.4-0.5
percentage points for China and India and even more for a few of the newly industrialized
economies in Asia where oil intensity now surpasses that in the developed economies. The
impact on most oil-importing economies in Latin America would be slightly less than in
Asia. Studies also show that most oil-exporting countries would gain 5 percentage points
or more in growth of their GDP.

Two cases of higher oil prices

A lacuna in most quantitative studies is the lack of a distinction between the case of high-
er oil prices mainly driven by strong oil demand, as in the current situation, and the case
of higher oil prices caused predominantly by a reduction in oil supply, as in the oil crises
of the 1970s and 1980s when production was reduced by a large margin.

When higher oil prices are caused by a notable curtailment in supply, the phys-
ical shortage of oil leads to a direct disruption in overall economic activity, the lay-off of
workers and welfare losses from higher oil prices. In contrast, when higher oil prices are
caused mainly by stronger-than-anticipated demand, it is an indication that global eco-
nomic growth is at or beyond the rate that can be supported by prevailing global oil pro-
duction capacity. In both cases, there will be an income transfer from oil consumers to oil
producers and from oil-importing countries to oil-exporting countries. However, in the
case of a demand shock, part of the transfer is a redistribution of the strong global growth
among the different parties in the oil-market; in this situation, the negative income effects
should be small. In the case of a supply shock, the transfer has negative income effects for
the global economy as a whole.
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Both cases have distributional effects among countries and among income
groups within countries: poor oil-importing countries and the low-income group within an
oil-importing country will always be the most vulnerable to higher oil prices. In the case of
a demand shock, the negative impact of higher oil prices on many oil-importing countries
may be ameliorated by other factors, such as strong global demand for their exports of other
commodities. Additional external financial resources would also help these countries to off-
set the adverse impact of higher oil prices. Within a country, increased fiscal transfers to the
poor would reduce the burden of higher oil prices on lower-income groups.

Most developed economies have lowered their oil intensity (defined as primary
oil consumed per unit of GDP) because they have become more energy-efficient in both
production and consumption and because oil energy-intensive manufacturing activity
accounts for a smaller proportion of their GDP than previously. Some of this manufactur-
ing has moved to developing countries as part of the global integration of production and
trade. When the final products reach developed countries as imports, the impact of higher
oil prices on the final prices of these goods is marginal. Developed economies have there-
fore become less vulnerable to oil shocks, but the situation is the opposite for many oil-
importing developing countries.

These assertions may, however, be more valid in the case of a demand-driven
increase in oil prices than in the case of an oil supply shock. Lower oil intensity gives most
developed countries an advantage only if higher oil prices are driven by strong global
demand. Lower oil intensity does not reduce vulnerability to the direct damage caused by
a disruption in oil supply. Since per capita oil consumption in most developed countries is
still several times higher than in developing countries (23 barrels per person per year in the
United States compared to 1.5 in China, for instance), developed countries remain highly
vulnerable to a disruption in the global oil supply.

Longer term concerns

Past experience suggests that oil prices are unlikely to remain at the high levels they peri-
odically attain. Nevertheless, the surge in oil prices in 2004 was accompanied by a concern
about the possibility of permanently high oil prices in the future, as suggested by the sig-
nificantly higher prices prevailing in the long-term oil futures markets. This concern is
based on a number of arguments concerning both global oil demand and supply.

On the demand side, analysts point to the rapid emergence of China, India and
a few other large developing countries that are at an early stage of industrialization or at
the beginning of an accelerating phase of demand for energy. For example, China has dou-
bled its oil consumption in the past 10 years and has increased it by more than 10 per cent
annually for the past two years. According to some estimates, demand for oil by develop-
ing countries will rise from the present level of 25 million barrels per day (bpd) to about
70 million bpd in 2020.

On the supply side, there has been a dearth of discoveries of major new oil
fields in the past decade or so, as indicated by the deceleration in gross reserve additions.
Moreover, some analysts claim that global oil production will probably reach a peak dur-
ing this decade; some argue that the slowdown in global oil production may have started
and that the higher prices in 2004 may be the precursor of a major crisis. In contrast, opti-
mists forecast that new technologies to preserve existing conventional oil reserves will
emerge and that the world will begin a transition to the next major sources of energy before
mid-century (which is when some forecasts project oil production will peak).
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The global imbalances, particularly the United States twin deficits, continue to raise concerns
because of the risks they are widely perceived as presenting to the global economy, not only
to the economy of the United States itself. Nevertheless, some observers have argued that the
United States current-account deficit poses no such threat because it will be possible to con-
tinue financing it over the longer term. The reason given is that such an arrangement is per-
ceived as being mutually beneficial to the United States and to the Asian countries that are
now providing a large part of the financing of the deficit by purchasing United States gov-
ernment securities. This arrangement reduces interest rates in the United States below what
they would be if other means of financing had to be found and thereby stimulates consump-
tion and investment in the United States, producing higher economic growth and increased
imports. For their part, this arrangement allows surplus countries to continue increasing their
exports and hence to also achieve higher rates of economic growth.

It has also been argued that the capacity of the United States to borrow abroad
has risen because technological advances, continuing global financial deregulation and
improvements in transparency and investor protection have created more specialized finan-
cial products and institutions. These have increased the ability and willingness of foreign-
ers to place financial resources in the United States and have thereby allowed the United
States to finance its current-account deficit without apparent stress. It is therefore claimed
that, at least for the United States, there has been an increase in the commonly accepted
threshold of around 5 per cent of GDP as the limit for the sustainability of a current-
account deficit. These arguments are used to support the view that the current global
imbalances could persist for some time without creating difficulties for the world econo-
my. However, the depreciation of the dollar in 2004, particularly in the latter part, suggest
that the validity of this argument may be waning.

The impact of the
depreciation of the dollar

The explanation for the depreciation of the dollar and its likely effects depends on the con-
ceptual approach that is adopted. One approach focuses on the trade imbalances and
argues that the depreciation of the dollar reflects an attempt by the market to restore exter-
nal balance primarily through its effects on the United States external trade—over time,
depreciation is expected to reduce imports and increase exports. There may also be sec-
ondary effects, such as an increase in inflation because of higher prices of imports. In addi-
tion to a direct dampening effect on domestic demand, increased inflation is also likely to
prompt monetary tightening. Monetary tightening will further reduce domestic demand
and the demand for imports.

In the case of the United States, these trade effects are likely to be offset by a
wealth effect resulting from the large amount of dollar assets held outside the United
States. In most countries, the change in relative prices brought about by a depreciation has
an expansionary effect on the domestic economy but a contractionary impact on other
countries. In addition, however, a depreciation has wealth effects: by reducing its relative
wealth, depreciation usually has a contractionary effect within the country. In the case of
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the United States, the large volume of dollar assets held abroad means that other countries
suffer a reduction in wealth (and income from their dollar assets) if the dollar depreciates.
This reduction in wealth has a contractionary effect in other countries, compounding the
negative wealth effect in the United States itself. This external contractionary effect will
adversely affect the demand for United States exports, dampening the effect of the depre-
ciation of the dollar on the trade imbalance.

There are various estimates of the extent of the change in the exchange rate and
the decrease in domestic demand required to restore a necessary degree of external balance
in the United States, but most evidence suggests that the adjustments required would be
considerable because of the nature and magnitude of the United States trade deficit. Since
United States imports are considerably greater than its exports, exports have to grow faster
than imports even if the trade deficit is to remain unchanged and even faster still in order
to reduce the deficit. In 2004, however, the volume of merchandise imports grew faster
than exports, despite the prior depreciation of the dollar (which suggests that the J-curve
should have begun its positive phase). Imports were driven by the demand for consumer
goods, which have an income elasticity of demand greater than that for United States
exports. In addition, the United States has become a net importer of capital goods so that
the present recovery of investment is also prompting additional import growth. These fac-
tors suggest that a depreciation of the dollar alone may not be sufficient to reduce the
United States trade imbalance to a sustainable level within a reasonable time.

An alternative approach to analyzing the global imbalances focuses on the fact
that the trade imbalances are a mirror image of the differences between savings and invest-
ment in individual countries: the external deficit of the United States corresponds to a
deficit of its national savings in relation to national investment, whereas countries with
current-account surpluses have savings that exceed investment. The gap between savings
and investment in a country is, in turn, a reflection of differences in propensities to save,
rates of return on investment and related long-term structural factors. These factors give
rise to changes in national holdings of international assets which are the counterpart to the
current-account imbalances.

In the case of the United States, there was an increase in the rate of investment
with the boom in the technology sector in the late 1990s. This was followed by a fall in
investment in 2001 and 2002 with the bursting of the technology bubble and a subsequent
recovery in 2003 and 2004. Aggregate savings, however, did not match the increase in
investment in the late 1990s, but they have also declined since 2000. A large part of the
reason for this decline has been dissaving by the government, primarily as a result of the
federal deficit. Following positive public savings (that is to say, a fiscal surplus) as recently
as 2000, Government dissaving reached more than 4 per cent of net national product
(NNP) in 2004.

These differences between national savings and investment in the United States
were reflected in its financial inflows. In the 1990s, the United States received inflows of
FDI and other private capital, notably equity capital, and mostly originating in other
developed countries. These inflows were motivated by the higher prospective rates of return
in the United States, driven primarily by its faster rate of overall growth and its more rapid
technical change. Such private capital inflows were used, directly and indirectly, to finance
part of the increase in private investment and thus contributed to the United States tech-
nology boom of the late 1990s. The increasing current-account deficit at that time mostly
reflected the excess of private investment over private savings in the United States since

there was a declining or relatively small fiscal deficit (and eventually a surplus).
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With the bursting of the technology bubble in 2001, private capital flows to
the United States declined but were increasingly complemented by official flows, particu-
larly purchases of United States government securities by Asian countries with current-
account surpluses. These purchases often took the form of direct government intervention
in foreign exchange markets in an effort to reduce the appreciation of domestic currencies
and thereby maintain the international price competitiveness of exports. The result has
been an increase in these countries’ foreign exchange reserves (see table 1.3), to the extent
that reserves now far exceed what used to be considered necessary when reserves were held
for precautionary purposes in case of current-account difficulties. With most balance-of-
payments problems now originating in the capital account, the optimal level of reserves is
less well defined. With the experience of their financial crisis of 1997, Asian countries have
reason to be cautious and their present levels of reserves cannot necessarily be deemed
excessive. Nevertheless, such reserves yield only a low rate of return and involve the oppor-
tunity cost of foregoing a potentially higher return from investment in the domestic econ-
omy (or elsewhere).

In sum, the savings of surplus countries were originally being used to secure the
higher prospective returns associated with private sector investment in the United States.
More recently, these countries’” surplus savings have been used in part to finance the bur-
geoning fiscal deficit and private consumption in the United States. These two phases of
financing of the United States external deficits were of global benefit in that they enabled

Table 1.3.
Total reserves minus gold: 2000, 2003 and third quarter 2004

Billions of SDRs — end of period

Country Groups 2000 2003 20042
World 1556.0 21238 24259
Developed Countries 656.1 820.2 9245
Japan 272.4 446.4 558.7
Developing Countries 820.0 1157.2 1329.6
Africa 61.8 84.1 99.3
Asia 548.2 840.2 982.1
China 129.2 2747 353.3
Hong Kong SARb 825 79.7 80.6
Taiwan Province of China 81.9 139.1 156.6
India 291 66.6 78.6
Korea, Republic of 73.8 104.5 118.7
Singapore 61.5 64.4 69.4
Western Asia 89.7 101.2 107.7
Latin America and the Caribbean 120.2 131.7 140.8

Memo items:

Russian Federation 18.6 492 62.2

Source: IMF, International Financial Statistics, January 2005.

a Third quarter.
b Special Administrative Region of China.
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the United States to fill the role of engine of the world economy for the past several years.
In the first instance, foreign private capital contributed to the United States-led global ICT
boom of the late 1990s and to the strength of world trade and global economic growth at
that time. Subsequently, in replacing private flows, official capital inflows enabled the
United States to increase its fiscal deficit during the slowdown and thereby to continue as
an engine of global growth and reduce the extent of the slowdown. While this may be
rational from an economic or financial point of view, it is the reverse of what might be con-
sidered a globally more satisfactory pattern of savings and investment whereby surplus sav-
ings in more affluent countries would be used, through various channels, to finance invest-
ment in poorer countries.

Restoring balance
in the world economy

Notwithstanding their possible prior benefits, the global imbalances may have reached a
stage where they pose a potential threat to sustained growth in the world economy because
international markets may react in a precipitous or excessive fashion. Similarly, confronted
with some of the adverse effects of the imbalances, individual governments may also take
actions that could imperil global growth. Of particular concern is the danger of a protec-
tionist backlash because of the competitive pressures emanating from misaligned exchange
rates or their uneven correction (as in the case of the euro at present). There could be a
reversion to “beggar-my-neighbour” policies in the form of anti-dumping measures and
other forms of non-tariff trade barriers. Some domestic constituencies in the United States
are already raising concerns about the trade deficit, as reflected in an increasing number of
anti-dumping actions against Asian countries and efforts to encourage some of these coun-
tries to revalue their currencies. Moreover, “beggar-my-neighbour” policies may extend to
non-trade measures, including intervention to manage the exchange rate of floating cur-
rencies in order to ensure export competitiveness. In Europe, for example, there are con-
cerns about the degree of appreciation of the euro and its effects on exports and calls for
currency market intervention.

A preferable approach would be to address the imbalances from a global per-
spective in which the goal should not necessarily be to achieve overall balance in a short
period of time. Trade and savings/investment surpluses or deficits may not necessarily be
only temporary: long-term imbalances may also be appropriate. Developing countries, for
example, would normally be expected to have trade deficits (and corresponding savings
deficits) that are financed by inflows of the funds required for their development. For var-
ious reasons, some degree of imbalance between developed countries may also be desirable
and feasible. In any event, the various structural and institutional differences between the
deficit and surplus countries suggest that it is unlikely to be possible to reduce the imbal-
ances to a sustainable level in the short term. A rapid adjustment, such as one that might
be adopted by markets if left to their own devices, is likely to be costly so that it should be
recognized that the adjustment will be a lengthy process.

The over-riding need is not to focus directly on correcting the trade imbalances
but rather to rebalance the global pattern of growth and of savings and investment. As in
all cases of adjustment, attention should not be focused exclusively on the country or
region that has a trade or savings deficit because experience suggests that such an approach
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is likely to be excessively contractionary. Among the surplus countries or regions, all should
participate in the adjustment process so that the burden does not fall on one country or
region alone.

Viewed from this perspective, remedying the imbalances requires not only
higher savings in the United States (the deficit country) but also higher investment in the
surplus countries, both individually and as a group. In the first instance, there is a need to
increase private savings, reduce public dissaving or do some of both in the United States.
With the savings of both the public and private sectors having declined in recent years, the
preferable solution would be to both encourage private sector savings and reduce the fiscal
deficit. Long-term interest rates in the United States already appear likely to increase, both
for cyclical reasons and because of the uncertainties associated with the imbalances, and
this should stimulate savings in the short run. Additional measures will be necessary to
raise the underlying savings rate over the longer term. Federal expenditures are likely to be
difficult to reduce in the short run, implying that a reversal of earlier tax cuts should be
part of the effort to reduce the fiscal deficit.

For their part, countries with external surpluses need to reduce the excess of sav-
ings over investment. As those with the largest surpluses, Asian countries should endeavour
to restore their investment rates or, if these are already deemed adequate, to channel some
of their excess savings to other developing countries where savings fall short of investment
needs. Domestically, many of these countries have unmet needs for physical and social infra-
structure; they could also invest in measures to improve various forms of social security.
Externally, the extensive reconstruction required following the tsunami of December 2004
provides an excellent opportunity for increased investment within the region.

There is a corresponding need to revitalize investment and growth in Europe.
In recent years, the mix of economic policies in most European countries has tended to
have the opposite effect, at least in the short term. Attention has been focused on struc-
tural reforms, mostly intended to achieve increased international competitiveness and
thereby avoid a loss of domestic employment over the longer term. However, the immedi-
ate consequences have been negligible increases in real wages and increased doubts about
job security. While the former has contributed to strong export growth in some cases, it has
dampened domestic demand and inhibited investment and, in some of the major coun-
tries, has failed even to achieve its goal of increased employment. The short-term result of
these structural adjustments has therefore tended to be contractionary. At the same time,
short-term stimulatory actions to counteract these tendencies have been inhibited by the
EU rules-based approach to macroeconomic policies. Fiscal expansion has been con-
strained by the ceilings in the Stability and Growth Pact while the ECB has been bound by
its goal of maintaining inflation below 2 per cent. Both the European surplus countries and
Japan should use their excess private savings for investment that will shift the balance of
growth from the external sector to domestic demand. Alternatively, as with the Asian coun-
tries, such resources can be used to improve growth in developing countries.

The efforts to reduce the deficits of the United States will have a contractionary
effect on the world economy unless complemented and offset by complementary expan-
sionary measures, such as those identified above, in other countries. To ensure that the nec-
essary actions are taken by all concerned in a timely and effective manner, an enhanced
degree of international macroeconomic policy coordination is necessary, not only among

the major economies but also including the leading economies in Asia.
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In order to reduce exchange-rate volatility, these actions should include
improved international cooperation in exchange-rate policy. The international community
should ultimately strive for a global monetary system that takes into account the interests
of all parties when changes in exchange rates are under consideration. Until such a system
exists, there should be a cautious approach to changes in exchange-rate regimes because
changes in their exchange-rate regimes expose countries to external shocks, with potential-
ly damaging short-term and long-term consequences. As an interim measure, improved
cooperation in exchange-rate policy among the major developed countries and with the
leading developing economies in Asia should be used to devise a phased and non-disrup-
tive approach to any changes in exchange-rate regimes.

There is already some degree of consensus on the need for macroeconomic
measures along the lines identified above but action remains largely lacking because of free
rider problems—action by one country may involve costs for the country and yet be large-
ly ineffective unless complemented by actions by others. At present, the inertia of policy
makers in addressing the global imbalances is one of the factors causing volatility in inter-
national financial markets. As in the 1980s, a clear demonstration of the collective will to
tackle the global imbalances would go a long way to reassuring financial markets and
increasing the probability that the world economy will be able to maintain growth both over
the short term and, while adjustment is taking place, over the medium term.

At the same time continued attention needs to be given to the longer-term
global development agenda. At the summit meeting of the General Assembly in September
2005, all governments should rededicate themselves to the attainment of the Millennium
Development Goals by 2015. This will require concerted efforts by both developed and
developing countries. However, as key instruments towards redressing the broader imbal-
ances in the world, attention should be focused on raising the quantity and quality of
ODA, improving debt relief for developing countries confronted with unsustainable exter-
nal debt burdens, and ensuring the equitable and prompt completion of the programme of
multilateral trade negotiations agreed at Doha.

Notes

1 See, for example, James D. Hamilton, “What is an oil shock?”, Journal of Econometrics, vol. 113,
Issue 2, April 2003, pp. 363-398; Juncal Cufiado and Fernando Pérez de Gracia, “Do oil price shocks
matter? Evidence for some European countries”, Energy Economics, vol. 25, Issue 2, March 2003, pp.
137-154.

2 See, for example, “Analysis of the impact of higher ail prices on the global economy”, International
Energy Agency, May 2004, and “The impact of higher prices on the global economy”, International
Monetary Fund, December 2000.
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International merchandise trade registered a strong performance in 2004, growing at an
estimated 10.5 per cent in volume terms, a noticeable acceleration over the 6.2 per cent
growth in 2003.1 This outcome reflected the cyclical strength of the global economic recov-
ery as manufacturing, including the trade-intensive information and communication tech-
nologies (ICT) sector, picked up pace in the first half of the year and domestic demand
strengthened in a broader number of economies. The brisk global economic environment
supported further gains in the prices of commodities and, to a lesser extent, of manufac-
tures, leading to an increase in the dollar value of global trade of almost 19 per cent, to
$8.6 trillion, in 2004.2 However, with the global recovery reaching its peak towards the end
of 2004, the rate of growth of global trade is anticipated to moderate to about 8 per cent,
in real terms, in 2005 (see table A.7).

In contrast with 2003, much of the trade growth in 2004 originated in devel-
oped countries, supported by their faster economic growth, particularly in North America
and Japan. These forces were reinforced by the continued strong expansion of the Chinese
economy. Import demand of many developing economies also recovered during the year.
However, growth and import elasticity differentials among major trading partners and
exchange-rate changes, together with past shifts in the location of specific segments of
manufacturing, resulted in expanding trade imbalances, which—although not expected to
increase further—will persist in the future (see figure I11.1).3

Figure I1.1.
Selected economies: trade balances, 2003-2005
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The year was also characterized by a continued weakening of the dollar.
Nonetheless, for several economies, international demand, particularly from the United
States and Asia, was strong enough to offset the negative effects of currency appreciation
on exports; this is not likely to be the case in 2005, when import demand is expected to
decelerate. China continued to be a formidable presence in international trade, generating
about 20 per cent of the observed trade growth and injecting important dynamism not
only into intraregional but also to global trade. China’s economic growth, particularly the
expansion of its manufacturing and construction sectors, has also contributed to an
increase in the global demand for raw materials and oil.

Regional trends and outlook

Among the developed economies, there was a lull in the exports of the United States around
mid-2004, largely due to a slowdown in some Asian economies (China, Japan and Taiwan
Province of China and a deceleration in the growth of ICT exports, but data indicate a
rebound entering the last quarter, and the annual growth of real exports for 2004 was about
10 per cent, with capital goods taking the lead. Real imports are estimated to have grown at
the same pace, driven by an increase in imports of raw materials and capital goods. Real
exports are expected to grow by about 10 per cent again in 2005, supported in particular by
a weaker dollar exchange rate and strong—albeit moderating—demand from the rest of the
world. The growth of real imports is expected to moderate as a result of less vigorous domes-
tic demand. Having deteriorated to about $600 billion in 2004, the United States trade
deficit is expected to stabilize at about the same level in 2005 (see figure I1.1).

Exports from Canada rebounded in 2004 from a decline in volume terms in
2003. The continued adverse impact of the appreciation of the Canadian dollar was offset
by increased international demand and higher prices for many of the country’s commodi-
ty exports. Meanwhile, the acceleration of domestic demand also boosted imports, which
will remain strong in 2005. Some moderation in exports is expected in 2005 due to
renewed appreciation of the Canadian currency and a slowdown in import demand by the
United States.

In the case of the European Union (EU),% strong external demand largely offset
the decrease in competitiveness stemming from the appreciation of the euro since 2000.5
Real export growth in the region accelerated and, despite some slowdown during the sec-
ond half of 2004, is estimated to have reached 6.9 per cent in 2004, compared to 1.5 per
cent in 2003 (see table A.7). There was, however, a variety of outcomes within the region.
Exports of Germany, for instance, are estimated to have grown by more than 10 per cent.
There were also strong performances by Austria, Ireland, Portugal, Spain and most of the
new EU members. Conversely, exports by France, Italy and the United Kingdom of Great
Britain and Northern Ireland performed poorly. One possible explanation for the German
performance is that competitiveness has been bolstered by low increases in unit labour
costs compared to the average for the region. Additionally, German exports are particular-
ly geared towards capital goods, which have been a strong component of import demand
during the investment rebound phase of the recovery. Among the new EU members, strong
export growth in 2004 was due to, among other factors, gains in productivity, which sup-
ported competitiveness, and gains in product quality. Moreover, accession to the EU
allowed a strong increase in exports of food products, while diversification of export mar-

kets continued, particularly towards developing countries.
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Import demand accelerated in the EU during the first three quarters of 2004,
boosted in part by the appreciation of the euro and an increase in investment spending.
With only a moderate pass-through of the currency appreciation into import prices thus
far, import demand should remain strong in 2005, bolstered by an improvement in domes-
tic demand. Imports are estimated to have grown 7.4 per cent in 2004, and a similar rate
of growth is expected in 2005. Among new European Union members, imports also
remained strong, mostly due to the international production chains in their manufactur-
ing. In addition, many companies tried to increase their imports from non-EU countries
and accumulate some stocks at the beginning of 2004 since, following accession, such
imports became subject to the EU common tariffs. Strong private credit growth also con-
tributed to imports of consumer goods. For these economies, import growth may slow
slightly in 2005, in line with exports, but will remain strong due to continuing increases
in real wages and an expansion of credit, as well as the implementation of projects associ-
ated with EU membership that will require imports of investment goods.

Japan’s real export growth has been exceptionally strong for the past two years,
reaching 9.4 per cent in 2003 and more than 15 per cent in the first half of 2004, but
decelerating in the third quarter of 2004 to an annual rate of 1.5 per cent. Strong demand
from the rest of Asia was the key driving force, accounting for more than 90 per cent of
the increase in Japan’s exports for the past two years, China alone being responsible for
more than 40 per cent. The growth of real imports was weaker, but strengthened during
2004, reflecting a recovery of domestic consumption. As a result, the contribution of net
exports to GDP turned negative in the third quarter of 2004 for the first time in the past
few years. The outlook for Japan’s exports has become more cautious for 2005, in line with
lower global economic growth and further yen appreciation.

Both Australia and New Zealand saw growth of imports of over 10 per cent in
2004 owing to their robust domestic demand. Exports also recovered, although both
economies are still running a large trade deficit (about 5 per cent of GDP). While
Australia—a metal and oil exporter—was able to reduce its deficit owing to improved
terms of trade, New Zealand experienced a deterioration in its trade deficit. Trade by both
economies is expected to slow: the appreciation of their currencies will weigh on their
exports while the anticipated moderation in their domestic demand, particularly in New
Zealand, will curb import growth.

The surge in world commodity prices, in particular of oil and gas, and the
upturn in the global economy boosted the value of exports of the resource-rich
Commonwealth of Independent States (CIS) countries. This was supported by buoyant
intraregional trade, mirroring the robust growth in the largest economies in the region.
Trade is anticipated to slow down in 2005, as exports decelerate due to reduced capacity in
the oil sector. Moreover, exports will be constrained by the real exchange-rate appreciation
in many countries of the region; this is already reducing the competitiveness of the region’s
manufacturing, particularly in the Russian Federation. However, exports of manufactured
goods remain of limited importance for most CIS countries.

After a strong rebound in 2003, the real export growth of the Russian
Federation is estimated at about 10 per cent in 2004, led by oil and gas, ferrous and non-
ferrous metals and chemicals. Oil exports, however, have been less dynamic than before,
largely reflecting uncertainties surrounding a key exporter (Yukos), a new tax system on oil
exports and capacity constraints in existing pipelines and terminals. Delays in implement-

ing new pipeline projects will have an adverse effect on oil exports and hence on total
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exports. Meanwhile, robust domestic demand and exchange-rate appreciation led to fast
import growth. Terms of trade gains contributed to a widening of the Russian Federation’s
trade surplus, which reached an estimated $70 billion in 2004.

Developing economies maintained a remarkable trade performance in 2004.
Africa’s exports continued to grow, albeit at a slower pace than in the previous year when
there was an impressive recovery in exports in such countries as Madagascar, Nigeria and
South Africa. Real export growth was strongest in countries that were able to expand pro-
duction capacity. New gas and oil fields boosted exports in Algeria and Chad. Similarly,
increased output of some mineral commodities accounted for much of the growth in
exports by such countries as Namibia and South Africa. Nonetheless, some countries reg-
istered a decline in export volumes, mainly because of supply disruptions caused by civil
unrest and increased smuggling of key export crops to neighbouring countries. Cote
d’Ivoire was a case in point. For the region as a whole, the growth of export volumes is
expected to decelerate in 2005 as global demand slows down, while increases in export rev-
enues will be dampened by reduced strength in oil and commodity prices.

Africa increased expenditure on imports in 2004, reflecting an improvement in
domestic incomes as well as higher oil and food prices. In many oil-exporting countries,
increased investment for the expansion of productive capacities and infrastructure develop-
ment was the main driving force behind import growth. Meanwhile, adverse weather condi-
tions in the Sahel led to a widening of the cereal deficit and increased imports of food staples
in such countries as Burkina Faso, Chad, Mali, Mauritania, Niger and the Sudan.

In East Asia merchandise trade expanded by over 18 per cent in real terms in
2004. Merchandise exports have been driven by the positive global economic environment
and, at the intraregional level, by strong demand from China. However, some economies in
the region (the Republic of Korea, for example) have suffered from their exposure to the
volatile ICT and electronics markets, which experienced decelerating growth in the second
half of 2004 (see figure I1.2) and which are expected to continue to slow in 2005. Others
countries (such as Indonesia) have seen their exports come under increasing international
competitive pressure. Meanwhile, East Asian merchandise imports have been on an upward
trend owing to strong economic growth and higher prices for oil and raw materials. In the case
of China and Taiwan Province of China, for example, imports grew faster than exports, lead-
ing to a fall in the contribution of net exports to economic growth in these economies.

Looking ahead to 2005, developments in the China will continue to be an impor-
tant determinant of trade performance throughout the region. The predicted modest slow-
down of economic growth in China is likely to affect the contribution of net exports to eco-
nomic growth in economies that are particularly dependent on the Chinese market. In addi-
tion, economies such as Singapore are likely to see a dip in their export growth rates due to
the impact of the outbreak of SARS in the year 2003 on export growth rates in 2004.

South Asia’s external sector reflected the region’s healthy economic performance
in 2004. The larger countries in the region recorded double-digit growth of both exports
and imports, as measured in current dollars. Increases in trade volumes were also substan-
tial, with import volume growth supported by rising domestic investment and consump-
tion demand. Trade is anticipated to continue expanding in 2005, although export growth
may slow due to weakening global demand.

As in 2003, India’s merchandise trade deficit was offset by strong services
exports and remittances, producing a marginally positive current-account balance. In
Bangladesh, exports outperformed imports, suggesting that the garment sector finds itself
in a position of strength before the end of the Agreement on Textiles and Clothes (ATC)
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Figure 11.2.
Semiconductor shipments, January 2000-September 2004
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(see section below). Sri Lanka’s low water reserves reduced its capacity for hydropower gen-
eration and led to higher oil imports for thermal generation, which aggravated the impact
of oil prices on the trade balance. High oil prices also weigh on the import bills of the other
net fuel importers in the region. Conversely, Iran registered high growth rates in overall
exports in 2004 owing to higher oil export volumes and prices. In 2005, Iran’s oil export
volumes are expected to expand only marginally, owing to flattening production and rising
domestic consumption.

Western Asia’s exports grew by 6.7 per cent in 2004. As in 2003, export growth
was driven by the oil-exporting countries of the region as oil production increased to meet
stronger-than-expected rising world oil demand and also to compensate for supply disrup-
tions in some key producers. Non-fuel exports also expanded in 2004 due to strong per-
formances by Israel, Jordan and Turkey. As a result, the region’s total export revenue
increased by over 20 per cent in 2004—Ilargely supported by higher fuel prices—but
growth is expected to decelerate to 5 per cent in 2005 reflecting reduced oil production and
lower prices. Growth of the region’s export volume is expected to decelerate to 6 per cent
in 2005, with the increase coming mainly from non-oil exporting countries. Meanwhile,
import growth accelerated to 7.8 per cent in 2004, reflecting the buoyant economic activ-
ity in the region. Consumer goods imports increased, responding to the surge in disposable
income in most countries. Imports of capital and intermediate goods also rose owing to
increased public and private investments. The lagged expenditure effect of rising govern-
ment revenues in the oil-exporting countries is expected to support a robust import growth
in 2005 as new projects (mostly in infrastructure development, but also in fertilizer, petro-
chemical and power plants) are planned to be launched during the year.

Source:
Semiconductor Industry
Association.

Higher oil prices
boosted export
revenues in
Western Asia
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Trade in Latin America and the Caribbean gained strength in 2004, as both
exports and imports experienced a broad-based recovery. Robust export growth and high-
er commodity prices supported a second consecutive surplus in the region’s current-
account balance—an extraordinary event for the region, even more so as it occurred despite
a marked acceleration in imports (see table A.7).

In contrast to 2003, when export growth was concentrated in the southern
hemisphere and demand for manufactured exports from the northern part of the region
was sluggish, exports in 2004 increased throughout the region. The rebound in the United
States economy favoured exports of manufactured goods from Mexico and other maquila
export zones in Guatemala, Honduras and Nicaragua. For these Central American coun-
tries, however, this rebound was felt mostly in value terms as export volumes decelerated.
Moreover, there is growing concern that Chinese exports will continue to compete with the
subregion’s manufactures, thus necessitating an improvement in productivity to maintain
export growth. In contrast with the situation in the northern subregion, the region’s com-
modity exporters performed strongly both in 2003 and 2004. China’s increasing demand
especially benefits South American economies, above all, metal and grain exporters.
Meanwhile, imports strengthened remarkably in 2004, after weak demand from the region

in 2003 when economies were growing, on average, at sluggish rates.

Commodity prices and markets

Non-oil commodities

Continuing the pattern that emerged in 2003, the global economic recovery in 2004 was
accompanied by increased prices for many non-oil commodities (see table A.8); following
an increase of over 11 per cent in 2003, prices rose by an average of a further 10 per cent
in dollars in 2004. The global economic recovery, particularly the rapidly increasing
demand in Asia and, within the region, notably in China were the main reasons for the rise
in prices in 2004. Overall economic growth in most of these countries is the result of
expanding manufacturing activity, for which many of these countries are heavily depend-
ent on imports of commodities. The prospect of continued strong global economic growth,
especially the likelihood that manufacturing and investment in China will remain robust,
should continue to support commodity prices in 2005.

The improvement in commodity prices in 2003 and 2004 has not offset the set-
back suffered in the prior prolonged period of falling commodity prices: from 1980 to 2002,
non-oil commodity prices, whether expressed in current United States dollars or special
drawing rights (SDRs), fell by some 40 per cent (see figure I.1). Even over the shorter and
more recent period prior to the recent upturn, non-oil commodity prices fell by an average
of over 30 per cent in dollars and over 20 per cent in terms of SDRs between 1995 and 2002.
Particularly for some commodity groups and individual commodities, the improvement in
2003 and 2004 falls far short of returning prices to their earlier levels. At the end of 2004,
for example, the price index for all food products was almost 20 per cent below the average
for 1995; within this group, the fall in the price of tropical beverages was particularly marked.
Developing countries exporting agricultural commodities are therefore still faced with prices
that are low by historical standards. Moreover, some of the recent increase in prices has been
a reflection of the concurrent depreciation of the dollar; measured in terms of SDRs, the
increase in commodity prices since 2002 has been more modest. Finally, the prices of these
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countries’ manufactured imports have continued to increase and, in 2004, were accompanied
by higher prices for their oil imports. Even over the past two years, therefore, the terms of
trade of some non-oil commodity exporting countries have deteriorated.

Price developments in 2004 differed among commodity groups (a review of
recent developments and prospects in individual commodity markets is contained in the
annex). In 2003, despite declines for some individual commodities, the average prices for
most commodity groups either increased or remained unchanged (see figure 11.3). In 2004,
increases were more muted and the prices of some commodity groups declined. Reflecting
their role as inputs into manufacturing and investment activities, industrial raw materials
experienced good demand conditions: prices for minerals, ores and metals rose by an aver-
age of more than 20 per cent in 2004. Asian demand has reduced stocks of most metals
and these prices are likely to remain high in 2005. Prices for vegetable oilseeds and oils
increased because of higher Chinese demand in 2003, but retreated by 10 per cent in 2004.
For agricultural raw materials, having risen by more than a quarter in 2003, prices
remained largely unchanged over the course of 2004. The prices of food and tropical bev-
erages, the only commodity group which did not experience an increase in prices in 2003,
made up some ground and rose by around 8 per cent in 2004, but performance was very
mixed within the group. For instance, such commodities as sugar and bananas faced very
bullish market conditions, but the prices of wheat, maize and cocoa declined over the year.
Excess supply characterizes the markets for several of these commodities; coupled with low
income elasticity of demand, even the recent world economic recovery has not led to sig-
nificant increases in their demand.

World oil markets

Oil prices increased and remained extremely volatile throughout 2004. By mid August
2004, prices per barrel were about $14 higher than at the beginning of the year (see figure
I1.4). The increase was driven by fast growth of demand for oil within a context of low and
declining inventories and limited spare capacity, an unsettled security situation that sup-
ported a “fear premium” and speculative movements as well as the occurrence of natural
disasters that disrupted production in the Gulf of Mexico area. Additionally, world refin-
ing capacity proved to be inadequate, while supply from Iraq, as well as from the Russian
company, Yukos, remained uncertain.

Fears of possible shortages in the world oil market mounted and gained
momentum as doubts persisted over the ability of the Organization of the Petroleum
Exporting Countries (OPEC) to compensate for any further disruption in oil supplies.
OPEC had been producing at more than 95 per cent of capacity, reducing the cartel’s spare
capacity to only 1 million barrels per day (mbd)—the lowest in three decades—and mak-
ing oil markets extremely vulnerable to any supply disruption or to a further surge in
demand. Even temporary outages in Nigeria and Norway contributed to pressure on prices
and reinforced market sentiment that world spare production capacity had been reduced to
an alarmingly low level.

Oil prices moderated somewhat after the August peak, only to escalate again in
late October 2004 as hurricane Ivan destroyed oil production facilities in the Gulf of
Mexico, where 25 per cent of the United States oil is produced and refined. As a result, oil
output fell to its lowest level in more than 50 years and stocks of crude oil and refined
petroleum products declined in the United States, as opposed to the usual build-up that
takes place at that time of the year.
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Figure I1.3.

Prices of primary commodities and manufactures, January 1999-October 2004
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Figure I1.4.
Oil prices and OPEC-10 production quota, January 2003-November 2004
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Meanwhile, Iraqi oil output has been struggling to return, on a sustained basis,

to pre-invasion levels of about 2.6 mbd, owing to the continued deterioration in the secu-
rity situation and increased attacks on oil transportation facilities. Oil production fell by
400,000 barrels per day (bpd) to 1.8 mbd in November 2004.6 Market participants’ con-
cerns about a possible prolonged disruption of Iraqi output have been supporting a “fear
premium” in oil markets and contributing to the increased prices.

Uncertainties about oil output elsewhere have also enticed speculative funds—
mostly hedge funds—into world oil markets. By mid November 2004, however, hedge
funds cut their net long positions to the lowest level in a year. At end November 2004,
crude oil prices began to weaken (see figure 11.4), reflecting mostly the rise in world oil
inventories and the anticipation of a relatively mild northern hemisphere winter.

As prices advanced, OPEC-10 quotas were adjusted upwards (see figure 11.4).
OPEC-10 production increased sharply during the year, reaching a peak of 28.2 mbd in
October 2004—the highest level in 25 years—and above the quota of 26 mbd established
for that month. Iragi production, which is not subject to a quota, added another 2.2 mbd
to the Organization’s output in October 2004. Most OPEC countries produced above their
respective quotas, although the bulk of the increase came from Saudi Arabia and was geared
to calm markets and stabilize prices. Increased OPEC production also helped in rebuilding
world oil inventories. OPEC production, however, fell in November 2004—the first
decline in seven months—mostly due to the drop in Iraqi output and a decline in produc-
tion by Saudi Arabia.

Amidst concerns about a further slide in prices and higher stock levels in most
developed economies, OPEC countries met in Cairo, Egypt, in early December 2004. An
additional source of concern for the Organization was the continued dollar depreciation
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against major currencies that has been eroding OPEC’s purchasing power, as oil prices are
denominated in dollars. Accordingly, OPEC member countries decided to keep their pro-
duction quota unchanged at 27 mbd but committed themselves to eliminate excess supply
estimated at 1 mbd (excluding Iraq), effective 1 January 2005.

With Indonesia, the Islamic Republic of Iran and Venezuela exempted from
production cuts—as they are producing below their respective quotas—and Iraq not sub-
jected to OPEC quota policy, the remaining seven OPEC producers will carry the bulk of
the adjustment, with Saudi Arabia contributing the most. OPEC also agreed to meet by the
end of January 2005 to review and assess trends in global oil markets and to decide whether
further cuts would be needed. After the OPEC announcement, however, prices fell, reflect-
ing the market skepticism about OPEC’s ability to keep crude oil output within its official
limit of 27 mbd. Nonetheless, the forecast is for OPEC supply to decline, reflecting main-
ly output cuts and better compliance within the group.

Non-OPEC output increased by 1.1 mbd to 50.1 mbd in 2004, less than
expected. This was mostly due to the impact of Hurricane Ivan and weak growth of the
Norwegian output. Oil supply from non-OPEC countries is projected to rise in 2005 as
output in the Gulf of Mexico recovers and production in Canada expands. Increased pro-
duction in Azerbaijan, Kazakhstan and the Russian Federation, as well as in Latin America
and the Caribbean (Brazil and Trinidad and Tobago) and Africa (Angola, Chad and Sudan)
will also contribute to the projected increase in 2005.

Despite some slowdown in the second quarter of 2004 (see figure I1.5), world
oil demand increased by 3.3 per cent to 81.8 mbd in 2004, the fastest rate of growth and
the largest absolute increase since 1977. Vigorous economic growth in China was the driv-
ing force behind the strength of global oil demand. Robust growth in the United States, as

Figure I1.5.
World oil supply and demand, first quarter 2003-third quarter 2004
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well as in India and other Asian economies, contributed to the increased demand. Global
oil demand is expected to continue to increase in 2005, albeit at a decelerating rate, that is
to say, by 1.5 mbd to 83.3 mbd, compared to 2.6 mbd in 2004. Low growth in world oil
demand in 2005 reflects mostly the expected deceleration in economic growth in such
major oil consumers as China and the United States.

As in the past two years, the global oil market will remain tight in 2005.
Equally important for price developments is the “fear premium”. As long as the security sit-
uation continues to deteriorate in Iraq and threats to oil and installation facilities persist
in Saudi Arabia and elsewhere, the “fear premium” will remain high. However, the antici-
pated deceleration of demand, together with some compliance slippages by OPEC and
increased production elsewhere, is expected to push prices down in 2005. As a result, aver-
age Brent oil prices are forecast to be around $38 pb (per barrel) in 2005, lower than the
average of $40 pb recorded in 2004.

Trade policy developments

Doha negotiations:
the adoption of a framework agreement

With the adoption of the framework agreement of 1 August 2004 (the “July package”),” the
World Trade organization (WTO) negotiations under the Doha Work Programme
resumed. The momentum generated by the adoption of the agreement must be sustained
in the coming months if the agreed frameworks are to be translated into detailed and spe-
cific modalities for concluding negotiations, taking account of the development objectives
of the Doha Declaration.

The “July package” sets out frameworks for future negotiations in five core
areas: agriculture, market access on non-agricultural products, services, development issues
and trade facilitation. It also recognizes that the original deadline of January 2005 for com-
pletion of the Doha round was unrealistic. It is now expected that negotiations will contin-
ue after the Sixth Ministerial Conference of the World Trade Organization to be held from
13-18 December 2005 in Hong Kong Special Administrative Region (SAR) of China.

The framework agreement has three key process-related aspects. First, partici-
pants had agreed to resume work in all negotiating bodies in February-March 2004, with
the aim of agreement on specific negotiating frameworks and modalities in core negotiat-
ing areas by the end of July 2004, thus putting the Doha negotiations back on track. These
meetings, the first since the WTO Canctin Ministerial Meeting, were seen as a cautious and
gradual process to rebuild consensus and mutual confidence. Second, recognition emerged
that the process and substance of negotiations were inseparable and that agenda-setting was
critical in determining the outcomes of negotiations. Third, the July agreement owed much
to a qualitative improvement in the overall negotiating atmosphere. Thus, increased atten-
tion has been given to direct and informal contacts among WTO Members, and there has
been greater disposition to listen to the positions and concerns of others, especially in such
crucial areas as agriculture.

During these negotiations, developing countries keenly pursued their interests
and priorities, demonstrating enhanced negotiating capabilities and strengthened regional,
interregional, and issue-based coalitions. These strengthened coalitions (G-20, G-33, G-
90, etc.) have been successful in focusing the negotiations on the core trade agenda and in
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advancing their specific development concerns. Equally significant have been some North-
South coalitions (such as the G-10 and the Cairns Group) and negotiating “ginger groups”,
such as the Five Interested Parties (FIP) (Australia, Brazil, the EU, India and the United
States), which came together to Sio Paulo on the eve of the Eleventh United Nations
Conference on Trade and Development (UNCTAD XI) and prepared much of the ground
for the framework agreement on agriculture.

Main areas of the framework agreement

Agriculture. The framework agreement on agriculture8 is the most important result of the Doha
process so far. It expresses a commitment to reduce substantially production-linked farm sup-
ports and eliminate agricultural export subsidies. Nonetheless, the exact timetable, in terms of
the base periods, commencement, duration and completion of implementation, are left open.

The clear commitment to eliminate all forms of agricultural export subsidies “by
the end date to be agreed” has been regarded as “historic”. In addition to existing subsidies,
the framework aims to set up a modality to eliminate other export competition measures,
such as trade-distorting types of export credits, guarantee and insurance programmes and
export subsidy elements in the programmes of state-trading enterprises. Furthermore, rules
are to be developed to ensure that food aid does not displace commercial trade, and the
negotiations will also consider whether all food aid could be provided in grant form. Under
the agreement, developing countries would be allowed to maintain certain export subsidies
to market and transport their products “for a reasonable time”, even after other export sub-
sidies are eliminated.

With regard to domestic support measures, the WTO’s Agreement on Agriculture
(AoA) classifies such measures into three types, the so-called boxes:

. The amber box comprises measures considered to distort production and
trade (with some exceptions), including support price measures and sub-
sidies directly linked to production quantities; amber box support is sub-
ject to certain limits.

. The blue box comprises support measures that require some kind of
reduction of production such as acreage, number of animals, etc. (there
are currently no limits to blue box subsidies).

. The green box comprises activities with no trade or at least minimally
trade-distorting support, often not targeted at a particular product and
not linked to price support or production. These subsidies do not face
any limit.

Although the AoA tends to differentiate between trade-distorting and non- or
minimally trade-distorting measures, it can be argued that in a world characterized by
imperfect financial markets and where farmers are faced with credit constraints, any subsi-
dies—by providing additional finance—allow recipient farmers to increase output relative
to a situation where subsidies would be unavailable.

The July framework maintains the subsidy differentiation mentioned above
and aims at substantially reducing trade-distorting subsidies to domestic production,
including capping the blue box support,? with a “tiered approach” (that is to say, involving
several different levels of reduction). It will require countries with the highest subsidy lev-
els to make the deepest cuts. As an initial installment, it is envisaged that the total level of
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trade-distorting domestic support, as bound under the Uruguay Round commitments, be
cut by at least 20 per cent in the first year of implementation. The framework also aims to
reduce the circumvention of the reduction commitments (for example, through switching
support between products), which was possible under the structure of the Aggregate
Measurement of Support (AMS). In order to take account of the special development role
of agriculture, developing countries will not be required to cut certain domestic supports
provided to subsistence and resource-poor farmers.

In the market access pillar, “substantial overall tariff reductions” are to be
achieved, with high tariffs subject to the biggest cuts. However, under the concept of “sen-
sitive products”, developed countries can maintain a high level of tariff protection on spe-
cific products provided that they expand the tariff rate quotas on these products and that
they compensate for this with greater liberalization for other products. Developing coun-
tries would make lesser tariff reductions, as a form of special and differential treatment,
and would have the right to designate “Special Products” and to apply a “Special Safeguard
Mechanism” for food security and rural development purposes. Despite the strong appeal
from developing countries, however, the framework agreement does not foresee any provi-
sions regarding non-tariff barriers and market entry conditions. (The incidence of non-tar-
iff barriers has been increasingly felt as tariffs are lowered.) It is agreed that LDCs would
be exempt from any reduction commitment, and their concern about guaranteeing duty-
and quota-free market access would be addressed in the negotiations.

Special and differential treatment (SDT) was recognized as an integral part of all
elements of future agricultural negotiations. It would be particularly crucial as regards the
market access pillar. Commitments by developed countries to reduce domestic support
substantially and to eliminate export subsidies are seen as serving to correct the long-stand-
ing imbalance in the AoA. Therefore, SDT could to a large extent be seen as an issue for
the market access pillar in terms of both increased market access for developing countries
and ensured flexibility to protect their sensitive sectors and Special Products.

The framework agreement also stipulated that cozron would be dealt with as
part of the agriculture negotiations, but that it would be “addressed ambitiously, expedi-
tiously and specifically” under a new sub-committee. The negotiations are to encompass all
trade-distorting policies affecting the sector, from import tariffs, trade-distorting domestic
support subsidies and export subsidization. The new sub-committee on cotton was estab-
lished and started its work in November 2004.

Market access for non-agricultural products (NAMA).10 Participants agreed
on the “initial elements” of modalities for future negotiations. The aims remain ambitious,
but the specifics of key elements, such as the tariff reduction formula, the special terms for
developing countries and the issue of preference erosion, are to be negotiated later.

The main initial elements that would form the basis for negotiations for a
reduction of tariffs are as follows:

. An ambitious formula to cut tariffs: a non-linear approach to be applied
on a line-by-line basis, with deeper cuts for higher tariffs for all products,
without a priori exclusions. Some developing countries are concerned
that a non-linear approach could require them to make deeper tariff cuts
than the developed countries, contrary to the provision of the Doha
Ministerial Declaration for less than full reciprocity. The text also fore-
sees possibilities for more ambitious tariff cuts (or elimination) for cer-
tain sectors (so-called sectoral initiatives), including those of interest to
developing countries.
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. Credit for autonomous liberalization by developing countries, but only
for those measures taken since the end of the Uruguay Round (1994).
This in effect excludes the most substantial liberalization by many devel-
oping countries.

. Special treatment of developing countries: developing countries would
have longer transition periods and flexibilities in tariff cuts.

. Exemption of LDCs from tariff reductions. LDCs would be required
only to substantially increase the level of their tariff bindings in order to
enhance transparency and trade predictability. Developed countries and
“other participants who so decide” are invited to provide LDCs with
duty-free and quota-free market access to support diversification, devel-
op supply capacities and increase their integration into the multilateral
trading system.

. Provision of general guidelines for addressing the issue of non-tariff bar-
riers to trade through notification, identification, examination, catego-
rization and ultimate negotiations.

Services. The framework on services negotiations largely reiterates the previous
objectives for this segment of negotiations, while emphasizing the need to ensure the high
quality of offers. Revised offers are to be made by May 2005, although it is uncertain
whether all developing countries or LDCs would be in a position to make new or revised
offers by then. Although services did not attract much attention in the July framework
negotiations, it remains a core agenda item under the Doha Work Programme. As of 1
November 2004, 44 out of 147 WTO Members had made initial offers, of which 29 were
developing countries. Most developing countries are still identifying their specific offers,
the barriers to their services exports, the impact of requests by developed countries on their
services sectors, as well as means to overcome supply constraints through implementation
of Articles IV and XIX of the General Agreement on Trade in Services (GATS), which call
for efforts to increase the participation of developing countries in international trade in
services. Progress needs to be made on the assessment of trade in services, which remains
an integral part of the negotiations on services.

Participants also agreed to pursue services trade liberalization in sectors and
modes of supply of export interest to developing countries. So far, however, among the ini-
tial offers submitted, some major developed countries have made no improvements in their
market access commitments for Mode 4 (temporary movement of natural persons). The
new offers continue to relate to measures regulating commercial presence rather than meas-
ures regulating other areas. Furthermore, developing countries are seeking to prevent a pro-
tectionist backlash on information technology (IT)-enabled services trade. Locking in the
current liberal regimes regulating this type of trade would ensure that the interests of
developing countries were reflected in the negotiations. The July package also reconfirms
that there would be no a priori exclusions of any services from the negotiations. This
implies that developing countries will be able to pursue their interests in, for example, con-
struction and maritime services, sectors where limited offers have been made so far.

A balanced outcome in negotiations would also depend on progress in GATS
rule-making, where negotiations on Emergency Safeguard Measures (ESM) remain one of
the most contentious areas. Developing countries have emphasized the need for the disci-
plines on ESM to address the implications of liberalization. Little progress has been
achieved in the discussions under Article XV of the GATS concerning the need for and
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possible scope of disciplines on subsidies in services. Article XIII of the GATS provides for
negotiations on government procurement of services, but these have not yet produced any
concrete results. In addition, negotiations concerning disciplines on domestic regulation
have also produced few results so far.

Development issues. The Framework agreement reiterates calls for the strength-
ening of WTO provisions on special and differential treatment (SDT) in favour of devel-
oping countries and implementation issues. It instructs the Committee on Trade and
Development in Special Session to complete the review of all categories of SDT provisions
with clear recommendations for a decision by July 2005. On implementation issues, the
General Council should review progress and “take any appropriate action” no later than
July 2005 on the basis of the report of the Director-General of the WTO, to be submitted
no later than May 2005. These deadlines seek to avoid the previous pattern of work on
development issues since the launch of the Doha negotiations, characterized by missed
deadlines and minimal progress.

In addition, it was agreed that special attention should be given to the specific
trade-and-development-related needs and concerns of developing countries, including
capacity constraints. In this context, the trade-related issues associated with the fuller inte-
gration of small, vulnerable economies into the multilateral trading system are also to be
addressed, without creating a subcategory of members, as part of the Doha Work
Programme.

The WTO General Council decision also affirmed that developing countries
and low-income countries in transition, and in particular LDCs, are to be provided with
enhanced trade-related technical assistance and capacity-building to increase their effective
participation in the negotiations, to facilitate their implementation of WTO rules and to
enable them to adjust and diversify their economies. In this context, the General Council
welcomed and further encouraged the improved coordination with other agencies, includ-
ing under the Integrated Framework for Trade-related Technical Assistance for the Least
Developed Countries (IF) and the Joint Integrated Technical Assistance Programme
(JITAD).

“Singapore” issues. Negotiations on trade facilitation (improving the move-
ment, release and clearance of goods, including goods in transit) were officially launched.
Developing countries were reassured they will not be required to take on commitments
they cannot implement, (such as, for financial reasons) and were promised substantial sup-
port and assistance in implementing future commitments. Moreover, it was recognized that
the extent to which LDCs and developing countries could enter into commitments, and
the timing with which they did so, would depend on their implementation capacities, and
implementation would not be required where they lacked the necessary capacity. The other
Singapore issues—trade and investment, trade and competition policy, and transparency in
government procurement—were dropped from the negotiating agenda. At the first meet-
ing of the Negotiating Group on Trade Facilitation held on 15 November 2004, WTO
members agreed on a Work Plan and a schedule of meetings.
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Bilateral and regional
trade arrangements burgeon

The number of bilateral regional free trade agreements (RTAs) continued to rise in 2004.
The forging of RTAs over the last decade appears to have gained pace in the wake of the
impasse at Canctn on the Doha negotiations. Between January and August 2004, 21 RTAs
were notified to the WTO, increasing the total number of notified preferential agreements
in force to 206. In addition, around 30 agreements were signed between 2003 and 2004
and are awaiting entry into force, and approximately 60 RTAs are in the negotiations/pro-
posal stage. The intensification of RTA activities has been recorded across all regions, but
it has been more pronounced in the Latin America and Caribbean and in the Asia-Pacific
regions (see box II.1).

Multilateralism, free trade agreements in Asia
and the Pacific: progress, challenges and prospects

The Asia-Pacific region provides important evidence of the complementarity between open trade and
investment policies and regionalism. There are more than 50 regional trade agreements (RTA) involv-
ing Asia-Pacific economies, of which 48 have been notified to WTO. These RTAs vary considerably in
membership, style, design and effectiveness, in line with the diverse and heterogeneous nature of the
political and economic landscape of the Asia-Pacific region. In the region, RTAs may involve free trade
agreements (FTAs) in which duties and other restrictive regulations on commerce are eliminated sub-
stantially on the trade among participating countries; or some type of preferential trade agreement
(PTA) between countries. Some RTAs have well-developed, institutionalized rules of interaction, while
others have a more informal structure based on voluntary cooperation. Some are open to new mem-
bers; others have placed a moratorium on new members. The breadth of coverage varies as well, with
services covered in a few agreements while most do not cover services in any meaningful way.
Agriculture may be wholly or partially excluded, while movement of factors of production, depth of tar-
iff cuts, coverage of non-tariff measures and decision-making processes vary widely. Likewise, the
results achieved vary greatly.

A variant of the many trade agreements signed over the past few years is bilateral trade
agreements that go beyond border measures, extending into wide-ranging areas of domestic policy-
making. They thus encompass a deeper integration of trade through the harmonization of a wide range
of trade practices, procedures and standards.

Despite the recent rapid growth of RTAs, including their bilateral format, it is not clear in
which direction regionalism is moving. Broadly, two major trends can be distinguished. First, there is a
trend directed at coalescing existing regional groupings into outward-oriented FTAs that bridge sub-
regions and continents. This holds the potential to lay the foundation for the eventual integration of all
countries of the region into a forward-looking Asia-Pacific zone of efficient production, with enhanced
opportunities for world trade. The locus of this integration is centred around East and South-East Asia.
Progress in bringing about the China-ASEAN FTA has been faster than initially expected, notwithstand-
ing a missed deadline of 30 June 2004. With a market of nearly 1.8 billion people, a regional gross
domestic product (GDP) of about US$ 2 trillion, international trade worth US$ 1.2 trillion and current
average annual economic growth of 8 per cent, this will become an important production base and trade
and investment centre of the region. The addition of Japan, which has long worked at strengthening its
economic ties with the members of ASEAN, is further boosting the integration process.
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A second trend can also be distinguished. Instead of amalgamating RTAs into wider
bridging initiatives, there is a splintering into bilateral FTAs. For example, the United States Framework
Agreement under the Enterprise for ASEAN Initiative in effect consists of a series of bilateral FTAs with
individual ASEAN countries. The United States-Singapore FTA is the first to have been concluded, to
be followed by similar agreements with Australia, the Philippines and Thailand, and others in the
pipeline. Similarly, Japan has indicated that it has concerns about the varying levels of industrial devel-
opment between the founding and newer members of ASEAN and prefers to enter into a series of bilat-
eral trade agreements with individual member countries of ASEAN. It has also started with Singapore,
to be followed by the Philippines, Thailand and others in the pipeline. China is also negotiating sepa-
rate bilateral agreements with a number of ASEAN countries, including India and Pakistan.

Both proactive and defensive trade strategies seem to be driving the processes in the Asia-
Pacific region. On the one hand, major trading powers appear to be competing to establish trade predom-
inance in the region; on the other hand, there are a number of smaller trading countries that are equally
active in forging bilateral trading arrangements and also appear to be competing to establish dominance
as a hub. This, however, may be more symptomatic of a defensive trade strategy, designed to avoid find-
ing themselves at the spoke end of anather major hub. A multi-layered constellation is thus emerging,
made up of a dominant hub-and-spoke arrangements with substrata of other hub-and-spoke arrangements
in which smaller economies are trying to establish alternative hubs. The option of developing countries col-
lectively establishing themselves as the alternative hub, through ASEAN, stands out.

These conflicting trends are indicative of tensions in the evolution of the international
trade architecture. Their successful resolution is fundamental to ensuring that the multilateral trading
system be strengthened, that it operates more efficiently and that it work for the benefit of all coun-
tries and their peoples.

Box I1.1 (cont'd)

More than one third of global trade now takes place between countries that
have some form of reciprocal RTA. As agreements proliferate, a single country often
becomes a member of several different agreements. For example, the average African coun-
try belongs to four different agreements and the average Latin American country belongs
to seven. This creates a “spaghetti bowl” of overlapping arrangements, each with different
rules of origin, tariff schedules and periods of implementation, all complicating customs
administration.

The most notable developments in the latest phase of RTA proliferation
include the expansion in the number of cross-regional RTAs, of developed-developing
country RTAs and the emergence of agreements among developing countries. Negotiations
on RTA multilateral rules (in the Negotiating Group on Rules) launched at Doha to clar-
ify and improve the relevant disciplines and procedures under existing WTO provisions
may help to resolve the current impasse in the WTO Committee on Regional Trade
Agreements (CRTA) regarding compliance with WTO rules. So far, these negotiations have
made progress only on transparency issues. The resumption of negotiations in 2004 has
advanced the Group’s work on transparency to the point where one of the procedural
improvements considered by the Group (to ask the Secretariat to prepare factual presenta-
tions of RTAs under examination) has been forwarded to the CRTA for testing, on a pre-
liminary and voluntary basis. The Group has also enlarged the scope of its negotiations to
include systemic issues, which may suggest increasing concern by Members about the pos-
sible effects of RTAs on third parties and on the multilateral trading system as a whole.

An increasing share
of global trade takes
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signatory countries

Negotiations were
launched to clarify
compliance of RTAs
with WTO rules
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Implications of ATC Termination

ATC provided for a
10-year period of
gradual integration
into WTO rules

Textiles and clothing trade governed by the Agreement on Textiles and Clothing (ATC),
and earlier by the Multifibre Arrangement (MFA) and its predecessor arrangements, repre-
sented a derogation from the basic principles of the multilateral trading system for more
than 40 years (see table II.1). The integration of the textile and clothing sector into the
main WTO rules at the end of 2004 is therefore expected to contribute to the “upholding
and safeguarding of an open, non-discriminatory, predictable, rule-based, and equitable
multilateral trading system.” While countries will be affected differently, on the whole, the
elimination of restraints in the sector should also contribute to the realization of the
United Nations Millennium Development Goals.1!

Table I1.1.
The history of international trade in textiles and clothing

Date

Action taken

1957: January
1958: November

1959: September
1960: November

1961: July
1962: February
1966: June

1967: April
1969-71
1970: October

1973: December
1977: July

1977: December
1981: December

1986: July
1991: July
1993: December

1995: 1 January
1998: 1 January
2002: 1 January
2005: 1 January

Five-year agreement reached with Japan on limiting overall textile exports to United States.

United Kingdom signs "voluntary" limitation on cotton T&C products with Hong Kong after
threatening imposition at lower than prevailing volume levels.

United Kingdom signs similar restraint agreements with India and Pakistan.

GATT Contracting Parties recognize the problem of "market disruption”, even if it is just threatened;
serves as "excuse” for establishing future non-tariff barriers (NTBs).

The Short Term Arrangement (STA) is agreed upon.
The Long Term Arrangement (LTA) is agreed upon to commence on 1 October 1962 and last for five years.

The United Kingdom implements a global quota scheme in violation of the LTA. (The LTA provides only
for product-specific restraints.)

Agreement is reached to extend the LTA for three years.
The United States negotiates voluntary export restraints (VERs) with Asian suppliers on wool and man-made fibers.

Agreement is reached to extend the LTA for three years. (It was later extended an additional three
months to fill the gap until the MFA came into effect.)

It is agreed that the MFA will begin on January 1, 1974, and last for four years.

The European Economic Community and the United States negotiate bilateral agreements with
developing countries prior to agreeing to extension of the MFA.

The MFA is extended for four years.

The MFA is renewed for five years. The United States, under pressure from increased imports resulting
from dollar appreciation, negotiates tough quotas.

The MFA is extended for five years, to conclude with the Uruguay Round.
The MFA is extended pending the outcome of the Uruguay Round negotiations.

The Uruguay Round (UR) draft final act provides for a 10-year phase-out of all MFA and other quotas
on textiles in the ATC. The MFA is extended until the UR comes into force.

1st ATC tranche liberalized by importing countries — 16% of 1990 import volume.
2nd ATC tranche liberalized by importing countries — 17% of 1990 import volume.
3rd ATC tranche liberalized by importing countries — 18% of 1990 import volume.
4th ATC tranche liberalized by importing countries — 49% of 1990 import volume.

Source: Based on D. Spinanger,

"Faking Liberalization and Finagling Protectionism: The ATC at Its Best", Table 1. Background Paper for the WTO 2000 Negotiations:

Mediterranean Interests and Perspectives, Cairo, 14-15 July 1999.
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By late 2004, only 51 per cent of the products covered under the ATC had been
integrated. Many textiles and clothing items of particular interest to developing countries
were still restricted, and the commercial significance of the integration for these countries
had been very limited. This results from the fact that the integration programme was left
to the discretion of the restricting countries, which opted to defer integration of the major-
ity of restrained products until the last moment, back-loading integration of about 80 per
cent of their restrained textiles and clothing goods until the final two-year phase of the
integration programme. However, in 2004, restraining countries formally notified the
WTO of their intention to meet commitments to eliminate all remaining quota restrictions
as scheduled under the ATC.

The termination of the ATC is an important development that should strength-
en the multilateral trading system, and many developing countries are expected to increase
their exports of textiles and clothing significantly. However, LDCs and small economies
that enjoyed quota- and duty-free treatment of their exports to the United States and the
EU (through the African Growth and Opportunity Act (AGOA), “Everything But Arms”
(EBA) and Generalized System of Preferences (GSP) initiatives), and that rely heavily on
exports of assembled garments, seem vulnerable to the expected increase in competition in
the sector following the expiry of the ATC. For many of them, textiles and clothing are
extremely important sources of foreign exchange earnings; for example, in Asian LDCs like
Bangladesh, Cambodia, the Lao People’s Democratic Republic and Nepal, the sector earns
50 to 90 per cent of the countries’ international trade revenues. Exports in this sector are
also important for many African countries, especially for cotton-producing countries in
West Africa (Benin, Burkina Faso and Mali), while clothing exports are significant for
Kenya, Lesotho, Madagascar and Mauritius. While adjustment may be mitigated by the fact
that trade in the textiles and clothing sector is growing by some 6 per cent a year, some
studies indicate that preference-receiving countries could be adversely impacted by the
elimination of quotas. These countries also have limited capabilities to adjust to the impacts
of preference erosion that will accompany ATC expiry and may need international support
to adapt to the more competitive situation in the sector.

Another important concern for developing countries is that the liberalization
of textile and clothing trade on the basis of normal WTO rules and disciplines may lead to
the replacement of quotas with contingency protection measures like anti-dumping actions
and special safeguard contingency protection measures. The restraining countries have ini-
tiated numerous cases since the ATC took effect. For example, the EU alone initiated 53
anti-dumping cases in the textiles and clothing sector between 1994 and 2001'2 and the
United States invoked 28 special safeguard measures under the ATC by October 2001.13
These contingency measures were used for imports under quota restrictions and were tar-
geted towards individual enterprises, often small and medium-sized ones, which do not
have adequate resources to defend their cases.

The potentially damaging effects of anti-dumping actions are of particular con-
cern in the post-ATC era. Many of the anti-dumping filings could be termed “process fil-
ers” that significantly hinder foreign exports during the investigation stage. For example,
one study found that anti-dumping duties on average have caused the value of imports to
contract by 30 to 50 per cent.' Moreover, the potential threat of an anti-dumping action
could force a firm to sell the product in question at a much higher price than it would
under normal circumstances. An exporting firm’s pricing behaviour to avoid an anti-dump-
ing duty could result in sub-optimal use of its competitive advantage. Against this back-
ground, the member countries of the International Textiles and Clothing Bureau (ITCB)
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have proposed to the WTO that developed Members adopt a grace period of two years after
the expiry of the ATC during which they do not initiate investigations into imports of tex-
tile and clothing products from developing countries.!s This proposal was based on the
Doha Ministerial Declaration and the Decision on Implementation-Related Issues and
Concerns.’® Most recently, concerns have been also expressed regarding a possible revival
of voluntary export restraints (VERs), a concept which is prohibited by WTO rules and
disciplines. Against this background, in December 2004, China announced that it would
impose taxes to restrict the exports of certain textile products; this was widely viewed as a
pre-emptive measure against further anti-dumping and other safeguard measures by major
importing countries. By potentially increasing the prices of such products, the measures
may delay the removal of distortions in the textile and garment market, thus limiting the
gains consumers could receive with the expiration of the ATC. With little information
available on the lines of products to be taxed and the tax rate to be applied, however, it is
not clear what impact these measures will have. Competitors claim that, due to Chinese
efficiency and low labour costs, the measures may have only a limited restraining impact.
Manufacturers of higher-end products, in turn, are concerned that the measures may
encourage Chinese producers to shift production to higher value-added, upscale products,
which would pose intensified competition.

Notes

1 Unless otherwise specified, trade figures refer to the average of exports and imports. Growth rates
refer to volume terms while values refer to current United States dollars. Finally, figures refer to
merchandise trade only.

2 In contrast with 2003, average commodity prices recorded gains in Special Drawing Rights (SDRs)
comparable to those measured in dollar terms.

3 See chapter | for an analysis on global imbalances.

4 Data and analysis on the trade of the European Union includes intra-EU trade.

5 During 2001-2004, the euro appreciated by more than 50 per cent against the dollar; in trade-
weighted terms, the appreciation was over 30 per cent.

6 International Energy Agency, Oil Market Report, Paris, 10 December 2004.

7 Decision on the Doha Work Programme, adopted by the General Council of the World Trade

Organization on 1 August 2004, document WT/L/579.
8 World Trade Organization document WT/L/579, annex A.

9 Support under production-limiting programmes.

10 See, World Trade Organization document WT/L/579, annex B.

1" For more details, see Assuring Development Gains from the International Trading System and Trade
Negotiations: Implications of ATC Termination on 31 December 2004, note by the UNCTAD secretariat,
document TD/B/51/CRP.1.

12 World Trade Organization, “Anti-Dumping Actions in the Area of Textiles and Clothing: Developing
Members' Experiences and Concerns”, TN/RL/W/48/Rev.1, 5 February 2003, p. 2.

13 World Trade Organization document G/C/W/325, op. cit., p. 14.

14 T.J. Prusa, “On the Spread and Impact of Antidumping”, Working Paper 7404, NBER Working Paper
Series, 1999.

15 World Trade Organization document WT/GC/W/502.

16 The former agreed to improve disciplines under the Agreements on Implementation of Article VI of the
GATT 1994, and the latter calls for the examination of Article 15 of the Anti-Dumping Agreement
relating to special and differential treatment of developing countries with a view to operationalizing it
as a mandatory provision.
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Annex:
Developments in non-oil
commodity markets

Agricultural commodities

Among tropical beverages, coffee provides a good illustration of the dualism of trends in
tropical soft commodities. While the composite price index for coffee increased by some 29
per cent during the first 11 months of 2004, price trends were markedly divergent across
different types of coffee. For example, the average price of Arabica coffees rose by 8 per cent
while Robusta coffee prices decreased by roughly 10 per cent during the same period. This
situation largely reflects market fundamentals in leading producing countries, as output of
arabica in Brazil decreased sharply, while robusta output in Viet Nam experienced strong
growth. As a result, total exports of arabica fell by 2 per cent in 2003/04 compared to
2002/03, whereas exports of robusta increased by 1.8 per cent over the same period. Despite
efforts by the international community to increase the demand for coffee, the growth of
world coffee consumption remains only around 2 per cent a year. However, the decision by
the United States, the world’s largest coffee consumer, to rejoin the International Coffee
Organization (ICO) after a 10-year absence may contribute to strengthening ICO activities
to boost demand. Nonetheless, the currently high level of stocks may still temper any sus-
tainable bullish development in coffee markets in the near future.

Cocoa prices decreased by 2 per cent in 2004 (see table A.8). As in the case of
coffee, market fundamentals were the main driving force. World cocoa production reached
a new peak in 2002/03 and is anticipated to have increased further in 2003/04. Ghanaian
output expanded by 46 per cent in 2002/03 and increased by an estimated further 20 per
cent in 2003/04. The surge in Ghanaian output was largely due to a national campaign to
apply fertilizer and spray against black pod, as well as the effect of the increase in prices
during the 2002/03 crop harvest. Similarly, higher farm prices in Cote d’Ivoire contributed
to supply increases in that country.@ Despite a sizeable expansion in grinding capacities in
Asia (two new cocoa processing factories were established in Malaysia) the world cocoa
market has returned to surplus and this is weighing heavily on price developments. World
cocoa bean stocks went up by 100,000 tonnes in 2002/03 and are anticipated to increase
by 40,000 tonnes in 2003/04. With the resurgence of conflict in Coéte d’Ivoire in
November 2004, however, concerns about supply disruptions re-emerged,b and are expect-
ed to boost international cocoa prices in early 2005.

With the exception of a peak in September 2004, the price of rea remained flat
during the period January to November 2004. Expectations of lower production by some
leading producers did not materialize and global tea output in 2004 is estimated to have
been at its 2003 level, around 3.1 million tonnes. Nonetheless, a slight recovery in prices
might be expected in the near future due to the revitalization of consumption in the
Middle East and in the CIS countries and to the fact that Iran and the Libyan Arab
Jamahiriya lifted their bans on Indian tea imports.

The price of sugar increased by over 34 per cent from December 2003 to
November 2004, more than offsetting the decline observed at the beginning of the year.
Prices are expected to remain strong in the near future as the 2004/05 harvest is forecast to
suffer a shortfall of 2.8 million tonnes due to adverse weather conditions in India® and
China. However, the potential for growth in sugar production in Brazil and the high level
of world sugar stocks might curb favourable price development in the long run.
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Wheat and maize prices suffered a downturn during the course of 2004, after a
favourable year in 2003 (see table A.8). The Food and Agriculture Organization of the
United Nations (FAO) estimated world cereal output at 1,985 million tonnes in 2004—some
5 per cent higher than in 2003—as European producers recovered from the drought of the
previous year. Persistent downward pressure on prices of cereals might be expected in view of
the rebound in world production and stagnant world demand. Maize for feed and industrial
usage is an exception to this trend as demand is still likely to grow significantly.d

Conversely, the price of rice rose sharply during 2004 and is likely to be strong in
the near future. World trade of rice, however, is expected to have decreased by 6 per cent in
2004, largely owing to reduced imports by some Asian and South American economies that
benefited from an increase in their own domestic production. World rice output is forecast to
grow by 4 per cent in 2004/05. The world production increase, however, is not going to be
enough to meet global demand, which could reach a record level of 413 metric tons (MT) in
2004/05. Stocks are therefore expected to fall again and prices to remain strong.

After a sharp decrease in 2003, banana prices went up by nearly 34 per cent dur-
ing the first 11 months of 2004. This upturn was largely due to supply-side problems,
including poor weather conditions and labour strikes in banana-producing countries. For
instance, Colombian exports were often delayed and the fruit deteriorated as a result. A con-
sultation between the EU and Latin American and Caribbean producers on the future tariff
on imports of bananas started at the beginning of October 2004. This forms part of the EU
reform of the banana regime, which will change from the present tariff and quota system to
a tariff-only system from 2006. This will affect banana prices in the long run.

Among vegetable oilseeds and oils, the prices of cotton oilseeds, soybean oil,
palm oil and groundnut oils fell in 2004, while prices of palm kernel oil, coconut oil and
sunflower oil increased. As in the case of coffee, price developments in this commodity
group are driven mainly by market fundamentals. World trade in vegetable oils has been
slowing because of a deceleration in demand. Prices of vegetable oilseeds and oils are
expected to fall further as total world stocks are increasingly high, having expanded by 53
per cent in 2004/2005.

Although cotton’s competitiveness vis-a-vis polyester fibres improves as oil
prices increase, the outlook for the price of cotton is not favourable. A decrease of about
35 per cent in both Cotton Outlook Indexes A and B was observed during the year. Prices
may fall further as good weather and the use of new technologies are leading to increases
in output in most producing countries, with peak harvests expected in Brazil, China, India,
Pakistan and the United States. According to the International Cotton Advisory
Committee (ICAC), world cotton supply is anticipated to rise by 17 per cent in 2004/05,8
marking the largest annual increase in world supply since 1984/85. Although consumption
is likely to increase by roughly 3 per cent in the same period, world cotton supply will
exceed consumption and stocks are expected to increase substantially.

Despite the bullish pattern between March and July 2004, due to higher oil
prices, the price of natural rubber remained flat in 2004. Prices, however, stayed relatively
high, benefiting suppliers from the three leading producing countries (Indonesia, Malaysia
and Thailand), while demand was driven mainly by China, which now accounts for 20 per
cent of world consumption. With a possible softening of oil prices, however, natural rub-
ber may lose its competitiveness in the near future as it coexists with a range of synthetic
rubbers derived from petroleum products.
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Minerals and metals

Minerals and metals prices have been on an upward trend since late 2002, particularly
when measured in dollars. Continued strong economic growth in China and improved eco-
nomic prospects in the rest of the world kept the boom in metals alive in 2004. Prices had
already reached high levels for those metals (such as nickel) for which supply conditions
were tight at the early stages of the accelerating phase of the current global business cycle.
Others, such as aluminium and copper, saw rapidly falling stocks at a later stage and expe-
rienced stronger price increases in 2004.

Metal prices appeared to have reached a peak in early 2004, when the prices of
several metals fell. In some cases, this was a response to the announcement by the
Government of China of measures to rein in economic growth. Yet, after a few months of
weaker prices, the upward trend resumed, with prices of most metals reaching new peaks
in October 2004 before retreating. Speculative interest contributed to the strength of prices
(see box) and concerns about speculative bubbles have been voiced. The end-year declines,
however, do not seem to indicate the beginning of lower prices for metals, but rather cor-
rections by market participants liquidating large holdings. Without exception, demand is
outpacing supply of non-ferrous metals.

The outlook for 2005 depends on the magnitude of the expected slowdown in
China’s economic growth and the extent to which this will be offset by rising demand in
other parts of the world. Overall, with stocks low and demand expected to increase, albeit
at a slower rate, the prices of metals are likely to maintain the levels of 2004.

The production of aluminium was about 3.6 per cent higher in the period
January to September 2004 than in the same period in 2003 and industry inventories
remained virtually unchanged.! London Metal Exchange (LME) stocks, however, fell by
more than 700,000 tons, or by about 3 per cent of annual production, indicating an
emerging imbalance between supply and demand. Prices of alumina, the raw material for

Impact of speculation on
short-term commodity price developments

Bullish commodity prices tend to attract financial investors who, in turn, are likely to exert an influence
on price developments in commodity markets. In the present global environment, any decision to trans-
fer financial investments from stock markets to small commodity futures exchanges tends to intensify
the upward trend in the prices of most commodities. According to the Swiss Futures and Options
Association, hedge funds are currently pouring billions of dollars into commodities markets. For
instance, on the New York Mercantile Exchange (NYMEX), futures and options volumes in the first
three quarters of 2004 were 20 per cent and 25 per cent respectively larger than in the first three quar-
ters of 2003, a year that shattered long-standing records. On the soft commodity side, increasing
volatility in the cocoa market, sharpened by the crisis in Céte d'lvoire, is also boosting the volumes of
futures and options traded on both the London International Financial Futures and Options Exchange
(Liffe) and New York Board of Trade (NYBOT) exchange. This is partly the result of a return to risk man-
agement strategies by producers and consumers. However, the fact that commodity prices and the
prices of equity and bonds often move in opposite directions tends to attract speculative interest dur-
ing periods of financial turmoil and low returns in equity markets.

45




46

International trade

aluminium, have remained at historically very high levels, and were pushed even higher in
the later months of the year because of hurricane damage to refineries and ports in the
Gulf of Mexico and Jamaica. Aluminium prices increased by some 17 per cent during the
first 11 months of 2004. Measures adopted by China to curb production in some energy-
intensive industries as well as energy shortages in that country during 2004 also helped to
support higher prices. If production growth in China slows significantly in 2005, inven-
tories will decline more quickly and prices may remain at the present level or even
increase.

The copper market has experienced three years of widening supply deficits
which have resulted in a drawdown of stocks and rising prices. In the first eight months of
2004, copper usage rose by 5.9 per cent compared to the same period in 2003, while
refined production increased by 2.7 per cent, mainly as a result of strong growth in the pro-
duction of secondary copper. The addition of refining capacity in 2005 and 2006 will lead
to lower prices, but probably not before 2006, owing to the need to build up badly deplet-
ed industry stocks.

The demand for iron ore continued to expand rapidly in 2004. In spite of a
10.7 per cent increase in production in the first half of the year compared to the same peri-
od in 2003, signs of shortage emerged as smaller steel producers were forced to suspend
operations due to lack of raw materials. Stee/ prices were high throughout the first ten
months of the year, again spurred by rapidly expanding demand, mainly in China but also
in other regions. The rapid expansion of China’s steel production, which resulted in China
becoming a net exporter of steel in September 2004, did not appear sufficient to meet the
growth in global demand. Since world steel production is expected to continue to grow at
historically high rates, iron ore prices will likely repeat their 2004 performance in 2005 and
increase by some 18 per cent or more.

Lead prices rose rapidly in 2004. China, the world’s largest producer, contin-
ued to absorb a growing part of its own production. In the rest of the world, production
fell despite increased reliance on recycling, and a supply deficit emerged. The addition of
new mining capacity in 2005 will result in a smaller deficit, which may lead to prices
falling from their high levels of late 2004.

The nickel market has experienced a long period of supply deficit, mainly due
to the very rapid growth in demand for stainless steel in China. Although volatile, prices
have stayed at very high levels. In 2004, the demand and supply gap appears to have
shrunk owing to greater use of stainless steel scrap and of other types of stainless steel con-
taining less nickel. Nevertheless, since no new major source of primary nickel is expected
to enter operation before 2006, there is little prospect of the supply deficit being signifi-
cantly reduced in the short-to-medium term. A small supply deficit is expected to persist
in the longer term (until 2011), even if all currently planned additions to capacity are
implemented. It is therefore unlikely that the price of nickel will fall significantly in the
medium term.

Tin prices have risen rapidly as a result of strong demand, particularly in
China. Supply was unable to keep up with demand, especially after the closure of the
Renison mine in Australia in 2003.9 LME stocks have fallen to a level corresponding to less
than two weeks of world usage. Demand is likely to continue to grow rapidly, particularly
since lead in solder is being replaced by tin for environmental reasons (for instance, the EU
is to ban the use of lead in various electronic devices in 2006"). Tin prices are therefore
expected to remain at historically high levels.
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The prices of zinc also rose in 2004 as signs of a supply deficit became clear-
er. The International Lead and Zinc Study Group forecasts a deficit of 150,000 tonnes in
2004, shrinking to 100,000 tonnes in 2005, after which production is expected to
increase substantially.i However, despite some decrease, LME stocks were still high at
slightly less than 700,000 tonnes in November 2004, providing an ample reserve supply.
While the supply-demand balance indicates a continued strengthening, price rises are
expected to be modest.

Notes

a “The high farmer (sic) price in Cote d'lvoire during the 2002/03 harvest clearly had a beneficial impact
on levels of hushandry and fertiliser input which gave a significant boost to output in 2003/04"
(ED&Fman Cocoa Market Report, November 17, 2004).

b In addition to supply disruptions, delays in selling cocoa beans might have an impact on the quality.
As a result of the conflict, a large number of producers decided to store the cocoa in inadequate
conditions, running the risk of quality deterioration. According to Radio France International, at the
end of November 2004, cocoa exports in Cote d'lvoire declined by 70,000 tonnes compared to the
same period in 2003.

[ “Sugar production in India is forecast to fall dramatically by 51per cent from the previous year to 13.8
million tonnes” (FAO, Food Outlook, Rome, September 2004).

d According to the FAQ, “food consumption of cereals is likely to grow at a much lower pace with food
use of wheat and rice staying below their long term trend” (FAQ, Food Outlook, Rome, September
2004).

e Press release of the International Cotton Advisory Committee, November 2004.

f See www.world-aluminium.org

g The Renison mine was scheduled to reopen in November 2004 (Metal Bulletin, London, 6 September
2004).

h “Time for tin", Mining Journal, London, 27 August, 2004.

i Forecasts quoted in “China to become net importer of zinc—ILZSG", Metal Bulletin, London,
18 October 2004.
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Chapter I

Financial flows

to developing and
transition economies

The net private financial flows of $59.6 billion received by developing countries in 2004
represented a decline from 2003, but were still substantially higher than the average level
recorded for 1998-2002 (see table III.1). Total net flows from all sources also fell from
2003 levels, basically because of scheduled repayments under multilateral financial institu-
tion lending programmes. Foreign direct investment (FDI) remained the largest source of
net private financial inflows in 2004 and began to recover from the depressed levels of
recent years. Net financial flows to countries with economies in transition turned negative

in 2004 owing to sharply lower net private financial flows to the Russian Federation.

Table I11.1.
Net financial flows to developing
countries and economies in transition, 1993-2004

Billions of dollars

1993-1997 1998-2002 2003 2004a
Developing countries
Net private capital flows 152.7 36.6 64.5 59.6
Net direct investment 88.0 141.8 129.9 141.4
Net portfolio investment® 69.0 -12.8 -104 -18.1
Other net investment¢ -4.2 -92.3 -55.0 -63.6
Net official flows 1.9 10.6 -18.6 -27.4
Total net flows 164.7 471 459 322
Change in reserves -78.5 -94.9 -323.8 -312.8
Economies in transition
Net private capital flows 8.4 12 259 -9.3
Net direct investment 44 1.6 8.5 11.5
Net portfolio investmentb 0.2 -3.3 -3.6 8.2
Other net investment® 4.1 -3.2 21.0 -12.7
Net official flows 7.2 0.2 -4.3 -1.6
Total net flows 15.6 1.0 21.7 -109
Change in reserves -4.7 -9.0 -37.0 -30.1

Source:
International Monetary Fund (IMF), World Economic Outlook Database, September 2004.

a Preliminary.
b Including portfolio debt and equity investment.
¢ Including short-and long-term bank lending, and possibly including some official official flows to data limitations.
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Table I11.2.

Financial flows to developing and transition economies

Net transfer of financial
resources increases

As a result of low net financial flows and large foreign exchange reserve accumulation by
developing countries, net outward financial transfers! from developing countries continued
to increase in 2004 (see table II1.2). This means that for the seventh straight year, devel-
oping countries as a group have transferred resources to developed countries. Net transfers
from East and South Asia moderated, but remained at a high level. As a result of contin-
ued external surpluses, countries in the region continued to accumulate large holdings of
foreign exchange reserves, mainly low-risk securities of developed countries. Exchange
intervention in order to stabilize currencies with respect to the dollar has added to these
accumulations. While the majority of these increasing reserves continue to be invested in
United States securities, there has been evidence over the year of Asian central banks and
oil-exporting countries increasing the diversification of their reserve holdings to include
more euro-denominated securities. Nonetheless, the increase in dollar holdings in 2004
continued to be an important source of financing for the current-account deficit of the
United States.

Net financial transfers from Latin America increased in 2004, mirroring the
improved trade and current-account surpluses for the region as a whole. In contrast with
the recent past, this result was largely due to robust export growth relative to strengthen-
ing of import growth. The financial outflows were used to make debt repayments, but there

was also an increase in official reserves for precautionary purposes.

Net transfer of financial resources to developing economies and economies in transition, 1995-2004

Billions of dollars

1995 1996 1997 1998 1999 2000 2001 2002 2003 20042
Developing economies 52.2 29.9 3.6 -350 | -1120 | -1675 | -1424 | -1964 | -2685 | -312.7
Africa 6.4 5.2 2.7 16.0 6.2 -24.4 -12.2 -4.6 -193 | -333
Sub-Saharan (excluding
Nigeria and South Africa) 76 5.6 76 12.3 9.3 3.0 8.2 54 6.0 2.7
East and South Asia 25.9 236 2296 | -1302 | -134.1 -109.1 -108.9 | -140.2 | -1516 |-138.2
Western Asia 20.5 9.8 11.0 327 39 -34.1 -26.4 -20.2 -400 | -743
Latin America 0.7 17 24.8 46.5 12.0 0.0 52 -31.4 576 | -66.9
Economies in transition -3.4 -7.0 3.2 16 -25.3 -49.3 -30.1 -26.6 -35.4 | -354
Memorandum item:
Heavily indebted
poor countries (HIPCs) 7.0 6.6 7.0 9.8 10.2 6.2 74 7.2 7.2 8.5

Source:

UN/DESA, based on International Monetary Fund (IMF), World Economic Outlook, September 2004, and IMF, Balance of Payments Statistics.

a Preliminary estimate.
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Private financial flows:
reduced risk premia, but limited flows

International financial markets in 2004 were dominated by the expectation of rising inter-
est rates in the United States as the Federal Reserve responded to the recovery of growth in
the economy with a return to a more neutral monetary policy. Accompanied by a reduced
appetite for risk by international investors, uncertainty in the first half of the year over the
size and timing of the new policy was reflected in a rise in United States long-term interest
rates that translated into a widening of the spread between yields on emerging market bonds
and that on the risk-free benchmark United States treasury securities at the beginning of the
second quarter of 2004 (see fig. III.1). After the Federal Reserve made it clear that the
upward adjustment in policy rates would be “measured”, expectations of a rapid adjustment
in United States interest rate expectations moderated and increased the attractiveness of
higher yields on emerging market securities. As a result, investor sentiment began to
improve and yield spreads began to narrow after the Federal Reserve announced in late June
the first of what would by year’s end be five consecutive increases of 25 basis points in the
federal funds rate and the discount rate. This improvement in sentiment was reinforced by
the United States bond market’s interpretation of the rising short-term policy rates as insur-
ing future price stability and led to a decline in United States long rates, increasing the
attractiveness of emerging market investments. Although this resulted in a reversal of the
widening of yield spreads on bonds of emerging markets, the episode underscores the vul-
nerability of these spreads, particularly in the case of emerging market bonds with low cred-
it ratings, to the prospect of further increases in international interest rates.

Figure Il1.1.
Yield spreads on emerging market bonds,
1 January 2003-30 November 2004
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Financial flows to developing and transition economies

The continued improvement in stability in emerging financial markets is in
part due to the deleveraging of international speculative positions that has occurred over
the past several years, as well as to strengthened export growth that has continued to
increase the capacity of these economies to service external debt. Higher levels of interna-
tional reserves, greater use of flexible exchange rates and active debt management opera-
tions by some large emerging markets, such as Brazil and Mexico, also contributed to
reducing vulnerability. In addition, continued progress in the implementation of adjust-
ment policies after the earlier financial turmoil in Brazil and Turkey enhanced investor
confidence. Consequently, the credit rating of the sovereign debt of emerging markets
improved during the year and was a factor in the orderly adjustment of these markets to
the rise in international interest rates in 2004.

Emerging markets have benefited from this improved sentiment through strong
net issuance of bonds in international and local currency markets in 2004, supplementing
a high level of issuance in the first quarter with a substantial rebound in the second half of
the year. Many countries, including those with relatively low creditworthiness, were able to
take advantage of favourable conditions in international markets early in 2004 and in the
second half of the year to fully fund their financing needs for 2004 and to pre-fund some
2005 needs. A number of local currency bond markets, including in Brazil and Turkey, also
received increased international investment early in the year. As a result, the market dis-
ruption in April and May had little effect on the ability of emerging markets to fund their
needs for the year. Additionally, sovereign and corporate borrowers from Latin America
and Turkey were able to access the market again in June. Net issuance by Asian countries
declined substantially for the year, reflecting reduced borrowing by China, Indonesia and
Thailand. Net bond issuance by economies in transition remained strong in 2004, with the
majority accounted for by Russian natural resource corporations and an increase in sover-
eign bond issuance by the Czech Republic.

Equity prices in emerging markets were also affected by difficulties early in the
second quarter and declined across the board in tandem with the temporary sell-off in
developed country stock markets. International investment flows to stock markets in devel-
oping countries dropped substantially in the second quarter of 2004 as a result, with the
most pronounced decline in Eastern and Southeastern Asian markets. With the rebound in
stock markets in the second half of the year, prices in emerging markets generally recovered
earlier peak levels by mid-November 2004. Nonetheless, the net investment flow for the
year is expected to be lower than in 2003. Equity issuance remained strong for the year as
a whole, despite the retrenchment in April and May, but China accounted for most of the
activity. Issuance continued to be at a low level in Latin America as a whole, but Brazilian
corporations increased their borrowing significantly.

Net bank lending to emerging markets in 2004 followed the pattern of decline
and recovery observed in bond and stock markets. During the decline, lending to East and
Southeast Asia was the most resilient, while new bank credit to Western Asia and Africa
declined sharply and lending to Latin America was at a standstill. Net lending to develop-
ing countries in 2004 remained unchanged from 2003, with Asian countries the largest
recipients. Net lending to China slowed however, as official measures to limit credit demand
took effect. Latin America as a whole continued to register net outflows in lending as net
repayments, mainly from Brazil, increased. Net lending to countries with economies in tran-
sition is estimated to have declined moderately from 2003 owing to decreased borrowing by
Russian banks. This region remained reliant on net bank lending as a source of financing.
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Foreign direct investment recovers

Global FDI inflows rose by 6 per cent in 2004 to $612 billion (see table I11.3), ending the
downturn that started in 2001. The increase was the result of a 48 per cent increase in
flows (to an historic high of $255 billion) to developing countries and Central and Eastern
Europe,2 which more than offset the fourth consecutive year of decline (from $380 billion
in 2003 to $321 billion in 2004) in flows to developed countries. FDI inflows remained
unevenly distributed and concentrated in a few key destination countries.

The expectation of a consolidation of the global economic recovery, rising
equity market valuations and an increase in mergers and acquisitions (M&As) augur well
for global FDI flows in 2005. Both developed and developing countries are expected to
attract an increase in flows, although the traditional recipients will continue to dominate
inflows, indicating a return to the norm following the situation in 2003-2004. The United
States, the United Kingdom of Great Britain and Northern Ireland and a few large
European economies will receive higher flows and China and India are both expected to
achieve record inflows, as well as serving as major contributors to the growing FDI flows
to developing economies. The global stock of FDI is expected to increase to over $7 tril-
lion, embodying the activities of some 61,000 transnational corporations (TNCs) with
over 90,000 foreign affiliates.

The continued decline in FDI inflows to developed countries was due to large
repayments of intra-company loans for some host countries, notably Belgium, Germany3
and the Netherlands. Luxembourg and Spain, both major recipients of FDI in 2003,
received lower inflows in 2004. However, FDI inflows to the United Kingdom and the
United States, two of the largest host countries, recovered from a dip in 2003, partially
because of increased M&A activities and an improved intracompany loans position.

All developing regions saw an increase in FDI inflows in 2004. Inflows to
Africa rose for the second consecutive year, to $20 billion. Enhanced investor perceptions
and changes in regulatory framework contributed to this performance. The high prices of
key commodities encouraged transnational corporations (TNCs) to pursue new explo-
ration projects in African countries, and a large part of the increase in FDI came from
investment in natural resource exploitation, driven by the demand for diamonds, gold, oil,
platinum and palladium. Such natural-resource rich countries as Algeria, Angola, the
Libyan Arab Jamahiriya, Mauritania, Nigeria and South Africa received more FDI than in
2003. Flows to the Libyan Arab Jamahiriya increased because of the end of sanctions in
2003. The prospects for flows to such countries in 2005 are similarly favourable. In addi-
tion, the extension of the African Growth and Opportunity Act (AGOA) of the United
States to 2015 should reinforce the positive trend by encouraging the expansion of pro-
duction of all types of products for export to the United States in Africa.

Asia and the Pacific received more than $166 billion in FDI inflows in 2004, a
46 per cent increase over 2003. The key factors behind this growth were improved eco-
nomic performance, changes in FDI policy, improved corporate profitability, a rise in
M&A activities in the region and, particularly between North-East Asia and South-East
Asia, further regional integration, which encourages production networks and intraregion-
al FDI flows. All subregions witnessed increases in flows compared to 2003. China, Hong
Kong Special Administrative Region (SAR) of China, India, the Republic of Korea and
Singapore saw markedly higher inflows, with the result that flows to the region remained
unevenly distributed and dominated by a few economies. Mainly due to higher flows to
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Table I11.3.
Foreign direct investment inflows, by host
region and major host economy, 2001-2004

Billions of dollars

Host region/economy 2001 20022 20032 2004b
World 818 681 580 612
Developed countries 571 490 380 321
European Union 357 374 308 165
Belgium . 15 29 7
France 50 49 47 35
Germany 21 36 13 -49
Ireland 10 24 27 26
[taly 15 15 16 15
Luxembourg . 117 92 52
Portugal 6 2 1 6
Spain 28 36 26 6
United Kingdom 53 28 21 55
Australia 4 14 8 5
Canada 27 21 7 12
Japan 6 9 6 7
United States 159 63 30 121
Developing economies 220 159 173 255
Africa 20 12 15 20
Latin America and the Caribbean 88 53 51 69
Brazil 22 17 10 16
Chile 4 2 3 6
Mexico 27 15 11 18
Asia and the Pacific 112 94 107 166
China 47 53 54 62
Hong Kong SAR¢ 24 10 14 33
India 3 3 4 6
Korea, Republic of 4 3 4 9
Singapore 15 6 i 21
Central and Eastern Europed 26 31 27 36
Czech Republic 6 8 3 5
Poland 6 4 4 5
Russian Federation 2 3 7 10

Source:
UNCTAD (www.unctad.org/fdistatistics) and UNCTAD's own estimates.

Note:

World FDI inflows are projected on the basis of 101 economies for which data are available for part of 2004, as of 29
December 2004. Data for most economies are estimated by annualizing their three quarterly data. The proportion of inflows to
these economies in total inflows to their respective region or sub-region in 2003 is used to extrapolate the 2004 data for
Africa, Asia and the Pacific and Central and Eastern Europe. For 2004, Latin America and the Caribbean is estimated by
annualizing the three quarterly data for principal host economies and by the 2003 data for the economies for which no data
are available so far.

a Revised data.

b Preliminary estimates. See note above.

¢ Special Administrative Region of China

d The eight countries that acceded to the EU in 2004 are included in this region.
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China and the Republic of Korea, North-East Asia continued to dominate flows to the
region, followed by the ASEAN (Association of Southeast Asian Nations) and South Asia
subregions. Singapore was the largest recipient of FDI within ASEAN, while India occu-
pied this position in the South Asia subregion. Flows to the Central Asia and Western Asia
subregions rose as a result of higher investment in the oil sector. Flows to the Pacific sub-
region increased only marginally. A further improvement in economic conditions and fur-
ther opening to FDI in the region will enhance prospects for 2005.

FDI flows to Latin America and the Caribbean increased in 2004 for the first
time in five years, by 37 per cent to $69 billion. Improvements in the economic situation
and changes in the policy environment were the main factors behind the rebound. Brazil
and Mexico accounted for half the inflows to the region in 2004. While there was a recov-
ery in flows to Mexico, inflows to Brazil were largely unchanged. Flows to Chile rose and
those to Argentina recovered marginally. The improving economic situation and efforts to
streamline investment procedures should further improve the prospects for FDI flows to
the region in 2005 and beyond.

FDI flows to Central and Eastern Europe rebounded in 2004, reaching a record
high of $36 billion, following $27 billion in 2003. The surge in flows involved three quar-
ters of the countries in the region. The eight new member countries of the European Union
(EU)—the group mostly affected by the downturn in 2003—experienced the largest
increases. Led by Romania and Bulgaria, flows to Southern and Eastern Europe also grew
rapidly. FDI flows to the Russian Federation rose to close to $10 billion. Prospects for FDI
flows to the region in 2005 remain bright.

The continuing opening to FDI contributed to the strong flows of FDI in
2004. In 2003, there were 244 changes in laws and regulations affecting FDI, 220 of which
were in the direction of more liberalization (see figure II1.2). In that year, 86 bilateral

Figure I11.2.
Bilateral investment treaties and double taxation
treaties concluded, cumulative and year to year, 1990-2003
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investment treaties (BITs) and 60 double taxation treaties (DTTs) were concluded, bring-
ing the totals to 2,265 and 2,316, respectively. However, the annual number of new treaties
concluded has been declining, since 2002 in the case of BITs and since 2000 in the case of
DTTs. This decline could partly be attributed to the increase in the number of bilateral and
regional FTAs, most of which include provisions on investment, usually covering invest-
ment liberalization, facilitation, promotion and protection. More bilateral and regional
FTAs were also initiated and negotiated in 2004.

Patterns of FDI flows are changing

The global pattern of FDI flows has been changing as countries increasingly compete for
FDI by adopting less restrictive national policies. Economies with strong growth and more
liberal regulatory frameworks have attracted larger flows. In both developed and develop-
ing countries, there has been an increase in FDI in services, partly because of the increas-
ing tradability of services and partly because of the drive by firms to improve their cost
competitiveness. A third change is the increasing amount and share of the global stock of
FDI accounted for by developing countries.

Developing countries have assumed a growing role as a source of FDI, as
reflected in the fact that the share of developing economies and Central and Eastern
Europe in the global stock of outward FDI rose from 7 per cent in 1990 to 11 per cent in
2003 (see table I11.4). However, these outflows were concentrated among a few countries—
only 15 economies accounted for 92 per cent of the total stock of outward FDI from devel-
oping regions in 2003 (see table III.5). The Asian economies were the fastest growing
investors, with China and India emerging as the most notable (see figure II1.3).

The growing competitiveness of developing country enterprises and their desire
to obtain access to markets, resources, technology and strategic assets have been the key
reasons for the growth in their outward FDI. Encouragement from their governments
through incentives, bank loans and a relaxation in their policies towards outward FDI has
helped. The relocation of production activities to lower cost locations and the growth in
intra- and interregional FDI flows also encouraged outward FDI flows from developing
countries.

Table I11.4.
Stock of outward foreign direct investment,
by country groups of origin, 1990 and 2003

Billions of dollars

1990 2003
World 1758.2 8196.9
Developed countries 1629.0 72723
Developing countries 128.6 858.7
Central and Eastern Europe 0.6 65.9
Share of developing countries and Central
and Eastern Europe in world total (percentage) 7.3 11.3
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Table I11.5.
Developing economies and territories with largest
stock of outward foreign direct investment, 1990 and 2003

Millions of dollars

Country 1990 2003

Hong Kong SARa 11920 336 098

Singapore 7808 90910

Taiwan Province of China 12 888 65 232

Brazil 41044 54 646

China 2489 37 006

Korea, Republic of 2 301 34 531

Malaysia 2671 29 686

British Virgin Islands . 26 810

South Africa 15027 24195

Cayman Islands 694 21884

Argentina 6 105 21303 s

. ource:

Mexico 1070 13815 UNCTAD, FDI/TNC database

Chile 178 13784 o
(www.unctad.org/fdistatistics).

Panama 4188 8742 . o
a Special Administrative

Venezuela 2239 7950 Region of China.

Figure 1.3,

Outflows of foreign direct investment from China and India, 1990-2003
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Growth of FDI in services*

A significant development regarding global FDI flows has been the shift towards services.
Services accounted for some $500 billion, about two thirds, of total FDI inflows during
2001-2002. In the early 1970s, services accounted for only one quarter of the world FDI
stock; in 1990, this share was less than one half but, by 2002, it had risen to almost 70 per
cent, or an estimated $4 trillion (see figure II1.4). Over the same period, the share of the
primary sector in the world stock of FDI declined from 9 per cent to 4 per cent and that
of manufacturing fell from 42 per cent to 29 per cent.

Offshoring and outsourcing of services abroad by firms in developed and
developing countries have been contributing to this shift. The gradual liberalization of
services industries, privatization, the dominance of M&As as the preferred source of
financing and the increasing drive by firms to build on cost competitiveness have further
strengthened the growth of FDI in services. As the transnationalization of the services sec-
tor in home and host countries lags behind that of manufacturing, there is scope for a fur-
ther shift towards services.

Figure 111.4.
Outward stock of global foreign direct investment, by sector, 1990 and 2002

19902 20022

Source:

UNCTAD, World Investment Report 2004: The Shift towards Services, figure 1.18.

Note:

In calculating the shares of the respective sectors, amounts recorded under “Private buying and selling of property” and
“Unspecified” are excluded from the totals.

a Or latest year available.
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Outward FDI in services continues to be dominated by developed countries,
but has become more evenly distributed among them (see table A.9). A few decades ago,
most of the outward stock of FDI in services was held by firms from the United States. By
2002, Japan and the EU had emerged as significant sources of FDI in services. Outward
FDI in services by developing countries began to grow visibly from the 1990s, with their
share of the global stock of outward FDI in services climbing from 1 per cent in 1990 to
10 per cent in 2002, faster than in other sectors. Indian services firms lead in outward
investment in business processing operations, call centres and information technology (IT)
services. Firms in other developing economies are following suit in such areas as tourism,
construction and telecommunications. Trade and trade-supporting services by manufactur-
ing TNCs have expanded rapidly, while business services, hotels and restaurants, and finan-
cial services have also grown.

On the inward side, the distribution of the stock of FDI in services has been
more balanced, although developed countries still account for the largest share—an esti-
mated 72 per cent, compared to 25 per cent for developing economies—with Central and
Eastern Europe accounting for the balance. In 2002, the United States was the largest host
economy in terms of the size of its inward FDI stock in services. The fastest growth has
taken place in Western Europe and the United States, reflecting the fact that most FDI in
services is market-seeking. With a few exceptions (such as China), countries in which FDI
in services has grown have also strengthened their positions as home and host countries for
other forms of FDI. There is, however, considerable variation in the share of services in the
FDI of individual countries.

The composition of FDI in services is also changing (see table A.10). In 1990,
it was concentrated in trade and finance, which together accounted for 59 per cent of
flows, but this share fell to 35 per cent in 2002. Such industries as electricity, water,
telecommunications and business services (including IT-enabled corporate services) are
becoming more prominent. Between 1990 and 2002, for example, the stock of FDI in elec-
tric power generation and distribution rose 14-fold; in telecommunications, storage and
transport 16-fold; and in business services ninefold.

This shift in FDI partly reflects the increasing role of services in production:
by 2001 services accounted, on average, for 72 per cent of GDP in developed countries, 52
per cent in developing countries and 57 per cent in Central and Eastern Europe countries.
Moreover, most services are not tradable (they need to be produced when and where they
are consumed) so the principal way for firms to bring services to foreign markets is through
FDI. In addition, countries have liberalized their FDI regimes for services, making larger
inflows possible, especially in industries previously closed to foreign entry. Of particular
importance has been the privatization of State-owned utilities in Latin America and the
Caribbean and in Central and Eastern Europe.

Traditionally, FDI in such services as banking, insurance and transportation was
motivated by the desire of firms in these sectors to provide their services to the overseas affil-
iates of the manufacturing clients that they served in their domestic markets. This contin-
ues, but the pattern has been changing: service providers increasingly invest abroad in search
of new clients to exploit their ownership advantages and to respond to competitive pres-
sures. For host countries, domestic economic growth remains the principal attraction for
FDI in non-tradable services. In directly tradable services, the main attractions are access to
good information and communication technologies (ICT), sound institutional infrastruc-
ture and the availability of productive and well-trained personnel at competitive costs.

The composition
of services FDI
is changing

Services play an
increasing role
in production

59



60

Services are also
important in the rise in
cross-border mergers
and acquisitions

The
internationalization

of goods and services
production are similar

Financial flows to developing and transition economies

The shift towards services is also discernible in cross-border M&As. The
propensity of TNCs to enter new markets through M&As, rather than greenfield FDI, is
much greater in such service industries as banking, teleccommunications and water. In the
late 1980s, services accounted for some 40 per cent of cross-border M&As, but this share
rose to more than 60 per cent by the end of the 1990s. During the second half of the
1990s, most M&As took place in services and became a widely used mode of TNC entry.
Privatization programmes open to FDI, which peaked in many countries during the 1990s,
added to the number of M&As. Until the 1980s, cross-border M&As were almost exclu-
sively the domain of United States TNCs, but TNCs from the EU have become the dom-
inant actors, accounting for 61 per cent of all M&As in 2001-2003. Cross-border M&As
have also played a prominent role in the overseas expansion of services TNCs based in
developing countries.

There are signs that international production of services is evolving in a direc-
tion similar to that of international goods production. In the United States, for instance,
the share of intra-firm imports in total imports of “other private services” rose from 30 per
cent in 1986 to 47 per cent in 2002. To the extent that TNCs in the services sector are pur-
suing integrated strategies, however, they are “simple” rather than “complex” strategies,
although some services TNCs have world product mandates for foreign affiliates (e.g.,
accounting services for a corporate system as a whole), as do simultaneous international
production networks (such as when affiliates in various countries work on a common
Research and development (R&D) project at the same time).

The growth of “outsourcing” and “offshoring” (see table II1.6 for definitions)
has also contributed to the shift of FDI towards services. These relatively new phenomena
are small in value compared with FDI and involve firms from both developed and devel-
oping countries. Outsourcing and offshoring of services in such areas as business process-
ing operations, shared services and call centres have been driven by the desire of firms to
rationalize their activities and to reduce costs. The advances in ICT have also made these
services tradable, that is to say, capable of being produced in one location and consumed
elsewhere. The implication of this “tradability revolution” is that the production of entire
service products (or parts thereof) can be distributed internationally—in countries other
than a firm’s home country—in line with the comparative advantages of individual loca-

Table 111.6.
Some definitions of offshoring and outsourcing

Internalized or externalized production

Location of production Internalized Externalized (“outsourcing”)

Home country Production kept in-house at home Production outsourced to third
party provider at home

Foreign country (“offshoring”) Production by foreign affiliate Production outsourced to third
(“intra-firm (captive) offshoring”) party provider abroad:

To local company
To foreign affiliate
of another TNC
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tions and the competitive strategy of the firm. For these reasons, offshoring of services rep-
resents the cutting edge of the global shift in production activity, giving rise to a new inter-
national division of labour in the production of services, and is expected to grow rapidly.

International financial cooperation

Official flows

A year relatively free of financial crises was reflected in a significant fall in International
Monetary Fund (IMF) lending in 2004. During the first nine months, the IMF was a net
recipient of $8.7 billion from developing countries, as the volume of loan repayments
exceeded IMF disbursements. The IMF was last in this position in 2000. The net flow of
IMF resources in 2004 also reflected, to a certain extent, the level of commitments in
2003, and similarly, net flows in 2005 will reflect the fall in commitments in 2004. Total
approved IMF commitments to the developing countries for the first nine months of the
year slowed to a trickle at $1.1 billion, embodied in seven arrangements, compared to
$17.6 billion in 18 arrangements for the entire 2003.

Fund commitments to the economies in transition rose in 2004, albeit from
only $0.2 billion in 2003 to $1.4 billion in the first nine months of 2004. Nevertheless,
these countries have been transferring funds, on a net basis, to the IMF since 1999. With
the European Bank for Reconstruction and Development (EBRD) assuming a larger role
as provider of finance, IMF disbursements to these countries slowed in previous years and

repayments have consistently exceeded new loans.

Official development assistance

Data on total official development assistance (ODA) for 2004 are not yet available, but on
the basis of total ODA of $69 billion recorded for 2003, the Development Assistance
Committee (DAC) of the Organization for Economic Cooperation and Development
(OECD) is projecting that the international donor community will provide some $77 bil-
lion in ODA in 2006, an increase of about one third, in real terms, over the total record-
ed in 2002. The rise in ODA is the result of the continued delivery on pledges to increase
ODA made by donors at the International Conference on Financing for Development,
held in Monterrey, Mexico, in March 2002. The EU and its member states will continue
to be the major source of aid, generating well over half of all ODA. The United States is
to raise ODA by $5 billion a year through 2006, which means a 50 per cent increase in
core development assistance over that reached in 2002. The increased aid will be credited
to a Millennium Challenge Account (MCA) to be disbursed through the newly created
Millennium Challenge Corporation (MCC). The United States has released a list of 16
countries eligible to apply for assistance from the MCC in fiscal year 2005, and countries
eligible to apply for Threshold Program Funding.5

Notwithstanding the increase in official assistance since 2002, current ODA
levels still fall far short of various estimates of the annual amount deemed necessary to
achieve the Millennium Development Goals. Moreover, for the many poorer countries fac-

ing severe challenges, it is essential that most, if not all, assistance flows should be in the
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form of grants. Grant finance, which declined in the 1990s, seems to be recovering. The
negotiations for the replenishment of resources of the International Development
Association (IDA), the World Bank’s concessional lending window, for the lending period
1 July 2002-30 June 2005, or IDA-13, envisaged a larger share of assistance in the form of
grants, and it is hoped that IDA-14 negotiations, which will cover the period 1 July 2005-
30 June 2008, will reflect a continued increase in the provision of grants. A substantial and
timely funding of IDA-14 will be a critical affirmation of the commitment of the interna-
tional community to mobilizing the resources for its support of strong, results-oriented
action by partners in the poorest countries.6

Furthermore, the ODA figures have to be interpreted with some caution. For
example, when adjusted for depreciation of the US dollar and price inflation, the 18.4 per
cent annual increase of ODA reported for 2003 relative to 2002 falls to around a quarter
of that figure. In addition, it is normally expected that ODA should provide new cash
resources that makes it possible for recipient countries to increase development spending.
However an increasing portion of the recent increases in ODA has taken the form of
expenditures on international security and emergency distress relief. Corrected for these
items? reported by DAC for Afghanistan and Iraq, ODA in 2003 increased by a little over
1 per cent in real terms, suggesting that any increase in real resources to meet internation-

ally agreed development objectives has been modest at best.

Official development cooperation

In addition to efforts to increase ODA levels to achieve the Millennium Development
Goals and honour the Monterrey Consensus, efforts have been made to enhance aid effec-
tiveness through better harmonization of aid procedures and improved coordination of
donor policies and procedures. For instance, the Development Assistance Committee
Working Party on Aid Effectiveness and Task Team on Harmonization and Alignment are
acting to implement the commitments of the Rome high-level forum.8 The Development
Committee of the World Bank and the IME, in its Communiqué of 2 October 2004, fully
endorsed these agreements and called for the development of indicators and benchmarks to
monitor the participation of all partners in this effort at the country level.?

The Second International Roundtable on Managing for Development Results
was held in Marrakech, Morocco, in February 2004 to help foster consensus on the prior-
ities for the global partnership on managing for results. Sponsoring agencies have endorsed
a joint memorandum, core principles and an action plan that can serve as a foundation to
broaden this consensus and take further action in coming years. In addition, the staff of
the World Bank and IMF prepared a report on aid effectiveness and financing modalities
for the Development Committee meeting in October 2004 to address issues, including the
role of aid, ongoing work on aid effectiveness, absorptive capacity and innovative financ-
ing mechanisms. Despite progress in increasing aid flows and improving aid harmonization
and policy coordination among partners, the report concludes that much remains to be
done. It notes the slow progress in improving overall aid practices, stating that a large gap
exists between statements on the need to improve aid delivery, for instance, and the neces-
sary actions by donors.10

Aid effectiveness is also being addressed at the regional level. The European
Commission, for instance, has put forward proposals aimed at expediting progress on the
pledges made at the Barcelona Summit to achieve closer coordination of policies and har-
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monization of aid procedures of EU member States.” The Economic Commission for
Africa (ECA) is engaged in a joint effort with DAC to create an institutional framework
for mutual accountability between Africa and its partners. An important function of this
alliance is to conduct joint Africa/DAC reviews of the impact of partner country policies
on Africa’s development cooperation programmes.

Concerns about the poor prospects of many sub-Saharan countries for attaining the
Millennium Development Goals have also led the United Kingdom to launch a Commission
for Africa with the objective of improving progress towards the internationally-agreed develop-
ment goals in the region. In their consultations with the Commission, East African countries
called for stronger support for such structures as the African Union and its development plan
for Africa.’? Calls for debt cancellation for African countries, the removal of trade-distorting
subsidies, and the implementation of land redistribution programmes were also made.

New and innovative
sources of development finance

Achieving the Millennium Development Goals by 2015 will require not only changes in
policies and priorities but also a major effort by developing countries and the internation-
al community to mobilize additional financial resources. In its five-year review of the
implementation of the outcome of the World Summit for Social Development, the General
Assembly called for a rigorous analysis of the implications of proposals for developing new
and innovative sources of development finance (resolution A/RES/S-24/2 of 1 July 2000).
Paragraph 44 of the Monterrey Consensus also called on Member States and the United
Nations Secretariat to pursue investigation of innovative sources of finance. In response,
the Secretary-General commissioned the World Institute for Development Economics
Research of the United Nations University (UNU-WIDER) to undertake a study of new
and innovative sources of development finance. The purpose of the study was not to devise
new financing mechanisms but to consider some of the better known existing proposals,’3
focusing on their design and policy implementations. The results of the study were pub-
lished in 2004 and a summary was presented to the General Assembly.14

A number of other initiatives have responded to this call to seek ways to pro-
vide resources in addition to those generated by commitments of member States to achieve
the Monterrey Consensus goal of 0.7 per cent of gross national income (GNI) in official
development assistance. In November 2003, a group of independent experts was formed at
the request of President Chirac of France to seek means by which the increased prosperity
produced by globalization might be channelled into new financial contributions to create
more and better funding for development purposes. The report of the group’ surveyed a
wide range of alternatives and provided a technical analysis of their feasibility without
making specific reccommendations.

In January 2004, the presidents of Brazil, Chile and France, together with the
United Nations Secretary-General, launched an initiative, later endorsed by the President of the
Government of Spain, to combat hunger and poverty that included the formation of a Technical
Group to explore new and innovative sources of development finance. The work of the Technical
Group was intended to contribute to multilateral efforts to mobilize additional resources for
development.'® The Meeting of World Leaders on Action against Hunger and Poverty at United
Nations Headquarters in September 2004 resulted in a Declaration that stressed the need to raise
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and improve development assistance levels by giving further attention to innovative mechanisms
of financing, both private and public, compulsory and voluntary, in order to raise funds for the
attainment of the Millennium Development Goals and ensure the long-term stability of foreign
aid.17 As a result of subsequent deliberations in the General Assembly, it was agreed that discus-
sions on the issue should continue in the appropriate fora.18

At its annual meeting in October 2004, the Joint Ministerial Committee of the
Boards of Governors of the World Bank and the International Monetary Fund on the Transfer
of Real Resources to Developing Countries also discussed the needs for additional stable and
predictable financing to help developing countries meet the Millennium Development Goals.
The Committee took note of the Meeting of World Leaders and requested the Bank and the
Fund to continue work on these issues and to report at the next meeting on proposals on how
the various options for additional financing might be implemented.!3

Among the possible sources of development funding studied in the various
reports were global environmental taxes; financial transactions taxes; taxes on arms sales; use
of special drawing rights (SDRs) for development purposes; the International Finance
Facility; private donations for international development; affinity credit cards; a global lot-
tery; global premium bonds; combating tax evasion; and mobilizing emigrant remittances for
development. Among the various proposals, the International Finance Facility is designed to
provide increased funding quickly by employing financing arrangements that would allow
future aid commitments to be used before they were disbursed, the objective being to achieve
the Millennium Development Goals by 2015. If adopted, it would be desirable if this facili-
ty could be complemented by actions to ensure that there is no decline in aid flows after
2015. Among the other proposals, the technical reports conclude that only financial transac-
tions taxes and environmental taxes might provide large amounts of additional resources in
the longer term. However, realizing the potential of such taxes would require the full agree-
ment of, and compliance by, all countries and this might be difficult to achieve. On the other
hand, a proposal to make a new allocation of special drawing rights has already garnered sup-
port among members of the IMF; the use of existing allocations or a new allocation for devel-
opment purposes could provide sizeable amounts of resources.

While concerns have been expressed that these initiatives might reduce existing
commitments to official assistance, all of the reports and discussions of the issue stress that
the various proposals should be seen as strictly additional to the ODA commitments tar-
get under the Monterrey Consensus.

Heavily Indebted Poor Country (HIPC)
Initiative and other debt-relief measures

As at December 2004, 15 countries had reached their “completion point”, qualifying them
for debt relief under the Heavily Indebted Poor Countries (HIPC) Initiative.2 Another 12
countries had reached their “decision points”, making them eligible to receive interim debt
relief. The implementation of the Initiative thus continues to progress slowly, owing main-
ly to the difficulty that eligible countries have in complying with the conditions required
to receive debt relief. Maintaining macroeconomic stability remains a challenge for the
countries that are in the interim phase of the programme.

Total debt relief accorded to the 27 countries that have reached either “decision
point” or the “completion point”, together with other debt relief measures, represents a two
thirds reduction in these countries’ overall debt stock. The ratio of debt service to exports
for these countries has declined to an average of 10 per cent.
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Notwithstanding the increased resources that debt relief makes available, HIPC
countries continue to face difficulties in reconciling the objectives of achieving and main-
taining debt sustainability, promoting long-term growth and reducing poverty. This is
because priority in the implementation of poverty reduction strategy papers (PRSPs) has to
be given to spending in social sectors, especially education and health.?! Indeed, in some
cases countries have had to borrow to meet deficits created by these new expenditure com-
mitments. Sustained poverty reduction and debt sustainability also require increased
domestic investment in infrastructure and in production capacity in order to raise eco-
nomic growth and accelerate development.2

Debt sustainability is also affected by vulnerability to external shocks. For a
number of heavily indebted poor countries, shocks from collapses in principal exports,
droughts and other natural disasters, and civil strife have led to unsustainable debt levels.
Moreover, eight of the 11 countries that have not yet reached the “decision points” are in
conflict or post-conflict situations. They have also accumulated large protracted arrears
with the international financial institutions.

Debt relief through the HIPC Initiative has been interpreted by many to have
been intended to provide an addition to the total volume of ODA. Following the intro-
duction of HIPC in 1995, however, total ODA transfers to the HIPC countries declined
and have not yet recovered, despite a rise in bilateral ODA flows after 2001. Aid in grant
form rose by 31 per cent between 2000 and 2002 (and has increasingly replaced bilateral
loans to HIPC countries), but this increase was almost totally due to debt forgiveness
(amounting to more than $2 billion), rather than being additional ODA flows.

Recent commitments by some non-HIPC developing countries, notably India
and the Libyan Arab Jamahiriya, to provide debt relief to HIPC countries have provided a
welcome increase in overall creditor participation, but most commercial creditors have not
indicated a willingness to participate in the enhanced HIPC Initiative. Mobilizing the par-
ticipation of these creditors remains a challenge to the international community.

The Paris Club group of creditor countries has continued to play an active role
in the HIPC process. In October, Ethiopia’s Paris Club creditors finalized the cancellation
of $758 million in net present value terms of July 2003 representing the Paris Club’s share
of the effort in the framework of the Enhanced HIPC Initiative. Most creditors also com-
mitted on a bilateral basis to grant additional debt relief to Ethiopia so that the stock of the
debt owed to Paris Club creditors will be reduced by a further $176 million in net present
value terms of July 2003. In total, Ethiopia’s debt to Paris Club creditors has been reduced
from $1,087 million to $153 million in Net Present Value (NPV) terms of July 2003.

In November, Madagascar’s Paris Club creditors agreed to recommend to their
Governments a cancellation of $752 million in nominal terms ($292 million in NPV terms
as of January 2000) which represents the Paris Club’s corresponding share of the effort in
the framework of the Enhanced HIPC Initiative. Most creditors also committed on a bilat-
eral basis to grant substantial additional debt relief to Madagascar so that the stock of the
debt owed to Paris Club creditors will be reduced by a further $699 million in nominal
terms ($466 million in NPV). When finally approved, Madagascar’s debt to Paris Club
creditors will have been reduced from $1,572 million to $121 million as a result of this
agreement and additional bilateral assistance.

The Paris Club has also been active in support of post-conflict countries. In
November 2004, an agreement was reached on debt reduction of $38.9 billion out of its
total foreign debt of $120 billion owed by Iraq to Paris Club creditors. The programme
will initially provide cancellation of interest arrears equal to $11.6 billion in January
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2005. The remaining reduction will be deferred until approval of an IMF standard adjust-
ment programme when a further reduction of $11.6 billion will be made. An additional
debt reduction of $7.8 billion of the initial debt stock will be granted when the last review
of the three-year implementation of the IMF adjustment programme is completed. The
total debt reduction agreed will reduce Irag’s outstanding debt stock to Paris Club credi-
tors to $7.8 billion. The remainder of the debt will be rescheduled over 23 years with a
grace period of 6 years. The agreement is expected to serve as a benchmark for other cred-
itors, including Saudi Arabia and Kuwait, which hold the bulk of the debt, and some
Eastern European countries.

In December, Paris Club creditors agreed with the Government of the Republic
of the Congo to a restructuring of its public external debt, following the approval of an
arrangement under the Poverty Reduction and Growth Facility by the IMF in December
2004. This agreement treats a total amount of $3,020 million of debt, cancelling $1,680
million and rescheduling $1,340 million. This amount consists of arrears (including late
interest) as of 30 September 2004 and of maturities falling due from 1 October 2004 up
to 30 September 2007. The agreement is concluded under Naples terms.

In early January 2005, Paris Club creditors agreed that, consistent with the
national laws of the creditor countries, requests for relief from debt payments by countries
affected by the tsunami of 26 December 2004 would be granted until the World Bank and
the IMF had made a full assessment of these countries’ reconstruction and financing needs.
In the light of that assessment, which is expected to take two to three months, creditors
will consider what further steps are necessary, with the response being determined by the

situation of each country.

Multilateral surveillance

Effective and even-handed surveillance by the Fund of all its members remains the major
tool for crisis prevention and the promotion of orderly international financial relations. In
July 2004, the IMF Executive Board concluded its latest biennial review of surveillance
activities and identified several measures to further strengthen surveillance. 2 It has been
agreed that surveillance should be focused on exchange-rate policies, financial sector sta-
bility, external and fiscal sustainability, the global repercussions of the national policies of
the major developed countries and the closer integration of multilateral, regional and bilat-
eral surveillance. It has also been recognized that the surveillance process should promote
a frank and continuous dialogue between the Fund and its members, build trust with the
national authorities and strengthen communication of the Fund’s policy messages.

According to some observers, a shortcoming of the biennial review was that it
focused mainly on the process of surveillance rather than on an assessment of the Fund’s
effectiveness in assisting countries to implement appropriate policies. Fund surveillance can
be effective only if members are ready to listen and policy recommendations therefore
prompt timely action. In determining the future direction of surveillance, it is therefore
deemed more important to pay attention to identifying why a country is not following Fund
recommendations than to evaluating the relevance and appropriateness of past advice.

To raise the effectiveness of surveillance, greater selectivity and increased focus
on country-specific areas of vulnerability are also considered necessary. Consequently, more
attention should be paid to identifying not only the specific objectives of surveillance in
the light of the circumstances facing the country concerned, but also the appropriate tim-
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ing and intensity of surveillance. This requires surveillance that is tailor-made to address-
ing mainly those macroeconomic issues that are relevant in each member country. Better
alignment of surveillance with country circumstances, including the stage of economic and
financial market development, requires national authorities to be more active in determin-
ing the main thrust of Fund surveillance in their countries. This includes providing guid-
ance to the Fund on areas where its activities would be most beneficial.

Policy discussions should also adequately capture the country’s own develop-
ment priorities, institutional setting, and political economy and should strive to examine
alternative options for attaining a specified objective. To ensure that reforms are growth-
oriented, more emphasis should be given to the “qualitative” adjustment achieved through
the pursuit of “quantitative” objectives.

It has been argued that the restrictions on overall levels of government expendi-
tures in the pursuit of sound economic fundamentals have been one of the reasons for the
lack of infrastructure investment in developing countries. It is thus imperative to formulate
policies that produce sound macroeconomic fundamentals compatible with substantial
increases in investment in human capital and social and economic overhead capital.

In this regard, the design of appropriate fiscal rules has received a great deal of
attention in recent years. For instance, work is under way in the Fund on the treatment of
public investment and, more generally, the design of fiscal policy in surveillance and Fund
programmes. The IMF is conducting a number of pilot studies in Latin America and other
parts of the world to evaluate more flexible approaches to public investment in infrastruc-
ture. The results of these studies are expected to provide the basis for recommendations on
when and how to relax constraints on borrowing to finance public investment without
jeopardizing macroeconomic stability and debt sustainability.24

Another dimension of surveillance effectiveness is the extent of institutional
capacities in countries. Consequently, the provision of technical assistance for capacity-
building should be an integral part of the effort to reduce vulnerabilities and support the
implementation of reforms. It may be necessary to devote more resources to this kind of
assistance, demand for which continues to grow.

There have been proposals to introduce a Policy Monitoring Arrangement
(PMA) in the Fund for countries that do not need a borrowing arrangement but want to
strengthen their surveillance relationship or obrtain, for the benefit of markets and donors,
the IMF’s assessment of the strength of their policies.?d Such an instrument is seen by its
proponents as necessary to fill the gap between surveillance and financial programmes.
However, critics of the new arrangements question the benefits of creating for signalling
purposes an instrument such as the proposed PMA, which includes upper credit tranche
conditionality without Fund financing. Extending the principles of programme reviews
and monitoring to policy assessments and reviews in non-programme countries for signal-
ing purposes is seen by critics as counterproductive. It is argued that such an instrument
would be less effective than existing precautionary arrangements that allow countries to
borrow in case of need. Also, there are concerns that the proposed PMA may not only
become a requirement for lending, grants and debt relief, but may also substitute for exist-
ing facilities by minimizing lending to low-income countries.?

It has thus been suggested that, instead of creating a new instrument, it would be
more productive to concentrate on more efficient and flexible use of the untapped potential
of the existing mechanisms, particularly Article IV Consultations. Before further discussions
on the PMA, it would be useful to determine the extent of the demand for such a mechanism
among members, and whether markets or donors need the proposed IMF signalling.
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Precautionary financial arrangements

Effective surveillance, strong regulation and supervision, and sound economic policies do
not eliminate the risk of a capital-account crisis. Consequently, there is a need for insur-
ance in the form of foreign exchange liquidity for countries with sound policies to cope
with potential capital-account crises stemming from sudden changes in capital flows. The
Contingent Credit Line (CCL) was intended to provide such insurance, but was never used
and expired in November 2003. Since then, the IMF has been exploring other ways to
achieve this objective. In particular, there have been discussions on the possibility of adapt-
ing an existing instrument—namely, the stand-by precautionary arrangements?’ that are
typically used when balance-of-payments pressures are likely to arise in the current
account—to the needs of countries facing a potential capital-account shock.28

There is a consensus that precautionary arrangements within normal access
limits have been reasonably successful in providing support for members’ strong policies.
However, views differ on whether the structure of the precautionary arrangements should
be modified to allow the use of exceptional access under such arrangements.?? The oppo-
nents of such a modification note that the promotion of sound policies is the best form of
crisis prevention, and the precautionary arrangements with normal access limits have been
successful because the focus of the programme has been on the implementation of the nec-
essary policy adjustments to reduce vulnerabilities. Accordingly, the extension of the poli-
Cy to cover precautionary arrangements with exceptional access may change the emphasis
from promoting policy adjustments to financing capital-account crises, thus exacerbating
moral hazard issues. It has also been argued that the precautionary commitment of signif-
icant resources may constrain the ability of the Fund to respond to an actual crisis.

The alternative view is that the absence of effective insurance against capital-
account crises is an important gap in the tools available for crisis prevention. According to
this view, precautionary exceptional access could significantly strengthen the Fund’s role in
crisis prevention. A new policy would provide greater assurances to the member and to
financial markets of the availability of Fund support and should reduce the probability of
crisis by boosting market confidence. Moral hazard issues associated with such a facility are
considered to be exaggerated as empirical support is not sufficient or lacking.

In addition, by bringing access more in line with the potential need, a modi-
fied facility is expected to encourage more countries to adopt strong policies. It is also
argued that the inadequacy of the “collective” insurance provided by the existing Fund
facilities has forced developing countries to build up their own “self insurance” either in
the form of excessive reserve accumulation or by devising alternative regional funding
mechanisms to insulate themselves from external shocks. However, such “self-insurance” is
not cost efficient when sub-optimal provision of emergency liquidity financing leads to
contractionary economic policies to support excessive reserve accumulation and generates
a contractionary bias for the world economy.

These different points of view, related in many cases to fundamental issues per-
taining to the role of the Fund, are unlikely to be bridged soon. Nevertheless, there remains a
need for the further exploration of financing mechanisms to help prevent capital-account

crises. Efforts should continue to reach agreement on the general direction of such exploration.
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Crisis resolution

There has been some progress towards establishing voluntary mechanisms for the orderly
and cost-efficient resolution of financial crises. The inclusion of Collective Action Clauses
(CACs) in sovereign bond issues has gained greater acceptance and, contrary to earlier
expectations in some quarters, has not had an adverse impact on the cost of issuance. As of
the end of September 2004, more than 40 per cent of the value of the outstanding stock
of international sovereign bonds issued by emerging market countries included CACs.30
However, it will be possible to assess the relevance of CACs for an orderly debt restructur-
ing process only when they have to be applied in practice.

Some sovereign debtors and private creditors have been attempting to develop
voluntary “Principles of Stable Capital Flows and Fair Debt Restructuring in Emerging
Markets”, but progress has been slow. At its November 2004 meeting, the Group of Twenty
welcomed the work on such principles and stressed their importance for strengthening cri-
sis prevention and enhancing predictability of crisis management.3! Defining a framework
that is sufficiently binding to be of practical use in a debt restructuring process, but
remains voluntary, has proven difficult. It remains to be seen whether voluntary efforts,
such as these principles, can provide a sufficiently strong basis for an effective crisis reso-
lution mechanism.

Amid the limited progress on a framework for crisis resolution, policies on the
provision of IMF resources in capital-account crises have come under scrutiny. The emer-
gence of capital-account crises has sharply increased the need for the Fund resources and
the burden of financing has increasingly been put on the IMF, while the decision-making
process has tilted from rules to discretion. Setting strict limits to Fund financing may not
be appropriate, as it may unnecessarily restrict the Fund’s room for manoeuvre. On the
other hand, the IMF should not be put in a position where it always has to fully offset pri-
vate capital flows.

In 2002, to improve clarity and predictability of official responses to capital-
account crises, IMF introduced a framework for exceptional access to its resources. In deci-
sions on such access, the most important aspect is whether lending is justified at all, rather
than the absolute amount of lending. According to the framework, the Fund may grant
exceptional access to a country if three basic conditions are fulfilled: high probability that
the debt will remain sustainable; good prospects of regaining access to private capital mar-
kets; and reasonable chances of success with the country’s policy programme.

It has proven easier to define this framework than to implement it. Thus far,
the new procedure has not reduced debtor countries’ and market participants’ heavy
reliance on official financial support, while in many cases programmes have not been con-
sidered strong enough. In the assessment of the three required conditions, it is difficult to
avoid a strong element of judgement, and hence political involvement. In addition, it is
difficult to eliminate a bias towards excessive Fund financing because the alternative is
often the prospect of a large-scale systemic crisis. According to many observers, recent cases
of large and prolonged Fund lending have weakened the reputation of the Fund and put
into question the effectiveness of its programmes in catalyzing private capital flows. It has
also been argued that the current policies on crisis resolution remain tilted towards bailing
out the private sector.

There have consequently been strong calls for the creation of clearer limits and
criteria for exceptional access and for rigorous adherence to them. Strict adherence to the
rules governing exceptional access is deemed necessary to secure predictable financial crisis
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management, ensure equal treatment of member states, encourage involvement of the pri-
vate sector in the resolution of crises, reduce creditor and debtor moral hazard, and safe-
guard the resources of the Fund and the credibility of its policies. It has also been stressed
that, in exceptional access cases, financial assistance from the Fund should only support
sound policies, even when that requires a significant policy shift. It seems, however, that a
stronger framework for exceptional access will not be enough to involve the private sector,
and the development of other tools may be necessary. Progress in this respect has been dis-
appointingly slow.

In this regard, the existing instrument, the Fund’s policy for lending into
arrears, could be used more effectively to involve the private sector more consistently in the
resolution of crises and thereby in burden-sharing. According to this policy, the Fund may
lend into arrears if a country makes a significant policy adjustment in an effort to resolve
arrears and if it engages in negotiations with its private creditors in good faith to restore debt
sustainability. The policy could be improved by clearer and more operational criteria for
judging “good faith”, including specification of the key elements of a constructive dialogue.

Financial regulation and supervision

After nearly six years of work, the text of a new capital framework for banking organiza-
tions (Basel II) was published in June 2004. The proposal is currently being evaluated by
national bank supervisory authorities. In some countries, this includes additional field tests
to provide a better understanding of how the implementation of a more risk-sensitive
approach for regulatory capital standards might affect minimum required capital at the
industry, institution and portfolio level. Also, for an extended period of time, banks in all
G10 countries will calculate their capital requirements under both the old 1988 Accord
and the new Basel II framework. These additional field tests and parallel calculations are
aimed to serve as the final checks of Basel II prior to its implementation. Because of the
need for additional assessments of the impact of the new framework, the end of the tran-
sition period for implementation of the more advanced proposed approaches for G10
countries has been moved from the end of 2006 to the end of 2008. More time is also con-
sidered necessary to clarify and provide supplementary guidance for some of the rules, and
additional work is needed to foster greater consistency in the implementation and applica-
tion of the new framework across countries.

There is no implementation timetable for non-G10 countries. It has been rec-
ognized that, because of its complexity, Basel II will probably not be adopted as widely and
quickly as the 1988 Accord® and that, given the national resource and other constraints
facing many developing countries, there may be more immediate regulatory concerns that
need to be tackled before Basel II implementation.® The new system will have substantial
implementation costs, which many developing countries would have to divert from other
uses. In particular, some issues of concern to developing countries—such as the procycli-
cality of regulatory arrangements and international portfolio diversification—were not
adequately dealt with in Basel II, and developing countries may wish to give higher prior-
ity to building stronger and deeper domestic financial systems. Nevertheless, many devel-
oping and emerging market countries have already begun to deal with implementation
issues and it is expected that, by 2010, over 90 per cent of banking assets in the develop-
ing world will be covered by Basel II arrangements.3
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International standards and codes

The major focus regarding standards and codes has been on improving implementation,
since a great deal of practical experience has now been accumulated. Over two thirds of
IMF member countries had completed or committed to undertake at least one module of
a Report on the Observance of Standards and Codes (ROSC) as of end June 200435 and
over 80 country Financial Sector Assessment Programme (FSAP) reviews had been com-
pleted or were under way as of September 2004.36 Previous reviews recommended reduc-
ing the number of FSAPs and putting greater focus on follow-up and adjustment to coun-
try circumstances.

At its twelfth meeting in September 2004, the Financial Stability Forum (FSF)
discussed a paper prepared by the IMF that described gaps in the implementation of stan-
dards and raised a number of issues relating to the standards themselves, 37 in particular
the shortage of internationally-agreed capital and risk management standards in the insur-
ance sector.

The FSF considered ways to improve the implementation of regulatory stan-
dards in the banking, securities and insurance sectors, based on the experience of the FASP.
It discussed the treatment of preconditions for the effective implementation of standards,
the consistency of the implementation methodology, cross-sector and cross-border regula-
tion, regulatory and corporate governance, especially for State-owned enterprises (SOEs),
and public disclosure. The FSF concluded by encouraging international standard-setting
bodies to consider cross-sector issues with a view to addressing inconsistencies and incom-
patibilities among the standards in different financial sectors.38

Meanwhile, collaborative efforts of the World Bank and the United Nations
Commission on International Trade Law (UNCITRAL) are under way to develop a unified
international standard for insolvency and creditor rights that takes into account different
legal traditions. At its November 2004 meeting, the G-20 stressed the importance of this
work.33

In the area of corporate governance, the OECD Steering Group on Corporate
Governance is developing an assessment methodology for the OECD’s revised Corporate
Governance Principles that were approved in May 2004. The OECD is also working on
governance guidelines for SOEs in consultation with non-OECD countries.

The international coherence of work to strengthen financial reporting and gov-
ernance remains a pressing issue. At its September 2004 meeting, the FSF discussed devel-
opments regarding International Financial Reporting Standards (IFRS) and the progress
towards convergence between the International Accounting Standards Board (IASB) and
the United States Financial Accounting Standards Board (FASB). The Forum noted that
attention needed to shift to effective implementation of IFRS standards. The Forum also
noted that the standards regarding audit quality and auditor oversight are used by many
countries and more would adopt them in 2005 alongside the move to IFRS. For instance,
all listed EU companies will have to use these IFRS from 2005.

In September 2004, the Board of the International Federation of Accountants
(IFAC) published a study in which it recommended further actions to achieve convergence
to international standards. An important element of the IFAC study was the identification
of challenges faced by small and medium-sized entities and accounting firms, including
those working in developing countries, in implementing the standards.® In July 2004, the
IFAC Board established a working group to organize an international summit on small and
medium practice (SMP) issues in early 2005.
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IFAC also formed a partnership with UNCTAD to identify the needs of devel-
oping and transition economies in their efforts to meet the International Education
Standards addressing accounting education and professional qualifications, as well as to
assist them in the implementation of best practices of corporate governance. The IFAC
Developing Nations Permanent Task Force provides support to the development of the
accountancy profession in these countries. The Task Force is to work with the IFAC
Compliance Program to respond to the needs of developing countries, including accessing
resources within the IFAC membership and donors.

The Public Sector Committee (PSC) of the IFAC reported in July 2004 that its
survey of the views of stakeholders confirmed the overwhelming support for an independ-
ent standard setter for international public sector financial reporting standards. It was rec-
ommended that the PSC be renamed the “International Public Sector Accounting
Standards Board”.4!

In March 2004, the IMF and World Bank endorsed the revision of the
Financial Action Task Force’s FATF 40+8 Recommendations as the revised standard for
Anti-Money Laundering/Combating the Financing of Terrorism (AML/CFT) assessments,
under which 30 to 40 assessments are expected to be conducted annually. At its November
2004 meeting, the G-20 reiterated its commitment to implement the revised FATF Forty
Recommendations and the FATF Special Recommendations and welcomed the decision by
the IMF and the World Bank to make comprehensive assessments on money laundering
and terrorist financing a regular part of their work.

Voice and participation of developing
countries in the Bretton Woods Institutions

Voice and effective participation are issues that go to the centre of the international finan-
cial institutions’ legitimacy, relevance and effectiveness. The Monterrey Consensus stressed
“...the need to broaden and strengthen the participation of developing countries and
economies in transition in international economic decision-making and norm setting”.42
Since then, a number of proposals have been put forward, but there has been no progress
in deciding how to change the quotas, capital shares and voting rights of member countries
to reflect the evolution of different economies and to correct the underrepresentation of
the developing countries in the decision-making processes of the IMF and the World Bank.
However, exercises based on adjustment to existing formulae for representation have been
shown to produce only marginal changes in representation, and not all of them provide for
improvement in representation of developing countries.

At their meetings in October 2004, the International Monetary and Financial
Committee and the Development Committee took note of a status report® regarding work
on voice and participation, and asked the Boards of the IMF and World Bank to consider
these issues further. While the Executive Board discussions can be useful in elaborating the
details of various proposals for change within existing parameters, real changes in repre-
sentation can only be achieved through fundamental reform that has to come from politi-
cal leaders.
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Eight countries acceded to the European Union in 2004. They are the Czech Republic, Estonia,
Hungary, Latvia, Lithuania, Poland, Slovakia and Slovenia.

A single transaction of nearly $20 billion involving an intra-company loan by a telecommunications
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Chapter IV
Regional developments
and outlook

Developed market economies

North America: growing
constraints for the United States

Growth in Canada and the United States averaged more than 4 per cent in 2004, but their
combined increase in gross domestic product (GDP) is expected to fall to 3 per cent in
2005 (see table I.1) as performance is constrained by the unwinding of previous policy
stimuli, higher oil prices, weak employment growth, mounting debt in the household sec-
tor and the United States twin deficits. While some resilience and flexibility remain, the
United States economy, particularly the seemingly unflinching propensity of consumers to
spend, may have become overstretched.

Much of the United States strong performance in 2004 was due to vigorous
growth in the first quarter, but the expansion then slowed, particularly in the second quarter
as consumer spending stalled and export growth decelerated (see figure IV.1). Although other
weaknesses were also involved, the surge in oil prices was a major factor behind the modera-

Figure IV.1.
Growth of GDP in the EU-12, Japan and
the United States, quarterly, 2002-2004

Percentage change in seasonally adjusted data from preceding quarter
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tion. The rise in crude oil prices has not been fully passed through to the prices of gasoline
and heating oil, and even less to the prices of other goods and services. As oil prices are
expected to remain at their increased levels in 2005 (see chapter II), the adverse effects will
likely accumulate: real disposable income and household spending will be further constrained
and business profits will be squeezed. Growth is expected to decline to 3 per cent.

Consumption spending has been the mainstay of the recovery in the United
States, but at the cost of the household savings rate dropping to a record low of less than
1 per cent during 2004. This was partly due to higher oil prices as consumers maintained
their real consumption by reducing savings. However, the decline in the saving rates over
the past few years, and the associated consumer spending spree, was driven primarily by
the appreciation of housing prices, low interest rates and the use of mortgage refinancing
to finance consumption. As a result, household debt has reached a record high. The fore-
cast projects housing prices to peak, if not decline, while interest rates, although remain-
ing low, will continue to move upward in gradual steps. These two key sources of support
for consumer spending are therefore expected to wane. Moreover, if interest rates were to
rise more rapidly than anticipated, due either to an escalation of inflation driven by
increased oil prices or to a sell-off of dollar-denominated assets by foreign investors, hous-
ing prices could fall more rapidly and the debt burden would squeeze consumer spending
more severely.

The strength in the household sector will also depend on the recovery in
employment. Employment growth had been exceptionally slow, but showed some strength-
ening in the fourth quarter of 2004. Nevertheless, the growth in payroll employment is
averaging less than 200,000 per month, sufficient only to maintain a stable unemployment
rate. In addition, there are some structural weaknesses underlying the aggregate number:
government hiring has increased, but private sector job growth is below its historical aver-
age and manufacturing jobs continue to decline. Despite these constraints, further
improvement in employment is expected in 2005 as a result of diminishing growth of pro-
ductivity and increased business capital spending (see table A.1). However, with the cur-
rent unemployment rate of 5.5 per cent, compared to the low of around 4 per cent reached
in 2000, and taking into account the deterioration in the labour force participation rate,
the labour market is expected to provide only meagre support for household income and
for economic growth in general.

Meanwhile, fiscal stimuli are expected to dwindle, if not reverse. The expan-
sionary fiscal policy, with both increased expenditure and reduced taxes, alleviated the
downturn of the past few years, but it also caused the fiscal deficit to soar to more than $400
billion, or 3.5 per cent of GDP, by the end of 2004. Some of the tax reduction measures are
expected to be extended, but real government spending is not expected to grow much faster
than GDP in 2005, decelerating from the pace of the previous two years.

While the fiscal stimulus will diminish, there are a few favourable forces that
should provide a boost: high productivity growth, robust business investment, low infla-
tion and, possibly, a stronger-than-anticipated improvement in employment.

The United States continues to lead the world in technological innovation.
High productivity growth, about 4.5 per cent in both 2002 and 2003, has been a key to
the country’s economic resilience. Although it has moderated recently, including a drop to
1.9 per cent in the third quarter of 2004, productivity is expected to grow by over 2 per
cent for the next few years, implying a potential growth rate for the economy of about 3
to 3.5 per cent.
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Business investment remains strong, boosted by improving corporate profits,
low interest rates and a recovery in equity prices. The scheduled expiration at the end of
2004 of the tax provision to encourage capital depreciation contributed to the acceleration
in business investment in 2004, but is expected to slow investment spending in early 2005.
Renewed growth of business investment is expected thereafter.

Despite the increase in oil prices, the rate of inflation, as measured by the con-
sumer price index (CPI), rose only to 2.6 per cent in 2004, from 2.3 per cent in 2003.
Meanwhile, inflationary expectations, as measured by the difference in yields on inflation-
indexed government bonds and conventional government bonds, have also edged up only
slightly. This benign inflation outlook enabled the Federal Reserve (Fed) to adopt a grad-
ual tightening of monetary policy, with five quarter-point increases in interest rates to 2%
per cent by the end of 2004. In the forecast, it is assumed that the Fed will continue to
raise policy interest rates further, to 3.5 per cent by the end of 2005. Even at that level, real
interest rates will remain below their historical average (see figure IV.2).

Economic growth in Canada has accelerated since the second quarter of 2004,
driven by both strong external demand and an improvement in the terms of trade. However,
there are also some countervailing forces, such as the appreciated currency, rising interest
rates, and the high dependency on demand from the United States and other countries. GDP
is projected to grow by 2% per cent in 2005, the same pace as in 2004 (see table A.1).

The Canadian dollar appreciated substantially against the United States dollar
in 2003 and 2004, but the negative impact on the economy has been offset by increases in
the prices of oil and other commodities exported by Canada, as well as by strong external
demand. As a result, corporate profits reached record highs, boosting business investment
and employment growth, which, along with wage gains, supported consumer spending.

Figure IV.2.
Real short-term interest rates in the EU-12, Japan
and the United States, January 1999-October 2004
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However, with the further strengthening of the currency and the moderation in
some commodity prices, the contribution to growth of net exports is expected to decline;
some signs of weakening in exports had already become apparent in the last quarter of
2004. Meanwhile, since housing and automobile stocks have been built up considerably
and interest rates are expected to rise over the next two years, it is unlikely that these two
sectors will contribute to growth as they have in the past few years.

Government expenditure and public employment were weak in 2004, but
stronger growth is expected in 2005. The fiscal position remains balanced, with federal sur-
pluses offset to some extent by deficits at the provincial level. The federal government’s
budget surpluses are forecast to continue as the government adheres to its plan to reduce
the ratio of public debt to GDP. Canada may be the only large developed country with
both an ageing population and a sustainable fiscal position.

Interest rates in Canada are at least 70 basis points higher than those in the
United States and are higher than the “equilibrium” differentials that might be expected in
the light of Canada’s lower long-term inflation, its fiscal position and its current-account
balance. Monetary tightening in Canada is therefore expected to be less aggressive than in
the United States in 2005.

Developed Asia and Pacific:
recovery shifts to a lower gear

The economic recovery in Japan, which began in mid-2003, continues but has shifted to a
lower gear, with signs of sluggishness since the second quarter of 2004. Nevertheless, GDP
increased by 3.6 per cent for the year, the best annual performance in the past decade.
Growth in 2005 is, however, expected to decelerate to 2 per cent (see table A.1). The
prospects for the Japanese economy remain largely dependent on a number of external fac-
tors, including the strength of the United States and China, oil prices, and the global
information and communication technologies (ICT) cycle; the appreciation of the yen vis-
a-vis the United States dollar has not yet become a major curb on economic activity.

The recovery was originally driven by the expansion of the external sector, but
strength has gradually fed through to other sectors, from manufacturing to non-manufac-
turing and from large firms to small firms. An improvement in corporate profits continues
to support strong growth in business capital spending, while employment and household
income have finally shown some signs of strengthening.

The risks to the stability of the financial system have subsided noticeably.
Progress has been made in dealing with non-performing loans, conditions for corporate
finance have improved, commercial banks continue to become more willing to lend and
stock prices have been rising for more than a year; land prices, however, continue their pro-
longed downtrend, although the decline in a few metropolitan areas has slowed.

The protracted deflationary trend has abated notably but has not been fully
uprooted. The rise in the prices of oil and raw materials has led to higher producer prices,
but consumer prices, excluding food prices, continue a slight downtrend. These cross cur-
rents are expected to continue in 2005, with the upward pressures on the prices of raw
materials, and thus producer prices, being offset by restraints on labour costs and firms’
lack of pricing power due to competitive pressures. Consumer prices are expected to regis-
ter a small rise in late 2005, as the economic recovery gradually narrows the output gap,
bringing the deflationary cycle to an end (see figure IV.3).
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Figure IV.3.
Inflation in the EU-12, Japan and the
United States, January 1999-October 2004
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Monetary policy has been accommodative, as the Bank of Japan has been
increasing the monetary target to provide liquidity through various money market opera-
tions. The Bank has committed to maintain its zero-interest-rate policy until the annual
changes in the CPI are above zero on a sustained basis; this is unlikely before late 2005.

On the other hand, fiscal policy will continue to be restrictive, mainly through
expenditure restraint, such as cuts in public investment spending. Japan is aiming for a pri-
mary balance before 2010: raising the consumption tax could be an option in the medium
term and privatization of the Postal Savings system is also on the agenda.

The downside risks in the short run include a further increase in oil prices, a
“hard landing” in China and a downturn in the United States. Longer-term risks are more
structural in nature. Corporate debt levels remain high, particularly for non-manufactur-
ing firms, while progress in restoring the financial soundness of the banking system has
been uneven. The government fiscal position remains precarious: the ratio of gross debt to
GDP is 166 per cent, that of net debt to GDP is 80 per cent, and the structural deficit
(including social security) is 6 per cent of GDP.

The economies of Australia and New Zealand performed well in 2004, with
GDP growth of 3.4 per cent and 4 per cent, respectively; however, growth in both, partic-
ularly New Zealand, is expected to moderate in 2005 (see table A.1).

In Australia, a scaling back in housing construction, which has been the most
vibrant force for economic growth for the previous few years, was offset by an improvement
in the terms of trade (due to higher prices for its commodity exports) and a fiscal stimu-
lus. In New Zealand, domestic demand has been booming, bolstered by business invest-
ment and housing construction. Both economies have achieved notable employment
growth, to the point where unemployment rates have reached historical lows. Import
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demand has been growing at more than 10 per cent in real terms in both economies, but
real exports have also increased, although at a lower pace than imports. Both economies
have external deficits of about 5 per cent of GDP. Australia reduced its deficit slightly in
2004 due to the higher value of its exports, but New Zealand’s deficit deteriorated further.
The external deficits and the appreciation of their currencies suggest that there may be
some downward adjustment in these economies in 2005.

Inflation has moved upward in both economies, but remains within the target
ranges set by the two central banks. The Reserve Bank of Australia held interest rates con-
stant in 2004, after raising them in 2003, whereas the Reserve Bank of New Zealand raised
rates by 150 basis points in 2004. No further tightening is expected in 2005, although New
Zealand may reverse some of the earlier tightening if slower immigration or currency

appreciation exacerbate the slowing of the economy.

Western Europe:
Can the recovery be sustained?

In Western Europe, the recovery lost momentum in the second half of 2004. In the third
quarter, the growth of real GDP decelerated considerably; in France and Germany, the rate
of expansion slowed almost to stagnation (see table A.2). There was also a weakening of
cyclical growth in the United Kingdom of Great Britain and Northern Ireland, which is at
a more advanced stage in its current business cycle. Business surveys point to moderate
expansion in Western Europe in the final quarter of 2004. For the year as a whole, real
GDP increased by some 2.3 per cent (see table 1.1); the rise in oil prices, only partially oft-
set by the appreciation of the euro, is estimated to have reduced growth by some 0.3 per-
centage points.

A major factor behind the deceleration in economic activity in the third quarter
of 2004 was the weakening of export growth, which had been the mainstay of the recovery
since the second half of 2003. At the same time, import demand remained strong. As a
result, the contribution of real net exports to growth, which declined in the second quarter,
turned negative. This was, however, largely offset by an acceleration in inventory investment
and an upturn of fixed investment. In contrast, private consumption remained sluggish,
held back by the rise in energy prices and a more uncertain outlook for jobs.

Against this background, short-term growth remains vulnerable to a further
deterioration of the external environment. Real GDP in Western Europe as a whole is fore-
cast to increase by 2% per cent in 2005, broadly the same as in the preceding year (see table
I.1). The appreciation of the euro and other European currencies in late 2004 has raised
concerns regarding price competitiveness and clouded the prospects for export growth,
formerly the main pillar of the expected continuation of the recovery in 2005. In the euro
area, the problem remains the weakness of domestic demand which does not have the
underlying momentum necessary to offset an adverse export shock.

Nevertheless, a moderate upturn in final domestic demand in the euro area is
forecast for 2005. Business fixed investment should continue to strengthen, stimulated by
favourable financing conditions, higher capacity utilization rates and a pent-up need for
replacement and modernization of machinery and equipment. Private household con-
sumption expenditures should be supported by gains in employment and associated
increases in aggregate disposable incomes. Changes in real net exports will (as in 2004)
make only a slightly positive contribution to growth.
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Among the major economies, real GDP in Germany is forecast to increase by
only 1% per cent in 2005. Somewhat stronger growth is expected in France and Italy. In the
United Kingdom, cyclical momentum will weaken in 2005 and growth will be more in line
with trend output growth of 2% per cent. This is a desirable development in view of the lit-
tle remaining slack in the economy, which could lead to upward pressures on inflation.

The employment response to the cyclical upturn in output was 0.5 per cent in
2004 compared with the preceding year (see figure IV.4). This reflected not only the mod-
erate strength of the recovery but also the fact that labour hoarding in the downturn had
prevented a decline in demand for labour. It also appears that the stimulus provided by the
labour market reforms in a number of countries over the past decade, designed to increase
part-time work and other flexible working arrangements, have started to fade. The unem-
ployment rate remained broadly stable at about 8 per cent in 2004. Employment growth is
forecast to strengthen moderately in 2005 and the average unemployment rate will fall
slightly (see table A.1).

Consumer price inflation (as measured by the Harmonized Index of Consumer
Prices (HICP)) averaged somewhat more than 2 per cent in the euro area in 2004. The
impact of the surge in oil prices was largely limited to upward pressures on final energy
prices, which led to a temporary increase in inflation to 2.4 per cent in October 2004. Core
inflation was close to 2 per cent during the first ten months of the year. Headline inflation
is forecast to fall during 2005 to below the ceiling of 2 per cent established by the
European Central Bank (ECB) (see table A.1). The uncertain outlook for jobs suggests that
a wage-price spiral resulting from the second-round effects of higher oil prices in the labour
market are small.

Figure IV.4.
Unemployment rates in the EU-15, Japan and
the United States, January 1999-October 2004
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Fiscal policy, as gauged by changes in the cyclically adjusted primary balance
(which excludes interest payments), was supportive of economic activity in the euro area in
2004, but is projected to become slightly restrictive in 2005. Outside the euro area, fiscal
policy in the United Kingdom shifted to a slightly restrictive stance in 2004, following
strong increases in government spending from 2001 to 2003. The timing of government
spending programmes was an important factor behind the resilience of the United
Kingdom economy to the global economic downturn after 2000.

The average general government budget deficit in the euro area was equivalent
to 2.9 per cent of GDP in 2004. Budget deficits remained significantly above the Stability
and Growth Pact (SGP) threshold of 3 per cent in France and Germany for the third con-
secutive year. In Greece, a shortfall of net revenues from the Olympic Games contributed
to a budget deficit of more than 5 per cent of GDP in 2004, and revised data showed that
deficits had also been above the 3 per cent ceiling in 2000-2003.

In late summer 2004, the European Commission made proposals aiming to
increase the flexibility of the Stability and Growth Pact:' The current ceilings of 3 per cent
and 60 per cent for deficit and debt to GDP ratios, respectively, would be maintained, but
the focus would be shifted to debt and sustainability, rather than the current emphasis on
deficits. More account would be taken of different economic and debt situations, so that
countries with low levels of debt and sound finances could have more flexibility; there
would be more emphasis on pre-emptive action to correct inadequate budgetary develop-
ments, particularly during good times, through early warnings and peer pressure; the
“exceptional circumstances” clause, under which a country may run a deficit above the ceil-
ing of 3 per cent if it has a negative rate of growth of 2 per cent or more, would be broad-
ened to include a situation of protracted slowdown; and a more flexible path for the cor-
rection of excessive deficits would be allowed to take into account country-specific eco-
nomic developments and to minimize the necessity of pro-cyclical adjustments. A consen-
sus among governments on these matters may not be easy to achieve.

Monetary policy stances in the euro area and the United Kingdom diverged in
2004, reflecting different stages in the business cycle and related differential concerns about
inflationary risks. In the euro area, the ECB’s main financing rate has been unchanged at 2
per cent since June 2003 because of fragile growth and moderate inflationary expectations.
However, the real effective appreciation of the euro led to a further tightening of overall
monetary conditions in the euro area in the second half of 2004.

The weakening recovery in third quarter of 2004 and the appreciation of the
euro in the final months of the year have led to a revision of expectations that the ECB
would start to raise interest rates in the first quarter of 2005. In view of the increased
uncertainty regarding growth, together with expectations that inflation will fall below the
2 per cent threshold in 2005, the ECB can maintain its wait-and-see policy until the
recovery is well established; this will require a sustained strengthening of domestic
demand.

In contrast, robust growth, tight labour markets and little spare capacity in the
United Kingdom economy led to a progressive tightening of monetary policy in 2004 to
avoid an overshooting of the government’s inflation target in 2005. The policy interest rate
was raised in several steps from 3.5 per cent in November 2003 to 4.75 per cent in August
2004. A further tightening of monetary policy is expected in 2005 to ensure that output
grows in line with potential. Increased risks of inflation also prompted a tightening of
monetary policy in Switzerland in 2004.
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The expectation of a continued recovery in Western Europe depends heavily on
further robust growth in the global economy and the associated import demand from the
rest of the world. The recovery is therefore vulnerable to a possible deterioration in the
external environment: an unexpected weakening of global growth, not necessarily related
only to oil market developments, could cause the recovery to falter. For example, further
appreciation of the euro could act as a brake on economic growth in Western Europe. In
some countries (Ireland, Spain and the United Kingdom), there are also risks of a possible
reversal of the rise in house prices, with negative wealth effects and adverse repercussions
on private household consumption and overall economic growth.

The new European Union
members—a strong rebound

Economic activity in the eight new European Union (EU) member States from Central
and Eastern Europe (EU-8) picked up noticeably in 2004. Their aggregate GDP expand-
ed by some 5 per cent, led by the export-driven recovery in Poland. All Baltic economies
continued to grow at a brisk pace. However, the peak of the current cycle was probably
reached in mid-2004 (see figure IV.5) and the pace of expansion is likely to decelerate in
the short run.

In 2004, growth in the EU-8 economies became more broadly based, driven by
robust consumption and investment expenditure and strengthening external demand. Net
exports continued to make a positive contribution to GDP growth in Poland and Slovakia,
but their impact remained negative elsewhere because strong domestic demand resulted in

Figure IV.5.
Growth of GDP and industrial output in Central
Europe and the Baltic States (EU-8), quarterly, 2000-2004
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vigourous import growth. At the same time, export performance generally improved,
reflecting the impact of virtually full trade liberalization (particularly the abolition of quo-
tas for food products) between the new EU members and the EU-15, the improved quali-
ty of products and increased participation in international distribution networks. This
robust export performance is expected to continue in 2005, reinforced by the positive
effect of new foreign direct investment (FDI) inflows. Improved corporate profits, stronger
business confidence and expectations of lower corporate taxes, as well as the implementa-
tion of EU-related projects, also contributed to an upturn in investment in 2004; this is
expected to continue in 2005.

Although output growth has started to decelerate, economic sentiment indica-
tors suggest a favourable short-term outlook for the EU-8 area. The average rate of GDP
growth in the region will remain around 4 per cent in 2005, despite some slowdown attrib-
utable to lower export growth (see table A.1). An increase in greenfield FDI projects should
accelerate the ongoing restructuring and boost productive capacity.

In 2004, the labour market improved only marginally, with the exception of
Slovakia. Despite the acceleration of output growth, net job creation was weak, although
unemployment declined slightly. There is a duality in the labour market in that skilled-
labour bottlenecks coexist with an absence of vacancies for the low-skilled jobseekers that
dominate the pool of long-term unemployed. In the short run, job creation is likely to
remain weak and even the output growth anticipated for 2005 is likely to result in only
modest employment gains.

Inflation increased in the EU-8 countries in 2004, largely reflecting one-off
factors related to the EU accession, such as VAT unification and price deregulation, but
also the rising prices of imported energy and stronger export demand. Since most of the
price deregulation has been completed and real wage growth has slowed, inflation is likely
to subside in 2005 in the region as a whole.

Macroeconomic policies were broadly supportive of growth in 2004. Good fis-
cal outcomes allowed the central banks to preserve their accommodative monetary policies,
although some monetary tightening took place in the Czech Republic, Latvia and Poland
in response to higher inflation and strong credit expansion. Fiscal deficits either declined
or stagnated throughout the EU-8 area, with the notable exception of Poland. Budget out-
turns exceeded expectations (except for Hungary) as a result of strong tax revenues, reflect-
ing higher-than-expected growth. The structural components of the deficits, however,
remained almost the same, with subsidies to loss-making enterprises and state loan guar-
antees continuing. Modest fiscal consolidation is planned for 2005, in line with a gradual
movement towards the euro zone entry criteria. However, this is to be combined with co-
financing of EU assistance.

The main external downside risks to the outlook include a possible decelera-
tion of economic growth in the euro zone and higher-than-expected energy prices. A major
internal risk is the danger of election-driven increases in public spending; these could
undermine policy credibility and would probably result in monetary tightening, lower FDI
inflows and reduced competitiveness. The most pressing policy challenges facing these
countries are the achievement of sustainable fiscal consolidation and the implementation
of structural reforms for job-rich growth. Other policy challenges include EU-related har-
monization and the improvement of agricultural competitiveness in the enlarged EU.
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Economies in transition

Southern and Eastern Europe—
retaining growth momentum

Economic activity in Southern and Eastern Europe strengthened in 2004 (see figure IV.6). Growth of output and
For the year as a whole, aggregate GDP rose by almost 7 per cent on the strength of output trade strengthens

in the region’s largest economy—Romania. The broad-based recovery in Bulgaria also
gained further ground while GDP in Serbia and Montenegro surged after the poor outcome
in 2003. Economic expansion in the remaining parts of the region was more moderate.
Intraregional trade in the region increased, following a number of bilateral trade agreements
(BTAs). Output in the large agricultural sectors of all Southern and Eastern European
economies was boosted by good harvests. In 2004, strong domestic demand, bolstered by
strong credit growth, continued to support economic activity in Bulgaria and Romania, but
in Croatia the problem of twin deficits and a rapidly growing foreign debt prompted restric-
tive policy measures. The EU candidate countries (Bulgaria, Croatia and Romania) contin-
ue to benefit from a surge in inward FDI; this has contributed to a deepening of the restruc-
turing, the modernization of their economies and an acceleration of export growth.

Most Southern and Eastern European economies are expected to preserve a Outlook for growth
strong growth momentum in 2005 but, compared to 2004, the average rate of GDP remains optimistic
growth in the region is likely to slow. Overall, domestic demand is set to remain buoyant
and should provide support to economic activity in the region.

Figure IV.6.
Growth of GDP and industrial output in
Southern and Eastern Europe, quarterly, 2000-2004
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In 2004, employment increased in Bulgaria but remained stagnant in Croatia
and declined in Romania. The concomitant decline in unemployment rates in Croatia and
Romania suggests withdrawals from the labour force. The situation in the labour markets
of the remaining countries generally deteriorated in 2004, with some countries facing
excessively high unemployment rates. Given the ongoing enterprise restructuring in the
region, no major improvements can be expected in 2005. Demand may pick up only for
certain categories of labour, driven by expanding business activity.

Disinflation continued in most countries in 2004, reflecting relatively tight
fiscal policies and, in some cases, nominal effective exchange-rate appreciation. In con-
trast, producer price inflation generally accelerated, to a large extent as a result of higher
energy prices. These price increases will likely be passed on to consumers in 2005, sug-
gesting a reversal in the disinflation trend; however, this should not result in a resurgence
of high inflation.

Macroeconomic policy in most countries remained restrictive in 2004. In line
with rising incomes and, in some cases, the expansion of credit, monetary policy is likely
to stay restrictive. To curb domestic demand, there is likely to be a further tightening of
the fiscal stance and additional measures to restrict credit growth, such as more restrictive
prudential banking regulations.

Most Southern and Eastern European economies have current-account deficits
that increased as a result of higher energy prices in 2004. The risks to the outlook for these
countries are associated with possible negative external shocks, such as protracted sluggish-
ness in Western European import demand. In addition, if imported inflation continues to

rise, this may prompt a more restrictive policy stance.

Commonwealth of Independent States:
is the boom fading?

Very strong growth continued in the Commonwealth of Independent States (CIS) for a
second consecutive year, with GDP increasing by over 7 per cent (see table A.3). The whole
CIS region, including the largest economy, the Russian Federation, continued to benefit
from the surge in world commodity prices. Growth is set to moderate gradually in 2005
but will remain robust, with aggregate GDP increasing by about 6 per cent.

In most resource-rich CIS economies, the main factor behind the robust out-
put growth remained the rapid expansion of commodity exports, in particular oil and nat-
ural gas. At the same time, several years of continuing strong output recovery have been
associated with a surge in domestic demand, especially private consumption. In many
countries, fixed investment has also rebounded, with the bulk being directed towards the
extractive industries. With imports outpacing exports in most CIS economies (Ukraine
being a notable exception), real net exports in general contributed negatively to GDP
growth in 2004.

After some deceleration in the pace of economic activity in the second half of
2004, growth in the region as a whole is expected to lose further momentum in 2005. This
is reflected in the downturn in the growth of both GDP and industrial output (see figure
IV.7), which suggests that the current boom may be fading. This same pattern of deceler-
ating growth is expected to prevail in all large CIS economies—the Russian Federation,
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Figure IV.7.
Growth of GDP and industrial output in the Commonwealth
of Independent States, quarterly, 2000-2004

Percentage change over the same period of previous year

16

0 \ \ \ \ \
| I mowv i I

T T T T T T T T T T T T
v | iV | (L || R A VAR | i
Quarter

2000 2001 2002 2003 2004

Ukraine, Belarus and Kazakhstan—as a result of external developments, namely less vigor-
ous commodity prices and weaker demand in the region’s main markets. Domestic demand
in the CIS is expected to remain generally buoyant but its effect on national economies will
depend on the supply responsiveness of domestic producers.

Towards the end of 2004, the number of involuntarily unemployed in the CIS
averaged some 10 million, some 8 per cent of the economically active population. Total
employment has continued to increase since the last quarter of 2003, but this trend main-
ly reflects developments in some of the largest economies, such as the Russian Federation
and Kazakhshtan. There may be some further improvements in labour markets in the short
run, but labour adjustment has in general been lagging the adjustment in output because
many CIS economies have not yet completed their restructuring.

The moderate disinflation in the region as a whole in 2004 involved marked
variations across countries. Food prices, which have a large weight in consumer baskets,
rose less rapidly than in 2003, but stronger producer price inflation in mid-2004 is feed-
ing through to consumer prices in many countries, increasing inflationary expectations.
Moreover, cost pressures have intensified, with labour costs rising faster than producer
prices. The recovery in consumer demand is likely to fuel further inflationary pressure.
Supply-side problems, such as the closure of major refineries in Ukraine or a bad harvest,
are also causing an acceleration of inflation rates in some countries. As a result, the disin-

flationary trend may be reversed in some countries of the region in the short run.
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Despite rapid growth, macroeconomic policy in many CIS economies has been
expansionary in recent years. The pro-cyclical bias in public spending became apparent in
some countries in 2004 and resulted in a deterioration of their structural fiscal balances.
At the same time, the currencies of most commodity-exporting economies were under
growing upward pressure because of surging export revenues.

With their Stabilization Funds accumulating windfall gains from export rev-
enues due to high oil prices, Governments of such resource-rich countries as Azerbaijan,
Kazakhstan and the Russian Federation are likely to be pressured to pursue looser fiscal
policies over the forecast period; this will have an adverse impact on inflation. However,
the capacity of macroeconomic policy to address these negative implications is limited. In
the short run, it is expected that the macroeconomic policy stance will remain generally
accommodative, with a risk of further pro-cyclical fiscal loosening in some countries.

Symptoms of “Dutch Disease” became increasingly evident in 2004 in some
economies, in particular in the Russian Federation where the currency appreciated by some
5 per cent in the year. Nevertheless, in view of the persistently high inflation, monetary
policy in 2005 in some countries, such as Kazakhstan and the Russian Federation, will be
geared to reducing inflation as a primary objective, abandoning the previous practice of
striking a balance between the government’s inflation target and currency appreciation.

As a result of increased world commodity prices and expanding volumes of
energy exports, the merchandise trade surplus of the resource-rich CIS countries rose in
2004, but is expected to moderate as imports of consumer and investment goods pick up
in 2005. Some other countries of the region, such as Ukraine, have current-account sur-
pluses largely as the result of high net transfers and net receipts for services. Countries with
rising imports and current-account deficits have not faced difficulties because foreign
direct investment has remained a major source of finance.

The main weakness of the CIS economies remains their high dependence on
exports of natural resources and low value-added products, which makes them highly vul-
nerable to external shocks. The current expansion of commodity exports seems unlikely to
be sustainable, with the result that the main source of the recent high economic growth
may dissipate in the not-too-distant future. The long-term growth prospects of the CIS
economies therefore hinge on their success in economic diversification, as well as further
improvements in domestic product and financial markets.

Developing countries
Africa

Africa achieved its highest growth in almost a decade in 2004, with real GDP estimated to
have grown by 4.5 per cent (see figure IV.8). This improvement over 4 per cent in 2003 was
underpinned by the global recovery, higher commodity prices, increased oil production and
prices, good macroeconomic management, better performance in agriculture, an improved
political situation in many countries and continued donor support in the form of aid and
debt relief. Industrial expansion, particularly in construction and mining, growth in the
tourism sector and rising FDI contributed to the region’s higher growth.

Africa is expected to grow at 4% per cent in 2005, driven by the favourable
growth prospects for the majority of countries in the region. Continued good macroeco-
nomic fundamentals, a global environment that will boost Africa’s exports, better per-
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Figure IV.8.
Real GDP growth in Africa, 2003-2005
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formance in the agricultural sector (assuming continued good weather conditions) and
growth in the services, tourism and mining sectors are expected to be the primary factors
driving this growth.

Despite its improved performance, Africa falls short of the 7 per cent growth
considered necessary to meet the principal Millennium Development Goal of halving
poverty by 2015. Only six countries—Angola, Chad, Equatorial Guinea, Ethiopia, Liberia
and Mozambique—grew by more than 7 per cent in 2004; only Chad, Equatorial Guinea
and Mozambique have sustained growth in excess of 7 per cent since 2001, and Angola
since 2002. With the exception of Mozambique, growth in these countries is driven large-
ly by the oil sector. As the oil sector is capital intensive, its direct contribution to poverty
reduction through employment generation is limited while its limited backward and for-
ward linkages with the rest of the economy may mean that high growth does not translate
into meaningful poverty reduction.

The GDP growth of the five largest African economies (Algeria, Egypt,
Morocco, Nigeria and South Africa) is forecast to improve from 3.9 per cent in 2004 to
over 4 per cent in 2005. Growth in Algeria is expected to be above 6 per cent in 2004-2005
due to high oil and gas production and increased public expenditures. Egypt achieved
growth of 3.2 per cent in 2004 as a result of an expansionary fiscal stance, buoyant export
demand for its manufacturing and energy products and strong growth in tourism revenues.
The proposed reduction of personal and corporate tax rates is expected to boost private
consumption and investment, leading to higher growth in 2005. Morocco’s GDP growth
dropped to 4.2 per cent in 2004 from 5.2 per cent in 2003 because of a deceleration in the
high growth in the agricultural sector, but a free trade agreement with the United States,
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signed in July 2004, is expected to mobilize more investment and increase the country’s
growth prospects in the near-term. Nigeria’s growth slowed to 4.0 per cent in 2004 from
10.2 per cent in 2003, despite steady growth in the agricultural, manufacturing and serv-
ices sectors. The deceleration in growth was caused mainly by civil unrest and the slow
expansion of oil and gas production. Economy-wide work stoppages to protest against the
increases in fuel prices caused by the removal of subsidies, a key element in Nigeria’s eco-
nomic reforms, also contributed to the slowdown. Nigeria’s National Economic
Empowerment Strategy (NEEDS), launched in March 2004, constitutes an important step
towards confronting the country’s macroeconomic, institutional and structural problems
while securing strong economic growth and poverty eradication. South Africa’s GDP grew
by 3 per cent in 2004 owing largely to strong domestic demand generated by the low infla-
tion and interest rate environment and by higher disposable incomes as a result of tax relief
measures. Increased export revenues also contributed to South Africa’s GDP growth in
2004. The same factors are expected to continue to support growth in 2005.

Only Cote d’Ivoire, Seychelles and Zimbabwe suffered economic contraction
in 2004, compared to seven countries in 2003. Political crises, armed clashes and other
civil disturbances took a toll on the Ivorian economy for the third consecutive year, while
macroeconomic fundamentals were behind Seychelles’ continued poor performance in
2004. Zimbabwe’s economy has been contracting for the past five years; the poor per-
formance in 2004 was attributable to droughts that affected agricultural output, lack of
coherent economic policy and the ongoing political crisis.

Africa continued to improve macroeconomic conditions in 2004. On average,
monetary and fiscal policies have been relatively tight in recent years. Inflation has been
under control, with most countries maintaining single- or low double-digit rates of consumer
price inflation. In 2004, the pressure from increased oil prices was offset by good harvests and
lower prices for staple foods. In many parts of the continent, especially in Communauté
financiére africaine (CFA) countries and South Africa, currency appreciation slowed import-
ed inflation (particularly from higher fuel prices) and its transmission to domestic prices.
Central government fiscal deficits are estimated to have fallen from an average of 1.5 per cent
of GDP in 2003 to 0.8 per cent in 2004, despite the increased spending for poverty reduc-
tion in many countries. This was made possible by foreign grants and successful revenue-
enhancement schemes, mainly improved tax collection, in some countries. Monetary policy
tightening is expected in many countries in order to manage inflationary pressures if the
higher oil prices persist. Overall, it is expected that the region will continue to pursue pru-
dent monetary, fiscal and exchange rate policies in 2005.

Continued debt relief and strong export earnings contributed to the alleviation
of the public sector external debt burden in 2004. Five African countries—Echiopia,
Ghana, Madagascar, Niger and Senegal—reached the completion point of the enhanced
HIPC programme and received further debt relief in 2004. Burundi and the Republic of
the Congo are expected to reach the decision point in 2005.

Following deficits for three consecutive years, Africa achieved a current-
account surplus of 1.2 per cent of GDP in 2004. To a large extent, this was due to rising
oil and commodity prices. The number of countries with a surplus on the current account
increased from 11 in 2003 to 14 in 2004, of which eight are oil producers. In 2004, the
region also benefited from increases in non-oil commodity prices that, to a large degree,
were driven by strong demand from Asia (see chapter II). Prices of all of Africa’s key non-
oil export commodities increased, except for cocoa, Robusta coffee and groundnut oil, for

which prices declined in 2004, due largely to increases in world production.
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There are several downside risks to economic growth on the continent in 2005.
Any adjustment to the large current-account deficit of the United States that reduces
growth in the global economy would have negative consequences for Africa. Moreover, the
United States current-account deficit has spurred protectionist sentiments in that country.
At a time when a number of African countries are beginning to establish a foothold in non-
commodity world markets, new protectionist measures that affect the region would seri-
ously damage prospects. The uncertainty regarding oil prices poses differentiated risks to
the region since it encompasses both oil-exporting and oil-importing countries. Regionally,
contagion from the political instability in Céte d’Ivoire, the Sudan and Zimbabwe may
affect neighbouring countries and overall growth prospects for Africa. Finally, the forecasts
for African growth depend on projections of normal agricultural production. The good
weather in the planting phases of the 2004/2005 crop cycles in several countries give cause
for optimism in this respect, but Africa’s vulnerability to adverse weather conditions could
influence agricultural production and cloud the outlook for 2005.

Western Asia: windfall oil revenue
reinvigorates economic activity

In 2004, increased oil production, together with soaring oil prices, boosted economic
growth in Western Asia to 5.5 per cent, improved both fiscal and external balances,
expanded intraregional trade and invigorated capital flows within the region. With GDP
growth of about 4.5 per cent, the oil-exporting countries of the region maintained their
economic upswing that started in 2003 (see figure IV.9).

Figure IV.9.
GDP per capita for Western Asia, 2001-2004
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For their part, growth in the oil-importing countries accelerated to 6.7 per cent
in 2004—the highest since 1990. Among other factors, these countries were buoyed by the
spillover effects of rising incomes in the oil-exporting countries through such channels as
workers’ remittances, financial flows, and intraregional trade and tourism. On the other
hand, some of these countries are still confronted with the loss of either the Iraqi export
market (mainly Jordan, Lebanon and Yemen), subsidized oil imports from Iraq (Jordan) or
transit-trade revenues (the oil pipeline through the Syrian Arab Republic). Encouragingly,
however, the experience of 2004 indicates not only that the “oil shock” was absorbed in such
oil-importing countries as Jordan but, more importantly, that opportunities for exports
expanded and economic growth increased. Jordan’s industrial, construction, trade, transport
and tourism sectors led growth in 2004 and are expected to expand further during 2005.
With their higher energy import bill, rising real GDP in these countries will come largely
from the more cost-conscious private sector. Public revenue and expenditure will, on the
other hand, be affected by uncertainty regarding oil import arrangements. In Lebanon, for
example, the rising energy import bill is already causing increased interruptions in domes-
tic electricity supplies which, in turn, affect output and economic growth.

Growth in Turkey reached about 12 per cent during the first half of 2004 and
averaged 9 per cent for the year as whole. The expansion was driven by rising private
spending, both consumption and investment. Continued monetary easing, credit expan-
sion and currency appreciation contributed to the higher spending. Growth is expected to
decelerate to around 6 per cent in 2005. In the case of Israel, exports of goods and servic-
es, mainly by high-tech industries benefiting from growth in the United States, led the
expansion in 2004. Private investment rose in response to this export buoyancy and
Government spending also increased, due mostly to security-related expenditures. As a
result, GDP grew by about 3.6 per cent in 2004 (following 1.3 per cent in 2003), and
growth is expected to remain around 3% per cent in 2005.

Although regional oil production and prices are expected to decline (see chap-
ter II), the region’s economic outlook remains favourable, with GDP growth expected to
be around 4%z per cent in 2005. Total oil revenues in 2005 are expected to reach almost
$220 billion, of which the six Gulf oil-exporting countries will receive some $190 billion
and the remaining three oil exporters some $28 billion (Iraq around $20 billion, Yemen
over $5 billion and the Syrian Arab Republic over $3 billion). Those high revenues will
continue to fuel an economic boom in recipient countries although the situation in Iraq
will remain difficult as long as political and security problems persist and the overhang of
its external debt and reparations limit the availability of financing for reconstruction.2

Intraregional tourism, already enjoying a recovery from the setbacks following
11 September 2001, accelerated its growth and positively affected the level of regional eco-
nomic activity in 2004, particularly in Jordan, Lebanon and the Syrian Arab Republic. The
number of tourists from the region is expected to continue rising in 2005, on the one hand
because regional incomes have been positively affected by buoyant oil prices and, on the
other, because of the relaxation of travel and visa requirements for Iraqi travelers.

The upswing in the region is expected to continue in 2005 if relative political
stability is maintained and as long as oil prices remain relatively buoyant. The “wealth
effect” of increased oil revenue will increase expenditures of both Governments and the
private sector and will be a positive influence in 2005. There is expected to be a lagged
expenditure effect as the rising public revenues received by the oil-exporting economies
during 2004 are used to increase public investment and other public expenditures in
2005. The effect of rising public expenditure is expected to spill over into domestic pri-
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vate incomes and the rising prosperity of households will, in turn, raise expenditures on
goods, services and labour. The extent of the upturn will therefore be influenced by the
volume of the lagged public expenditure, which will propel consumption and hence
investment. The private sector in these countries will also have greater liquidity, especial-
ly in the largest regional economy, Saudi Arabia, where the Government has announced
its intention to repay some of its large debt. Such repayments will reduce the interest dif-
ferential between domestic credit and dollar credit, although interest rates will generally
follow United States rates upwards.

The reversal of the “11 September effect” has also had an impact on capital
flows, with some regional capital previously invested elsewhere returning to its home
region. Regional stock markets and real estate prices boomed during 2003-2004. The lib-
eralization of capital markets and of regulatory restrictions on real estate investment in
Bahrain, Jordan, Lebanon and the Emirate of Dubai in the United Arab Emirates has
spurred intraregional real estate investment flows, raising asset values and owners’ percep-
tion of wealth. This personal “wealth effect” is currently contributing to a greater propen-
sity to invest and spend locally and regionally. In 2005, the increased liquidity in Saudi
Arabia will continue to fuel the region’s financial markets and real estate boom. Similarly,
rising liquidity in Kuwait, the United Arab Emirates and Qatar, among other countries,
will inject additional financial resources into regional banking as well as recycle savings
into major world financial centres.

2004 witnessed mildly rising rates of inflation, except in Iraq, the Occupied
Palestinian Territory, Saudi Arabia and Yemen. This was attributed to the depreciation of
the dollar against major world currencies on the one hand and to the filtering of increased
nominal incomes and government expenditure into aggregate demand on the other. This
duality of underlying causes in the inflationary process will accelerate in 2005 if the dol-
lar continues its downward course and the import prices of foodstuffs and raw materials
increase further. In addition, the increase in public expenditures will reinforce inflation-
ary pressures.

The expected increase in aggregate demand in 2005 will enhance regional
employment prospects while the spillover effects of United States military and civilian
expenditure in Iraq and increasing reconstruction needs will continue spurring demand for
contractual and subcontracting services, particularly from Kuwait and Jordan. However,
due to the high stock of unemployed, especially among the youth, and the propensity of
contractors and the private sector to employ non-nationals, it is unlikely that the high rates
of regional unemployment will be pared. Despite policies to foster “Bahrainization”,
“Saudization” and “Omanization”, private enterprise in the oil-exporting economies will
probably continue to prefer employing lower-cost expatriates rather than nationals (for
whom employers bear pension and other social costs). While some policies to increase the
employment of nationals will induce labour substitution and create greater space for
national labour in the oil-exporting countries, there will be some spillovers onto the broad-
er labour market so that the size of the total labour force (national and non-national) will
continue to grow in 2005. Unemployment rates will remain high in all countries of the
region except those with low domestic labour contributions and those, such as the United
Arab Emirates and Qatar, that have abundant public resources to absorb the unemployed.
The non-regional component of the labour force will be affected by both demographic and
immigration pressures and, with the spread of female education over time, the increasing
entry of female nationals into the labour market. Within the oil-importing subregion, the
unemployment rates in Jordan (officially 14.5 per cent in 2003), Lebanon, the Occupied
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Palestinian Territory (28.6 per cent in 2004), and Yemen (11.0 per cent in 2004) will not
be easily dented, especially as labour supply growth rates also tend to be high.

Financial leakages abroad through extraregional workers™ remittances, through
the recycling of savings from the region and through increased demand for imported goods
and services will reduce the regional multiplier effect. On the other hand, they will raise
demand elsewhere: the region’s economic boom will also be transmitted to countries out-
side Western Asia, mainly through two main channels. First, there will greater demand for
migrant workers and increased flows of workers” remittances, mostly to South Asia and the
Philippines, which are the countries of origin of many of Western Asia’s lower-skilled work-
ers. In addition, the boom will have a spillover effect through rising imports, many of
which originate in Japan and the EU.

South Asia: resilience despite slowdown

Regional economic growth in 2004 is estimated at 6.3 per cent, falling 0.4 percentage
points short of growth in the previous year. In 2003, exceptionally good weather resulted
in a strong agricultural performance whereas growth in 2004 was undermined by less
favourable weather conditions, with below normal rainfalls in Sri Lanka, India and
Pakistan and heavy floods in Bangladesh.

The services and manufacturing sectors were the main drivers of growth for
the net oil-importing countries in 2004, a trend which is expected to continue in 2005.
Higher oil and non-oil commodity prices began to weigh on the net oil-importing coun-
tries of the region, while the Islamic Republic of Iran benefited from the higher oil prices,
as well as from increased oil production and exports. In 2005, normal weather conditions
should allow for a rebound in agricultural production. Some slowdown in the global
economy is expected to reduce external demand for the region’s main exports, but a slight
decline in oil prices will benefit net oil importers, while slowing Iran’s growth perform-
ance only marginally.

A number of South and East Asian countries suffered a severe blow when they
were hit by tsunamis on 26 December 2004. The immediate human toll is unprecedented
but a full assessment of the damage to infrastructure and other physical capital will not be
possible until later in 2005. The international community committed over $5 billion in
assistance in the month following the disaster but reconstruction will require a continued
international response if long-term development prospects are to be restored. In the short
term, however, a major impact on the economic growth of the affected countries is not
expected since the damage to industrial and port facilities was limited and offshore oil and
gas fields were spared. Extensive economic disruption is therefore expected only in the
tourism sector and will be particularly acute in Sri Lanka and Thailand, where tourism
accounts for around 6 per cent and 2 per cent of GDP, respectively. The tragedy has
reduced the forecasts of growth for these two countries in 2005 by about one quarter to
one percentage point, but growth rates in other countries will most likely not be affected,
as reconstruction activities financed by government spending and international aid inflows
will at least partially offset other losses. Even with these adjustments, regional GDP growth
is forecast to remain around 6% per cent (see table A.5) in 2005.

There was particularly strong growth of large-scale manufacturing in Pakistan in
2004 (driven mainly by strong textile export growth), and industrial production also regis-
tered healthy growth in India and Bangladesh due to strong domestic and external demand.
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Services growth was even stronger than manufacturing growth in India owing to its fast
growing information technology (IT) and IT-related business-services sectors. In Sri Lanka,
services growth was driven particularly by telecommunications, transport and tourism.
Meanwhile, after some recovery in 2003 and 2004, tourist arrivals in Nepal started to
decline again in September (on a year-on-year basis). Given the unstable security situation,
this downward trend is likely to continue well into 2005, and economic performance in
Nepal will continue to rely heavily on aid inflows and workers” remittances.

The region’s international trade was buoyant in 2004 and is expected to
remain strong in 2005, although export growth will slow from its performance in 2004
due to weakening external demand growth (see chapter II). The phasing out of the
Agreement on Textiles and Clothing (ATC) at the beginning of 2005 is expected to at
least initially hurt Bangladesh’s and Sri Lanka’s exports of readymade garments, while ben-
efiting India and Pakistan.

Except for the Sri Lankan rupee and the Iranian rial, regional currencies
remained broadly stable against the dollar in 2004. The Indian rupee appreciated for the
second consecutive year, in spite of a steep depreciation following the national elections in
April. With the new Government broadly following the economic reform course of its
predecessor, markets recovered and foreign capital inflows picked up again, strengthening
the rupee and bolstering reserves. By year-end, foreign exchange reserves had increased
throughout the region, with the exception of Sri Lanka, where they fell due to central bank
intervention to stem the depreciation of the rupee. For 2005, widening trade deficits in
most countries and persistent inflation differentials suggest a gradual depreciation of
regional currencies against the dollar, except for the Indian rupee, which will appreciate
further due to continuing strong capital inflows.

Inflationary pressures picked up throughout the region, driven by high oil and
non-oil commodity prices, as well as food prices (see figure IV.10). Only Nepal and Iran
witnessed a fall in average inflation in 2004. In the latter case, this was a result of the peter-
ing out of the inflationary pressures stemming from the unification of the foreign exchange
rate in 2002; even so, double-digit inflation persists.

In most countries, wholesale prices started rising in mid-2004, but the feed-
through of higher oil prices to consumer prices was dampened because administered retail
fuel prices remained below market levels. Due to its fiscal costs, such a policy is not sus-
tainable, and India, Nepal and Sri Lanka raised retail fuel prices in the second half of the
year; other countries in the region are considering similar moves. Due to this increase in
retail fuel prices, CPI inflation is expected to rise in early 2005, but then to decline due to
continuing monetary tightening. In the countries with rising inflation rates, the cycle of
monetary easing has already come to an end, with the first measures to tighten money-sup-
ply growth taken towards the end of the year.

Mainly due do strong regional GDP growth, budget deficits declined slightly
to around 4-5 per cent of GDP in 2004, following some decline in 2003. Outliers are
Nepal, with less than 2 per cent, and India and Sri Lanka, with around 9.5 and 8 per cent,
respectively. The low deficit in Nepal is mainly due to the precarious security situation,
which constrained development spending in remote areas. In India, the federal structure,
which grants states considerable independence, exacerbates the task of deficit reduction,
given that around half of the consolidated deficit originates from the states. The single
most prominent problem in Sri Lanka remains revenue collection owing to a narrow tax

base and widespread tax evasion.
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Figure IV.10.
Inflation in selected South Asian economies, 2003-2004
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National budgets for the fiscal year 2004/2005 provide for a continuation of

expansive fiscal policies, with a trend towards improved revenue collection and a stronger
focus on development and social spending, especially in the agricultural sector, education
and health. Fiscal deficits are likely to overshoot targets, however, and further reforms in
the tax system and administration will be needed.

The record of structural reforms in the region was mixed in 2004. Pakistan suc-
cessfully completed its programme with the International Monetary Fund (IMF) under the
Poverty Reduction and Growth Facility (PRGF), and Nepal also made progress under its
PRGF programme. Privatization efforts continued in Pakistan and India in 2004 and are
expected to do likewise in 2005, while the new government in Sri Lanka favours restruc-
turing of State-owned enterprises over privatization. Structural reforms in Bangladesh were
all but stalled in 2004 owing to a political stalemate which is not expected to be resolved
before the next national elections scheduled in 2006.

The volatile security situation continues to place a drag on economic growth in
Nepal and prospects for renewed peace talks remain unclear. Sri Lankan negotiations were
stalled in 2004, although cooperation in relief efforts after the tsunami disaster could pro-
vide a window of opportunity. Meanwhile, the peace process between India and Pakistan is
on track, allowing for improved economic cooperation, although the status of Kashmir

remains unresolved.
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East Asia

East Asia has continued to achieve strong economic growth, driven particularly by the pos-
itive international economic environment, the expansion of the Chinese economy and
increased domestic demand for manufactured goods, especially cars and household elec-
tronics. The economic prospects for 2005 are positive, but several factors, such as weaker-
than-expected growth in the developed economies or higher commodity prices, may lead
to a relative slowdown in the region.

China is expected to remain the engine of growth for East Asia and also to play
a major role regarding the global economy. Its GDP is forecast to grow by 8% per cent in
2005, down from 9.2 per cent in 2004, as a result of various policy measures aimed at cool-
ing the economy. Policy makers had been relying primarily on such administrative meas-
ures as credit restrictions to achieve this goal; continued upward pressure on prices, how-
ever, also prompted the use of interest rates as a monetary policy instrument. Both this
shift in the general policy approach and upward pressure on prices are expected to lead to
further increases in China’s interest rates in 2005. However, the effectiveness of interest
rates as an instrument to influence economic activity will depend on further measures to
introduce more market-based mechanisms in the financial sector, especially with respect to
the assessment and control of credit risks by individual banks.

Meanwhile, overinvestment in certain sectors, coupled with the low cost of
credit, continues to raise concerns about the possibility of achieving a smooth transition to
a more sustainable growth path. In addition, China’s continued strong economic expansion
has further increased its dependency on oil imports and hence its vulnerability to any
upward movement in oil prices.

Mirroring the overall trend in economic growth in the region, the expectation
of weaker increases in trade, especially at the intraregional level, will result in such
economies as Taiwan Province of China, Indonesia and Thailand achieving more moder-
ate, albeit strong, economic growth in 2005, despite the effects of the tsunami catastrophe
on the latter two economies. Within the region, the prospects for two economies are espe-
cially noteworthy. First, the performance of the economy of Hong Kong Special
Administrative Region (SAR) of China will remain especially dependent on developments
in China. Private consumption, fixed investment and the positive effects of the implemen-
tation of the Individual Visitor Scheme under the Closer Economic Partnership Agreement
(CEPA) with China contributed to an acceleration in Hong Kong SAR’s economic growth
in 2004, but the more subdued growth foreseen for China in 2005 is likely to lead to a
slowdown in the expansion of the Hong Kong SAR economy. Second, there was a sharp
increase in economic growth in Singapore in 2004 due to a strong expansion of the exter-
nal sector, robust domestic demand and a one-time recovery from the Severe Acute
Respiratory Syndrome (SARS)-induced fall in growth in 2003. However, because of more
subdued external demand and the loss of the one-time recovery effect, Singapore’s rate of
growth is likely to decline in 2005.

With the rise in oil prices resulting in higher import costs, the current-account
balances of East Asian economies, while remaining in surplus, narrowed in 2004. They are
expected to narrow further in 2005. In addition, several economies in the region have expe-
rienced an appreciation in the value of their currencies against the United States dollar.
However, since the currencies have largely appreciated in parallel with each other, this has
reduced the effect on the relative international competitiveness among the individual
economies in the region. As a result, authorities appear to be taking a less forceful stance
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regarding interventions in the currency markets. Nevertheless, governments in the region
continue to hold large foreign exchange reserves. There is an opportunity cost associated
with investing these reserves abroad in the face of the considerable backlog of investment
needs in both physical and social infrastructure within the region.

The generally sound economic conditions in the region have had some positive
effect on employment. This applies, for example, to Hong Kong SAR, where the end of the
deflationary trend was accompanied by a fall in the unemployment rate from its peak in
2003. Overall, however, unemployment remains a problem in several economies, notably
in the Philippines and also in Indonesia. In addition, policy makers are faced with the chal-
lenge of underemployment which, in turn, is linked to the quality of jobs and employees’
expected level of income. In China, for example, the restructuring of state enterprises has
increased the pressure on the supply side of the labour market in terms of both unemploy-
ment and underemployment.

Inflation has picked up throughout the region because of the strong economic
growth and higher commodity prices, but the effect of the increase in oil prices on the gen-
eral price level has been limited by subsidies. Moreover, stronger currencies in such
economies as the Republic of Korea, Singapore and Thailand have helped mitigate the
inflationary effect of more expensive dollar-priced imports. Two outliers with regard to
inflation are Hong Kong SAR and Viet Nam. The former moved out of deflationary terri-
tory in 2004 (although its inflation rate for 2004 as a whole is still likely to be negative),
while the latter experienced a strong increase in inflationary pressure because of higher
food prices, driven by the renewed outbreak of bird flu disease.

The region is not expected to see a further acceleration in inflation in 2005,
although such factors as higher oil prices and increasing concerns about oil price subsidies
will put upward pressure on prices. Against this background, policy makers are expected to
show a bias towards more restrictive monetary policy measures. In this regard, monetary
policy will be characterized by three main issues and challenges.

First, policy makers’” possible margin for error is likely to be small. On the one
hand, they face the challenge of reducing growth to a more sustainable rate and to limit-
ing inflationary pressure; on the other hand, they seek to limit unemployment, in order to
reduce both welfare costs and the potential for increased social tension. The latter objec-
tive requires strong economic growth.

Second, policy makers are unlikely to be able to prevent higher oil prices from
causing a one-off increase in inflation. However, their main concern is likely to be to pre-
vent higher commodity prices and their initial effects on the general level of prices from
feeding through to higher wages, which in turn would increase the probability of a sus-
tained upward trend in prices and inflation.

Third, monetary policy in China continues to suffer from the lack of a con-
ventional monetary policy transmission mechanism, with investment being largely inde-
pendent of interest rates and determined rather by such factors as the coherence of policy
measures taken at the various administrative levels in the country. Against this background,
China’s policy makers may find it difficult to target and refine their use of such conven-
tional monetary policy instruments as interest rates. This would provide a rationale for
authorities to use a combination of both administrative and conventional policy instru-
ments in trying to achieve a more sustainable growth path.

Fiscal policies in the region have taken a less accommodative stance, except in
the Republic of Korea, where low domestic demand and high private debt have required a
loosening of fiscal measures (such as tax cuts). In 2005, fiscal tightening in the region is
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expected to continue, although the need to minimize the negative social welfare effects of
more contractionary policies will represent a major challenge in several economies, notably
in the Philippines and Indonesia. The combination of higher oil prices and oil price sub-
sidies in several economies in the region will place further pressure on governments to con-
solidate their budgets. Budget consolidation would have direct negative effects on con-
sumers’ available income if oil price subsidies were reduced without any compensatory
developments (such as an appreciation of the exchange rate).

Opverall, this outlook is particularly dependent on the future economic growth
path of China. Various policy measures already taken have increased the likelihood that the
Chinese economy will achieve a “soft landing”, but risks and uncertainties remain and have
potential regional and global implications. First, in view of the peg of China’s renminbi to
the United States dollar and the nature of its financial system, economic policies need to
be carefully designed, especially regarding the choice of policy instruments. A continued
increase in interest rates, for example, could contribute to a further expansion of China’s
economy by attracting further investment funds from abroad, leading to upward pressure
on the renminbi, interventions by the authorities to ensure the currency peg and hence a
further increase in the domestic money supply. Second, policy makers continue to be faced
with the question of whether and, if so, how to change China’s exchange-rate regime. Any
move away from the current peg of the renminbi to the dollar will need to form part of a
sequence of wider policy measures, especially with respect to the reform of the banking sys-
tem and the regulation of capital outflows, in order to avoid macroeconomic instability.

Latin America and the Caribbean:
Stronger-than-expected recovery

Surpassing earlier forecasts, the Latin American and Caribbean economy expanded by 5.4
per cent in 2004. This brighter outcome is explained primarily by faster growth in Brazil,
a strong recovery in Venezuela and continued recovery in Argentina. A number of other
countries in the region also performed better than expected. Except for Haiti, the GDP of
all countries in the region grew, with the six largest economies growing at over 3 per cent.
The prospects for 2005 remain favourable.

Better internal and external conditions supported this broad-based growth.
Greater external demand helped exports, especially commodities, but also some manufac-
tures, to continue to increase in 2004. Export growth propelled domestic investment,
which was also favoured by lower interest rates, and private consumption began to grow
due to some recovery in employment and a slight increase in real wages. The poverty rate
fell from 44.3 to an estimated 42.9 per cent.

Although the region’s economic revival is propelling considerable import
growth, there was a trade surplus in 2004, making this the second consecutive year in
which the region had a positive current-account balance. For at least the past 50 years, this
situation has been unprecedented.

These improved external conditions, along with a downward trend in inflation,
gave governments room to ease monetary policy, while increased economic activity facili-
tated fiscal management. Some countries lowered interest rates further during the first half
of 2004, in some cases resulting in negative rates in real terms. Inflation remains under
control in the region, but the increase in domestic demand and in oil prices, in a context

of rising international interest rates, prompted the central banks of a number of countries

101

China’s economic
policies and exchange-
rate regime are key to
the region’s future
growth path

Both the domestic and
external environment
favoured growth...

...resulting in an
unprecedented
consecutive current-
account surplus...

...and giving some
respite to
macroeconomic
policies



102

Domestic demand
should lead growth
in 2005

Some risks may
dampen growth, but...

Regional developments and outlook

to raise their policy interest rates later in the year to ensure that their established inflation
targets would be met. The increases in Mexico were largest as the inflationary pressures
were felt more strongly in that country.

Fiscal policy in the region continues to be geared to increasing central govern-
ments’ primary surpluses. Boosted by the upturn in tax receipts due to the faster pace of
economic activity, the region’s primary surplus averaged about 0.6 per cent of GDP (2.0
per cent as a weighted average). In general, governments thus took the opportunity to
reduce public debt and to thereby increase their options for future countercyclical policies.
As a regional simple average, public debt fell from 64 to 59 per cent of GDP for the pub-
lic sector. However, debt levels remain very high (above 60 per cent of GDP) in a number
of countries.

During 2004, the region’s currencies appreciated against the dollar, but real
effective exchange rates had a mixed trajectory: appreciation in Brazil, Chile and
Colombia, but depreciation in Argentina and Mexico. In most cases, real effective exchange
rates remained relatively stable throughout the year at levels similar to the average in 2003.
Moreover, in 2004 there was less disparity in the behaviour of exchange rates across coun-
tries, as measured by changes in the standard deviation of the monthly average.

The region will continue to grow in 2005 but will probably face a less
favourable international environment that is expected to cause its GDP growth to deceler-
ate to 4 per cent. Assuming that the international scene will be characterized by a smooth
slowing of the major economies and that the signs of the recovery of domestic demand
prove to be sustainable, the region, and particularly its bigger countries, could find them-
selves in a new situation where a smaller contribution of external demand to growth might
be offset by stronger domestic demand.

Among the conditions that would sustain growth in 2005 are good macroeco-
nomic conditions, comprising relatively low real interest rates, solid fiscal stances, low
inflation rates, competitive exchange rates and another current-account surplus. Under
these circumstances, macroeconomic policies should still enjoy some degree of freedom for
manoeuvre. In addition, domestic demand accounts for over 80 per cent of total demand,
(expressed in 1995 dollars) so that only a small upward shift in domestic demand would be
required to compensate for a slight weakening of external demand.

Prior to 2004, the growth of employment and wages had been limited, repress-
ing consumption. In 2004, the regional unemployment rate fell from 10.7 to 10.0 per cent
and the relatively high job creation stimulated consumer expenditure (see box IV.1).
Continued overall growth in 2005 is expected to revive wages, which also would boost con-
sumption. Increasing consumption would spur investment, creating a virtuous circle of
growth in some of the larger countries of the region. In addition, in this scenario, external
demand would continue to contribute to the region’s growth, but with diminished
strength. In this case, the dynamics of internal demand should be strong enough to sustain
regional growth so that, although reduced, it will remain high.

However, downside risks do exist. External factors, such as unexpectedly sharp
increases in the price of oil, might accelerate inflation and oblige the monetary authorities
to dampen domestic demand through increases in interest rates. If the United States exter-
nal deficit leads to larger increases in its interest rates, this would not only put pressure on
monetary policy in the region but might also affect external financing for some heavily
indebted countries. Slower-than-expected growth of the United States and/or China might
weaken external demand even further. On the domestic front, if the recovery of domestic
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Recent trends in Latin American labour markets

Although it decreased in 2004, the unemployment rate in Latin America increased from 7.2 per cent in
1991 to a maximum of 10.6 per cent in 2002 despite the improvement in the region’s economic growth
compared to the 1980s.2 There are a number of reasons for this poor performance.

Two basic facts are central to the region’s labour market performance over this period.
First, the average rate of economic growth for the region between 1990 and 2004 was 2.6 per cent
which is modest, but better than the performance of the “lost decade” of the 1980s. Second, labour
supply has expanded strongly for two reasons: the working age population grew by 2.3 per cent annu-
ally during this period and there was increasing participation of women in the labour force as a result
of longer-term economic, social and cultural transformations.

Employment in Latin America has been strongly positively correlated with economic
growth, falling in years of low growth and increasing in a recovery. However, the economic reforms of
the 1980s and 1990s reduced the labour intensity of growth. These reforms did not produce the expect-
ed results for several reasons: slower-than-expected growth of output, the labour-intensive sectors
were among the least dynamic, labour participation rates increased, and the assumption that the
region had a comparative advantage in unskilled labour was at least partially untrue.b Another factor
was the exchange-rates appreciation that characterized many countries during the 1980s.

Although wage jobs are strongly correlated to economic growth, non-wage employment
in the informal sector has lost its countercyclical capacity to absorb the unemployed from the formal
sector in slow times. This reflects two trends in the informal job sector. First, some self-employment is
generated when there are perceived to be income opportunities during an economic recovery and, sec-
ond, in certain countries, the informal sector’s ability to absorb part of the labour force is weakened
after long periods of sluggish economic growth and expanding informality. This relative “saturation” of
the informal sector, with its corresponding impact on the average income in this sector, reduces the
opportunity cost of being unemployed, especially for a labour force with a rising level of education, as
is the case in Latin America.

Furthermore, the pro-cyclical nature of the participation rate smooth changes in the
unemployment rate. When unemployment rises, some workers leave the labour market and become
inactive, whereas the labour force increases in times of growth, limiting the positive effect of job cre-
ation on the unemployment rate. During most of the 1990s and the present decade, this pro-cyclical
trend has taken the form of periods of interruption in the growing participation of women and a reduc-
tion of male participation as younger people decide to remain in the educational system in times of low
expectations.

Strong wage growth, on the other hand, has not hindered job creation as a whole, even
if in certain situations, especially in a context of declining inflation, nominal wage inflexibility and min-
imum wage policies may have had an adverse effect on job creation for specific groups. In general, the
evolution of real wages in the formal sector has reflected the sector’s productivity growth, with varia-
tions influenced by crisis, inflation and economic recovery; for 13 countries, the median annual
increase in real wages between 1990 and 2003 was 1.9 per cent. At the same time, the minimum wage
policy has been conservative in most countries, with an annual real growth of 0.2 per cent (median of
19 countries).

The present high level of Latin American unemployment therefore appears to be the
result of sluggish economic growth, the loss of labour-intensive growth and the weakening of the infor-
mal sector's countercyclical function as a “buffer” in times of low labour demand. Macroeconomic poli-
cies to foster labour-intensive economic growth, adjustments in the regulation of the labour markets
and a modernization of labour market policies, with an emphasis on underprivileged groups, should
help improve the performance of the region’s labour markets.

a
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demand proves to be temporary, the slowdown of the global economy would cause the
region’s economic growth to lose momentum quickly.

Despite these different scenarios, it is expected that the surplus on the region’s
trade balance will shrink and, consequently, that the surplus on the balance-of-payments
current account will also decline, owing not only to the smaller trade surplus but also to
the higher payments for financial services. At the same time, region-wide inflation, after a
transitional increase in early 2004, will probably continue its slow decrease, to around 6
per cent in 2005 from 6.5 per cent in 2004. With respect to the exchange rate, policy mak-
ers are unlikely to change their stance of maintaining real parities at levels similar to those
prevailing in 2004.

The countries of the region continue to demonstrate a widespread commit-
ment to maintaining cautious fiscal policies, although significant differences are likely to
be observed between oil-exporting and oil-importing countries, given the large oil revenues
and expansive policies adopted by the former. The present favourable conditions offer an
opportunity for governments to take countercyclical and other measures to become less
vulnerable and to achieve a more sustainable growth path.

Notes

1 Joaquin Almunia, European Union Commissioner for Economic and Monetary Affairs, “Strengthening
Economic Governance and Improving the Stability and Growth Pact”, Brussels, 3 September 2004
(available from http://europa.eu.int/rapid/pressReleasesAction.do?reference=SPEECH/04/387/
&format=HTML&aged=0&language=EN&guilanguage=en).

2 Excluding humanitarian needs and industrial rehabilitation, the cost of repairing Iraq’s oil facilities and
power plants has been estimated at about $25 billion. Irag’s total external debt has been estimated at
$383 billion, of which $199 billion is outstanding liabilities (such as war reparations from the first Gulf
war, $45 billion of which have been confirmed by the United Nations Compensation Commission);
$127 billion is foreign bilateral debt (including $47 billion of accrued interest); and $57 billion is owed
on contracts for emergency and communications deals. On 23 November 2004, creditor countries
agreed to cancel 80 per cent of Iraq’s bilateral debt (see chapter ll).



Annex:
Statistical
Tables







World Economic Situation and Prospects 2005 107

List of tables

A 1. Developed market economies: rates of growth of real

GDP, rates of inflation and unemployment, 2003-2005 .. ............. ... . . .. ... ... ... ... .. 109
A 2 Major developed economies: quarterly indicators, 2002-2004 . ......... .. ... .. ... ... .. .. ... ..... 111
A 3 Economies in transition: rates of growth of real

GDP, rates of inflation and unemployment, 2003-2005 .. ............. ... ... ... . ... ... .. 112
A. 4. Major economies in transition: quarterly indicators, 2002-2004 . ... ... ... ... ... ... .. 113
A. 5. Developing countries: rates of growth of real GDP and rates of inflation, 2003-2005 . ................ 114
A. 6. Major developing countries: quarterly indicators of growth, unemployment and inflation, 2002-2004 . . .. 116
A 7. World trade: rates of growth of volumes and values, 2003-2005 .............. ... ... .. ... ... ....... 118
A. 8. Commodity price index, 2001-2004 (December) .. ... . . . . . . . . . . 119
A 9 Distribution of stock of foreign direct investment in services by country groups, 1990 and 2002 ........... 120
A10. Distribution of stock of foreign direct investment in services by industry, 1990 and 2002 . ................ 121






World Economic Situation and Prospects 2005 109

Table A.1.
Developed market economies: rates of growth of real
GDP, rates of inflation and unemployment, 2003-2005

Annual percentage change

Growtha Inflationb Unemploymente.d.e
2003 2004f 20059 2003 2004 20059 2003 2004f 20059
Developed economies 2.2 3.4 2% 1.7 19 1% . . .
United States 3.1 42 3 2.3 26 1% 6.0 55 5
Canada 1.7 2.7 2% 2.8 1.6 2 76 72 7
Japan 2.5 3.6 1% -0.3 0.2 % 53 47 4%
Australia 26 34 2% 28 2.7 2 6.1 5.7 6
New Zealand 3.4 40 2% 1.8 24 2 46 46 4%
European Union 1.2 2.3 2% 2.1 22 2 . . .
EU-15 1.1 22 2 2.1 22 2 8.1 8.1 8

Euro Zone 0.6 20 2 20 20 1% 89 8.9 8%
Austria 0.7 2.1 2% 1.3 20 2 43 45 4%
Belgium 1.1 25 2% 15 1.9 1% 79 75 1%
Finland 20 30 2% 09 0.1 1% 9.0 9.1 8%
France 05 2.3 2 2.1 1.9 1% 9.4 9.6 9
Germany 0.1 1.8 1% 1.0 1.6 1% 9.6 9.9 9%
Greece 45 39 3% 35 3.1 3 9.3 8.8 8%
Ireland 3.7 5.1 5% 35 1.6 2 46 49 5
[taly 0.4 1.1 1% 2.7 25 25 8.6 8.1 7%
Luxembourg 2.1 2.0 3 2.0 2.2 2 3.7 4.1 4%
Netherlands -0.9 1.2 1% 2.1 1.3 1% 3.8 52 5%
Portugal -1.2 09 2 33 2.7 2% 6.2 6.3 6
Spain 24 24 2% 30 29 2% 1.3 10.9 10%

Other 2.7 29 2 2.7 28 2% 5.1 48 4
Denmark 05 26 2% 2.1 1.5 2% 5.6 59 5%
Sweden 23 1.0 1% 1.9 09 1 5.6 6.3 5%,
United Kingdom 3.0 3.3 2% 29 3.2 2% 50 45 4%

EU-10 3.7 49 4 1.9 4.1 3%

EU-8 39 49 4% 1.9 42 3% . . .
Czech Republic 37 38 4 0.1 30 2% 9.3 105 9%
Estonia 5.1 6.2 5% 1.3 45 3 6.1 5.5 5
Hungary 29 36 3% 47 7.0 4% 8.4 8.2 8
Latvia 75 75 6% 29 7.0 5 8.0 78 7
Lithuania 9.7 6.8 62 -1.2 1.4 2 9.2 8.8 8
Poland 38 5.6 4 0.7 35 3 20.0 19.5 19
Slovakia 45 5.0 5V 8.6 75 5% 15.2 14.6 14%
Slovenia 25 38 4 56 35 3 11.2 105 10%
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Table A.1 (continued)

Growtha Inflationb Unemploymente.d.e
2003 2004t 20059 2003 20041 20059 2003 2004t 20059
Other 09 2.4 4 32 25 20

Cyprus 20 32 3% 4.1 2.1 2 . . .
Malta -1.7 05 43 1.3 32 24 76 7.3 6%
Other Europe 0.0 2.3 2% 1.6 0.6 1 42 45 &%
Iceland 4.0 4.4 4% 2.1 2.3 2% 4.1 4.1 3%

Norway 0.4 3.3 3% 25 0.4 1 45 44 4
Switzerland 05 15 2 09 0.7 1% 4.1 46 4%

Source: UN/DESA, based on IMF, International Financial Statistics and OECD.

[ —

a = o o

Data for country groups are weighted averages, where weights are based on GDP in 2000 prices and exchange rates.

Data for country groups are weighted averages, where weights for each year are 2000 GDP in U.S. dollars.

Unemployment data are standardized by OECD for comparability among countries and over time, in conformity with the definitions of the International Labour
Office (see OECD, Standardized Unemployment Rates: Sources and Methods (Paris, 1985)).

Data for country groups are weighted averages, where labour force is used for weights.

Greece and Malta are not standardized.

Partly estimated.

Forecast.
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Table A.2.
Major developed economies: quarterly indicators, 2002-2004

2002 quarters 2003 quarters 2004 quarters
|‘||‘|||‘|v |‘||‘|||‘|v |‘||‘|||

Growth of gross domestic producta
(percentage change in seasonally adjusted data from preceding quarter)

Canada 5.8 3.8 2.7 1.6 2.8 0.7 1.4 33 2.7 39 32
France 32 20 1.0 08 0.7 -19 41 24 26 25 0.3
Germany 0.1 0.8 1.1 0.1 -1.4 08 1.1 1.2 1.7 1.7 0.4
Italy 08 0.9 1.1 1.7 04 0.4 1.6 0.0 20 1.6 1.6
Japan 2.9 5.8 29 0.7 0.4 43 3.1 6.0 76 0.4 0.6
United Kingdom 1.2 1.6 36 1.6 0.8 28 35 43 3.1 38 1.6
United States 47 19 34 1.3 20 3.1 8.2 41 45 3.3 40
Memo items:

Major developed economies 2.1 2.7 2.8 1.0 1.1 2.4 53 3.9 46 2.3 24

Euro zone 1.6 1.6 1.2 0.0 0.0 08 2.0 1.6 28 20 1.2

Unemployment rateb
(percentage of total labour force)

Canada 78 76 76 76 75 17 79 75 74 72 7.1
France 8.6 8.9 9.1 9.1 9.2 9.4 95 96 96 9.5 9.6
Germany 8.3 8.5 8.8 9.1 95 9.7 9.7 96 96 9.8 89
[taly 9.0 9.0 9.0 8.9 8.8 8.7 8.6 8.5 8.5 . .
Japan 53 54 5.4 54 54 5.4 5.2 5.1 49 46 48
United Kingdom 5.1 5.1 52 5.0 5.1 5.0 49 48 47 47 46
United States 5.7 5.8 5.7 59 5.8 6.1 6.1 59 5.6 5.6 55
Memo items:

Major developed economies 6.4 6.5 6.6 6.6 6.7 6.8 6.8 6.6 6.5 5.8 5.7

Euro zone 8.1 8.2 8.5 8.6 8.7 8.8 8.9 8.9 8.9 8.9 89

Growth of consumer prices¢
(percentage change from preceding quarter)

Canada 27 6.1 43 2.1 5.4 05 1.5 05 20 47 0.8
France 2.7 35 08 1.9 36 1.4 1.0 27 2.1 37 0.6
Germany 38 0.8 0.6 0.4 37 0.4 1.2 0.3 3.1 2.7 15
Italy 35 30 1.9 2.7 33 29 2.1 19 2.3 3.1 1.7
Japan 28 1.8 -0.7 0.4 -16 1.8 -0.7 0.7 0.9 1.1 0.1
United Kingdom 0.2 5.1 1.4 36 23 48 1.0 25 20 5.6 24
United States 14 44 1.7 1.3 41 15 2.0 0.1 3.7 58 1.4
Memo items:

Major developed economies 0.8 35 1.1 1.0 2.6 1.6 1.2 04 2.2 42 1.1

Euro zone 1.5 41 0.4 2.2 2.5 2.8 0.4 2.3 1.4 41 0.7

Sources: UN/DESA, based on data of IMF, International Finacial Statistics,; Organisation for Economic Cooperation and Development (OECD) and national authorities.

a Expressed at annual rate (total is weighted average with weights being annual GDP valued at 2000 prices and exchange rates).
b Seasonally adjusted data as standardized by OECD.
¢ Expressed at annual rate.
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Table A.3.
Economies in transition: rates of growth of real
GDP, rates of inflation and unemployment, 2003-2005

Annual percentage change

Growtha Inflationb Unemployment
2003 2004¢ 2005 2003 2004¢ 2005 2003 2004¢ 2005
Economies in transition 7.0 7.1 6 12.2 10.3 9
Southern and

Eastern Europe 42 58 4% 8.4 7.6 6% . . .
Albania 6.0 6.0 6% 24 3.0 2V 14.0 15.0 15
Bosnia and Herzegovina 32 40 4% 0.1 0.0 V2 42.0 42.0 40
Bulgaria 43 5.0 4% 2.3 6.5 4 14.3 12.5 11%
Croatia 43 38 4 22 2.0 2 195 18.5 17%
Romania 49 75 5 15.3 12.0 9 7.2 6.5 6%
Serbia and Montenegro 15 6.0 5 9.6 9.0 10% 28.0 320 30
The former Yugoslav

Republic of Macedonia 34 2.0 3 1.2 0.0 1 43.0 45.0 43

Commonwealth of

Independent States 7.6 7.3 6 13.0 10.9 9% . . .
Armenia 13.9 10.0 7 47 6.3 4 9.8 9.6 9
Azerbaijan 1.2 9.5 11 2.1 6.0 4 1.4 1.4 1%
Belarus 6.8 10.0 9 285 18.0 14 3.1 2.8 2%
Georgia 1.1 6.0 5 49 55 5 115 115 11%
Kazakhstan 9.3 9.3 8 6.6 15 8 1.8 1.8 1%
Kyrgyzstan 6.7 6.5 7 3.1 45 4% 3.0 3.0 2%
Republic of Moldova 6.3 8.0 5% 1.7 12.0 9% 1.2 1.8 1%
Russian Federation 7.3 6.6 5% 13.6 11.0 9% 8.1 8.0 7%
Tajikistan 10.2 11.0 84 16.3 8.0 7 24 22 2%
Turkmenistan 6.8 6.0 7 15.3 10.0 12 . . .
Ukraine 9.4 115 6% 52 95 8% 32 36 3%
Uzbekistan 44 76 6% 24.0 15.0 15 0.3 0.4 Vi

Sources: UN/DESA and Economic Commision for Europe (ECE).

a Data for country groups are weighted averages, where weights are based on GDP in 2000 prices and exchange rates.
b Data for country groups are weighted averages, where weights for each year are 2000 GDP in U.S. dollars.

¢ Partly estimated.

d Forecast.
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Table A.4.
Major economies in transition: quarterly indicators, 2002-2004

Annual percentage changea

2002 guarters 2003 quarters 2004 quarters
|\||\|||\|v |\||\|||\|v |\|| i

Rates of growth of gross domestic product

Belarus 4.1 5.8 47 55 5.6 47 7.3 8.9 93 1.0 1.7
Kazakhstan 10.6 75 94 1.4 10.5 96 1.7 9.2 9.0 9.2 9.1
Romania 35 5.6 46 5.6 4.4 43 54 4.6 6.1 7.0 10.2
Russian Federation 38 4.3 44 6.0 75 7.9 6.5 7.6 75 74 6.4
Ukraine 5.8 5.0 5.6 48 8.4 10.0 6.8 12.1 12.3 13.2 14.3

Change in consumer prices

Belarus 472 44.6 43.1 37.4 308 283 283 27.0 224 19.7 17.0
Kazakhstan 57 55 6.4 6.4 1.2 6.5 58 7.1 6.7 6.9 76
Romania 26.8 242 213 18.5 16.7 14.9 15.1 14.9 13.6 12.3 11.8
Russian Federation 18.0 15.8 15.1 15.1 14.6 14.0 135 12.5 10.8 103 1.1
Ukraine 3.7 0.8 0.9 0.5 22 45 6.5 78 74 74 9.6

Sources: UN/DESA, based on data of Economic Commission for Europe (ECE).

a Percentage change from the corresponding period of the preceding year.
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Table A.5.
Developing countries: rates of growth of real GDP and rates of inflation, 2003-2005

Annual percentage change

Growtha Inflationb
2003 2004¢ 20054 2003 2004¢ 20054
Developing countries® 46 6.2 5% 6.3 5.6 5%
of which:
Latin America and the Caribbean 1.7 54 4 10.5 6.5 6
Net fuel exporters 0.6 53 3%
Net fuel importers 2.6 55 4%
Africa 40 45 4% 1.2 11.8 10%
Net fuel exporters 53 4.6 5
Net fuel importers 29 4.4 4%,
Western Asia 5.0 55 4% 8.9 44 5%
Net fuel exporters 59 43 4
Net fuel importers 40 6.7 5
East and South Asia 6.2 7.0 62 28 43 4%
of which:
East Asia 6.0 7.2 6% 19 37 3%
South Asia 6.7 6.3 6% 5.7 6.4 6%
Memo items:
Least developed countries 41 52 5% 13.7 11.4 13
East Asia (excluding China) 3.7 5.6 5 25 34 3%
Major developing economies
Argentina 8.7 8.2 5 13.4 4.4 7
Brazil 0.6 5.2 4 147 6.5 6
Chile 33 58 6 28 1.1 3
China 9.1 9.2 8% 12 40 3%
Colombia 41 37 3 7.1 6.0 5
Egypt 29 32 3% 45 53 3%
Hong Kong SARf 32 7.0 6 2.6 1.0 1%
India 7.0 6.4 62 3.8 47 5
Indonesia 4.4 45 4 5.1 6.0 5%
Iran (Islamic Republic of) 6.7 6.6 6% 16.5 15.6 15
Israel 1.3 36 3% 0.7 0.2 2%
Korea, Republic of 3.0 49 4% 3.6 3.7 3%
Malaysia 5.3 7.0 6 1.1 2.0 2%
Mexico 1.2 4.1 3% 45 47 4%
Nigeria 10.2 40 3 14.0 16.5 13
Pakistan 56 6.2 5% 29 46 4%
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Table A.5 (continued)

Growtha Inflationb
2003 2004¢ 20054 2003 2004¢ 20054
Peru 38 46 4 2.3 37 2%
Philippines 47 49 5% 3.0 52 5
Saudi Arabia 1.2 3.3 2% 0.6 0.8 Y
Singapore 1.1 8.1 5% 0.5 1.7 1%
South Africa 19 3.0 3 59 49 3
Taiwan Province of China 3.2 59 4% -0.3 16 1%
Thailand 6.8 6.0 5% 1.8 2.0 20
Turkey 5.8 9.0 6 25.3 10.8 14%
Venezuela -9.7 18.0 5 31.1 216 20

Source: UN/DESA, based on IMF, International Financial Statistics.

Data for country groups are weighted averages, where weights are based on GDP in 2000 prices and exchange rates.
Data for country groups are weighted averages, where weights for each year are 2000 GDP in U.S. dollars.

Partly estimated.

Forecast.

Covering countries that account for 98 per cent of the population of all developing countries.

Special Administrative Region of China.

-0 2 0 T o
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Table A.6.
Major developing countries: quarterly indicators
of growth, unemployment and inflation, 2002-2004

Annual percentage change

2002 quarters 2003 quarters 2004 quarters
|‘||‘|||‘|v |‘||‘|||‘|v |‘||\|||

Rates of growth of gross domestic producta

Argentina -16.3 -135 98 -3.4 54 7.7 10.2 1.7 1.3 7.0 8.0
Brazil -0.6 1.0 24 37 1.8 -0.1 -0.4 0.7 39 55 6.2
Chile 1.1 2.2 2.7 35 3.7 3.0 3.1 3.3 46 53 6.8
China 7.6 8.0 8.1 8.1 99 6.7 9.6 99 9.7 9.7 95
Colombia 0.1 2.3 2.2 25 42 25 42 5.2 40 45 2.6
Ecuador 1.3 3.9 5.0 35 3.4 -0.8 2.1 6.0 6.4 10.0 7.0
Hong Kong SARb -1.0 0.4 3.0 438 4.4 -0.6 4.0 49 7.0 12.1 7.8
India 6.3 5.1 55 2.0 41 5.3 8.6 105 8.2 74 6.6
Indonesia 24 4.1 46 36 45 36 4.0 4.4 45 43 5.0
Israel 41 -3.3 04 0.7 12 1.4 1.2 16 19 32 35
Korea, Republic of 6.5 7.0 6.8 7.5 3.7 2.2 24 3.9 5.3 55 46
Malaysia 1.0 4 5.8 5.6 46 46 53 6.6 7.8 8.2 6.8
Mexico 2.2 2.0 1.8 19 2.3 0.2 04 2.0 3.7 39 44
Philippines 38 41 38 58 45 40 5.1 45 6.5 6.2 6.3
Singapore -15 3.8 38 3.0 16 -39 1.8 49 75 12.5 75
South Africa 3.0 3.8 2.9 24 15 1.1 16 15 19 25 3.8
Taiwan Province of China 0.9 3.7 5.2 45 35 -0.2 4.0 5.7 6.7 1.7 53
Thailand 39 5.1 6.2 6.3 7.3 6.5 6.6 7.8 6.6 6.3 7.0
Turkey 2.1 8.9 79 1.4 8.1 39 48 54 10.1 13.4 45
Venezuela -3.8 9.1 5.6 -16.7 -25.0 5.2 -6.7 7.0 32.8 15.1 15.8

Unemployment rate¢

Argentinad . 215 . 17.8 204 17.8 16.3 145 14.4 14.8 13.2
Brazil 12.2 12.0 1.7 10.9 11.6 12.7 12.9 12.0 12.2 12.3 1.2
Chile 8.8 95 9.7 9.6 8.2 9.1 94 74 8.1 9.6 9.7
Colombia 16.4 15.8 15.3 15.1 15.2 14.0 14.3 13.1 15.3 141 12.8
Hong Kong SARb 7.2 7.7 1.2 7.3 79 8.6 79 7.3 1.2 7.0 6.8
Indonesia 8.1 . 9.1 . . . . . . . .
Israel 10.4 10.3 10.4 10.2 10.6 105 11.0 10.9 10.7 105 10.2
Korea, Republic of 3.7 3.0 2.8 29 3.6 33 33 3.4 3.8 33 3.6
Malaysia 3.7 3.8 3.2 32 3.8 4.0 34 3.2 3.8 37 3.4
Mexico 2.8 2.6 2.9 25 2.8 3.0 38 35 39 3.6 4.0
Philippines 10.3 13.9 1.2 10.2 10.6 12.2 12.6 10.1 1.0 11.4 114
Singapore 3.7 52 3.8 47 3.7 5.4 49 49 45 45 45
Taiwan Province of China 5.1 5.0 5.3 5.2 5.1 5.0 5.1 48 45 4.4 46
Thailand 32 29 1.8 1.8 2.8 25 15 1.8 2.8 24 22
Turkey 11.8 9.3 9.6 11.0 12.3 10.0 94 10.3 12.4 93 95
Uruguay 14.7 15.4 176 19.2 18.6 175 16.0 15.4 13.9 13.1 13.3

Venezuela 15.5 15.8 16.5 16.2 19.7 18.9 17.9 15.6 173 16.1 15.0
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Table A.6 (continued)
2002 quarters 2003 quarters 2004 quarters
| ‘ I ‘ Il ‘ v | ‘ I ‘ i ‘ IV | ‘ I ‘ Il
Growth of consumer prices®@

Argentina 42 23.3 36.0 40.3 35.7 145 5.2 37 24 41 5.4
Brazil 7.6 7.8 16 10.6 15.6 16.9 15.2 114 6.8 55 6.9
Chile 2.4 2.2 2.4 2.9 3.8 3.7 2.7 1.1 0.0 0.4 15
China -2.8 -3.2 -2.7 -1.8 -1.6 -1.2 -2.0 -1.4 -0.6 0.1 2.0
Colombia 6.6 59 6.0 6.8 7.4 76 7.1 6.4 6.2 5.6 6.0
Ecuador 14.7 13.2 12.4 99 9.7 8.2 75 6.5 39 3.2 2.0
Hong Kong SARP -2.6 -3.1 -3.4 -3.0 -2.0 -2.5 -3.6 2.3 -1.8 -0.9 0.8
India 5.1 45 40 4.0 3.8 47 34 3.4 4.0 2.7 4.2
Indonesia 14.1 115 10.5 10.0 10.5 9.7 8.8 7.2 49 6.7 7.0
Israel 38 5.7 6.5 6.7 5.2 14 -1.6 2.1 25 -0.7 0.0
Korea, Republic of 2.5 2.7 2.6 3.3 41 3.3 31 3.6 3.2 34 43
Malaysia 1.4 1.9 2.1 1.8 1.3 09 1.0 1.0 09 1.2 15
Mexico 47 48 5.2 53 5.4 47 41 40 43 43 48
Philippines 35 32 26 24 29 3.0 3.1 3.1 35 46 6.4
Singapore -0.8 04 04 0.1 0.7 02 05 0.7 1.4 1.8 1.7
South Africa -36.4 -30.5 -12.1 2.5 14.8 -0.8 -22.4 -25.7 -20.6 -95 0.0
Taiwan Province of China -0.1 0.0 -0.2 -05 -0.2 -0.1 -0.6 -0.2 05 1.2 3.2
Thailand 0.6 0.2 0.3 14 2.0 1.8 19 1.6 19 2.6 3.3
Turkey 70.3 47.0 395 316 276 30.0 25.1 19.4 14.1 9.3 0.0
Venezuela 14.6 18.9 248 306 35.5 342 295 26.3 24.0 224 215

Sources: IMF, International Financial Statistics, and national authorities.

a Percentage change from the corresponding quarter of the previous year.
b Special Administrative Region of China.

¢ Reflects national definitions and coverage. Not comparable across economies.
d Data is reported in May and October in 2002.
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Table A.7.
World trade: rates of growth of volumes and values, 2003-2005

Exports Imports
2003 2004 2005 2003 2004 2005
Volume
World 6.8 109 8 5.6 10.2 7%
of which:
North America 1.1 8.7 9 45 9.8 Y
European Uniona 15 6.9 6% 43 7.6 7
Japan 9.4 135 5% 5.0 6.7 2
Commonwealth of Independent States 114 10.0 7 15.8 14.2 14%
Latin America and the Caribbean 6.3 10.6 5 1.6 14.1 8
Africa 11.8 8.0 TV 7.2 8.0 8%
Western Asia 8.5 6.7 6 47 7.8 12
East Asia 20.1 19.3 13 11.0 17.8 13
South Asia 10.0 12.7 1% 10.0 15.1 14%
Memo items:
Central and Eastern Europe and Baltic States 9.7 14.5 1% 9.6 15.0 1%
Western Europe 1.0 6.2 6 38 6.8 6%
China 344 29.0 18 311 32.0 21%
Value
World 16.3 18.5 10% 15.4 19.0 9%
of which:
North America 5.6 12.9 9% 7.3 13.2 6%
European Uniona 18.7 18.2 9 20.3 20.2 8%
Japan 8.0 12.3 3% 46 1.3 2%
Commonwealth of Independent States 24.9 29.0 28 214 31.0 25%,
Latin America and the Caribbean 8.9 215 TV 5.7 18.0 10%
Africa 25.2 235 TV 18.9 16.9 8%
Western Asia 16.0 21.2 5 145 18.7 8
East Asia 23.1 22.6 14Y% 18.0 24.5 14%
South Asia 13.0 23.3 17 15.9 19.3 19%
Memo items:
Central and Eastern Europe and Baltic States 29.0 31.0 19 274 28.0 18
Western Europe 17.8 17.3 8 19.5 19.2 %
China 34.6 320 19% 39.9 38.0 22V
Source:
Project LINK.

a All figures for the European Union take into account the 10 new member states that joined in 2004.
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Table A.8.
Commodity price index, 2001-2004 (December)

Index 2000 = 100

2001 2002 2003 20042
Combined index, non-fuel
Dollar 89.6 100.0 111.3 122.6
SDR 928 96.4 98.8 104.8
Food and tropical beverages 91.4 100.0 99.0 106.7
Tropical beverages 87.8 112.2 108.2 126.5
Cocoa 166.4 2517 2025 206.9
Coffee 90.0 107.0 109.0 140.0
Tea 66.7 74.9 83.5 78.6
Food 91.6 97.7 96.9 103.1
Bananas 1175 1275 84.2 112.7
Maize 103.1 109.7 120.7 90.5
Rice 97.3 100.5 1071 142.4
Sugar 78.1 79.3 62.7 81.4
Wheat 95.4 126.0 129.8 1237
Vegetable oilseeds and oils 1141 150.0 176.6 159.4
Palm oil 127.5 175.5 192.5 163.4
Soybeans 87.1 1111 153.0 119.8
Groundnut oil 95.8 121.2 164.7 162.6
Agricultural raw materials 84.4 99.1 124.8 125.7
Cotton 65.1 83.8 117 724
Rubber 789 137.0 2035 203.9
Minerals, ores and metals 85.8 90.8 116.7 145.0
Aluminium 85.9 87.8 99.3 115.9
Copper 79.5 86.2 119.0 168.7
Iron ore 104.5 103.4 112.2 131.7
Lead 104.6 96.0 149.5 209.2
Nickel 72.0 98.3 193.6 192.0
Tin 76.8 80.9 115.7 173.2
Zinc 7.3 75.5 91.1 104.2
Memo items:
Manufactured export prices of developed economies 98.0 99.0 107.0
Real prices, non-fuel commodities 99.1 96.3 96.2
OPEC basket 83.8 88.3 101.8
Sources:

UN/DESA and UNCTAD, Monthly Commaodity Price Bulletin; Middle East Economic Survey (http://www.mees.com/Energy_Tables/basket.htm).
a Calculations for 2004 are based on October 2004 over December 2003 data.
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Table A.9.
Distribution of stock of foreign direct investment in services by country groups, 1990 and 2002

1990 2002
Developed Developing Developed Developing Central and
Sector/industry countries countries countries countries Eastern Europe
Inward FDI stock
Total services 83 17 72 25 3
Electricity, gas and water 70 30 63 32 6
Construction 77 23 47 45 8
Trade 90 10 78 19 4
Hotels and restaurants 87 13 70 26 3
Transport, storage and communications 58 43 Al 22 7
Finance 76 24 77 20 3
Business activities 93 7 61 38 1
Public administration and defence . . 99 1
Education 100 . 92 4 4
Health and social services 100 . 67 32 1
Community, social and
personal service activities 100 . 91 8 2
Other services 85 15 61 36 3
Outward FDI stock
Total services 99 1 90 10
Electricity, gas and water 100 . 100 0 -
Construction 99 1 80 20 -
Trade 99 1 88 12
Hotels and restaurants 100 - 90 10 -
Transport, storage and communications 99 1 93 7 -
Finance 98 2 93 7
Business activities 98 2 84 16 -
Public administration and defence - - 100
Education 100 . 100
Health and social services 100 . 100 - -
Community, social and
personal service activities 100 . 99 1 -
Other services 100 1 90 10 -
Source:

UNCTAD, World Investment Report 2004: The Shift Towards Services, United Nations publication, Sales No. E.04.11.D.36, table Il1.2.
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Table A.10.
Distribution of stock of foreign direct investment in services by industry, 1990 and 2002

1990 2002
Developed | Developing Developed | Developing Central and
Sector/industry countries countries World countries countries Eastern Europe | World
Inward FDI stock
Total services 100 100 100 100 100 100 100
Electricity, gas and water 1 2 1 3 4 6 3
Construction 2 3 2 1 3 5 2
Trade 27 15 25 20 13 21 18
Hotels and restaurants 3 2 3 2 2 2 2
Transport, storage
and communications 2 8 3 1" 10 24 11
Finance 37 57 40 31 22 29 29
Business activities 15 5 13 22 40 10 26
Public administration and defence 0 0 0 0 0 0 0
Education 0 0 0 0 0 0 0
Health and social services 0 0 0 0 0 0 0
Community, social and
personal service activities 2 0 1 2 0 1 2
Other services 10 8 9 2 3 2 2
Unspecified tertiary 2 1 2 6 2 0
Outward FDI stock
Total services 100 100 100 100 100 100 100
Electricity, gas and water 1 0 1 2 0 2 2
Construction 2 2 2 1 2 2 1
Trade 17 16 17 10 12 17 10
Hotels and restaurants 1 0 1 2 2 0 2
Transport, storage
and communications 5 4 5 1 7 18 10
Finance 48 62 48 35 22 39 34
Business activities 6 " 6 34 54 19 36
Public administration and defence 0 0 0 0 0 0 0
Education 0 0 0 0 0 0 0
Health and social services 0 0 0 0 0 0 0
Community, social and
personal service activities 0 0 0 0 0 0 0
Other services 13 5 13 2 2 2 2
Unspecified tertiary 6 0 6 3 0 0 3

Source:
UNCTAD, World Investment Report 2004: The Shift Towards Services, United Nations publication, Sales No. E.04.11.D.36, table III.1.
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