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Executive Summary

AUGUSTO LOPEZ-CLAROS, World Economic Forum

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

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

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

As well as institutional factors, many others are also
known to play a role in enhancing productivity. Education
and training have emerged as key drivers of competitiveness,
ensuring that the labor force has access to new knowledge
and 1s trained in new processes and the latest technologies.

As numerous as these factors may be, they will matter
differently for different countries, depending on their
particular starting conditions or stage of development.
Curtailing the appetite of the state for private savings
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by implementing more cautious fiscal policies may be
important everywhere for creating the conditions for
productivity growth, but it is relatively less important in
countries with a well established track record of responsi-
ble fiscal management than in countries with long histo-
ries of budgetary instability, where the move to address
these problems is likely to benefit growth.

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

Over the years, the World Economic Forum has
continually updated its methodology for measuring com-
petitiveness to keep pace with the changing international
environment. For the past five years, we used the Growth
Competitiveness Index developed by Jeffrey Sachs and
John McArthur to assess the competitiveness of nations.
Although it was cutting edge at the time 1t was developed,
more recent advances in economic research and the rising
importance of the international dimension, as well as the
increasing diversity of countries covered by the Report, call
for an adjustment in methodology. With the aim of incor-
porating many factors driving productivity into a broader
measure of competitiveness, we will now be using an
index developed for the World Economic Forum by
Professor Xavier Sala-i-Martin, a leading expert on
growth and economic development. The new Index —
representing nearly two years of collaboration with him
and involving dozens of presentations by Forum staff
aimed at eliciting feedback from a broad set of users—
extends and deepens the concepts and ideas underpinning
the earlier Sachs-McArthur index. With this year’s Report,
we have moved to the Global Competitiveness Index
(GCI) as the main competitiveness indicator to be used
by the World Economic Forum. The results are presented
in Chapter 1.1. For reference and the sake of historical
continuity we also present the rankings associated with
the Growth Competitiveness Index in the back of this
Report.

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

The Global Competitiveness Index

The GCI, albeit simple in structure, provides a holistic
overview of factors that are critical to driving productivity
and competitiveness, and groups them into nine pillars:

Institutions

Infrastructure

Macroeconomy

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

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



growing degree of complexity in the operation of the
economy.

The pillars are organized into three subindexes, each
critical to a particular stage of development: a) the basic
requirements subindex groups those pillars most critical for
countries in the factor-driven stage (institutions, infra-
structure, macroeconomy, health and primary education);
b) the efficiency enhancers subindex includes those pillars
critical for countries in the efficiency-driven stage (higher
education and training, market efficiency, technological
readiness); c) the innovation and sophistication factors subindex
includes all pillars critical to countries in the innovation-
driven stage (business sophistication, innovation). The
exact methodology underlying the construction of the
GClI i1s described in Chapter 1.1.

The Competitiveness Rankings for 2006

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

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

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

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

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

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

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

Executive Summary
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As 1n previous years, Poland remains the worst per-
former among the EU countries, with a rank of 48, right
behind Greece (47) and well behind Estonia (25), the
Czech Republic (29), and Slovenia (33), Central and
Eastern Europe’s top performers. Particular weaknesses in
Poland stem from the highly protected and rigid labor
markets, particularly harmful in a country where unem-
ployment is close to 18 percent. Deeper institutional
reforms will be necessary if Poland is to increase produc-
tivity and stay competitive in the face of rising labor costs.

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

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

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

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

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

Once again, at 27th and unchanged with respect to
2005, Chile has the highest ranking overall in Latin
America and the Caribbean. Chile’s competitiveness posi-
tion reflects not only solid institutions—already operating
at levels of transparency and openness above the average
for the EU—but also the presence of efficient markets,
relatively free of distortions. The state has played a sup-
portive role 1n the creation of a credible, stable regulatory
regime. Competent macroeconomic management has
been a critical element in creating the conditions for rapid
growth and sustained efforts to reduce poverty.

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

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

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



Table 1: Global Competitiveness Index rankings and 2005 comparisons

GCl GCI GCI GCI GCl GCI

Country/Economy 2006 Rank 2006 Score 2005 Rank Country/Economy 2006 Rank 2006 Score 2005 Rank
Switzerland 1 5.81 4 Azerbaijan 64 406 62
Finland 2 5.76 2 Colombia 65 4.04 58
Sweden 3 5.74 7 Brazil 66 4.03 57
Denmark 4 5.70 3 Trinidad and Tobago 67 4.03 66
Singapore 5 5.63 5 Romania 68 4.02 67
United States 6 5.61 1 Argentina 69 401 54
Japan 7 5.60 10 Morocco 70 401 76
Germany 8 5.58 6 Philippines n 4.00 13
Netherlands 9 5.56 n Bulgaria 12 3.96 61
United Kingdom 10 5.54 9 Uruguay 13 3.96 70
Hang Kang SAR n 5.46 14 Peru 4 394 n
Norway 12 542 17 Guatemala 75 3491 95
Taiwan, China 13 5.41 8 Algeria 76 390 82
Iceland 14 540 16 Vietnam n 389 4
Israel 15 5.38 23 Ukraine 78 389 68
Canada 16 5.37 13 Sri Lanka 19 387 80
Austria 17 5.32 15 Macedonia, FYR 80 3.86 15
France 18 531 12 Botswana 81 319 12
Australia 19 529 18 Armenia 82 375 81
Belgium 20 521 20 Dominican Republic 83 375 91
Ireland 21 5.21 pal Namibia 84 374 79
Luxembourg 22 5.16 24 Georgia 85 KWK 86
New Zealand 23 515 22 Maldova 86 an LE]
Korea, Rep 24 5.13 19 Serbia and Montenegro 81 3.69 85
Estonia 25 512 26 Venezuela 88 369 84
Malaysia 26 B 25 Bosnia and Herzegovina 89 367 88
Chile 27 485 2 Ecuador 90 367 87
Spain 28 47 28 Pakistan 91 3.66 94
Czech Republic 29 474 29 Mongolia 92 3.60 90
Tunisia 30 an 37 Honduras 93 3.58 97
Barbados 31 4.70 — Kenya 94 3.57 93
United Arab Emirates 32 4.66 32 Nicaragua 95 3.52 96
Slovenia 3 464 30 Tajikistan 96 350 92
Portugal kL] 4.60 31 Bolivia 97 346 101
Thailand 35 458 33 Albania 98 3.46 100
Latvia 36 457 39 Bangladesh 99 3.46 98
Slovak Republic 37 455 36 Suriname 100 3.45 =
Qatar 38 455 46 Nigeria 101 3.45 83
Maita 39 454 44 Gambia 102 343 109
Lithuania 40 453 34 Cambodia 103 3.39 m
Hungary 41 452 35 Tanzania 104 3.39 105
Italy 42 446 38 Benin 105 337 106
India 43 444 45 Paraguay 106 333 102
Kuwait 44 441 49 Kyrgyz Republic 107 331 104
South Africa 45 436 40 Cameroon 108 3.30 99
Cyprus 46 436 41 Madagascar 109 327 107
Greece 4 433 47 Nepal 110 3.26 —
Poland 48 430 43 Guyana m 34 108
Bahrain 49 428 50 Lesotho 12 322 —-
Indonesia 50 4.26 69 Uganda 13 319 103
Croatia 51 426 64 Mauritania 14 317 =
Jordan 52 425 42 Zambia 115 3.16 —
Costa Rica 53 425 56 Burkina Faso 116 307 —
China 54 424 48 Malawi 17 307 114
Mauritius 55 420 55 Mali 18 3.02 115
Kazakhstan 56 419 51 2imbabwe 119 3.01 110
Panama 57 4.18 65 Ethiopia 120 2.99 116
Mexico 58 418 59 Mozambique 121 294 112
Turkey 59 414 n Timor-Leste 122 290 13
Jamaica 60 410 63 Chad 123 261 n?
El Salvador 61 4.09 60 Burundi 124 2.59 —
Russian Federation 62 408 53 Angola 125 250 —
Egypt 63 4.07 52
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Table 2: Global Competitiveness Index: Basic requirements

4th pillar: Health
Basic requirements 1st pillar: Institutions 2nd pillar: Infrastructure 3rd pillar: Macroeconomy and primary education
Country/Economy Rank  Scare Rank  Score Rank  Score Rank  Score Rank  Scare
Albania 92 398 108 3.09 121 1.92 83 421 34 6.68
Algeria 43 488 58 387 78 291 1 6.19 45 6.56
Angala 125 248 m 3.02 13 207 123 240 125 245
Argentina 67 442 12 298 12 3.26 51 464 23 6.78
Armenia 81 421 84 34 92 2.66 n 433 62 6.40
Australia 1 5.72 n 551 18 542 23 5.15 21 6.79
Austria 18 5.58 13 5.45 17 543 36 491 49 6.52
Azerbaijan 56 459 2 363 56 367 17 5.30 96 5.76
Bahrain 35 518 45 421 40 4.26 n 5.55 30 6.72
Bangladesh 96 392 121 288 17 2.03 47 472 90 6.04
Barbados 32 5.24 23 494 28 485 61 445 28 6.74
Belgium 17 5.59 26 4.85 n 5.85 a4 4.76 15 6.89
Benin 104 3.68 90 332 114 2.06 92 4.03 101 5.29
Bolivia 98 3.89 18 290 107 222 n 425 81 6.20
Baosnia and Herzegovina 18 424 106 3.10 96 250 45 4.75 38 663
Botswana n 421 37 4.46 66 337 39 485 12 4.42
Brazil 81 414 91 329 n 329 114 342 47 6.54
Bulgaria 62 450 109 3.07 65 341 35 492 39 661
Burkina Faso 121 313 62 3.78 10 214 116 337 124 34
Burundi 124 268 13 297 123 1.1 122 251 120 350
Cambodia 100 383 95 3.26 97 248 101 387 98 5N
Cameroon 105 3.66 1 291 120 1.93 40 483 104 496
Canada 13 5.68 21 5.01 13 5.81 32 4.96 2 6.95
Chad 123 2.84 124 24 125 143 107 3.76 19 374
Chile 28 535 25 488 35 441 7 5.70 57 6.43
China 4 480 80 351 60 354 6 572 55 6.44
Colombia 73 434 68 3.70 75 315 65 443 88 6.07
Costa Rica 64 448 55 397 13 322 81 423 52 649
Croatia 55 460 66 372 51 3.98 3 430 67 6.38
Cyprus 3 5.03 35 452 k7] 441 2 433 22 6.79
Czech Republic 42 4.89 60 384 3 450 42 481 58 6.42
Denmark 1 6.15 2 598 5 6.24 14 544 4 6.94
Dominican Republic 89 4.09 93 326 80 2.86 85 420 89 6.04
Ecuador " 434 116 292 94 265 21 5.18 a 659
Egypt 59 452 48 412 55 372 108 375 50 6.51
El Salvador 54 460 61 3.80 54 375 64 444 60 6.41
Estonia 30 5.31 30 470 30 4.66 16 5.31 43 6.58
Ethiopia 115 329 83 345 102 234 95 398 121 3.39
Finland 3 6.10 1 6.05 10 591 12 550 7 6.93
France 15 5.66 24 491 4 6.25 56 455 12 6.92
Gambia 101 382 54 4.02 95 262 105 n 107 4.85
Georgia 82 4.20 8 351 79 287 3 402 61 6.40
Germany 9 73 1 5.69 1 6.51 63 444 n 6.37
>‘ Greece 40 496 4 4.36 29 an 102 3.86 n 6.92
Guatemala 75 432 81 349 1) 320 19 424 73 634
Guyana 108 3.58 115 293 104 221 121 2.81 75 6.31
Handuras 90 407 110 3.03 81 286 87 418 80 6.22
Hong Kang SAR ) 6.04 10 5.54 3 6.29 9 5.65 35 6.67
Hungary 52 464 46 418 48 4.05 98 394 66 6.39
Iceland 12 570 3 598 20 5.39 58 451 ] 6.95
India 60 451 u 455 62 350 88 412 93 5.90
Indonesia 68 441 52 404 89 2.12 57 452 12 6.35
Ireland 23 5.46 17 5.15 31 461 20 5.27 24 6.78
Israel 29 5.34 29 an 2 5.06 50 465 17 6.86
Italy 48 4170 n 3.66 50 400 84 LWl 8 693
Jamaica 19 424 76 358 53 375 18 3 65 6.39
Japan 19 5.53 2 497 7 6.11 91 4.05 1 6.98
Jardan 50 4.66 33 455 52 385 103 384 63 6.40
Kazakhstan 51 464 75 359 68 333 10 557 86 6.08
Kenya 107 362 98 32 86 215 99 391 10 459
Korea, Rep. 22 547 47 418 21 5.38 13 548 18 6.85
Kuwait kX] 5.24 38 439 45 4.12 2 6.13 76 6.30
Kyrgyz Republic 109 3.56 123 2.66 103 2.30 17 ki) 91 6.02

fcont'd)



Table 2: Global Competitiveness Index: Basic requirements (cont'd.)

4th pillar: Health
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Basic requirements 1st pillar: Institutions 2nd pillar: Infrastructure 3rd pillar: Macroeconomy and primary education

Country/Ecanomy Rank  Score Rank  Scare Rank  Scare Rank  Score Rank  Score
Latvia 41 490 50 407 39 433 34 493 79 6.27
Lesotha 103 368 86 3.40 19 1.99 52 4.64 109 469
Lithuania 45 480 59 3.86 LY] 414 41 482 70 6.37
Luxembourg 10 573 14 5.45 15 5.63 19 5.28 46 6.56
Macedaonia, FYR 70 437 103 315 82 283 30 5.03 54 6.47
Madagascar 110 356 92 3.28 116 203 115 3.39 100 5153
Malawi 117 3.26 63 378 115 2.06 124 231 106 489
Malaysia 2 544 18 512 23 5.09 31 497 42 658
Mali 120 314 70 3.66 12 2.09 13 348 122 334
Malta 39 498 3 459 37 437 76 4.26 32 6.69
Mauritania 14 3.40 64 3 m 2.09 120 282 105 491
Mauritius 49 470 4“4 4.26 42 417 104 379 44 6.58
Mexico 53 461 69 3.68 64 34 54 463 31 6.71
Moldova 88 4.09 101 3.18 85 21 67 441 92 6.01
Mongalia 97 391 105 3.13 106 224 60 446 95 582
Marocco 65 444 57 387 59 357 78 424 87 6.07
Mozambique 19 32 107 3.09 99 241 112 350 12 385
Namibia 69 440 49 407 43 4.15 43 479 m 458
Nepal 106 365 99 320 122 183 59 447 102 5.09
Netherlands 8 594 9 560 8 6.09 22 5.16 13 6.90
New Zealand 16 5.65 8 5.65 21 488 25 512 6 6.93
Nicaragua 95 393 102 3.15 101 234 89 4.07 83 6.16
Nigeria 12 353 94 3.26 105 2.26 55 462 116 3.98
Norway 6 5.96 6 571 19 541 5 5.80 10 693
Pakistan 93 3.96 79 351 67 336 86 419 108 419
Panama 46 472 65 3.7 46 4.10 75 421 27 6.76
Paraguay 102 381 122 266 109 215 90 407 68 6.38
Peru 16 428 96 325 91 269 49 4.66 48 653
Philippines 84 419 88 3.38 88 213 62 445 82 6.20 3
Paland 57 459 B a8 51 364 0 a3 % 676 ot
Portugal 34 5.22 28 483 26 493 80 423 16 6.88
Qatar 20 551 16 5.16 41 422 3 6.03 37 6.64
Romania 83 419 87 340 n 3.05 97 394 69 6.38
Russian Federation 66 443 14 297 61 352 33 495 7 6.29
Serbia and Montenegro 99 387 97 324 90 272 106 3.76 97 5.74
Singapore 2 613 4 590 6 6.16 8 5.67 20 6.81
Slovak Republic 47 470 53 4,03 47 408 68 437 74 6.31
Slovenia 36 517 43 421 32 451 29 5.08 19 6.83
South Africa 58 458 36 449 49 404 46 474 103 5.07
Spain 25 542 39 437 22 522 24 5.13 5 6.94
Sri Lanka 80 422 82 348 76 3.07 110 366 36 6.66
Suriname 91 4.06 89 337 100 236 94 401 51 650
Sweden 7 5.95 12 551 9 597 15 540 9 6.93
Switzerland 5 6.02 5 573 2 6.34 18 5.28 29 6.72
Taiwan, China 21 5.50 32 456 16 5.58 27 5.10 25 6.77
Tajikistan 94 3.94 7 353 108 220 96 394 85 6.09
Tanzania m 3.54 56 3.88 93 265 100 388 118 3.76
Thailand 38 4.98 40 431 38 4.36 28 5.10 84 6.09
Timar-Leste 116 327 19 2.90 124 1.66 82 422 114 431
Trinidad and Tobaga 63 449 85 341 70 329 38 488 64 6.39
Tunisia 3 527 19 5.09 36 439 37 491 33 6.69
Turkey 2 434 51 4.05 63 346 m 358 78 6.28
Uganda 118 322 100 3.18 18 1.99 66 442 123 329
Ukraine 86 4.15 104 314 69 330 74 421 94 5.88
United Arab Emirates 26 541 20 5.05 25 499 4 592 99 567
United Kingdom 14 5.67 15 538 14 574 48 467 14 6.89
United States 27 541 2/ 484 12 582 69 437 40 6.60
Uruguay 61 451 42 429 58 359 109 373 59 6.41
Venezuela 85 419 125 238 84 278 26 511 53 6.48
Vietnam n 437 4 362 83 279 53 463 56 6.43
Zambia 13 343 67 372 817 215 19 3.07 15 4.17

Zimbabwe 122 296 120 2.88 98 244 125 2.20 13 432
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Table 3: Global Competitiveness Index: Efficiency enhancers

5th pillar: Higher 6th pillar: th pillar:
Efficiency enh s d ion and training Market efficiency Technological readiness

Country/Economy Rank  Score Rank  Score Rank  Score Rank  Score
Albania 99 312 92 324 109 3.55 104 2.56
Algeria 92 34 84 346 96 367 100 258
Angola 123 251 125 192 120 335 120 2.26
Argentina 66 319 39 4.51 94 3.68 70 3.19
Armenia 88 333 80 358 104 3.60 86 2.81
Australia 10 543 14 5.56 n 5.23 7 5.50
Austria 20 5.16 19 5.39 26 494 21 5.15
Azerbaijan 8 352 82 356 81 396 76 3.03
Bahrain 439 415 64 397 39 447 41 401
Bangladesh 108 3.01 108 268 83 393 114 241
Barbados 29 460 2 523 49 433 34 423
Belgium 23 5.07 4 5.83 32 469 21 468
Benin 105 3.02 101 2.96 95 367 12 242
Bolivia 97 313 89 340 m 353 m 246
Basnia and Herzegovina 93 3.22 86 34 93 3.69 108 252
Botswana n 352 87 341 59 420 80 295
Brazil 57 394 60 410 58 421 57 350
Bulgaria 70 367 62 4.05 90 3.5 68 kWi
Burkina Faso 109 2.95 116 2.51 87 378 103 256
Burundi 124 246 123 2.16 123 328 125 1.96
Cambadia 10 294 110 2.63 99 363 105 256
Cameroan 13 290 103 285 115 345 n3 24
Canada 15 5185 17 551 7 5.26 17 5.28
Chad 125 235 124 199 124 307 124 1.99
Chile 31 458 40 448 24 5.04 35 422
China n 3.66 n 368 56 422 75 307
Colombia 65 3.82 69 3.89 51 432 65 324
Costa Rica 51 408 52 4.26 52 425 44 3.4
Croatia 52 4.07 44 443 68 an 47 3.68
Cyprus 44 421 41 448 55 422 38 4.10
Czech Republic 2 413 21 5.04 41 443 26 474
Denmark 6 559 2 591 6 5.40 10 546
Dominican Republic 76 358 91 3.36 82 395 58 3.42
Ecuador 96 313 97 3.09 112 351 88 219
Eqypt 4 361 75 373 65 414 79 297
El Salvador 68 370 83 351 50 432 64 327
Estonia 19 518 23 5.26 25 498 16 5.29
Ethiopia 120 268 120 239 18 340 121 226
Finland ) 5.60 1 6.23 17 513 12 544
France 22 5.07 12 5.57 28 483 25 481
Gambia 101 3.09 106 2.81 89 37 92 269
Georgia 81 3.36 76 369 86 3.86 106 254
Germany 17 5.22 18 5.42 20 5.09 20 5.16
“-_Greece a7 a8 MU a4 62 41 50 358
" Guatemala 82 3.46 94 319 n 4.03 n 37
Guyana 114 289 114 254 106 356 101 2.57
Honduras 100 3.10 95 n 107 3.56 95 2.63
Hong Kong SAR n 5.40 25 5.08 1 5.69 13 5.44
Hungary 32 4.57 30 493 k) 461 36 418
Iceland 8 547 13 557 8 5.25 4 560
India 4 432 49 435 2 5.07 §5 352
Indonesia 50 412 53 425 27 493 12 317
Ireland 18 5.21 16 5.52 13 5.22 24 489
Israel 12 5.40 20 539 14 517 8 5.65
Italy 40 a4 35 an 78 4.02 32 443
Jamaica 53 4.06 67 394 61 419 40 404
Japan 16 5.33 15 554 10 523 19 521
Jordan 58 392 54 422 53 425 62 330
Kazakhstan 56 397 51 428 44 439 66 323
Kenya 81 347 88 341 72 4.10 81 291
Karea, Rep 25 5.00 21 5.38 43 439 18 522
Kuwait 45 420 59 an 29 480 46 370
Kyrgyz Republic 102 3.08 79 360 14 348 122 216

fcont'd)



Table 3: Global Competitiveness Index: Efficiency enhancers (cont’d.)

5th pillar: Higher 6th pillar: th pillar:
Efficiency enh. d ion and training Market efficiency Technological readiness
Country/Economy Rank  Score Rank  Score Rank  Score Rank  Score
Latvia 36 448 28 5.01 40 444 43 398
Lesotho 19 280 115 252 19 340 110 248
Lithuania 38 444 29 497 45 4.35 42 3.99
Luxembourg 24 5.00 45 442 18 51 9 5.47
Macedonia, FYR 80 347 66 3.96 91 314 91 2N
Madagascar 112 292 13 2.55 103 3.62 99 258
Malawi 116 287 19 2.46 88 an 18 237
Malaysia 26 489 2 4.80 9 524 28 464
Mali 18 283 18 248 102 362 17 2.38
Malta 3 457 47 436 46 435 22 5.00
Mauritania m 294 121 233 101 3.62 84 2.86
Mauritius 61 3.86 68 394 67 an 54 3.55
Mexico 59 391 n 3.88 48 435 56 351
Moldova 85 338 3 378 92 313 96 262
Mangalia 86 337 70 389 100 3.62 97 2.60
Morocco 75 3.58 85 345 14 4.08 67 322
Mozambique 121 262 122 230 122 329 19 227
Namibia 90 3.28 105 282 19 4.00 78 3.00
Nepal 17 287 109 263 105 358 116 239
Netherlands 9 545 8 5.67 12 523 1 545
New Zealand 21 515 22 5.33 15 517 23 494
Nicaragua 95 3.15 93 3.23 98 3.65 98 259
Nigeria 89 331 100 3.04 70 4.10 87 279
Norway 13 538 9 5.64 16 5.16 15 532
Pakistan 91 321 104 282 54 423 89 2n
Panama 62 3386 1z 375 42 44 59 341
Paraguay 15 289 102 293 121 333 15 240
Peru 67 370 72 3.79 66 412 69 kil
Philippines 63 385 63 4.02 57 4 61 332
Poland 48 417 33 479 64 4.16 51 3.56
Portugal 37 447 37 463 38 461 37 418
Qatar 39 44 46 436 30 a7 39 4.10
Romania 55 399 50 434 76 4.03 49 3158
Russian Federation 60 391 43 444 60 420 74 3.10
Serbia and Maontenegro 72 363 61 409 97 3.66 3 316
Singapore 3 5.63 10 5.59 4 5.62 2 5.69
Slovak Republic k) 4.56 38 452 34 466 30 450
Slovenia 30 458 26 5.07 63 a1 29 451
South Africa 46 4.19 56 417 33 467 45 3.2
Spain 28 462 31 4.86 36 463 83 4.38
Sri Lanka 19 351 81 3.56 n 4.10 83 287
Suriname 107 3.01 99 3.08 17 341 107 253
Sweden 2 565 3 5.85 19 S.n 1 6.01
Switzerland 5 5159 6 5.17 5 5.44 5] 5.57
Taiwan, China 14 5.36 7 5.67 22 5.07 14 5.32
Tajikistan 103 3.07 98 309 108 3.56 102 257
Tanzania 94 3.16 12 2.56 5 4.07 82 287
Thailand 43 429 42 a4 31 476 48 367
Timor-Leste 122 257 m 262 125 2.95 123 2.15
Trinidad and Tobago 64 3.82 65 3.97 69 41 60 3.40
Tunisia 42 431 36 472 35 465 53 3.56
Turkey 54 4.02 57 4.15 47 435 52 3.56
Uganda 98 3.2 107 218 84 3.90 94 267
Ukraine 69 368 48 435 80 396 90 2N
United Arab Emirates 35 455 58 4.13 23 5.05 3 447
United Kingdom 7 5.59 n 5.57 3 5.63 6 5.56
United States 1 5.66 5 5.82 2 5.67 8 5.49
Uruguay K] 363 55 4.19 116 342 63 127
Venezuela 84 340 78 363 110 353 n 3.02
Vietnam 83 345 90 339 13 4.10 85 285
Zambia 106 3.01 1m 248 85 387 93 267
Zimbabwe 104 3.02 96 3.10 n3 348 109 248
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Table 4: Global Competitiveness Index: Innovation factors

8th pillar: Business th pillar:
Innovation factars sophistication Innovation
Country/Ecanomy Rank  Score Rank  Scare Rank  Score
Albania 121 251 115 3.10 125 204
Algeria 90 322 103 3.36 76 3.09
Angola 123 252 123 214 121 230
Argentina 19 34 75 385 83 3.03
Armenia 93 3 104 34 84 3.00
Australia 24 4.66 28 498 24 435
Austria 12 5.28 4 5.91 17 465
Azerbaijan 70 359 70 392 63 3.26
Bahrain 7 347 55 424 101 2N
Bangladesh 104 3.01 96 342 109 259
Barbados 54 3.78 58 4 49 3.36
Belgium 14 521 12 5.73 16 468
Benin 88 323 85 358 90 287
Bolivia 19 264 19 297 120 231
Bosnia and Herzegovina 99 3.08 92 347 104 268
Botswana 95 3.15 95 343 91 287
Brazil 38 4.09 38 461 38 356
Bulgaria 85 3.26 84 359 87 293
Burkina Faso 84 321 98 340 69 3.4
Burundi 18 266 17 3.01 19 232
Cambadia 102 3.05 100 3.37 98 272
Cameroaon 101 3.05 101 337 97 213
Canada 16 5.08 18 5.33 13 482
Chad 122 2.53 121 281 122 2.26
Chile 33 422 30 488 39 3.56
China 57 375 65 4.05 46 344
Colombia 48 382 48 434 57 3.30
Costa Rica 35 4.16 34 4.66 36 3.65
Croatia 50 381 61 417 45 345
Cyprus 49 381 50 432 55 330
Czech Republic 27 447 29 496 28 3.98
Denmark 7 5.40 9 5.76 10 504
Dominican Republic 91 322 19 372 99 272
Ecuador 97 314 82 363 105 265
Egypt 65 363 57 422 82 304
El Salvador 75 351 62 413 89 289
Estonia 32 424 35 465 30 3.83
Ethiopia 116 272 120 294 114 2.50
Finland 6 5.65 n 5.74 4 5.56
France 13 5.28 10 5.76 14 4.80
Gambia 112 289 106 3.30 115 248
Georgia 13 2.86 116 3.02 102 2N
Germany 3 589 1 6.26 5 551
Greece 45 3.89 46 4.35 47 343
Guatemala 64 363 60 419 18 307
Guyana 106 295 97 342 116 248
Honduras 100 307 87 353 107 261
Hong Kong SAR 18 497 13 5.48 22 4.46
Hungary 39 408 49 434 3 382
Iceland 17 5.00 14 545 19 455
India 26 460 25 5.06 26 414
Indonesia a1 4.07 42 453 37 360
Ireland 19 496 16 5.39 20 454
Israel 8 5.40 17 538 7 542
Italy 31 429 2 508 43 350
Jamaica 56 an 56 422 54 3.32
Japan 1 6.02 2 6.14 1 5.90
Jardan 61 365 67 4.04 64 3.25
Kazakhstan 4 351 12 3.90 70 3.13
Kenya 59 313 68 4.04 48 342
Korea, Rep 20 496 22 520 15 4an
Kuwait 46 385 33 466 81 3.04
Kyrgyz Republic 108 293 105 331 m 255

{cont'd)



Table 4: Global Competitiveness Index: Innovation factors (cont'd.)

Executive Summary

8th pillar: Business 9th pillar:
Innovation factors sophistication Innovation
Country/Economy Rank  Score Rank  Score Rank  Score
Latvia 58 374 54 428 66 319
Lesotho 120 259 122 280 17 237
Lithuania LY 3.96 41 456 50 3.35
Luxembourg 23 481 21 5.27 23 4.36
Macedaonia, FYR 87 324 88 350 86 2.98
Madagascar 83 323 99 3%39 7 3.07
Malawi 109 293 13 3.16 103 2170
Malaysia 22 491 20 5.29 21 453
Mali 94 317 107 329 80 3.04
Malta 53 379 51 432 62 326
Mauritania 105 298 102 3.36 108 260
Mauritius 47 384 a“ 44 65 3.3
Mexico 52 3.80 52 430 58 3.29
Moldova 98 3.09 93 3.46 100 272
Mongalia 10 292 118 2.98 94 286
Moracco 72 354 18 382 61 3.26
Mazambique 115 2.86 14 3.13 10 258
Namibia 86 325 83 360 88 291
Nepal m 290 108 3.26 112 254
Netherlands n 5.35 7 5.80 n 490
New Zealand 25 4.65 26 5.06 25 423
Nicaragua 107 294 109 323 106 264
Nigeria 69 3.60 74 387 52 353
Naorway 2 495 19 5.30 18 459
Pakistan 60 3.66 66 4.05 60 327
Panama 62 364 53 429 85 299
Paraguay 17 268 12 3.16 123 220
Peru 68 361 47 435 92 2.86
Philippines 66 363 59 420 3 305
Poland 51 380 63 413 YR V) ek
Partugal 37 414 43 447 32 381
Qatar 55 3.78 69 404 a 351
Romania 3 3.52 3 3.89 68 3.4
Russian Federation n 3.55 n 3.83 59 3.28
Serbia and Mantenegro 83 321 94 34 n in
Singapore 15 5.11 23 5.17 9 5.04
Slovak Republic 43 3.96 45 44 42 351
Slovenia 34 4.18 36 464 34 an
South Africa 29 4.35 B2 479 29 392
Spain 30 434 21 5.00 35 368
Sri Lanka 67 361 n 3.90 53 3.32
Suriname 114 2.86 m 3.18 1n3 254
Sweden 5 5.66 5 5.87 6 544
Switzerland 2 5.89 8 6.06 3 5.72
Taiwan, China 9 538 15 545 8 531
Tajikistan 103 3.02 110 319 95 285
Tanzania 16 349 81 3.68 56 3.30
Thailand 36 4.15 40 457 33 314
Timar-Leste 125 2.36 124 2.58 124 2.14
Trinidad and Tobago 63 363 64 410 67 3n
Tunisia 28 442 3 480 21 405
Turkey 42 3.96 33 458 51 335
Uganda 82 330 90 349 12 n
Ukraine 78 347 76 384 n an
United Arab Emirates 40 4.08 37 463 40 352
United Kingdom 10 5.36 6 5.82 12 489
United States 4 5.75 8 5.78 2 5.72
Uruguay 80 34 80 3n 74 3.10
Venezuela 96 3.14 91 348 96 2.80
Vietnam 81 332 86 3.55 75 3.10
Zambia 124 243 125 291 18 235

Zimbabwe 92 318 89 3.50 93 2.86
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As in previous years,Venezuela’s overall performance
continues to deteriorate, reflecting a sharp deterioration in
the quality of Venezuelan institutions, especially in com-
bating corruption, undue influence in decision-making,
and in reducing government intervention. For all the talk
about the social dimension of the government’s “benign”
revolution, school enrolment rates are either mediocre or
poor, with Venezuela ranking 85, just behind Vietnam,
Suriname, and China at the secondary school level.
Venezuela’s infant mortality rate of 16 per 1,000 live births
is on a par with Albania, and actually higher than that of
Russia or the Ukraine, two countries still recovering from
decades of public health neglect.

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

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

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

Nigeria shows a very different picture. Weak and
deteriorating institutions, including a serious security
problem, lower scores in the areas of infrastructure and
basic health and education, and a very significant change
for the worse in macroeconomic management have
depressed the country’s rank to 101, from 83 last year.
Despite its huge revenues from record high o1l prices, the
large majority of the population remains very poor and

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

The Business Competitiveness Index

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

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

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

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



Table 5: The Business Competitiveness Index

Executive Summary

Quality of the Company Quality of the Company

BCI national business operations and BCI national business operations and
Country/Economy ranking environment ranking strategy ranking Country/Economy ranking environment ranking strategy ranking
United States 1 1 1 China 64 65 69
Germany 2 2 2 Sri Lanka 65 68 68
Finland 3 3 8 Marocco*® 66 62 80
Switzerland 4 4 4 Pakistan 67 67 12
Denmark 5 6 6 Kenya 68 72 57
Netherlands 6 5 7 Botswana 69 63 86
Sweden 7 8 3 Kazakhstan 70 70 )L
United Kingdom 8 1 9 Peru n 15 51
Japan 9 9 5 Philippines 12 76 48
Hong Kong SAR 10 10 12 Tanzania 13 n 75
Singapore n n 21 Romania 4 3 3
Austria 12 14 10 Namibia 75 69 83
Iceland 13 12 19 Eqypt 16 4 16
Norway 14 13 20 Azerbaijan® n 78 66
Canada 15 16 18 Argentina 78 19 62
France 16 18 n Russian Federation 19 7 8
Belgium 12 17 13 Nigeria® 80 84 55
Australia 18 15 3 Ukraine 81 80 82
Israel 19 19 15 Vietnam 82 83 n
Malaysia 20 20 14 Bulgaria 83 81 95
Taiwan, China 21 22 16 Dominican Republic 84 86 19
Ireland 22 23 17 Algeria 85 82 112
New Zealand 23 21 24 Serbia and Montenegro 86 85 110
Estonia 24 24 35 Macedonia, FYR 87 87 30
Korea, Rep. 25 29 22 Uganda* 88 90 87
Tunisia 26 25 3 Burkina Faso* 89 88 98
India 21 21 25 Moldova 90 91 91
Partugal 28 26 40 Mali* 91 89 100
Chile 29 28 29 Gambia 92 92 85 XXV
Spain 30 3 3 Venezuela 93 94 81
United Arab Emirates 31 30 39 Armenia 94 93 101
Czech Republic 32 32 28 Benin 95 95 94
South Africa 33 34 27 Bosnia and Herzegovina 96 96 107
Qatar k! 33 44 Madagascar 97 99 99
Indonesia 35 38 26 Tajikistan® 98 97 108
Slovenia 36 36 34 Mongolia 99 98 104
Thailand 31 37 30 Georgia 100 101 97
Italy 38 42 32 Mauritania* 101 102 88
Hungary 39 35 43 Nicaragua 102 100 109
Slovak Republic 40 39 45 Zimbabwe 103 104 84
Malta 41 40 63 Malawi 104 103 93
Barbados 42 41 60 Ecuador 105 105 89
Lithuania 43 45 37 Honduras 106 106 92
Kuwait 44 44 59 Cambodia 107 107 96
Cyprus 45 43 67 Bangladesh 108 110 105
Turkey 46 46 41 Suriname 109 108 115
Latvia 47 48 47 Mozambique 10 m 103
Mauritius 48 49 46 Nepal m n3 106
Greece 439 47 53 Kyrgyz Republic 12 12 14
Costa Rica 50 52 36 Cameroon 13 14 102
Bahrain* 51 50 64 Guyana 114 15 m
Jordan 52 51 70 Lesotho 115 116 116
Poland 83 53 49 Zambia 116 109 123
Jamaica 54 55 52 Bolivia 12 17 120
Brazil 55 58 38 Ethiopia 118 118 121
Croatia 56 54 56 Albania 19 120 13
Mexico 57 56 42 Paraguay 120 19 118
Panama 58 57 58 Chad* 121 121 124
i 59 = = Note: *S data for th tries have high withi t : until
€ S o 0 : e o T N ek o
Guatemala 61 66 50 improved sampling in these countries, their rankings should be interpreted with
Uruguay 62 61 n caution.
Trinidad and Tobago 63 64 65

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

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

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

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

The chapter also includes a new section ranking
countries on their dynamism in upgrading competitiveness.
Competitiveness 1s a dynamic concept where progress
depends on continuous improvements in those dimensions
of company sophistication and business environment

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

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

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

Selected Issues of Competitiveness

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

Global imbalances

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



investment, and low returns. Excess savings in some

of these large countries, such as, Germany and Japan,
manifest themselves in budget deficits and current account
surpluses at home and investment abroad. The United
States, the world’s center of technological innovation,
with extremely well developed financial markets, produces
secure, high-yielding financial assets that attract a reasonable
share of global world savings and foreign official invest-
ment, equivalent to the current account deficit, which can
thus be sustained for many years. What 1s unsustainable is
the present growth of the US deficit as a share of GDP.
Maintaining a constant share deficit may require some
depreciation of the dollar and a reduction in the trade
deficit. It will also require greater effort on the part of the
United States to reduce fiscal imbalances.

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

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

The overvalued dollar could drop up to 40 percent on a
trade-weighted basis, reducing global output and precipi-
tating a financial market crisis, soaring interest rates, with a
concomitant severe impact on Europe and Japan. Budget
deficits are ballooning, with rising costs for the elderly

and for security. High government debt to GDP ratios and
rising interest rates could precipitate emerging market
debt crises and defaults. Accumulating global imbalances
are now a substantial risk to the world economy, which
only multilateral policy consultations could reduce. There
has to be a massive appreciation in emerging Asia, and an
immediate effort to balance the US budget.

The fight against corruption

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

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

In view of these facts, TI was founded 1n 1993 to deal
with systematic change and prevention of corruption at
the national and international level. The paper provides a

comprehensive picture of TI’s projects and accomplish-
ments up to the present, the most notable of which was its
success in inserting the fight against corruption into
national and global agendas and raising awareness of the
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important role to be played in combating corruption by
both the private sector and civil society.

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

Economic growth, employment, and competitiveness

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

output and employment growth and its relevance to xxvii

economic policy-making.

The underlying identity that links these concepts
states that, in general, the rate of employment growth is
inversely related to labor productivity growth. However,
the paper argues that although there may be a trade-off
between employment and productivity in the short-run,
employment-intensive growth does not necessarily com-
promise productivity, which 1s essential for maintaining
competitiveness.

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

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




than flexibility of the labor market alone, it 1s preferable India contributed less to Chinese development than it
to have optimal combinations of labor market flexibility, might appear.

employment stability, and security, in order to have

good labor market performance and a robust growth-
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employment link.

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

In support of his argument, Huang looks at those
factors which cast doubt on the widely held perception of
China’s relative success and explains why its performance
deteriorated, relative to that of India, in the late 1990s. In
the 1990s, India achieved levels of growth similar to those
of China despite the latter’s advantages of geographical
location, a better educated and healthier population, and a
more mobile social system. Moreover, China performs
poorly on a number of microeconomic indicators, includ-
ing those contained in the Business Competitiveness
xxviii Index published in this Report, which show that the health
of China’s enterprises has been declining since the late
1990s while India’s business sector has been thriving and
achieving significantly higher productivity growth over
the same period. China’s progress in reform stalled after

government-led investment and spending took the
‘ pressure off reform, while India continued to focus on
productivity-enhancing measures.

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

ness, and links the concept to productivity. Thus, competi-

AUGUSTO LOPEZ-CLAROS, World Economic Forum . . . N
: “ tiveness is defined as that collection of factors, policies and
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institutions which determine the level of productivity of a
country and that, therefore, determine the level of pros-
perity that can be attained by an economy. However, pro-
ductivity 1s also the key driver of the rates of return on
investment, which, in turn, determine the aggregate
growth rates of the economy. Thus, a more competitive
economy is one that is likely to grow faster over the
medium to long term.

Much of the work at the World Economic Forum in
the area of competitiveness is aimed at highlighting the
factors, policies, and institutions that determine the sharply
different growth experiences of over 100 economies. What
explains the differences in the evolution of per capita
income 1n, say, Argentina, Ghana, and Taiwan over the last
five decades?

Perhaps few questions are more pertinent in the area
of comparative development. There are at least three key
insights that emerge from the Forum’s work in this field:
first, that the significant factors are many, and wide-rang-
ing. The quality of the macroeconomic environment is
certainly crucial: how many countries can we point to
which have shown sustained growth while mismanaging the
public finances or pursuing misguided or inconsistent xiii

exchange rate policies?

But cautious management of the macroeconomy is
not the only concern of the public sector. One must also
ask: Does the government maintain an arm’-length rela-
tionship with respect to the private sector, or does it play
favorites? Does the judicial system allow for the reason-
able, expeditious, transparent, and low-cost settlement of
disputes, or is justice for sale? Is tax revenue channeled
back into the economy through productivity-enhancing
investments in human capital and infrastructure, or is the
money wasted on inefficient projects, or, what is worse,
mostly stolen? Is the regulatory environment hampered by
unnecessary layers of bureaucracy and red tape, reducing
competitiveness and raising the costs of transactions and
operations? How efficiently are new technological innova-
tions absorbed, and is attention being paid to constantly
upgrading the country’s educational system? Does the
country engage with the outside world with openness and
self confidence, or with fear and ambivalence? What is the
role of property rights and institutions?

The answers to the above questions will vary greatly
across countries and, not surprisingly, will have an impor-
tant bearing on whether the economy grows in a pre-
dictable and sustained way (e.g., Taiwan), fails to fulfill its
potential (e.g., Argentina), or whether it stagnates, and
actually suffers a reduction in per capita income (e.g.,
Ghana).
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Second, these factors matter differently for different
countries, depending on their stage of development.
Management of the public finances in Finland is less of a
concern than in India or Turkey, both of which have a
long history of fiscal indiscipline. On the one hand, put-
ting many large European countries to shame, Finland is
facing the aging of its population by running surpluses
now to pay for future pension liabilities. India and Turkey,
on the other hand, are running budget deficits, although
the latter, it must be said, has made remarkable progress
recently in abandoning irresponsible fiscal policies, which
resulted in the accumulation of large levels of public debt.
In Finland, the pace of technological innovation is
absolutely central to the country’s future growth prospects.
Whether Nokia is able to maintain its technological edge
over its Asian rivals is a far more important determinant of
the future evolution of per capita income in Finland, than
whether there is a slight rise in inflation.

Third, the importance of these factors changes over
time, a trend enhanced by the forces of globalization.
Inflation—on a downward trend worldwide, and fallen to
some of the lowest levels in the post-war period—is not as
much of a worry as it used to be in the 1970s and 1980s,
when even the United States suffered from double-digit
inflation. But, with increasing capital mobility and skittish
financial markets, countries that do not manage their pub-
lic finances well do so at increasing risk, as Argentina
found out in late 2001. Education, the acquisition of rele-
vant skills, and the level of training of the labor force have
acquired growing importance in recent years, as swift
reductions in the costs of transport and communications
have made it easier for global corporations to shift pro-
duction to places in the world which are capable of bring-
ing together the right combination of skills and low labor
costs with political and social stability. This has become
evident during the past decade in Central and Eastern
Europe, whose economies have been growing at twice the
average of the rest of Europe.

The Growth Competitiveness Index
The World Economic Forum has been measuring national
competitiveness and producing Competitiveness Reports
for well over two decades. Over the years, the specific
methodology used to measure competitiveness has neces-
sarily evolved, as we have taken into account the latest
thinking about what drives the underlying productivity,
critical to a country’s ability to ensure sufficient and rising
prosperity for its citizens. Since 2001, our methodology
has been based on a model developed for the World
Economic Forum by Jeffrey Sachs and John McArthur,
called the Growth Competitiveness Index (GCI).

The GCI brings together a number of complementa-
ry concepts aimed at providing a quantified framework for

measuring competitiveness. In formulating the range of
factors that go into explaining the evolution of growth in
a country, it identifies “three pillars™: the quality of the
macroeconomic environment, the state of the country’s public
institutions, and, given the importance of technology and
innovation, the level of its technological readiness. The GCI
uses a combination of hard data—e.g., university enroll-
ment rates, inflation performance, the state of the public
finances, the level of penetration of new technologies,
such as mobile telephones and the Internet—and data
drawn from the World Economic Forum’s Executive
Opinion Survey (Survey). The latter helps to capture con-
cepts for which hard data are typically unavailable, but
which are, nevertheless, central to an appropriate under-
standing of the factors fuelling economic growth.
Examples of the latter might include such concepts as
judicial independence, the prevalence of institutionalized
corruption, or the extent of inefficient government inter-
vention in an economy.

These various pieces are brought together under dif-
ferent subindexes, each capturing a different aspect of the
growth process (e.g., the importance of contracts and law,
the stability of the macroeconomic environment) and are
aggregated to give an overall competitiveness “‘score.” A
second concept introduced by Sachs and McArthur is the
notion that, while technology matters a great deal, it mat-
ters in different ways for different countries, depending on
their stage of development. Innovation will be key in
Switzerland, but the adoption of foreign technologies and
technology transfer may be relatively more important in
Chile, a distinction that led them to separate countries
into two sets, called core innovators and non-core innovators,
based on the number of US utility patents (patents for
invention) per capita registered in the most recent year.
Table 1 lists the core innovators, all with at least 15 patents
per million population in 2004. A third concept was the
idea that the factors which explain a nation’s competitive-
ness will vary in importance across these two sets of coun-
tries. So, macroeconomic stability is likely to be a more
important factor in Turkey than in Sweden. The exact
methodology underlying the construction of this index 1s
described in Chapter 1.1.

The Competitiveness Rankings for 2005

The rankings from this year’s GCI are presented in Table
1. Finland maintains its position at the top of the ranking.
The country owes its strong showing to one of the most
innovative business environments in the world, particularly
critical to driving productivity in the country, given its
advanced stage of development. This is coupled with a
very healthy macroeconomic environment, at a time when
many other industrial countries are struggling 1n this area.
The willingness of Finnish governments to run budget



surpluses, so as to be able to meet future social commit-
ments linked to the aging of the population is particularly
impressive. This approach to macroeconomic policy high-
lights a degree of political maturity in Finnish society
worthy of emulation. Furthermore, Finland has an institu-
tional environment that 1s among the world’s finest: the
business community operates in a climate of respect for
the law, unusually low levels of corruption, and an open-
ness and transparency which other countries would do
well to study.

The United States is ranked second, its strong per-
formance attributable to its continuing technological
supremacy, and a pipeline of innovation second to none in
the world. The US has companies that are aggressive in
adopting new technologies, and spend heavily on research
and development. However, the country’s technological
prowess 1s offset by its significantly weaker performance in
other areas measured by the index, in particular aspects of
the macroeconomic environment. This is not surprising in
the context of intensitying international concern regarding
macroeconomic imbalances in the country, especially in
the area of the public finances.

As has been the case in recent years, the other Nordic
countries continue to do very well in the competitiveness
rankings. After Finland and the United States, Sweden and
Denmark take the next two places in the ranking at 3rd
and 4th places, respectively. Iceland and Norway follow
closely behind, still among the top ten, at 7th and 9th
places, respectively. These countries share a number of
characteristics that make them extremely competitive,
including very healthy macroeconomic environments and
public institutions that are highly transparent and efficient.
There 1s no evidence that relatively high tax rates are pre-
venting these countries from competing effectively in
world markets, or from delivering to their respective pop-
ulations some of the highest standards of living in the
world.

The United Kingdom (13th) and Germany (15th)
continue to occupy relatively privileged positions in the
overall rankings. Both countries have world-class public
institutions, although the German business community
views the property rights environment in their country
and the functioning of their judicial system as being sec-
ond to none in the world. Both countries have particular-
ly strong scores on such variables as spending on R&D,
collaboration between academia and the business commu-
nity, and a broad range of variables which capture the use
of various new technologies. Germany's overall GCI rank
would be higher, were it not for the pessimism of its busi-
ness community about the short-term economic growth
outlook, and the presence of a large public sector deficit.
Italy’s performance (47th) is analyzed in detail in a special
box in Chapter 1.1.

Among the ten countries recently acceding to the
EU, Estonia leads the pack, at 20th place, ahead of several
of the wealthier original EU15 members. Estonia’s ranking
1s impressive, having bridged the gap between the ineffi-
ciencies of central planning and competent economic per-
formance in less than 15 years. The worst performer
among the accession countries continues to be Poland.
However, on a positive note, some progress in Poland’s
performance is visible, with the country moving up 9
places to 51st since 2004. This is in line with a trend we
see among many of the new accession countries, where
there is a measured improvement in levels of competitive-
ness over recent years, likely due in large part to the gen-
eral benefits of EU membership, and the incentives it pro-
vides for a proactive stance on the part of the government
in the area of economic reform.

Unlike some other regions, where countries often
cluster behind one or two top performers, Asian
economies are spread throughout the full range of the
index, pointing to their very different levels of develop-
ment and growth potential. Leading within the region are
Asian tigers, notably Taiwan and Singapore, ranked 5th and
6th respectively, several places ahead of the next Asian
country covered by the GCI, Japan, ranked 12th. Japan’s
rank has been adversely affected by the deterioration of its
public finances. However, what Japan lacks in fiscal disci-
pline 1s more than compensated for by the country’s
impressive technology performance, with extremely high
rankings in R&D, firm-level technology absorption, and
patent registration, where the scores are second only to
the United States, by a small margin.

China and India, 49th and 50th, respectively, ranked
much more closely than in previous years. While China
dropped three ranks, India moved up five places. The
Chinese authorities have been trying to rein in the growth
of credit, and the strength of demand has resulted in an
acceleration of inflation in 2004. India’s improved rank
mirrors the country’s somewhat higher position in the
technology index. The increasing inflows of FDI to skill
and technology-intensive sectors observed over the past
few years have certainly succeeded in boosting the mood
of the business community. Remaining worries in India,
however, stem from the slight progress made in fiscal
adjustment, the low penetration rates of new technologies
and low enrollment rates for higher education. The latter
two are also a problem in China. Both countries continue
to suffer from institutional weaknesses, which, unless
addressed, are likely to slow down their ascension to the
top tier of the most competitive economies in the world.
Chapter 1.1 features a box providing a detailed analysis of
India’s situation.

As in previous years, Chile, ranked 23rd, leads the way
in Latin America by a wide margin. Indeed, the gap with
respect to the next best performer in the region has
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widened from 26 places in 2004 to 31 places in 2005, a
characteristic not seen in any other region of the world.
The country continues to benefit from a combination of
remarkably competent macroeconomic management, and
public institutions which have achieved EU levels of trans-
parency and efficiency. Indeed, only eight of the 25 EU
members have higher ranks on the public institutions
subindex.

Mexico has fallen seven places since last year to 55th,
ceding its second spot in the regional ranking to Uruguay,
while Brazil fell by eight places to 65th place. Both
Mexico and Brazil suffered drops in those indicators
which capture the quality of their public institutions. In
Mexico, the political uncertainties in the run-up to the
2006 presidential election, and the resulting paralysis in
policymaking, considerably soured the mood of the busi-
ness community. In Brazil business confidence may have
been adversely affected by a weakening of the ruling
party’s coalition in the wake of bribery scandals and other
events, which have cast the underlying strength of the
country’s public institutions in an unfavorable light.

Venezuela, which had a ranking of 62 in 2001, con-
tinues its precipitous decline to the bottom of the rank-
ings, falling another four places to 89th position overall
this year. Venezuela’s performance is quite extraordinary
from a number of perspectives: notwithstanding huge
terms of trade gains from high oil prices, the government
has managed to run budget deficits for a number of years,
suggesting massive waste. It has one of the worst inflation
performances in the world (115th) and has the distinction
of having the worst property rights climate in the world
(117th).

Within the Middle East and North Africa region, the
small Gulf States perform quite well in the overall GCI
rankings, including two new entrants to the index from
the region this year: Qatar and Kuwait. The United Arab
Emirates (UAE) and Qatar are ranked 18th and 19th,
respectively. These countries are going through a particu-
larly good phase. Terms-of-trade gains have boosted
growth rates and reinforced already high levels of confi-
dence in the business community, resulting from ongoing
institutional modernization and improvements in macro-
economic management. The authorities have proven rea-
sonably adept at not squandering the gains from higher oil
prices, but, rather, are using these resources to reduce debt,
to invest, and to save.

While most of the countries of the sub-Saharan
African region are not very competitive, the region does
have a number of relative success stories, including South
Africa (42nd), Botswana (48th), and Mauritius (52nd).
Zimbabwe, however, is a particularly sad case, whose quick
descent to the bottom of the world’s competitiveness
rankings reflects the continued deterioration of the insti-
tutional climate, including the disappearance of property

rights, the corruption of the rule of law, and the implica-
tions these and other factors have had for macroeconomic
management. The country has the world’s worst ranking
(117th) for the quality of its macroeconomic environment.
Table 2 contains the rankings for the three component
indexes of the GCI for the 117 countries covered in this
year’s Report.

The Business Competitiveness Index

The Business Competitiveness Index (BCI) focuses on
the underlying microeconomic factors which determine
economies’ current sustainable levels of productivity

and competitiveness, thus providing a complementary
approach to the forward-looking macroeconomic
approach of the GCI described in the section above. The
BCI rests on the i1dea that microeconomic factors are crit-
ical for national competitiveness, since wealth 1s actually
created at the level of firms operating in an economy. The
BCI specifically measures two areas that are critical to the
microeconomic business environment in an economy: the
sophistication of company operations and strategy, as well
as the quality of the overarching national business environ-
ment in which they are operating.

This year’s BCI rankings are shown in Table 3. The
first column shows the overall rankings, while the second
two columns show the rankings in each of the two sub-
indexes: company operations and strategy and the quality
of the national business environment.

The United States remains the leader in fundamental
competitiveness ahead of Finland, the two countries
occupying the number one and two spots since 1998.
The United States benefited in 2005 from improvements
relative to its peers in telecommunication infrastructure,
the quality of electricity supply, and, notably, the quality of
the education system.

High-income nations improving their rankings the
most include Cyprus (up 8 ranks, with all rank changes
referring to a constant sample of countries), based espe-
cially on improvements in foreign ownership related to
EU accession, the Czech Republic (up 7 ranks), owing to
more effective corporate boards, less corruption and
bureaucratic red tape, and better availability of scientists
and engineers, Austria (up 6 ranks), for improvements in
the extent of bureaucratic red tape and several indicators
of financial market strengths, and Singapore (up 5 ranks),
for improvements in the intensity of local competition and
the availability of scientists and engineers.

Advanced countries falling in the rankings include
Hong Kong, Sweden, and Italy. Hong Kong (down 9
ranks) lost the ground it gained last year, due to increasing
concerns over favoritism by government officials and
growing bureaucracy. Sweden (down 8 ranks) dropped,
due to concerns over judicial independence, and erosion



Table 1: Growth Competitiveness Index rankings and 2004 comparisons

GCI GCI GCI GCI GCI GCI

Country 2005 Rank 2005 Score 2004 Rank Country 2005 Rank 2005 Score 2004 Rank
Finland 1 5.94 1 Namibia 63 372 52
United States 2 5.81 2 Costa Rica 64 372 50
Sweden 3 565 3 Brazil 65 3.69 57
Denmark 4 5.65 5 Turkey 66 368 66
Taiwan 5 558 4 Romania 67 367 63
Singapare 6 5.48 7 Peru 68 3.66 67
Iceland 7 548 10 Azerbaijan 69 364 —
Switzerland 8 546 8 Jamaica 70 364 65
Norway 9 540 6 Tanzania n i1, 82
Australia 10 521 14 Argentina 12 356 4
Netherlands n 5.21 12 Panama 3 355 58
Japan 12 5.18 9 Indonesia 74 353 69
United Kingdom 13 5.1 " Russian Federation 75 353 70
Canada 14 5.10 15 Morocco 76 349 56
Germany 15 5.10 13 Philippines 7 347 16
New Zealand 16 5.09 18 Algeria 18 3.46 n
Korea, Rep 17 5.07 29 Armenia 79 344 —
United Arab Emirates 18 499 16 Serbia and Montenegro 80 3.38 89
Qatar 19 497 — Vietnam 81 33 n
Estonia 20 495 20 Moldova 82 337 —
Austria 21 495 17 Pakistan 83 33 91
Partugal 22 491 24 Ukraine 84 3.30 86
Chile 23 491 22 Macedania, FYR 85 3.26 84
Malaysia 24 490 31 Georgia 86 3.2% 94
Luxembourg 25 490 26 Uganda 87 324 19
Ireland 26 486 30 Nigeria 88 33 93
Israel 27 484 19 Venezuela 89 322 85
Hong Kong SAR 28 483 21 Mali 90 322 88
Spain 29 4.80 23 Mozambique 91 3.19 92
France 30 478 21 Kenya 92 319 78
Belgium 31 463 25 Honduras 93 3.18 97
Slovenia 32 459 33 Gambia 94 3.18 75
Kuwait 33 4.58 — Bosnia and Herzegovina 95 31 81
Cyprus 34 454 38 Mongalia 96 3.16 -
Malta 35 454 2, Guatemala 97 3.12 80
Thailand 36 450 34 Sri Lanka 98 3.10 13
Bahrain 37 448 28 Nicaragua 99 3.08 95
Czech Republic 38 442 40 Albania 100 307 —
Hungary 39 438 39 Bolivia 101 3.06 98
Tunisia 40 432 42 Dominican Republic 102 3.05 12
Slovak Republic 41 431 43 Ecuador 103 301 90
South Africa 42 431 41 Tajikistan 104 3.0 —
Lithuania 43 4.30 36 Malawi 105 3.00 87
Latvia 44 429 44 Ethiopia 106 3.00 101
Jordan D 4.28 35 Madagascar 107 295 96
Greece (3%) 4.26 East Timor 108 293 —
Italy Y] 421 2Zimbabwe 109 289 99
Botswana 48 4 45 Bangladesh 110 2.86 102
China 49 4.07 46 Cameroon m 284 —
India 50 4.04 85 Cambodia 12 282 =
Poland 51 4.00 60 Paraguay 13 2.80 100
Mauritius 52 4.00 49 Benin 114 274 =
Egypt 53 3.96 62 Guyana 115 273 —
Uruguay 54 393 54 Kyrgyz Republic 116 262 —
Mexico 55 392 48 Chad 17 2.3 104
El Salvador 56 3.86 53

Colombia 57 384 64

Bulgaria 58 3.83 59

Ghana 59 382 68

Trinidad and Tobago 60 381 51

Kazakhstan 61 3an —

Croatia 62 3.74 61

({cont'd)
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Table 2: Growth Competitiveness Index components

Growth Comgetitiveness Index (G€I)

Technology Index

GCl  GCI GCl  GCI
2005 2005 2005 2005

Country Rank Score Country Rank Score Country Rank Score Country Rank Score
Finland 1 59 Kazakhstan 61 377 United States 1 619 Bulgaria 61 331
United States 2 581 Croatia 62 374 Finfand 2 602 Trinidad and Tobago 62 325
Sweden 3 565 Namibia 63 372 Taiwan 3 585 Uruguay 63 319
Denmark 4 565 Costa Rica 64 372 Sweden 4 578 China 64 3.8
Taiwan 5 558 Brazil 65 369 Denmark 5 530 Panama 65 317
Singapore 6 548 Turkey 66 3.68 Switzerland 6 529 Indonesia 66 3.13
Iceland 7 548 Romania 67 367 Korea, Rep. 7 526 Dominican Republic 67 313
Switzerland 8 546 Peru 68 3.66 Japan 8 524 Serbia and Montenegro 68  3.12
Norway 9 540 Azerbaijan 69 364 Iceland g 516 Ghana 63 3In
Australia 10 521 Jamaica 0 364 Singapore 10 493 El Salvador 70 3.09
Netherlands 11 521 Tanzania n 35 Netherlands 11 488 Kenya no 304
Japan 12 518 Argentina 725356, Israel 12 487 Venezuela 72 303
United Kingdom 13 51 Panama 713 358 Norway 13 487 Russian Federation 13 30
Canada 14 510 Indonesia 745 §3'53 Australia 14 482 Colombia 4 301
Germany 15 510 Russian Federation %5 353 Canada 15 479 Peru 5 301
New Zealand 16 509 Morocco 76 349 Germany 16 478 Botswana 76 299
Korea, Rep 17 507 Philippines n 347 United Kingdom 17 466 Kazakhstan 7 299
United Arab Emirates 18 499 Algeria 8 346 Estonia 18 462 Morocco 8 296
Qatar 19 497 Armenia 19 34 New Zealand 19 447 Namibia 19 295
Estonia 20 495 Serbia and Montenegro 80  3.38 Portugal 20 439 Pakistan 80 294
Austria 21 495 Vietnam 81 337 Austria 21 435 Mongalia 81 293
Portugal 2 49 Moldova 82 337 Czech Republic 22 431 Uganda 82 293
Chile 23 491 Pakistan 83 333 Malta 23 429 Mozambique 83 291
Malaysia 24 490 Ukraine 84 330 France 24 426 Georgia 84 284
Luxembourg 25 490 Macedania, FYR 85 326 Malaysia 25 422 Ukraine 85 282
Ireland 26 486 Georgia 86 3.25 Hong Kong SAR 2% 421 Tanzania 86 281
Israel 27 484 Uganda 87 324 Spain 21 42 Azerbaijan 87 219
Hang Kong SAR 28 483 Nigeria 88 323 Belgium 28 418 Sri Lanka 88 279
Spain 29 480 Venezuela 89 322 Luxembourg 29 4n Moldova 89 276
France 30 478 Mali 90 322 Hungary 30 408 Nigeria 30 224
Belgium 31 463 Mozambique 91 319 Ireland 31 40 Macedonia, FYR 91 273
Slovenia 32 459 Kenya 92 319 Slovenia 32 40 Vietnam 92 2712
Kuwait 33 458 Honduras 93 318 United Arab Emirates 33 404 Albania 93 269
Cyprus 4 454 Gambia 94 3.8 Slovak Republic 34 399 Armenia 94 269
Maita 35 454 Bosnia and Herzegovina 95  3.17 Chile 35 393 Honduras 95 268
Thailand 36 450 Mongolia 96 3.16 Cyprus 36 387 Guatemala 9% 267
Bahrain 37 448 Guatemala 97 312 Greece 37 38 Gambia 97 265
Czech Republic 38 442 Sri Lanka 98 310 |- Latvia 38 383 Zimbabwe 98 262
Hungary 39 438 Nicaragua 93 308 Poland KRR Bosnia and Herzegovina 99  2.61
Tunisia 40 432 Albania 100 307 Qatar a0 376 Ecuador 100 261
Slovak Republic 41 431 Bolivia 101 3.06 Bahrain a 313 Bangladesh 100 260
South Africa 42 43 Dominican Republic 102 3.05 Lithuania 42 370 Nicaragua 102 252
Lithuania 43 430 Ecuador 103 301 Thailand 43 369 Mali 103 252
Latvia 4 429 Tajikistan 104 301 Italy 44 368 Tajikistan 104 252
\\ Jordan 45 428 Malawi 105 3.00 Jamaica 45 364 Cambadia 105 251
~Greece 46 426 Ethiopia 106 3.00 South Africa 46 362 Madagascar 106 248
Italy 47 42 Madagascar 107 295 Mauritius 47 357 Malawi 107 246
Botswana 48 421 East Timor 108 293 Kuwait 48 356 Bolivia 108 242
China 43 407 Zimbabwe 109 289 Romania 43 353 East Timor 109 242
India 50 4.04 Bangladesh 110 286 Brazil 50 351 Cameroon 110 236
Poland 51 4.00 Cameroon 1M 284 Croatia 51 348 Paraguay m 235
Mauritius 52 400 Cambaodia 12 282 Jordan 52 346 Guyana 12 234
Egypt 53 396 Paraguay 113 280 Turkey 53 345 Kyrgyz Republic 13 234
Uruguay 54 393 Benin 14 274 Philippines 54 343 Algeria 14 229
Mexico 5197, Guyana 15 2713 India 55 342 Ethiopia 15 222
El Salvador 56 386 Kyrgyz Republic 116  2.62 Costa Rica 56 339 Benin 116  2.08
Colombia 57 384 Chad 1M1 237 Mexico 57 339 Chad 17 180

Bulgaria 58 383 Eqypt 58 336

Ghana 59 382 Argentina SO

Trinidad and Tobago 60 381 Tunisia 60 335

{cont'd ) {cont'd.)



Table 2: Growth Competitiveness Index components (contd.)

Macroecanomic Environment Index

Country Rank Score Country Rank Score Country Rank Score Country Rank Score
New Zealand 635! Turkey 61 425 Singapare 1 582 Colombia 61 395
Denmark 2 635 Bulgaria 62 423 Norway 2 5176 Buigaria 62 395
Iceland 3 633 Moldaova 63 420 Denmark 3 564 Hungary 63 391
Singapore 4 625 Poland 64 414 Finland 4 552 Indonesia 64 389
Finland 5 619 Jamaica 65 4.4 United Arab Emirates 5 543 Namibia 65 384
Norway 6 6.13 Armenia 66 4.1 Qatar 6 540 Ghana 66 3.82
Luxembourg 7 608 Azerbaijan 67 4.09 Ireland 7 538 Morocco 67 382
Germany 8 604 Malawi 68 4.08 Hong Kang SAR 8 534 Croatia 68 3.6
Switzerland 3 602 Serbia and Montenegro 69 4.07 Luxembourg 9 530 Pakistan 69 374
Australia 10 601 Brazil 0 4.06 Netherlands 10 5.26 Peru 0 3N
Austria 11 6.00 Mexico N 403 Iceland 1M 524 Philippines 7 369
United Kingdom 12 598 Mali 72 400 Sweden 12 524 Tanzania 72 365
Ireland 13 593 Croatia 3 399 Switzerland 13 523 Romania 73 365
Japan 14 584 Argentina 74 3% Australia 14 521 Panama 74 360
Portugal 15 583 Panama 75 390 Chile 15 520 Macedonia, FYR 75 358
Netherlands 16 583 Kazakhstan 6 389 Canada 16 5.6 Nigeria 76 354
Sweden 17 582 Gambia 77 388 Taiwan 17 515 Armenia 77 353
United States 18 577 Romania 78 384 United Kingdom 18 513 Ukraine 8 352
Qatar 19 575 Ethiopia 19 319 Malaysia 19 512 Brazil 79 350
France 20 572 Zimbabwe 80 379 New Zealand 20 510 Ecuador 80 350
Canada 21 567 Algeria 81 3m Kuwait 21 509 Guatemala 81 347
Chile 22 558 Nicaragua 82 314 Austria 2205107 Costa Rica 82 34
Hong Kang SAR 23 558 Trinidad and Tobago 83 373 United States 23 507 Bangladesh 83 343
United Arab Emirates 24 552 Bolivia 84 37N Spain 24 507 Uruguay 84 340
Estania 25 551 Morocco 85 369 Korea, Rep 25 498 Venezuela 85 339
Taiwan 26 547 Bosnia and Herzegovina 86  3.67 Thailand 2% 494 Argentina 86 337
Cyprus 21 54 Georgia 87 365 France 271 490 Turkey 87 34
Belgium 28 538 Honduras 88 361 Germany 28 481 Uganda 88 330
Malaysia 29 536 Indonesia 83 358 Belgium 29 476 Honduras 8 325
Israel 30 53 Ukraine 90 356 Estonia 30 41 Georgia 90 325
Jordan 31 528 Russian Federation 91 355 South Africa 31 468 Bosnia and Herzegovina 91 323
Malta 223 Mozambique 92 354 Bahrain 32 462 Albania 92 32
Uruguay 3 519 Mangolia 93N IR38 China 33 461 East Timor 93 318
Hungary 34 515 Kenya 94 350 Tunisia 34 459 SriLanka 94 317
Slovenia 3B 514 Uganda 95 349 Slovenia 35 457 Tajikistan 95 317
Spain b 513 Macedonia, FYR 9% 347 Botswana 36 455 Moldova 9% 314
Kuwait 37 5N Vietnam 97 343 Partugal 37 45 Mali 97 313
Bahrain 38 510 Nigeria 98 343 Latvia 38 448 Mozambique GHNSAL3
Batswana 39 508 Madagascar 99 339 Lithuania 9 @ Jamaica 99 313
Tunisia 40 5.02 Sri Lanka 100 334 Trinidad and Tobago 40 44 Cameroon 100 312
Thailand 41 488 Tajikistan 101 333 Kazakhstan 4 442 Benin 101 3.08
Korea, Rep. 42 478 Albania 102 332 Japan 42 440 Paraguay 102 307
-\‘>_Greece 43 4n Pakistan 103 331 Mexico 43 435 Balivia 103 305
“~Lithuania a4 473 Philippines 104 330 Algeria 44 433 Cambodia 104 3.04
Slovak Republic 45 473 Dominican Republic 105 324 Cyprus 45 433 Mongolia 105 3.03
Italy 46 470 Venezuela 106 323 Czech Republic a6 431 Kenya 106 3.01
South Africa 47 463 Guatemala 107 322 Italy 47 426 Gambia 107 301
Czech Republic 48 463 East Timor 108 320 Israel 48 425 Ethiopia 108 299
Colombia 43 455 Guyana 109 3.10 Slovak Republic 49 423 Madagascar 109 298
Latvia 50 455 Benin 110 3.06 . India 50 4717 Nicaragua 110 296
Ghana 51 454 Cameroon 1M1 3.05 >Gleece 51 416 Serbia and Montenegro 111 2.95
India 52 452 Paraguay 12 297 |/ Jordan 52 4.10 Dominican Republic 12 278
Egypt 53 446 Ecuador 113 293 Poland 53 4.09 Guyana N3  2n
El Salvador 54 445 Cambodia 114 290 Malta 54 409 Chad 14 267
Mauritius 55 441 Kyrgyz Republic 15 289 Egypt 55  4.07 Kyrgyz Republic 15 262
China 56 4.41 Chad 116 264 Azerbaijan 56 4.05 Malawi 16 247
Namibia 57 438 Bangladesh 117 255 El Salvador 57 4.03 Zimbabwe 17 225
Costa Rica 58 432 Russian Federation 58 4.02
Peru 59 427 Mauritius 59 401
Tanzania 60 4.25 Vietnam 60 3.96
(cont'd.) {cont'd.)

Executive Summary

xix




Executive Summary

XX

along a number of different measures of educational quali-
ty. Italy fell despite improvements in its absolute BCI
score, overtaken by the Czech Republic, Cyprus, Hungary,
and Thailand, all of which recorded a faster rate of
improvement.

Middle-income nations improving their competitive-
ness ranking include Poland, Argentina, Croatia, Botswana,
El Salvador, Hungary, and Bosnia and Herzegovina. Poland
jumped by 5 ranks, driven by strong improvements in
many areas of business environment quality; most pro-
nounced in the effectiveness of antitrust policy and
improving financial market sophistication. The country is
now back at its 2001 level when it suffered a decline.
Argentina, benefiting especially from improving measures
of innovative capacity, and its neighbor Uruguay, with
reductions in bureaucracy and improvements in the
reliability of police services, jump by 13 and 10 ranks
respectively. Both are still below their 2001/02 levels,
however. Finally, Croatia improved by 12 ranks, regaining
the ground lost last year based on a stronger assessment of
the business environment, especially in the areas of fewer
foreign ownership restrictions, better reliability of police
services, and improving overall infrastructure quality.

Middle-income countries falling in competitiveness
rank include Morocco, Namibia, the Dominican
Republic, Russia, Brazil, Romania, and China. Morocco
registered a large drop (down 29 ranks), dragged down by
lower assessments especially in bureaucracy, foreign owner-
ship restrictions, and corruption. Namibia dropped by 19
ranks after having registered a stable ranking since enter-
ing the GCR in 2002, driven especially by lower assess-
ments of bureaucracy, favoritism of government officials,
and corruption. The Dominican Republic (down 11
places) continues its downward trend.

Among low-income countries, Ghana, Tanzamia, and
Pakistan made the largest improvements. Ghana benefited
especially from improved public schools and less corrup-
tion, with Tanzania and Pakistan both reporting better
labor-employer relations.

Gambia and Indonesia experienced the largest drops
among low-income countries. Indonesia lost almost all the
ground gained last year when a change in government had
created high expectations about imminent improvements.
A sharply lower assessment of physical infrastructure and
financial markets were key reasons for the drop.

Since both macroeconomic and microeconomic fac-
tors are critical for driving productivity, the BCI and the
GCI provide complementary perspectives on national
competitiveness. Not surprisingly, the results of the two
indexes are highly correlated, as shown in Figure 1.

The latest in competitiveness research: The Global
Competitiveness Index

The GCI described in the foregoing was a major step
forward in the Forum’s efforts to present a quantified
framework for the analysis of the key determinants of
growth. When it was created, it represented an intelligent
compromise between the need for complexity, reflecting
the multiplicity of factors affecting the evolution of
growth, and the need for a structure that was transparent
and simple enough that it could be estimated for a large
number of countries. Thus, the GCI has served its purpose
well, providing important insights into a number of the
key areas central to the growth process. In particular, it
provides a useful linkage with the past, especially relevant
for countries wanting to see the evolution of a key com-
petitiveness indicator in an inter-temporal perspective.

However, it has become increasingly apparent to us
that we need a more comprehensive vehicle, one that bet-
ter reflects changes in the nature of the global economy
and the relative importance of key factors in explaining
the evolution of growth in a large number of countries,
with a considerable degree of institutional and structural
diversity.

A few examples will suffice. It is difficult to make a
meaningful analysis of the sluggish growth performance of
the EU15 without entering into a discussion of structural
weaknesses and the slow pace of reform in a number of
areas, be it the prevalence of labor market rigidities, or
delays in the completion of key elements of the single
market, which have prevented the European economies
from benefiting from the economies of scale associated
with a large, single, truly unified market. The GCI does
not address the issue of labor market rigidities, nor does it
look more broadly at the issue of efficiencies in the opera-
tion of various markets.

The poor growth performance seen in most of the
African continent during the past quarter century cannot
be divorced from public health considerations; as impor-
tant as good management of the public finances is for
assessing the macroeconomic environment in African
countries, it is not appropriate to analyze competitiveness
trends in the region, without taking into consideration the
impact on business of HIV/AIDS, or of other major epi-
demics. The GCI is silent on these 1ssues, not because its
original authors did not see these as being central to an
understanding of development in Africa or other parts of
the world, but rather because coverage of Africa in the
Forum’s competitiveness work in 2001 was still limited,
and there was no compelling reason to include factors that
were not essential to explaining growth in places other
than Africa.

Education and the extent to which countries are able
to upgrade the skills and training of the labor force have
acquired growing importance as indicators of a country’s



Table 3: The Business Competitiveness Index

Company Quality of the Company Quality of the
BCI aperations and national business BC! operations and national business
Country ranking strategy ranking  enviranment ranking Country ranking strategy ranking  enviranment ranking
United States 1 1 2 Egypt n 58 1L
Finland 2 9 1 Sri Lanka 12 3 3
Germany g 2 4 Namibia 3 75 12
Denmark ) 4 3 Russian Federation 14 n 70
Singapare 5 14 5 Ukraine 75 n 76
United Kingdom 6 6 6 Nigeria 76 65 79
Switzerland 17 o) 17 Azerbaijan n 1 80
Japan 8 2l 10 Bulgaria 78 82 n
Netherlands 9 8 8 Marocco 19 80 75
Austria 10 n 9 Vietnam 80 81 7
France " 10 1 Peru 81 66 82
Sweden 12 7 14 Tanzania 82 93 81
Canada 13 18 13 Macedonia, FYR 83 89 83
Taiwan 14 13 15 Zimbabwe 84 78 84
Australia 15 23 12 Uganda* 85 91 87
Belgium 16 12 17 Serbia and Montenegro 86 108 86
Iceland 17 15 18 Mali* 82 109 85
New Zealand 18 21 16 Armenia 88 87 90
Ireland 19 16 20 Cameroon® 89 84 92
Hong Kong SAR 20 20 19 Gambia 90 100 89
Norway 21 22 21 Malawi 91 86 93
Israel 22 19 22 Venezuela 92 85 97
Malaysia 23 24 23 Moldova 93 90 94
Korea, Rep. 2 12 24 Bosnia and Herzegovina 94 101 91
Spain 2% 25 26 Algeria 95 m 88
Estonia 26 3 2 Georgia 96 94 “H
Czech Republic 27 29 21 Madagascar 97 102 96
South Africa 28 26 30 Mazambique 98 97 99
Chile 29 31 29 Benin*® 99 106 98
Portugal 30 39 28 Bangladesh 100 99 101
India 31 30 31 Dominican Republic 101 88 103
Slovenia 2 21 35 Tajikistan 102 107 100
United Arab Emirates 33 36 B Guatemala 103 83 104
Hungary 34 40 32 Mangalia 104 98 102
Tunisia a5 46 k7] Honduras 105 95 105
Cyprus 36 48 36 Nicaragua 106 10 106
Thailand 37 5] 37 Ecuador 107 96 108
Italy 38 28 39 Kyrgyz Republic 108 92 m
Slovak Republic 39 47 38 Cambodia 109 103 107
Greece 40 42 40 Guyana 110 105 109
Lithuania 41 41 41 Ethiopia m 13 110
Poland 42 43 46 Albania 12 104 13
Jordan 43 59 42 Balivia 13 15 12
Qatar 4 64 43 Paraguay 114 12 114
Ghana 45 56 LY East Timor* 115 14 115
Maita 46 61 a4 Chad* 116 116 116
Kuwait 47 63 45
Latvia 48 51 48 * Survey data for these countries have high within-country variance: until the
Brazil 49 k) 52 reliability of survey respanses improves with futlljre educatlonalteffuns and ]
. impraved sampling in these countries, their rankings should be interpreted with

Costa Rica 50 A 53 oy
Turkey 51 38 51
Mauritius 52 45 49
Jamaica 53 54 54
Bahrain 54 67 55
Botswana k) 16 50
Colombia 56 49 57
China 57 53 58
El Salvador 58 57 56
Indanesia 59 50 59
Mexico 60 55 62
Panama 61 37 68
Kazakhstan 62 12 60
Croatia 63 70 61
Argentina 64 52 64
Trinidad and Tobago 65 62 63
Pakistan 66 68 65
Romania 67 69 67
Kenya 68 60 69
Philippines 69 4 78
Uruguay 70 79 66

(contd.)
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Figure 1: Growth and Business Competitiveness rankings
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future growth potential. A country’s ability to absorb new
technologies, to produce goods and services that can reach
standards of quality and performance acceptable in inter-
national markets, to engage with the rest of the world in
ways that are value-creating, is intimately linked to the
quality of its schools, to the priority given to training in
mathematics and science, and to the existence and accessi-
bility of specialized research and training centres. The GCI
brought in some concepts in this area, but we feel there is
an obvious need to do more.

In the interest of taking the Forum’s competitiveness
work further, and in order to capture a broader set of fac-
tors crucial to a clear understanding of the determinants
of economic growth, we have worked closely for the past
two years with Professor Xavier Sala-1-Martin, a leading
expert on the process of economic growth at Columbia
University. In last year’s Report, we provided a preliminary
version of a new and more comprehensive competitive-
ness index, which we called the Global Competitiveness
Index. This new index allows us to measure and bench-
mark many critical factors, absent from the Growth
Competitiveness Index described in the previous section.

The new Global Competitiveness Index 1s built
around nine different pillars, each of which is critical to
driving productivity and competitiveness in national
economues. The pillars include all of the elements that

were previously included in the GCI, as well as many
other factors discussed earlier.

Beyond these pillars, which capture a more compre-
hensive set of growth factors, the Global Competitiveness
Index has a number of other important distinguishing fea-
tures. One 1s the formal incorporation, from its concep-
tion, of the notion that countries around the world are
functioning at different stages of economic development.
The relative importance of particular factors for improving
the competitiveness of a country will be a function of its
particular stage of development. What presently drives
productivity in the United States is necessarily different
from what drives it in Brazil. Thus, the Global Competi-
tiveness Index separates countries into three specific stages,
adding degrees of complexity at each stage, called factor
driven, efficiency-driven, and innovation-driven. A fuller
description of the index is provided in Chapter 1.1

The Global Competitiveness Index is a logical exten-
sion of the Forum’s competitiveness work. It builds on the
strengths of the GCI, by widening the scope of analysis
through the introduction of concepts not previously con-
sidered. Our strategy—already announced last year upon
publication of The Global Competitiveness Report
2004-2005—is to make the Global Competitiveness
Index the centerpiece of our analytical work.The concep-
tual framework upon which this index has been built and
its methodological underpinnings are strong, and its



Table 4: Top performers in the nine pillars of the Global Index

Health Higher
and primary education Market Technological Business

Country Institutions Infrastructure  Macroeconomy education and training efficiency readiness sophistication Innovation
Singapore (1] 5 9 69 8 a 1] 2 9
Denmark 2 [ 1] 16 2 3 5 2 4 10
Chile 2 3 [ 1] 25 42 ] 36 31 4
Japan 2 9 ) [ 1] 16 16 il B 2
Finland 3 10 10 10 [ 1] 12 12 12 4
United States 16 8 62 47 2 [ 1] 5 3 1]

broader coverage of factors central to a proper study of
the growth process is yet another attractive feature. Both
the Growth and the Global indexes will co-exist for a
while longer. The former, because it provides a useful link
to the past; the latter, because it represents a deepening of
the Forum’s competitiveness work. However, the Global
Competitiveness Index is expected to become the main
analytical tool in our competitiveness work, and in 2006,
it will be the results of this index that will be featured.
Table 4 presents the top performers among the 117 coun-
tries covered in each of the nine pillars of the Global
Competitiveness Index.

The Report also includes specific country profiles for
all 117 countries covered, outlining the index scores for
each country, as well as their relative competitive advan-
tages and disadvantages. In addition to the country pro-
files, detailed data tables give an account of countries’
rankings on the variables utilized to compute the indexes,
as well as others. Guidelines on how to read the country
profiles and data tables are included in an Appendix at the
end of the Report, together with technical notes on data
sources, and the full definition of certain variables.

Selected issues of competitiveness and special topics
As in previous Reports, this year’s edition features several
outstanding contributions from eminent scholars and
experts, dealing with specific competitiveness issues or
broader development themes. While some of them build
on the findings of the Survey for their analysis, and others
explore the facets of competitiveness highlighted by the
Forum indexes, all are concerned with the conditions for
sustained growth and development and represent a very
insightful reading for policymakers, business, and the gen-
eral public. Each addresses a different aspect of competi-
tiveness, and provides in-depth analysis of one or another
of the central questions at the heart of the work we do at
the World Economic Forum. These special studies are
highly business relevant, and complement the competitive-
ness indexes, country profiles and data tables elsewhere in
the Report.

On governance and corruption

Daniel Kaufmann’s challenging chapter “Myths and
Realities of Governance and Corruption,” counters some
of the prevailing misconceptions about concepts which
scholars, aid agencies, the NGO community, and govern-
ments themselves have begun to take more and more seri-
ously in recent years. Many questions remain unresolved,
and the author helps us sift through the issues, by high-
lighting eight “myths” about governance and corruption,
and offering insightful explanations of why each is mistaken.

For example, answering myth #1, that governance and
anti-corruption are synonymous, he points out the broader
scope of governance, and the fact that corruption is not
limited to those who govern, but implicates the private
sector as well. To those who say that governance and corrup-
tion cannot be measured, myth #2, he describes the variety
and scale of impressive and comprehensive measures,
which have become available, and are in wide use for
monitoring performance. Kaufmann answers those who
dismiss the importance of governance and anti-corruption as
“overrated,” by sharing the results of exhaustive research on
the impact of governance on development, and explaining
the “development dividend” that results from better gover-
nance. He points out the crucial importance of governance
practices on the success or failure of aid projects, and
debunks the notion that donors can somehow “ringfence”
development projects, insulating them from a surrounding
corrupt environment.

The chapter concludes with a call for a bolder
approach to improving governance and reducing corrup-
tion. Basing his suggestions on the innovative work at the
World Bank on transparency reforms, Kaufmann lists some
highly practical and specific reforms which countries can
implement to enhance freedom of the press and further
gender equality.

Managing exchange rates

“Rethinking Exchange Rate Competitiveness” by
Kenneth Rogoff is a welcome contribution to the debate
on the role of exchange rate policy for a country’s overall
competitiveness. Rogoff argues that the importance of

nary
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maintaining competitive exchange rates is enshrined in the
“Washington consensus,” which firmly warns against
maintaining grossly overvalued exchange rates.
Nevertheless, the days are gone when one could simply
look at black (or “parallel”) market premia, and instantly
have a sense of whether a country’s exchange rate was
grossly overvalued. Today, with fewer countries imposing
heavy-handed currency conversion restrictions, exchange
rates are increasingly driven by market forces. Monetary
policy still reacts to exchange rates—at a minimum
through their influence on inflation—but today interven-
tion 1s more likely to involve market-based instruments. As
a result, identifying cases of large exchange rate misalign-
ments has become more subtle, and must typically involve
assessing a country’s overall macroeconomic stance. The
mercantilist view that countries should maintain low
(competitive) real exchange rates in order to run trade
balance surpluses is as misguided as ever. Despite these
caveats, Rogoff insists that it is still important to try to
assess the real purchasing value of a country’s currency,
and discuss in detail the practical challenges involved in
constructing real exchange rate indices to make interna-
tional comparisons.

Safeguarding property rights in Africa

In her thoughtful, carefully researched paper “Securing
Land and Property Rights in Africa: Improving the
Investment Climate,” Camilla Toulmin makes the case for
secure property rights as the key to promoting investment
in Africa, and examines options for securing land rights,
particularly for the more vulnerable poor. In many areas,
land, which once seemed a virtually inexhaustible asset in
Africa, has succumbed to market development and popu-
lation growth, resulting in mounting competition, espe-
cially in urban and peri-urban areas. Toulmin highlights
the obstacles and costs involved not only in acquiring and
registering property itself, but for safeguarding land use
rights, for both small and large investors, and especially for
farmers, herders, and women, and the importance of pre-
serving and protecting common resources, such as grazing,
wetlands, and woodlands, which are best managed at the
community level.

Governments across the continent, traditionally the
sole “owners” of African land, are revising land law and
administration, and experimenting with new ways to reg-
ister land rights, with both positive and negative results,
which Toulmin describes. Historical experience shows that
in the transition from oral to written culture, those who
stand to lose most are those with secondary rights, who
rely on common resources, such as women, pastoral
herders, urban squatters, and migrants. Past experience
with titling in Africa shows that many hoped-for benefits
were not achieved, with land registers becoming rapidly

out of date, the most vulnerable dispossessed, and rights
made less, rather than more, secure. On the basis of her
exhaustive experience on the African continent, and her
close familiarity with its many cultures, Toulmin concludes
with a proposal for the phased design of institutions for
managing rights, answerable and relevant to the needs and
capacities of local populations, and giving priority to areas
of greatest contest.

Can we protect the environment competitively?

In his intriguing paper “The Environment as a Source of
Competitive Advantage,” Allen Hammond offers interesting
counter arguments to the prevailing idea that environmen-
tal regulations place a potential constraint on, or worse,
pose risks for business. Increasingly, he explains, environ-
mental and social development issues are also coming to
be understood as a source of opportunity for new prod-
ucts and services, new technology, and new markets. It 1s
only when both risk and opportunity are taken into
account, that the full implications for business can be eval-
uated. Hammond reports on the broader perspective of
the environment and sustainable development as sources
of competitive advantage, and draws on a number of
analyses, surveys, and reports, including the results of the
Executive Opinion Survey for 2005. The Survey results
show that, in the opinion of business leaders, economic
development and performance in environmental and social
responsibility are reasonably well correlated. Although the
responses also show that major improvements are needed,
there is significant consensus, even among low-income
respondents, that complying with environmental standards
improves long-term competitiveness, that lack of clean
water hinders business expansion, and that clean production
and waste reduction are important to company success. In
addition to the Survey results, the paper looks at some of
the business opportunities offered by global environmental
problems—principally climate change and ecosystem
degradation—and by critical global social and sustainable
development challenges—principally poverty. The author
examines in considerable detail the competitiveness impli-
cations of climate policies, and how they are playing out
in the auto sector. He also considers the competitve
implications of disturbing new data on the degradation of
ecosystemn services, and the impact on economic sectors
dependent on fresh water, timber, fisheries, or other
severely stressed natural resources. Finally, he ofters some
thought-provoking ideas about how the private sector can
approach low-income markets in ways which will help to

alleviate poverty.



The case for Europe

In a timely contribution entitled “Can Europe Compete?
The International and Technological Competitiveness of
Europe,” Beatrice Weder di Mauro argues, contrary to
much current perception, that Europe is actually outper-
forming its main competitors in terms of international
competitiveness. However, although European exporters
have by far the largest share in world trade and have been
gaining market shares, she concedes that Europe is, indeed,
underperforming in terms of “technological” competitive-
ness, as shown by most conventional indicators of techno-
logical performance, and also by the evidence from the
2005 Survey. However, Weder di Mauro argues that the
technological gap may be overstated, since it can be
explained, in part, by differences in industrial composition.
For instance, she finds no significant differences between
the EU and the United States, when restricting the sample
to the manufacturing sector. Relative specialization pat-
terns may explain why industrial composition matters
more than country characteristics: Europe specializes in
chemical products, machinery and cars. These are conven-
tionally classified as medium-tech products, even if they
are highly differentiated and research intensive. Moreover,
world demand for these particular products has been
robust, and in some cases stronger, than for so-called high-
tech products. Finally, a role can also be found for country
characteristics: high labor market rigidities, and, in particu-
lar, the ease of hiring and firing contribute to explaining
why Europe lags behind US performance. The author rec-
ommends, by way of policy implication, that improving
the flexibility of labor markets should be high on Europe’s

reform agenda.

What does Russia’s future look like?

In “Russia: Competitiveness, Growth, and the Next Stage
of Development,” Augusto Lopez-Claros examines the
factors that are likely to play a key role in enhancing the
productivity of the Russian economy, and improving its
levels of competitiveness. He argues that there is no
intrinsic reason why the Russian economy could not
enter a period of high, sustained growth in coming years,
and points to a number of structural features which create
the conditions for rapid growth: gains in efficiency from
the continued elimination of distortions, the country’s
impressive natural resource endowment (likely to spur the
continued interest of foreign investors), and its human
capital stock, which—weaknesses in the public sector
notwithstanding—can be considered a competitive advan-
tage. While the brain drain has dealt a severe blow to
Russia’s ability to return to the outer limits of the tech-
nology frontier, her impressive tradition of world-class
research in the basic sciences, especially mathematics and
physics, provide the foundation for a comeback.

Tight conditions in the global oil markets suggest that
the external environment 1s likely to remain favorable to
Russia, creating an ideal opportunity to push ahead with
structural and institutional reforms. Particular attention
will have to be paid to reforms to improve Russia’s woe-
fully inadequate public institutions, to improve the judicial
and legal climate, to safeguard property rights, and reduce
the prevalence of corruption and crime. He notes that
Russian policymakers will have their hands full in the
period ahead, dealing with large inflows from record high
energy prices, which, indeed, create opportunities, but
which also pose important challenges. Liquidity manage-
ment has now moved to the centre of macroeconomic
policy. A loosening of fiscal policy, particularly one aimed
at boosting public sector wages and pensions, not invest-
ments in education, public health, and infrastructure, all of
which would boost productivity, will need to be avoided.
But beyond these issues, it is incumbent on the authorities
to broaden their focus, and deal with a broad range of
emerging stresses. Foremost among these are how to arrest
the disturbing demographic trends, how to better utilize
surplus public resources to enhance the economy’s capaci-
ty for innovation, and how to put the country back on a
path of world-class scientific and technological achieve-
ment, so that Russia may join the ranks of the most com-
petitive economies in the world.

The Washington Consensus

In a thoughtful contribution John Williamson poses the
question “Should There Be a Development Consensus?”
He traces the history of the “Washington consensus,”
speculates about the possibility of a global development
consensus, and outlines in detail—under the three main
themes of macroeconomic discipline, microeconomic lib-
eralization, and globalization—the ten policy pillars, which
in 1989 were widely regarded as necessary to achieve eco-
nomic modernization in most Latin American countries.
The paper also identifies two alternative meanings given
to the term, namely (a) the set of policies urged on devel-
oping countries by “official” Washington (especially the
international financial institutions) and (b) “neoliberalism”
or “market fundamentalism.” When first applied, the first
alternative meaning came close to Williamson's original
meaning, but diverged in the 1990s as a result of the
enthusiasm—questionable, he feels—of the IFIs for capital
account liberalization, and the bipolar solution to the
exchange rate issue, as well as their increasing focus—
highly desirable, he argues—on institutional issues and
financial sector stability.

While most of the policies summarized in the
author’s original version of the Washington consensus
remain relevant, time has moved on, and several additional
issues should be taken into consideration in any policy
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agenda designed to address the needs of Latin America
today. The author concludes that the current agenda
should emphasize the importance of macroeconomic poli-
cies which will minimize the dangers of crises (and their
costs), continue rather than reverse, the efforts to liberalize
the economy, build and strengthen institutions and frame
policies appropriately, and pay closer attention to improv-
ing income distribution, and accelerating the rate of eco-

nomic growth.

Impending aging in the developing world

Readers may be shocked by the findings in Nicholas
Eberstadt’s exhaustively researched essay “Aging in Low-
Income Countries: Looking to 2025,” in which the author
convincingly demonstrates that over the coming decades a
dramatic graying of much of the “third world” lies in
store. Although the phenomenon of population aging has
become a topic of sustained policy analysis and concern in
the already-affluent OECD societies, the subject has
attracted relatively little attention in low-income regions
of the world. This neglect is not only surprising, but dan-
gerous, for, as the author shows, the burdens of pro-
nounced population aging are unlikely to be borne as eas-
ily by poor countries as by rich ones, since they have vast-
ly fewer, and much less attractive, options for dealing with
the resulting problems.

In considerable, insightful detail, Eberstadt describes
the economic and cultural situations of three countries,
China, Russia and India, and compares their growth,
income-per-capita, and fertility replacement patterns with
those of Japan, the United States, and various European
countries, and projects the likelihood that by 2025, a large
proportion of their populations will have to cope with
aged populations on income levels far lower than those yet
witnessed in any society with comparable degrees of gray-
ing. Referring to the “slow motion humanitarian tragedy,”
Eberstadt describes what he calls China’s “triple bind’":
sub-replacement fertility rates, the “son deficit,” and ill
health, Russia’s unnaturally high mortality rates and disas-
trous health problems, and India’s non-existent retire-
ment/pension provisions and inadequate educational base.
For such countries, although differing in the details, the
social and economic consequences of aging could be
harsh, and the options for mitigating the adverse effects of
population aging limited. In all of them, aging may
emerge as an important constraint on long-term growth
and development. As Eberstadt’s compelling analysis
demonstrates, rapid and pronounced population aging rep-
resents a highly uneven, largely unappreciated, and, as yet,
almost entirely undiscounted long-term risk for the
world’s emerging markets.

Lessons from market crises

In “Emerging Market Crises and Crisis Resolution: A
Decade of Experience,” Nouriel Roubini and Brad Setser
provide a thorough examination of the recurring severe
crises in emerging market economies in the last ten years.
Major emerging economies have proved vulnerable to
sudden swings in capital flows, which have led to severe
crises and steep falls in output. Sustained and stable
growth 1n emerging market economies depends, above all,
on the ability of emerging economies themselves to main-
tain sound macroeconomic policies and debt structures
that protect them against sudden shifts in capital flows.
Countries that get into trouble usually have important
policy weaknesses, weaknesses that are exposed when mar-
ket conditions change, and, as the authors remind us, the
current, rather favorable, conditions for emerging markets
are unlikely to be permanent. The IMF, the G7, and others
who have a stake in the health of the global financial sys-
tem should expect that emerging economies will continue
to experience occasional crises, and must be ready to
ensure that the right policies and institutions are in place
to handle future ones. In the authors’ judgment, although
the basic tools needed to respond to a wide range of crises
generally exist, the main challenge is to use those available
tools better, and map them more adequately to different
types of crises. Thus, what is needed is better “software,”
rather than new “hardware.”

The authors argue that it is unrealistic to expect that
sovereign governments or, for that matter, the banking
system of a major emerging-market economy, can go
under without drawing the IMF into either the country’s
decision to default or into the often messy restructuring
process that follows. Thus, they argue, IMF financial
support, combined with appropriate policy adjustment,
remains an essential element of crisis resolution. Because
the nature of financial crises differs from one country to
another, simply giving all countries access to large amounts
of emergency financing to avoid a debt restructuring, or,
on the other hand, denying all countries access to it, is
unwise. Although large IMF-led rescue packages can work
in the right circumstances, the odds of success, they say, are
far greater when the crisis country’s problems stem prima-
rily from having too few reserves relative to their short-
term debts, not too much debt. For countries with higher
levels of debt, the right approach may not be to use IMF
funds to try to avoid any form of debt restructuring, but
rather to use IMF borrowing to soften the blow.

Unemployment and happiness

In his thoughtful paper on “Full Employment for Europe,”
Richard Layard maintains that unemployment, not pro-
ductivity or general economic weakness, is the problem in
Europe. Many European countries have reduced their



unemployment rates to US levels or below, including
some, such as Denmark, which have very high tax rates. It
1s precisely the variation of experience among the differ-
ent countries, in terms of policy and the treatment of the
unemployed, which helps us to understand what must be
done by those large continental countries where unem-
ployment remains so shockingly high. By the early 1990s
there was clear evidence that the keys to reducing unem-
ployment were welfare-to-work policies and more flexible
wages. Countries such as Denmark, the Netherlands, and
Britain, which acted on this evidence, have halved their
unemployment since then. Those which did not, such as
France and Germany, have continued to have high unem-
ployment, even at the peak of the European boom in
2000. In that year, both had record levels of vacancies,
despite massive unemployment, demonstrating that the
main reason for unemployment was a failure to mobilize
the unemployed.

On the basis of his intriguing research on happiness,
Layard reminds us that almost any job is better than being
unemployed, and that being out of work has as devastating
an effect on a person’s happiness as divorce, and is three
times worse than losing a third of one’s income. So he
maintains that unemployed people, after a while, should be
expected to fill most types of vacancy. They should also
automatically receive offers of activity, which they are
required to accept, rather than staying at home on bene-
fits. This activation principle has been a major factor in
lowering unemployment in many countries, but must be
accompanied by an active and energetic service, which
combines job search assistance and benefit monitoring.
Wage flexibility is also vital in regions where productivity
is low, and should be adequately reflected in lower wages.
This applies to East Germany, southern Italy, and southern
Spain. The lessons learned from elsewhere in Europe and
the United States apply equally to the transition countries,
where high unemployment will only be reduced through
more flexible relative wages across regions, and better poli-
cies toward the unemployed themselves.

What's good about globalization?

In “Globalization as an Agent of Prosperity” Jagdish
Bhagwati makes an engaging and insightful contribution
to our understanding of how globalization makes nations
more prosperous. Drawing on his recently-published book
In Defense of Globalization, Bhagwati gives examples of
how globalization has advanced gender equality, helped to
alleviate poverty and child labor, promoted better gover-
nance, and enabled economies to reap the benefits of freer
trade and growth. He introduces his subject by describing
the nature of the anti-globalization arguments and their
origin, and exposing the misconceptions underlying the
anti-capitalist, anti-corporation mindset driving most anti-

globalization protest. Focusing on economic—as differen-
tiated from cultural—globalization, he carefully illustrates
his conviction that, despite the contentions of its critics,
globalization has a human face, that its effects are benign,
not malign, and that social agendas creating such concern
are, in fact, advanced by it.

He cites compelling evidence to support his views,
such as a study showing how peasant Vietnamese parents
responded to increased income from liberalized rice
exports by sending their children to school. On the topic
of gender equality, he cites the work of Harvard researchers,
who found that increased competition through trade con-
tributed to the improvement in female wages in traded
industries. In discussing the economic benefits of freer
trade, Bhagwati warns of the dangers of advising poor
countries to seek protectionism for themselves, while
demanding that rich countries lower their trade barriers,
citing the disastrous history of non-reciprocity. Finally,
on the topic of growth—which he defines as an active,
pull-up, as opposed to a trickle-down strategy—he looks at
the experience of India and China, both of which have
moved from insular policies to outward-oriented trade
regimes over the past two decades, and dramatically
reduced poverty. Bhagwati speaks eloquently of the
importance of coupling economic globalization with
social policies, that will ensure the wise allocation of
increased economic resources, and argues forcefully for the
implementation of policy interventions which “preserve,
celebrate and enhance the good effects” of globalization,
while addressing its occasional downsides.
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Exec utive Summary For well over two decades the World Economic Forum

has been trying to shed light on the question of why some

countries are able to grow on a sustained basis for pro-

AUGUSTO LOPEZ-CLAROS, World Economic Forum . . . .
longed periods of time, in the process pulling large seg-
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ments of the population out of poverty, while others
remain stagnant or, worse, actually see an erosion of living
standards. Through its flagship publication, The Global
Competitiveness Report, the World Economic Forum has
led the way in assessing the competitiveness of nations.
The Forum may be in a singularly advantageous posi-
tion, for at least two reasons, to contribute meaningfully
to the debate on the key building blocks of successful
economic development and improved competitiveness.
First, it brings key representatives from the private sector
and the corporate world together with a broad spectrum
of senior policymakers in government, creating opportuni-
ties for the thoughtful exchange of ideas and experiences
on best practices. This exchange may be an important
catalyst in identifying the most critical factors in the
development process. The role of corruption in delaying
the development process, the central importance of
women’s education for boosting per capita incomes, the
interplay between political and civil rights and the will-
ingness of the public to engage in economic activity, the
role of a free press, and the type of safety net arrangements
that governments put in place to enhance the ability of
economic agents to participate in the life of the nation, xi

are but some of the topics that have been at the centre of
the agenda in many of the summits and other interactions
organized by the World Economic Forum.

Second, the Forum has developed a vehicle, the
Executive Opinion Survey (EOS), which annually conveys
a wealth of information about the obstacles to growth in
more than 100 countries, accounting for the lion’s share of
global GNP. Through the Survey, business executives in
these countries assess the importance of a broad range of
factors central to creating a healthy business environment
in support of successful and productive economic activity.
The tax and regulatory environment, labor market legisla-
tion, the overall macroeconomic environment, the preva-
lence of corruption and other irregular practices in the
economy at large, the quality of the country’s infrastruc-
ture and education are but a few of the areas covered by
the EOS. Over the years, the Survey has continued to
deliver a treasure trove of information about both coun-
try-specific strengths and weaknesses, and the challenges
faced by the business community. On the basis of the
information provided by the EOS, the Country Profiles
prepared by the Forum offer extremely valuable informa-
tion for policymakers, aid agencies and others, working
to improve economic performance and the quality of
people’s lives.
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The methodology used by the Forum to assess
national competitiveness has evolved over time, taking into
account the latest thinking on the factors driving compet-
itiveness and growth. The Forum first introduced the
Growth Competitiveness Index (GCI) three years ago, in col-
laboration with Professors Jeffrey Sachs and John
McArthur, in the Global Competitiveness Report
2001-2002.The GCI aims specifically to gauge the ability
of the world’s economies to achieve sustained economic
growth over the medium to long term. It primarily assess-
es the impact of those factors that economic theory and
the accumulated experience of policymakers in a broad
range of countries have shown to be critical for growth,
whether narrowly focused on elements of the macroeco-
nomic environment or, reflecting the latest insights in the
economics literature, institutional and other factors.

Professor Michael Porter’s Business Competitiveness
Index, presented in Chapter 1.2 in this volume, is an espe-
cially useful complement to the GCI, with its special
emphasis on a range of company-specific factors con-
ducive to improved efficiency and productivity at the

micro level.

The Growth Competitiveness Index

The GCI 1s composed of three “pillars,” all of which are
widely accepted as being critical to economic growth: the
quality of the macroeconomic environment, the state of a
country’s public institutions, and, given the increasing
importance of technology in the development process, a
country’s technological readiness. Using a combination of
publicly available hard data, and information provided in
the Forum’s Executive Opinion Survey—which provides
more textured qualitative information on difficult-to-
measure concepts—these three pillars are brought together
in the three indexes of the GCI: the macroeconomic envi-
ronment index, the public institutions index, and the tech-
nology index.

Sachs and McArthur strongly emphasized that the
role of technology in the growth process differs for coun-
tries, depending on their particular stage of development.
It is widely understood that technological innovation is
relatively more important for growth in countries close to
the technological frontier. Innovation will be key in
Sweden, but the adoption of foreign technologies, or the
kind of technology transfer frequently associated with for-
eign direct investment will be relatively more important in
a country such as the Czech Republic. For this reason, in
estimating the GCI, economies are separated into two
groups: the core economies, i.e. those for which technolog-
ical innovation is critical for growth, and non-core
economies, i.e. those which can still grow by adopting
technologies developed abroad.

The critical importance of technological innovation
for core economies is taken into account in the technolo-
gy index. Specifically, more weight is given to innovation,
by means of the innovation subindex, for the core
economies, than for the non-core. To make a further dis-
tinction, an additional measure is used of the ability of
non-core economies to adopt technology from abroad:
the technology transfer subindex. Finally, since the deter-
minants of economic competitiveness vary for core and
non-core economies, the weighting of the three indexes in
the overall GCI differs between the two groups. For the
non-core economies, more weight is given to the quality
of institutions and the macroeconomic environment, since
these countries can still make progress in achieving higher
growth by getting their fundamentals in order.

On the other hand, for the core economies that are
closer to the technological frontier, more weight is placed
on technology. It is, of course, important for these coun-
tries to have a sound macroeconomic environment and
strong institutions, but these economies will typically have
long ago entered a period characterized by “institutional
stability.” For these countries to continue to grow they
must innovate. This is why more weight is placed, for the
core innovators, on technology, than on the other two pil-
lars. Chapter 1.1, by Jennifer Blanke and Augusto Lopez-
Claros provides specific details on the composition and
construction of the GCI, which this year covers a total of
104 countries.

The Competitiveness Rankings for 2004
Table 1 presents the rankings from this year’s GCI. For
the third time during the last four years Finland tops the
rankings. The country is extremely well managed at the
macroeconomic level, and scores very high in those
measures which assess the quality of its public institutions.
Moreover, Finland has very low levels of corruption and
its firms operate in a legal environment in which there is
widespread respect for contracts and the rule of law.
Finland’s private sector shows a proclivity for adopting
new technologies, and nurtures a culture of innovation.
Especially noteworthy is the fact that, for several years,
Finland has been running budget surpluses, in anticipation
of future claims on the budget associated with the aging
of its population. The United States is ranked second, with
overall technological supremacy, and especially high scores
for such indicators as companies’ spending on R&D, the
creativity of its scientific community, personal computer
and internet penetration rates. However, these are partly
offset by a weaker performance in those areas which cap-
ture the quality of the macroeconomic environment and
its public institutions.

As compared to the results of 2003, nine out of ten of
the top performers remain in this category. Among these



Table 1: Growth Competitiveness Index rankings and 2003 comparisons
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GCl GCI GCI GCI GClI GCI
Country 2004 rank 2004 scare 2003 rank* Country 2004 rank 2004 score 2003 rank®
Finland 1 595 1 Romania 63 3.86 15
United States 2 5.82 2 Calombia 64 384 63
Sweden 3 5.72 3 Jamaica 65 3.82 67
Taiwan 4 5.69 5 Turkey 66 3.82 65
Denmark 5 5.66 4 Peru 67 3.8 57
Norway 6 5.56 9 Ghana 68 378 n
Singapore 7 556 6 Indonesia 69 372 72
Switzerland 8 549 7 Russian Federation 70 3.68 70
Japan 9 5.48 1 Algeria n 367 74
Iceland 10 5.44 8 Dominican Republic 12 3.63 62
United Kingdom n 5.30 15 Sri Lanka 73 357 68
Netherlands 12 530 12 Argentina 4 354 8
Germany 13 528 13 Gambia 75 352 55
Australia 14 525 10 Philippines 76 351 66
Canada 15 5.23 16 Vietnam n 347 60
United Arab Emirates 16 5.21 — Kenya 78 345 83
Austria 17 5.20 17 Uganda 79 34 80
New Zealand 18 5.18 14 Guatemala 80 3.38 89
Israel 19 5.09 20 Basnia and Hercegovina 81 3.38 =
Estonia 20 5.08 22 Tanzania 82 3.38 69
Hang Kong SAR 21 5.06 24 Zambia 83 3.36 88
Chile 22 5.01 28 Macedonia, FYR 84 334 81
Spain 23 5.00 23 Venezuela 85 330 82
Portugal 24 496 25 Ukraine 86 327 84
Belgium 25 4.95 27 Malawi 87 324 16
Luxembourg 26 495 21 Mali 88 324 99
France 27 492 26 Serbia and Mantenegro 89 323 7
Bahrain 28 491 — Ecuador 90 3.18 86
Korea 29 490 18 Pakistan 91 37 3
Ireland 30 490 30 Mozambique 92 33117 93 xiii
Malaysia 3 488 29 Nigeria 93 3.16 87
Malta 32 479 19 Georgia 94 314 —
Slovenia 33/ 4.75 3 Nicaragua 95 3.12 90
Thailand k’] 458 32 Madagascar 96 an 96
Jordan 35 458 34 Honduras 97 310 94
Lithuania 36 457 40 Balivia 98 3.09 85
Greece 37 456 35 Zimbabwe 99 3.03 97
Cyprus 38 4.56 — Paraguay 100 299 95
Hungary 39 456 33 Ethiopia 101 293 92
Czech Republic 40 455 39 Bangladesh 102 284 98
South Africa 41 453 42 Angola 103 272 100
Tunisia 42 451 38 Chad 104 250 101
Slovak Republic 43 443 43

* Note that these are the published rankings from 2003. The three countries not

e 4 83 & covered this year (Cameroon, Haiti, and Senegal) are not shown
Botswana 45 430 36
China 46 429 44
Italy 47 427 41
Mexico 48 417 47
Mauritius 49 414 46
Costa Rica 50 412 5l
Trinidad and Tobago 51 4.12 49
Namibia 52 41 52
El Salvador 53 4.10 48
Uruguay 54 408 50
India 55 4.07 56
Maracco 56 4.06 61
Braail 57 405 54
Panama 58 401 59
Bulgaria 59 3.98 64
Paland 60 3.98 45
Croatia 61 394 53
Egypt 62 388 58

(cont'd)
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leaders, the largest improvement has been registered by
Norway, which has moved up from ninth to sixth place
since 2003. Norway improved in all three areas of the
Index, most particularly with regard to its public institu-
tions, driven by a much better score in the area of con-
tracts and law. Indeed, the Nordic countries all occupy
privileged positions in the GCI ranking.

The GCI does a reasonably good job not only of
ranking countries vis-d-vis each other, but also of tracking
shifts in rank over time. This is perhaps not surprising in
the case of the macroeconomic environment index, which
is made up overwhelmingly of hard data variables—
Norway, Estonia, and New Zealand get credit for running
budget surpluses, while Turkey, India, and Japan are penal-
ized for running large deficits—but applies to other com-
ponents of the GCI as well.

Those countries showing the largest drops in rankings
in 2004—DBolivia, the Dominican Republic, Pakistan,
Peru, Philippines, Poland,Vietnam, to name some—are all
countries that have witnessed significant deteriorations in
one or more areas tracked by the Index. Others, such as
Venezuela and Zimbabwe, already low last year, have
dropped even further. Indeed, all of these countries have
been prominent in the pages of the international press.
Highly visible instances of official corruption, a crack-
down on press freedoms and other civil liberties which
contribute to capital outflows and harden the mood of the
business community, political instability linked to domestic
infighting in some cases leading to civil unrest, a weaken-
ing in the rule of law have, to a greater or lesser degree,
been prominent in some of the above cases.

The reverse is also true: countries may move up in
the rankings, when they show not only improvements in
the macroeconomic environment—e.g. Argentina in 2003,
following the country’s harrowing experiences the previ-
ous year—but some other factors, directly or indirectly
reflected in those variables tracked by the index. We are
not puzzled by the significant improvement in the rank-
ings of Bulgaria and Romania, for instance. These coun-
tries have an appointment to keep with the EU in 2007,
and are gradually gearing up to meet EU accession crite-
ria. In Latin America, we note that Chile improved its
performance significantly, moving up from 28th to 22nd
place in the overall rankings. Chile not only has the high-
est ranking in Latin America, but the gap with respect to
its nearest rival (Mexico) is a full 26 places; there 1s no
other continent in the world where we can observe this
symbolic “migration” from the region, in terms of per-
formance. Chile’s case is featured separately in Chapter 2.3
of this Report.

In Asia, the rankings are quite stable, with some small
improvements—notably Indonesia and, more significantly,
Japan, the latter by two places—and some small drops in
the rankings, as with Malaysia and Thailand. There are

two countries in the region, which stand out for their
significant drop in the rankings: Korea and Vietnam, the
latter noted above. Korea’s drop is linked to a significant
decline in the macroeconomic environment subindex,
falling from 23rd last year to 35th this year; moreover,
Korea also experienced declines in the other two areas
measured by the GCI.Vietnam’s decline is linked to
significant drops in all three areas, particularly with regard
to public institutions and technology.

Countries in sub-Saharan Africa continue to hold
places primarily at the bottom of the rankings, with a few
bright exceptions. South Africa improved its performance
somewhat, continuing to lead the region in competitive-
ness, with an overall rank of 41, incidentally, well ahead
of all countries in Latin America, except Chile. Likewise,
while it did slip somewhat in the rankings, Botswana
continues to outperform most of the other sub-Saharan
African countries, with a relatively strong performance,
particularly in its public institutions, and a relatively
healthy macroeconomic environment. Still, three of
the five bottom-ranked countries are from this region,
including Angola and Chad, which take the last two
places in the ranking. It is clear that much work remains
to be done to improve competitiveness in Africa. Table 2
provides more detailed information on the components
of each of the three subindexes of the GCI for all 104
countries in 2004.

The Business Competitiveness Index
The Business Competitiveness Index (BCI) is a comple-
ment to the medium-term, macroeconomic approach of
the Growth Competitiveness Index. It evaluates the
underlying microeconomic conditions defining the current
sustainable level of productivity in each of the countries
covered, the underlying concept being that, while macro-
economic and institutional factors are critical for national
competitiveness, these are necessary but not sufficient fac-
tors for creating wealth. Wealth 1s actually created at the
microeconomic level by the companies operating in each
economy. The BCI evaluates two specific areas, critical to
the business environment in each country: the sophistica-
tion of the operating practices and strategies of companies,
and the quality of the microeconomic business environ-
ment in which a nation’s companies compete. The idea is
that, without these microeconomic capabilities, macroeco-
nomic and institutional reforms will not bear full fruit.

This year’s BCI rankings are shown in Table 3. The
first column shows the overall rankings, while the second
and third columns show the two interrelated subindexes:
company operations and strategy, and the quality of the
national business environment.

The table shows that the United States has taken
over the leading position from Finland, after dropping to



second place last year. The United States benefited from
improvements in the sophistication of marketing, the avail-
ability of venture capital, the intensity of local competi-
tion, local supplier quality, and local supplier quantity.
Other advanced economies improving their rankings
include Hong Kong, by reflecting more sophisticated
financial markets and improvements in management prac-
tices, Japan, by improving financial market sophistication
and improving quality of administrative services, and
Portugal, by improving cluster strength. Japan registered
the highest absolute improvement of its BCI score, fol-
lowed by Hong Kong and Norway.

Advanced countries, which dropped in the rankings
include Italy, Malta, and Iceland. Italy dropped by a disap-
pointing nine ranks, almost entirely driven by a deteriorat-
ing business environment, now evaluated on a par with
that of Portugal and the Czech Republic. Italy deteriorat-
ed especially in areas related to innovative capacity, such as
university-industry research collaboration, foreign technol-
ogy licensing, government procurement of advanced tech-
nology, company R&I) spending, and venture capital
availability.

Middle-income nations improving their business com-
petitiveness rankings this year include Romania, Lithuania,
the Slovak Republic, Russia, Namibia, and the Ukraine.
Romania jumped by a remarkable 22 ranks, driven by
strong across-the-board improvements, especially in the
area of company sophistication. Romania’s improvement
comes after repeated slippage in the ranking since the
country became part of The Global Competitiveness Report
in 2001.

Middle-income countries which have experienced a
fall in ranking include Latvia, the Dominican Republic,
Poland, and Mauritius. Other countries with significant
absolute drops in BCI scores include Thailand and
Mexico. Latvia has moved back to a level consistent with
its longer-term trajectory; last year’s strong improvement
proved to be unsustainable optimism. The Dominican
Republic, down 13 places, continues the trend set by a
large drop last year, driven particularly by a decline in
openness to imports, and in the sophistication of its finan-
cial market.

Among low-income countries, Indonesia made the
greatest improvement, jumping a remarkable 18 ranks.
After years of turmoil, the country is now back to its 2000
business competitiveness level. While improvements were
registered in areas across the board, they were strongest in
measures of company sophistication. Another low-income
country with large improvements is India, up 8 ranks,
showing the benefits of increased company sophistication
and strengthened clusters. Vietnam slipped significantly,
down 23 places, after a number of years of steady
improvement. Conditions worsened most in areas related
to technology and government administration.

As explained above, the GCI and the BCI measure
complementary dimensions of competitiveness. Figure 1
compares the two rankings for 2004, revealing their high
correlation.

A look ahead—the new Global Competitiveness Index
Over the last several years the Growth Competitiveness Index
has been a useful tool in thinking about key macroeco-
nomic and institutional elements, critical to the growth
process. The present rankings continue to provide policy-
makers, businesses and orgamizations of civil society with
valuable insights into areas where further progress is called
for, in order to improve the environment for private sector
economic activity, and generate sustainable growth.

The considerable utility of the GCI notwithstanding,
the vertiginous pace of change of the global economy has
brought into sharper focus the increasing role played by a
number of other factors in enhancing the ability of coun-
tries to grow. The swift pace of innovation in information
and communications technology, and the concomitant fall
in the costs of communication is leading to an accelera-
tion in the pace of integration of the world economy. The
increasingly global perspective of businesses in formulating
their strategies and decision making—already manifesting
a global reach in the search for new markets and sources
of supply—has now extended to the location of produc-
tion, and resulted in the increasing internationalization of
the labor force of the typical multinational corporation.
Innovations in transportation, which have reduced the cost
of freight, mean that location is less of a factor than in the
past, and businesses are now looking for the right combi-
nation of labor costs—coupled, ideally, with flexible labor
markets—skills, infrastructure, and the support provided by
a good macroeconomic and institutional environment to
reduce production costs.

Against the backdrop of these changes, countries are
being forced to be increasingly creative, in order to main-
tain their competitive edge. The role of multi-country
alliances in bringing together better combinations of capi-
tal, labor, skills and regulatory frameworks for particular
projects is becoming more important. Countries with the
nimbleness demanded for such cross-border arrangements
are reaping the benefits of higher economic growth rates
and improvements in living standards. Countries which are
not allocating sufficient resources to improve the quality
of their educational systems or to address major public
health concerns, or which are otherwise engulfed in inter-
nal conflicts and 1instability, are rapidly falling behind. The
net effect of these trends 1s the growing complexity in
the economic, social and political underpinnings of the
environment faced by policymakers and business leaders
everywhere. This is not only putting enormous stress on
the institutions that sustain and support the global economy,
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Table 2: Growth Competitiveness Index components

Growth Campetitiveness Index (GCI)

Technology Index

GENNGE] GCl  GCI
2004 2004 2004 2004
Caountry rank score Country rank score Country Rank Score Country Rank Score
Finland i HEH Bulgaria 59 398 United States 1 624 Bulgaria 59 382
United States 2 582 Poland 60 398 Taiwan 2 604 Dominican Republic 60 3.80
Sweden 3 572 Croatia 61 394 Finland 3 592 Philippines 61 3712
Taiwan 4 569 Egypt 62 3.88 Sweden 4 580 China 62 372
Denmark 5 5.66 Romania 63 386 Japan 5 568 India 63 372
Norway 6 556 Colombia 64 384 Denmark 6 534 Botswana 64 370
Singapore 7 556 Jamaica 65 382 Switzerland 7 525 Egypt 65 368
Switzerland 8 549 Turkey 66 382 Israel 8 525 Namibia 66  3.66
Japan g 548 Peru 67 378 Korea g 518 Russian Federation 67 365
Iceland 10 54 Ghana 68 378 Norway 10 5717 Colombia 68  3.60
United Kingdom 11 530 Indonesia 69 372 Singapare 15N El Salvador 69 360
Netherlands 12 530 Russian Federation 0 368 Germany 12 508 Venezuela 70 360
Germany 13 528 Algeria n e Canada 13 505 Peru 7N 345
Australia IARNS25 Dominican Republic 72 363 Iceland 14 505 Kenya 72 331
Canada 15 523 Sri Lanka 13 357 Estonia 15 501 Indonesia 73R
United Arab Emirates 16 521 Argentina 4 354 Netherlands 16 498 Morocco 4 330
Austria 17 520 Gambia 158 a2 Australia 17 493 Serbia and Montenegro 75 330
New Zealand 18 518 Philippines 76 351 United Kingdom 18 492 Macedonia, FYR 6 326
Israel 19 509 Vietnam 7 34 Czech Republic 19 4388 Uganda 17 322
Estonia 20 508 Kenya 78 345 Spain 20 486 Ghana 18 321
Hang Kang SAR 21 5.06 Uganda 19 34 Malta 21 485 Guatemala 9 318
Chile 22 501 Guatemala 80 338 Austria 22 485 Georgia 80 318
Spain 23 500 Bosnia and Hercegovina 81  3.38 Partugal 23 478 Sri Lanka 81 317
Portugal 24 496 Tanzania 82 338 New Zealand 24 4176 Bosnia and Hercegovina 82 315
Belgium 25 495 Zambia 83 336 United Arab Emirates 25 4 Ukraine 83 315
Luxembaourg 26 495 Macedonia, FYR 84 334 Slovenia 26 4N Tanzania 8 312
France 21 492 Venezuela 85 3.30 Malaysia 21 467 Gambia 85 312
Bahrain 28 491 Ukraine 86 327 Slovak Republic 28 467 Zimbabwe 86 304
Korea 29 49 Malawi 87 324 Hungary 29 466 Pakistan 87 302
Ireland 30 490 Mali 88 324 France 30 465 Ecuador 8 301
Malaysia 31 488 Serhia and Montenegro 89  3.23 Belgium 31 459 Nigeria 89 299
Malta 32 419 Ecuador 90 318 Chile 32 455 Zambia 90 298
Slovenia 3 475 Pakistan 91 317 Lithuania 33 451 Paraguay 9 294
Thailand 34 458 Mozambique 92 317 Hong Kang SAR 34 449 Vietnam 92 292
Jordan 35 458 Nigeria 93 316 Bahrain KL XV Honduras 93 289
Lithuania 36 457 Geargia 94 314 Latvia 36 446 Mozambique 94 289
> Greece 37 456 Nicaragua 95 312 Ireland 37 443 Balivia 95 281
Cyprus 38 456 Madagascar 9% 311 /') Greece 38 44 Nicaragua 9% 278
Hungary 39 456 Handuras 97 310 Cyprus 39 436 Malawi 97 214
Czech Republic 40 455 Balivia 98 309 South Africa 40 433 Algeria 98 267
South Africa 41 453 Zimbabwe 99 303 Luxembourg 41 428 Madagascar 93 264
Tunisia 42 45 Paraguay 100 299 Brazil 42 424 Bangladesh 100 262
Slovak Republic 43 443 Ethiopia 101 293 Thailand 443 424 Mali 101 252
Latvia 4 443 Bangladesh 102 284 Mauritius 4 419 Angola 102 230
Botswana 45 430 Angola 103 272 Paland 45 419 Ethiopia 103 217
China 46 429 Chad 104 250 Croatia 46 415 Chad 104 181
Italy 47 A Romania 47 413
Mexico 48 41 Mexico 48 413
Mauritius 49 414 Jamaica 49 4.2
Costa Rica 50 4.2 Italy 50 408
Trinidad and Tobago 51 4.2 Jordan 51 402
Namibia 52 4N Turkey 52 401
El Salvador 53 4.10 Panama 53 4.00
Uruguay 54 4.08 Trinidad and Tobago 54 398
India 55 407 Costa Rica 55 397
Marocco 56 406 Uruguay 5 392
Braail 57 405 Argentina 57 387
Panama 58 4.01 Tunisia LRI
fcont'd.) fcont'd.)

Source: World Economic Forum




Table 2: Growth Competitiveness Index components (cont'd.)

Public Institutions Index

Macroecanamic Environment Index

Country Rank Score Country Rank Score Country Rank Score Country Rank Score
Denmark 1 659 Mexico 59 428 Singapare 1 5719 Croatia 59 381
Iceland 2 658 Panama 60 4.26 Norway 2 554 Bulgaria 60 377
Finland 3 648 Colombia 61 425 Finland 3 547 Panama 61 376
New Zealand 4 641 Turkey 62 422 Denmark 4 536 Namibia 62 376
Norway 5 635 Malawi 63 420 Switzerland 5 52 Indonesia 63 374
Sweden 6 631 Trinidad and Tobago 64 4.8 Luxembourg 6 523 Costa Rica 64 372
United Kingdom 7 623 Mauritius 65 4.16 Netherlands 7 513 Ghana 65 368
Switzerland 8 622 Zambia 66 4.16 United Kingdom 8 51 Colombia 66 367
Hong Kong SAR g 622 Algeria 67 413 Taiwan g 51 Pakistan 67 363
Singapore 10 6.21 Indonesia 68 412 Austria 10 51 Peru 68 360
Germany 1 621 Jamaica 69 411 United Arab Emirates 11 509 Philippines 69 359
Australia 12 6.10 Eqypt 70 410 Iceland 12 509 Mali 0 355
Netherlands 13 608 Dominican Republic 71 408 Hong Kang SAR 13 505 Romania 7 350
Luxembourg 14 599 Sri Lanka 72 408 Australia 14 504 Tanzania 12 34
Austria 15 599 Zimbabwe 13 399 United States 15 504 Sri Lanka 713 346
Japan 16 588 Romania 4 394 Spain 16 499 Bangladesh 74 342
Ireland 17 587 Kenya 5 387 Sweden 17 499 Uganda 5 34
Canada 18 584 Croatia 76 3.86 Canada 18 497 Ukraine 6 339
United Arab Emirates 19 582 Ethiopia 77 380 Belgium 19 492 Macedonia, FYR 7 33
Chile 20 577 Bosnia and Hercegovina 78 380 Malaysia 20 49 Madagascar 8 336
United States 21 514 Argentina 19 3N Ireland 21 485 Guatemala 719 336
Belgium 2 5N Poland 80 370 New Zealand 22 480 Brazil 80 328
Portugal 23 569 Nicaragua 81 368 Thailand 23 479 Mozambique 81 326
Israel 24 564 Vietnam 82 366 China 24 478 Honduras 82 323
France 25 562 Mali 83 366 France 25 478 Jamaica 83 323
Estonia 26 559 Guatemala 84 361 Germany 26 4n Turkey 84 322
Taiwan 21 556 Serbia andMontenegra 85 361 Chile 21 4n Bosnia and Hercegovina 85  3.19
Bahrain 28 556 Uganda 86 361 Bahrain 28 470 Kenya 86 3.18
Jordan 29 543 Bolivia 87 355 Japan 29 467 Nigeria 87 317
Malta 30 539 Tanzania 88 354 | _ Estonia 30 465 Gambia 88 313
Slovenia 31 528 Russian Federation 83 354 ,)Greece 31 452 Ecuador 8 310
Uruguay 32 523 Ecuador 90 342 | Tunisia 32 452 Uruguay 90 310
Cyprus 33 518 Venezuela 91 34 Lithuania 33 446 Chad 91 308
Spain 34 516 Macedonia, FYR 92 34 Portugal A 442 Georgia 92 307
South Africa 35 515 Angola 93 338 Korea 3B» 44 Dominican Republic 93 300
Tunisia 36 514 Mozambique 94 336 Jordan ¥k 429 Argentina 94 296
Hungary 37 507 Madagascar 85 332 Latvia K7 W Zambia 95 296
Malaysia 38 5.06 Nigeria 9% 331 Italy a8 427 Bolivia % 290
Batswana 39 498 Ukraine 97 329 Slovenia 39 426 Nicaragua 97 290
Namibia 40 492 Paraguay 8 324 Algeria 0 423 Venezuela 98 2489
Korea 41 481 Philippines 99 321 Czech Republic 4 422 Ethiopia 99 28
Moracco 42 415 Honduras 100 319 Botswana 42 40 Malawi 100 279
Lithuania 43 475 Georgia 101 317 Israel 43 420 Paraguay 0 27
> Greece 4 4N Pakistan 102 287 Trinidad and Tobago 4 42 Serbia and Montenegro 102 2.77
Thailand 45 4N Chad 103 261 Cyprus 45 414 Angola 103 246
El Salvador 46 4N Bangladesh 104 247 Morocco 46 413 Zimbabwe 104 207
Costa Rica 47 469 Malta 47 4
Italy 48 464 South Africa 48 4
Slovak Republic 49 464 Mexico 43 409
Brazil 50 462 Mauritius 50 408
Czech Republic 51 456 Poland 51 4.05
Latvia 52 455 India 52 405
India 53 445 El Salvador 53 399
Ghana 54 4.4 Slovak Republic 54 398
China 55 439 Hungary 55 395
Bulgaria 56 4.36 Russian Federation 56 387
Gambia 57 430 Eqypt 57 386
Peru 58 4.28 Vietnam 58 382
{cont'd.) fcont'd )
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Table 3: The Business Competitiveness Index

Campany Quality of the Company Quality of the
BCI operations and national business 8CI operations and national business

Country ranking strategy ranking  environment ranking Country ranking strategy ranking  environment ranking
United States 1 2 2 Ukraine 69 64 n
Finland 2 17 1 Philippines 70 50 7
Germany 3 1 5 Uganda* n 75 69
Sweden 4 5 6 Croatia 12 72 70
Switzerland 5 4 7 Pakistan 3 67 15
United Kingdom 6 8 4 Argentina 74 68 78
Denmark 7 9 3] Bulgaria 15 86 72
Japan 8 3 1 Peru 16 17 4
Netherlands 9 6 9 Uruguay n 80 76
Singapare 10 13 8 2ambia* 78 85 n
Hong Kong SAR " 15 10 Vietnam 19 81 19
France 12 10 16 Dominican Republic 80 74 83
Australia 13 19 12 Nigeria*® 81 16 80
Belgium 14 n 19 Zimbabwe 82 19 84
Canada 15 16 13 Macedonia, FYR 83 84 82
Austria 16 14 17 Malawi 84 83 85
Taiwan 17 12 20 Serbia and Maontenegro 85 87 81
New Zealand 18 20 15 Guatemala 86 78 90
Iceland 19 17 18 Madagascar 87 88 88
Norway 20 23 14 Venezuela 88 82 91
Israel 2 18 21 Algeria 89 93 86
Ireland 22 22 22 Tanzania 90 92 817
Malaysia 23 28 23 Mali* 91 95 89
Korea 24 21 28 Georgia 92 89 93
South Africa 25 24 25 Bosnia and Hercegovina 93 96 92
Spain 26 25 27 Ecuador 94 90 95
Estonia 27 k] 24 Bangladesh 95 97 94
United Arab Emirates® 28 32 26 Mozambique 96 94 98
Chile 29 B 29 Honduras 97 91 100
India 30 30 32 Paraguay 98 98 96
Slovenia 31 27 33 Ethiopia 99 101 97
Tunisia 32 43 30 Nicaragua 100 100 99
Partugal 3 42 31 Balivia 101 99 101
Italy ki3 26 43 Chad* 102 103 102
Czech Republic 13 31 37 Angaola® 103 102 103
Lithuania 36 37 35
Thailand 37 36 36 “Survey data for these countries have high within-country variance. Until the
Brael 18 29 4% reliability of survey responses imp(oves, with fut}:re educationa.l efforts and |
Slovak Republic 39 0 39 Ln;z;?nvned sampling in these countries, their rankings should be interpreted with
Bahrain® 40 53 k) '
Greece a1 40 42
Hungary 42 48 38
Jardan 43 54 40
Indonesia 4 38 46
Cyprus 45 59 41
Marocco 46 45 45
China 47 39 47
Costa Rica 48 35 50
Latvia 49 51 48
Malta 50 60 49
Namibia 51 63 51
Turkey 52 4 55
Mauritius 53 49 54
Jamaica 54 52 53
Mexico 55 46 56
Romania 56 61 57
Poland 57 47 64
Colombia 58 58 61
Trinidad and Tobago 59 85 62
Panama 60 66 58
Russian Federation 61 62 60
Botswana 62 3 52
Kenya 63 56 63
Ghana 64 n 59
El Salvador 65 65 65
Eqypt* 66 57 68
Gambia* 67 70 66
Sri Lanka 68 69 67

{cont'd.)



Figure 1: Growth and Business Competitiveness rankings
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Growth Competitiveness ranking

but is also changing our understanding of what are
emerging as the key factors determining a country’s
growth performance.

To address some of these challenges, we have been
working with Xavier Sala-i-Martin and Elsa Artadi to
develop a more comprehensive competitiveness index.
Reflecting the need to broaden our scope and look at a
larger set of factors, the new index will bring into focus a
much richer set of pillars: human capital, labor and finan-
cial markets efficiency, openness and market size, quality of
infrastructure, to name a few of the new ones being incor-
porated; in this spirit, it will be called the Global
Competitiveness Index. Chapter 1.3 of this Report is an
excellent presentation of the work that has been done to
date. 2004 therefore constitutes a transition year between
the presentation of two indexes, the GCI and the BCI,
and the subsequent consolidation of the World Economic
Forum’s competitiveness work into a single index—the
Global Competitiveness Index.

Selected issues of competitiveness and special topics
This year’s Report contains a number of studies which
address different aspects of competitiveness and, more gen-
erally, themes which emanate from the World Economic
Forum’s deep concern with growth and development and
the state of the world. Some of these studies draw directly
from the Executive Opinion Survey for their analysis and

insight. Others are concerned with a broader set of issues
at the heart of the development agenda. All are business
relevant, and highlight a range of issues which are various-
ly shaping the global economic and business environment.

Selected issues of competitiveness

Daniel Kaufmann’s “Corruption, Governance and
Security: Challenges for the Rich Countries and the
World” is an important addition to the literature in an
increasingly important field. Traditionally, governance and
corruption challenges have been seen as especially daunt-
ing in poorer countries, with the richer ones viewed as
good examples, with their relative law and order, and well
developed institutions. Others might view them as public
sector problems, divorced from global governance or secu-
rity issues. Using an empirical approach, based on this
year’s EOS, Kaufmann challenges these notions, and shows
us a more complex reality, revealing more subtle, yet costly
manifestations of misgovernance, aftlicting not only poor,
but rich countries as well. The traditional definition of
corruption as the commission of an illegal act, such as
outright bribery, is here broadened to include new meas-
ures of “legal corruption,” seen as the collusion of at least
two parties, typically from the public and private sectors,
and where the rules of the game, laws and institutions are
used, via influence peddling and even capture, to benefit
vested interests.
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By analyzing the interaction between rich country
transnationals and the public sectors in emerging coun-
tries, Kaufmann finds that ethics and corruption pose a
serious challenge for many rich countries, and that they
represent key determinants of a country’s competitiveness,
shaping its investment climate. Kaufmann ends his chapter
with an insightful analysis of the governance data from the
EOS, separating the issues of national governance and
global and domestic security, and challenging the notion
that security issues—common crime, organized crime,
money laundering, and the threat of terrorism—are not
subject to measurement. The evidence suggests that some
rich countries are faced not only with domestic challenges
of undue influence, as regards many key public policies,
laws and regulations, but with a new set of security threats
as well; even with their well-developed institutions, the
G-7 and other rich countries must face the challenge of
guaranteeing level playing fields and mitigating the cost of
terrorist threats.

In his paper “The Competitive Edge in Environ-
mental Responsibility,” Arthur Dahl argues that the envi-
ronment has for too long been seen as an impediment to
business, since environmental regulations have increased
costs. A review of global environmental problems reveals
not only challenges and risks for the private sector that
cannot be ignored, but also opportunities for businesses
that can work to their competitive advantage. Dahl high-
lights the significant potential for business leadership in
the field of environment and sustainable development at
each stage of the development process. By taking a posi-
tive, proactive view, the private sector can ensure supplies
of raw materials, increase efficiency, and generate new
technologies to respond to these problems, thus opening
up new markets, reducing costs, and allowing more time
for adaptation, with phased investments and reduced
write-offs or special charges.

The 2004 Executive Opinion Survey evaluates the
views of business leaders on environmental and social
responsibility issues, and demonstrates both the impor-
tance of governmental leadership in providing an eftective
regulatory climate, and the key role of business leadership
in addressing environmental and social issues proactively.
In Dahl’s analysis, countries are rated not on their present
environmental status, but on the efforts of both business
and government to improve that status, and to anticipate
and address emerging problems. Nine countries received
high ratings, another 34 were positive on balance, while
24 showed progress in some areas, and 38 were making lit-
tle or no eftort to be environmentally responsible. Some
emerging economies and developing countries scored
well, driven perhaps by dynamic business sectors and
enlightened governments, while some industrialized coun-
tries were ranked far below their peers, suggesting a need
for greater efforts to remain competitive. The results

strongly suggest that combined efforts by business and
government to facilitate corporate social and environmen-
tal responsibility do, indeed, generate a competitive edge.

In “Chile: The Next Stage of Development,” Augusto
Lopez-Claros notes that Chile has managed to grow faster
than many other countries in the developing world,
boosting per capita incomes, and making further progress
to reduce poverty levels. It has done so against a backdrop
of fiscal discipline and rapidly declining public debt levels,
while maintaining an admirably open trade and foreign
investment regime, and improving to a remarkable degree
the quality of its public institutions, which have played a
stabilizing and pivotal role in the country’s recent evolu-
tion. By a wide margin, Chile is the most competitive
economy in Latin America.

The author identifies a number of areas where chal-
lenges remain, however, if Chile is to make a successful
transition to the next stage of its development. This phase
will require a combination of comparative advantages and
the adoption of new technologies to facilitate the emer-
gence of clusters, centered mainly on the natural resource
sectors and the upstream development of supporting
industries with higher value added. Critical to this process
of development will also be a substantial upgrading in the
quality of Chile’s educational system, which remains sur-
prisingly inefficient, given the country’s income levels.
Lopez-Claros also raises the question of whether the
country—and in particular its political leadership—have
reached the right balance, as regards the role of the state in
the economy. Without doubt, the country has benefited
from a system that has built in a number of safeguards to
protect the public interest from the short-term interests of
passing politicians, and from various forms of abuse. But
this approach may need to make room for a more active
role for the state, as has been done in Finland, with regard
to the support for new ventures, aimed at enhancing the
country’s potential for innovation.

Chile aside, in “The Future of Competitiveness-
Enhancing Reforms in Latin America,” Mario Blejer
argues that despite a recent pickup in growth, the region
continues to confront important challenges and faces seri-
ous struggles ahead. The difficulties concern the uncer-
tainty regarding the sustainability of macroeconomic
recovery and, more importantly, the capacity of the region
to address long-term structural weaknesses. A significant
problem in Latin America is the incomplete nature of the
reforms, evidenced by deficiencies in institutional develop-
ment, and reflected in the loss of competitiveness. Indeed,
Latin America is falling behind, not only with respect to
the economies of East Asia but, more sigmficantly, with
respect to the transition economies of central and eastern
Europe.

In answer to the question what explains this worri-
some trend, Blejer suggests that in most cases, reforms



have remained incomplete and their economic benefits
have not been fully realized. Some of the successes in
creating a more stable macroeconomic environment have
not been complemented by more broad-based “second
generation” reforms. He points out that any assessment
of the current political and social realities in the region
suggests that the short term prospects for further imple-
mentation of market-oriented reforms would seem bleak.
Reforms have not had the anticipated effects on growth
and employment and, against a groundswell of the anti-
globalization movement, the entire concept of structural
reform—with the exception of Chile—has been systemat-
ically maligned and discredited across Latin America. In
such an environment, it 1s clear that there i1s a widespread
lack of enthusiasm for further reforms. In practice, the
design and introduction of a realistic reform agenda would
require two key elements: compensation for those who are
bound to be negatively affected from the process, and a
better set of international incentives for governments and
countries willing to swim against the current of public
opinion, and take the necessary steps to improve their
economy.

In “International Productivity Comparisons: the
Importance of Hours of Work,” Andrew Warner challenges
the traditional measures of productivity, by highlighting
the importance of hours worked. He demonstrates that
while growth of GDP or GDP per capita puts the United
States clearly ahead of most industrial countries during the
boom years of the new economy (1995-2000), this
supremacy is not quite so obvious when data on growth
of GDP per hour is used to quantify productivity growth.
Warner also questions the common notion that productiv-
ity has suffered a serious decline in Europe over the last
decade. Using GDP per hour calculations, he shows the
clear lead of some European countries over the United
States, and implies that the European “productivity slow-
down” may be more myth than reality, when we focus on
per hour data.

Given uncertainties about the reliability and compara-
bility of existing data on hours worked, as well as lack of
coverage of poorer countries, questions were introduced
into the 2004 Executive Opinion Survey on the extent of
hours worked. Warner uses this unique dataset to reveal
interesting differences between the trends observed in
industrial countries and those in developing nations. Wage
labor in low-income countries work particularly long
hours, whereas in rich countries as a whole, there 1s a
trend for executive workers to put in more hours than
hourly labor.

Warner also uses the Survey data to highlight differ-
ences in productivity barriers and to show how these
vary across countries and income levels. Four barriers
to productivity are examined: labor practices, business
regulations, labor skills, and poor infrastructure. While the

perception of labor practices and business regulations as
barriers to productivity does not appear to be directly
related to income level, lack of skilled labor appears to be
a hindrance in high-income countries, while the lack of
infrastructure is typically, but not surprisingly, perceived as

a productivity barrier in most low-income countries.

Special topics

By analyzing trends in population growth, per capita
income, and the effects of the IT revolution, Richard
Cooper, in “A Glimpse of 2020,” offers an insightful
perspective on what the world will look like two decades
from now. Cooper paints contrasting demographic scenar-
10s for 2020: low-income countries will see rapid popula-
tion increase, placing heavy pressures on energy demand
and urban infrastructure; rich countries will experience
population decline, and a much higher ratio of elderly to
working age, severely taxing governments’ abilities to
maintain the high social benefits to which their citizens
have grown accustomed.

Dramatically decreased costs of communication will
increase mobility, reduce economic and cultural differ-
ences between the regions of the world, but increase
international cooperation, not only in areas such as finan-
cial regulation, tax and law enforcement and technology
exchange, but also in the willingness of nations to inter-
vene where national governments have failed. Despite the
natural attraction of familiar languages and social environ-
ments, businesses are becoming “footloose,” increasingly
driven by competition to outsource offshore, with head-
quarters and production centers often situated at great dis-
tances from each other. NGOs as well as criminal business
and terrorism will become increasingly international in
scope, and repressive governments will find it more diffi-
cult to insulate their populations from access to informa-
tion. Cooper points out that by 2020, while there is
bound to be uncertainty following the inevitable demise
of current dictators, more “South Koreas” will arise, i1.e.
developing countries which grow rapidly, democratize and
join the ranks of the rich, forming new market opportuni-
ties. Particular attention is paid to China, whose GDP by
2020 could make it the world’s third largest economy, and
where, although still poor, the high ratio of wage earners
to dependents will enable the country to become a major
world player. Forecasting the future 1s hazardous business,
but Cooper presents a cogent, business-relevant, vision
of 2020.

A number of challenges to the well-being of our
societies—demographic, technological, climatological, and
geopolitical—are visible on the long-term horizon. In
“Confronting Long-Term Fiscal Challenges: Why 1t
Matters for the Global Economy,” Peter Heller takes up an
issue raised by Cooper in his own article, and perceptively
explains why some of these challenges are predictable,
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while others are vague and uncertain. Even when clearly
anticipated, uncertainty still surrounds developments
whose horizon may be measured in decades. Some, such
as aging populations, pose a threat to the financial solven-
cy of national governments, raising the prospect of vastly
increased future public outlays, whether for pensions,
health care, long-term chronic care, infrastructure, or
security. Accentuating these fiscal risks is the fact that the
future resources of governments are already precommitted
to an unprecedented extent. Not surprisingly, political
economy factors work against efforts to address these
challenges.

Heller contends that governments must do much
more, now, to prepare for the fiscal consequences of the
developments that their countries face over the next sev-
eral decades. The agenda for action will depend on the
country, on the preferences and capacities of its people
and institutions, on the extent of its existing policy com-
mitments, and on the specific challenges it faces.
Uncertainty does not absolve fiscal policymakers from the
burden of addressing long-term issues. What they do, or
fail to do, will critically influence both the welfare of cur-
rent and future generations, and the role and capacity of
the state itself. Delay in addressing these changes will only
increase their costs, some of which will be borne by those
living today. What to do? Heller suggests that no single
policy reform will suffice to meet long-term challenges.
Reform must proceed on many fronts, utilizing additional
analytic techniques, strengthening institutions to clarify
and monitor evolving budget trends, introducing detailed
policy reforms, the sustained strengthening of the aggre-
gate fiscal position, and working with other countries on
areas where collective action is required.

In a compelling contribution to this year’s Report,
entitled “Agricultural Policies in OECD Countries: an
Agenda for Reform,” Stefan Tangermann makes a number
of fundamental points, which cast refreshing light on a
complex and politically charged subject. To begin with,
there is an apparent inconsistency between the rapidly
declining importance of agriculture among the 30
Member countries of the OECD—whether measured in
terms of the sector’s contribution to total GDP or total
employment—and the considerable attention devoted to it
in the public debate. The resources transferred to farm-
ers—an impressive US$257 billion in 2003, a full three
quarters of which taking the form of production-linked
transfers—seriously distort markets and competition in
international trade. Tangermann shows that, despite long-
standing discussions about the need for reforms, the level
of support during 2001-2003 is only marginally lower
than during the period 1986—1988. However, within the
OECD as a whole, there is considerable diversity across
countries, with New Zealand and Australia having essen-
tially eliminated farm support as a result of comprehensive

reforms, and others, such as Norway and Switzerland, still
providing levels of producer support more than twice the
average in the EU, and hardly changed during the past
15 years.

Tangermann examuines the reasons for these massive
transfers to farmers. Their motivation stems from a desire
to address equity concerns in societies at large, and deal
with market failures associated with the interaction
between agriculture and the environment. However, he
provides compelling data to show that, in fact, incomes of
farm households in OECD countries are in line with, if
not higher than, household incomes in the overall econo-
my. Thus, broad-based support measures such as price and
output support are unnecessary. Worse still, only 25 cents
out of every dollar of support provided to farmers actually
ends up in farmers’ pockets, with a large share of the rest
going to large landowners. As regards the environment, the
harsh effects of overproduction on the quality of farmland
and wildlife are well known. Finally, the extra output gen-
erated by farm policies in OECD countries depresses
prices for farm products in international trade, and has
been a contributing factor in the difficulties encountered
in promoting further multilateral trade liberalization. The
author concludes this important paper with some specific
suggestions for reform.

In his paper “Can Foreign Aid Make Poor Countries
Competitive?” William Easterly offers insightful answers to
the question why foreign aid has not been more successful
at promoting competitiveness. In his review of the evi-
dence on foreign aid and economic growth, the effective-
ness of aid conditionality, and the bureaucratic nature of
aid agencies, Easterly questions and then examines the
results of the regression analysis published in 2000 by
Craig Burnside and David Dollar, which investigated the
relationship between foreign aid, economic policy and the
growth of per capita GDP. Because of its conclusion, viz.
that aid only works in a good policy environment, this
study was widely cited by media, governments and aid
agencies, as a basis for increasing foreign aid. By expanding
the dataset, extending the time line and using alternative
definitions of “‘aid,”**
to some different and thought-provoking conclusions, to
the effect that the interaction term of aid and good policy

policy,” and “growth,” Easterly comes

is no longer statistically significant. Easterly also critically
examines the “financing gap” approach to aid, by which it
1s assumed that aid increases investment and investment
increases economic growth, finding it both theoretically
questionable and empirically deficient, leading him to
question why the international community has not held
agencies responsible for the failure of large flows of aid to
generate growth.

After discussing the detailed findings, Easterly analyzes
how aid agencies actually function, citing the excessive,
dysfunctional bureaucracy of agencies, the fact that they



are answerable to the rich donors, rather than their
voiceless recipients, the assumption of capital projects
without maintaining them, and the pernicious tendency to
overmeet, overextend and overstate. He saves particularly
trenchant criticism for the failure of aid agencies, despite
the presence of obviously well-intentioned and capable
minds, to understand the deeper implications of and truly
practice “grassroots” development. The result of this fail-
ure, he concludes, has been not only the continued pres-
ence of unalleviated misery, but the loss of support for aid
on the part of the rich countries most able to provide it.
He ends in a positive tone, pointing to a successful project
in Ethiopia, by making a number of serious and realistic
proposals for aid agencies, governments and development
practitioners, to assist them in revising expectations, meth-
ods, and, hopefully, outcomes.

The Report ends with a section containing detailed
country profiles for each of the 104 economies covered in
our competitiveness indexes, as well as data tables for the
variables that are used as inputs in their construction. A
brief Annex, explaining how best to interpret the infor-
mation contained in the country profiles and the data
tables, is an essential companion to this section, as are
technical notes clarifying the meaning of many variables,
and listing relevant data sources.
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Universitat Pompeu Fabra

The fundamental objective of the Global Competitiveness
Report (GCR) is to evaluate the economic competitiveness
of a large sample of countries. Traditionally, the GCR has
focused on two complementary approaches to analyzing
competitiveness. The first, called the Growth Competitiveness
Index (GCI), was developed by Jeffrey D. Sachs of
Columbia University and John W. McArthur of The Earth
Institute and was presented in The Global Competitiveness
Report 2001-2002. The second index, now labeled the
Business Competitiveness Index (BCI), was developed by
Michael Porter of Harvard University and was first intro-
duced in The Global Competitiveness Report 2000.

The two indexes combine available hard data and data
from the Executive Opinion Survey (Survey) conducted
annually by the World Economic Forum (see Chapter 3.1
for additional analysis of Survey results and methodology).
The Survey is conducted in the first half of every year.
Input is contributed exclusively by leading business execu-
tives and entrepreneurs whose current perceptions of the
business environment in which they work are captured
in their responses to a comprehensive and scientifically
constructed questionnaire. By participating, respondents
are also provided with the opportunity to identify key
obstacles to economic growth in their own countries and
thus contribute to assessing the quality of the business
environment in the countries where their companies
operate. This, in turn, may help precipitate an internal
debate within the country between government officials,
business leaders, organizations of civil society and the
academic community on key problem areas and how best
to address them.

The Survey was carried out this year in collaboration
with 104 Partner Institutes of the World Economic
Forum's Global Competitiveness Programme. Partner
Institutes are typically leading national research or academic
institutes committed to contributing to the growth poten-
tial of their respective economies. Under the direction of
the World Economic Forum, their collaboration involves
conducting the Survey according to common guidelines
in order to ensure that the sample of respondents is repre-
sentative of the economies in question and that the Survey
method used remains consistent across all countries.

The number of countries surveyed this year increased
significantly, from 80 to 102. The countries added are
mainly from the developing world, especially Africa.

The coverage in that region of the world has increased
from 8 to 25, and now also includes Algeria, Angola,
Cameroon, Chad, Egypt, Ethiopia, Gambia, Ghana, Kenya,
Madagascar, Malawi, Mali, Mozambique, Senegal, Tanzama,
Uganda, and Zambia. Newly added countries also
embrace non-African nations, including Luxembourg,
Macedonia, Malta, Pakistan, and Serbia. The countries
included in this year’s Report account for 97.8 percent of
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world’s GDP. The Global Competitiveness Report
2003-2004, therefore, provides comprehensive coverage of
the global economy.

The Growth Competitiveness Index

The GCI's main goal is to analyze the potential for the
world’s economies to attain sustained economic growth
over the medium and long term. The index is based on
economuists’ current understanding of the determinants of
the complex process of economic growth and develop-
ment. It summarizes the set of institutions, policies, and
structures driving the growth process of 102 heteroge-
neous countries.

The GCI 1s founded on three central ideas. The first
one is that the process of economic growth can be ana-
lyzed within three important broad categories: the macro-
economic environment, the quality of public institutions,
and technology.

Although it 1s certainly not true that macroeconomic
stability alone can increase the growth rate of a nation, it
is no less true that macroeconomic disarray kills its growth
prospects. Informed decisions cannot be made in environ-
ments where the inflation rate is in the hundreds. The
banking system cannot function if the government runs
gigantic deficits. The government cannot provide services
efficiently if it has to pay enormous interest rates on its
past debts. And wasted taxation hurts the business sector
unnecessarily. In sum, sustained growth is hard to achieve
in nonfavorable macro environments.

The second pillar underlying the GCI relates to pub-
lic institutions. In a market economy, wealth is ultimately
created by private businesses. However, these businesses
have to operate within a country and have to deal with its
institutions. It is important, for example, that property
rights are guaranteed by a legal and judicial system. It 1s
hard for private companies to operate efficiently in coun-
tries where the rule of law is nonexistent or where con-
tracts cannot be enforced. Firms may find it too expensive
to do business where corruption is rampant. Thus, the
GCI measures the soundness of the public institutions and
it introduces this soundness as the second of the three pil-
lars of economic growth and development.

The third channel is technological progress. Perhaps
the main lesson of neoclassical growth theory is that the
ultimate source of long-run economic growth is techno-
logical progress. The reason for this is that the other
potential determinants of growth must run into diminish-
ing returns. For example, institutions and the macroeco-
nomic policy can have important effects on growth in
countries with terrible environments. But once institu-
tions are more or less right, and once the macroeconomy
is more or less stable, additional improvements along these
lines will probably have little or no effect on economic

growth. This is not true for technological progress: there
do not seem to be good reasons that would suggest that
there are diminishing returns to ideas. In fact, the contrary
might be true, given that humanity seems to generate new
1deas at accelerating rates.

The GCI uses both hard (publicly available) data and
data from the World Economic Forum’s Survey to esti-
mate three “component indexes” that capture the three
pillars of growth mentioned above. The three components
are called the “technology index,” the “public institutions
index,” and the “macroeconomic environment index.” The
three components are then combined to calculate the
overall GCI.

The second idea underlying the GCI is that, although
technological advance is the ultimate source of growth, its
origin may be different across countries. In particular, for
economies that are already close to the technological fron-
tier, innovation is the main source of technological
improvements. For those that are far away from the fron-
tier, technological improvements can be achieved partly
through innovation and partly by copying or adopting the
knowledge previously developed in one of the leading
economies.

To capture this second idea, the GCI separates the
sample of countries into two groups: the “core” and the
“non-core” innovators. Core innovators are those
economies whose growth is largely driven by their capaci-
ty to innovate because they are close to the technological
frontier. “Non-core” innovators are those that depend
more on technological adoption from abroad. The thresh-
old of 15 patents per million population was chosen to
separate the countries into these two groups. Countries
above this threshold are defined as the core group, and all
others as non-core.

To reflect the fact that innovation is more important
than adoption for core innovators, the technology index
of the GCI puts a larger weight on innovation for the
core innovators than for the non-core innovators.
Technological adoption, on the other hand, receives a pos-
itive weight for non-core countries and zero weight for
core innovators. Technological adoption is captured by the
technology transfer subindex.

The third central idea underlying the GCI is that the
importance of the determinants of economic competitive-
ness varies for core and non-core innovators. Getting the
fundamentals right in terms of the macroeconomic envi-
ronment and institutions is still extremely critical for the
non-core innovators, whereas core innovators will have
these fundamentals largely in place, and for them techno-
logical innovation has become the deciding factor for
growth. Along these lines, the GCI assigns a larger weight
to the technology index for core innovators than it does
to the public institutions index and the macroeconomic



environment index. On the other hand, equal weights are
assigned to these three indexes for non-core innovators.

Although we have maintained the basic structure and
overall logic of the GCI as developed by Sachs and
McArthur, this year we have made one significant change
to the methodology. In the macroeconomic environment
index, we have replaced a previously used variable, the
“government expenditure as a percentage of GDP,” with a
composite subindex aimed at capturing government
spending waste. We decided to reconsider the role of
government expenditure as a percentage of GDP because,
implicitly, its inclusion assumed that economic growth
would be maximized at zero government expenditures.
We do not think that this 1s a good assumption, since
many public expenditures are productive and contribute
positively to the competitiveness of a nation. The index
should capture public waste rather than public spending.
After testing a number of candidate variables, three were
selected:

* Extent of distortive government subsidies
¢ Diversion of public funds
* Public trust in the financial honesty of politicians

We think that this “composite waste subindex”
captures waste through government favoritism and cor-
ruption. This should account for a large part of overall
government wasteful spending. Statistical analysis of these
variables indeed showed that they have strong explanatory
power with regard to medium- to long-term growth. This
solution was thus retained. The second change, less impor-
tant in its implications, affects the innovation component
of the technology index—the details are presented in
Chapter 1.1.

Last year's rankings

Of course, altering the model as described in the section
above necessarily has an impact on the rankings of the
index. Table 1 compares last year’s published rankings
(Column 4) with those that would have been obtained
using the current formula (Column 3). We see that there
would have been a number of differences in last year’s
rankings if we had made the two substitutions described
in the section above. A first notable point is that Finland,
rather than the United States, would have topped the
rankings. This can be traced to the fact that the US gov-
ernment spends a relatively low percentage of GDP com-
pared to Finland. And although US spending is not seen
as particularly wasteful, Finland’s 1s seen as even less so.
The combined effect of these two forces is that Finland 1s
ranked ahead of the US once government expenditure is
replaced by government waste.

Finland’s relative improvement is indicative of a more
general trend we see in the data: many western European
countries would have been higher in the rankings last
year using the new formula. These countries have govern-
ments that spend a high proportion of GDP (which was
“penalized” by last year’s formula), but that, as captured by
the waste composite, are not seen as spending wastefully.
In fact, all western European countries have either the
same or higher rankings following the introduction of
government waste to the index: not one of them is lower
following this change.

The other side of the same coin is that many coun-
tries in Asia and Latin America would have had lower
ranks last year if we had been using the waste variable
rather than government expenditure. These are countries
that have relatively low overall government spending,
which pushed them higher in the rankings last year.
However, once the wastefulness of the spending they do
have is taken into account, many of these countries do less
well, therefore coming in lower in the rankings.

Competitiveness Rankings 20032004

Column 1 of Table 1 reports the results of this year’s 2003
Growth Competitiveness Index rankings using the full
sample of 102 countries. In order to establish comparabili-
ty between last year’s rankings (Column 3) and this year’s,
we also report this year's rankings when only the countries
that participated in last year’s study are included. This is
done in Column 2.

A quick comparison of Columns 2 and 3 reveals
striking similarities with last year’s top ten rankings. The
first four ranks are identical, with Finland in the first place,
followed by the United States, Sweden, and Denmark,
respectively. Taiwan and Singapore maintain their rankings
relative to each other, but both moved higher by one posi-
tion, to 5th and 6th respectively, sliding Switzerland from
the 5th to the 7th position. Norway declined by one rank
to 9th place, making way for Iceland at the 8th place.
Canada, previously at 9th place, falls off the top 10 list
while Australia remains in 10th position.

The top two newcomers are Malta (19th) and
Luxembourg (21st). The new countries from the develop-
ing world all lie at the bottom half of the table. Gambia
(55th) is the highest rank newcomer, whereas Chad
(101st) is the lowest. Egypt (58th) comes back to the rank-
ings after being eliminated last year because of problems in
the data collection process. Tanzania (69th), Ghana (71st),
Pakistan (73rd) and Algeria (74th) are the next highest
rank newcomers, followed by Malawi (76th), Serbia
(77th), Senegal (79th), Uganda (80th), Macedonia (81st),
Kenya (83rd), Zambia (88th), Cameroon (91st), Ethiopia
(92nd), Mozambique (93rd), Madagascar (96th), Mali
(99th), and Angola (100th).

o
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Table 1: Growth Competitiveness Index rankings and 2002 comparisons
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GCI 2003 Rank GCI 2002 Rank GCI 2003 Rank GCI 2002 Rank
{among 2003  (amaong 2002 (among 2003  (among 2002
Country countries) countries) (revised®) (ariginal) Country countries) countries) (revised®) (ariginal)
Finland 1 1 1 2 Tanzania 69 — — —
United States 2 2 2 1 Russian Federation 70 65 66 64
Sweden & 3 3 5 Ghana n — — —
Denmark 4 4 4 10 Indonesia 173 66 69 67
Taiwan 5 k) 6 3 Pakistan 13 — — —
Singapare 6 6 7 4 Algeria 14 — — —
Switzerland 7 7 G 6 Romania 75 67 67 66
Iceland 8 8 12 12 Malawi 76 — — —
Narway 9 9 8 9 Serbia n — — —
Australia 10 10 10 7 “Migentina 78 68 64 63
Japan n n 16 13 Senegal 19 = == =
Netherlands 12 12 13 15 Uganda 80 — - —
Germany 13 13 14 14 Macedonia 81 = = =
. New Zealand 14 14 15 16 Venezuelg 82 69 68 68
United Kingdam 15 15 " 11 Kenya 83 — — —
Canada 16 16 9 8 Ukraine 84 70 74 7
Austria 17 17 18 18 Balivia 85 n n 8
Korea 18 18 25 21 Ecuador 86 12 13 K]
Malta 19 = — — Nigeria 87 13 72 n
Israel 2 18 n 19 Zambia 88 — = —
Luxembourg 21 — — — Guatemala 89 74 75 70
Estonia 22 20 27 26 Nicaragen 90 75 10 75
Spain 23 21 20 22 Cameroon 91 — — —
Hang Kong 24 22 22 17 Ethiopia 92 — = —
Partugal 25 23 19 23 Mozambique 93 = = —
France 26 24 28 30 Honduras 94 76 8 76
Belgium 27 25 21 25 Paraguay 95 n 16 12
Chile 28 26 2 20 Madagascar 9% — = —
Malaysia 29 21 30 2] 2imbabwe 97 18 79 19
Ireland 30 28 23 24 Bangladesh %8 9 m 74
Slovenia 3 29 26 28 Mali 99 — — —
Xiv Thailand 32 30 31 31 Angola 100 — — —
Hungary 33 31 29 29 Chad 101 — = —
Jardan 4 32 44 47 Haiti 102 80 80 80
o Greece 85 33 31 38
=" Baotswana 36 k'] 35 4
Latvia kY 35 43 a4
Tunisia 38 36 32 34
Czech Republic Gkl 37 36 40
Lithuania 40 38 39 36
. Italy 41 39 3 39
South Africa 42 40 34 32
Slovak Republic 43 41 46 49
China 4 42 38 33
Paland 45 a3 50 51
Mauritius 46 44 41 35
Mexico 47 45 53 45
El Salvador 48 46 60 57
Trinidad and Tobago 49 47 42 &)
Uruguay 50 48 40 42
Costa Rica 51 49 49 43
Namibia 52 50 47 53
Croatia 53 51 48 58
Brazil 54 52 45 46
Gambia 55 —= — =
India 56 53 54 48
Peru 57 54 55 54
Egypt 58 — — —
Panama 59 G 51 50
Vietnam 60 56 62 65
Maracco 61 57 52 5
Dominican Republic 62 58 56 52
Colombia 63 59 61 56
Bulgaria 64 60 58 62
Turkey 65 61 65 69
Philippines 66 62 63 61
Jamaica 67 63 57 60
Sri Lanka 68 64 59 59
fcont'd.)

“Applying the 2003 Formula
Source: World Ecanomic Forum



Table 2 breaks down the GCI into its three main
subcomponents: the macroeconomic environment index,
the public institutions index, and the technology index.
In Table 2 we see, for instance, that Finland is ranked first
overall because it scored well in all areas. Unlike Finland,
the United States maintained its position in the second
place of the GCI amid varying levels of achievement in
the different components. For instance, the country’s
overall performance is weakened by the quality of its
public institutions. And although the United States still
leads in the technology index, its overall score dropped,
reflecting a reduction in the tertiary enrolment rate and a
decline in the number of patents granted.

In Europe, France, at 26th place, received a boost in
its rankings due to higher scores in public institutions and
technology, which offset a decline in the macroeconomic
environment. Unlike France, Ireland fell to the 30th posi-
tion due to widespread declines in the different compo-
nents of the index. Similarly, Italy, at the 41st position, also
lost ground in the rankings, reflecting across-the-board
declines in the major components of the index, particular-
ly its macroeconomic environment.

Among central and eastern European countries,
Estonia maintains its leadership at 22nd place in the
overall rankings, enjoying the highest technology, public
institutions, and macroeconomic environment scores in
the region. Latvia is most notable for posting one of the
most improved performances across the various compo-
nents. Although Ukraine, at 84th place, has the lowest
rank in Europe, the country has posted improvements in
certain areas.

In Asia, Korea posted one of the most notable ascents
in the GCI rankings, moving from the 25th to the 18th
position. Korea’s rise in the rankings was driven by
improvements in its macroeconomic environment,
increased public trust in politicians, a better score in
the area of diversion of public funds, and a remarkable
improvement in its technology performance with one
of the highest increases in patent activity. Like Korea,
Thailand and Vietnam registered notable improvements
in overall rankings. Although Indonesia declines in the
overall rankings, the country posts one of the most signifi-
cant increases in its actual score. Its macroeconomic
environment score is the 5th most improved, marked by
significantly better scores in the area of government waste.
Malaysia and India both derived gains from improvements
in the area of technology. Among the most notable down-
ward shifts in the rankings was experienced by China. The
country’s drop in the rankings was marked by a deteriora-
tion in the perceived quality of public institutions.

In Latin America, Chile continues to have the highest
rank in the region, followed, at a considerable distance, by
Mexiaco. Although Chile has the highest scores in the
region in all three index components, the country has
experienced notable deterioration in the area of govern-
ment waste, exhibiting the worst decline in the indicator
measuring public trust of politicians. The lowest ranking in
the region is held by Haiti, which also occupies the 102nd
position in the GCI. Brazil and Argentina both posted
significant declines in the macroeconomic environment.
Technology offers a bright spot for both countries: tertiary
enrollment increased significantly and diffusion of ICT
continues at a very fast pace in Brazil, while government
prioritization of ICT and success of government ICT
promotion both received higher ratings in Argentina.
Among the countries in the region, the biggest declines in
the rankings were experienced by Uruguay and Jamaica.
Uruguay fell due to drastic deterioration of its macroeco-
nomic environment as evident in the region'’s largest
decline in credit rating. Lower scores in the macroeconom-
ic environment also pushed Jamaica lower in the rankings.
At the opposite extreme, Mexico and El Salvador experi-
enced the most notable improvements in performance.

In the Middle East, Jordan and Turkey both post
dramatic improvements in the quality of public institu-
tions. Jordan, in particular, showed the largest score and
rank increase in this area, driven by gains in control of
corruption and greater independence of the judiciary. The
country also posted better ratings relating to public trust
in politicians, diversion of public funds, and the extent of
distortive subsidies. Likewise, but to a lesser extent, Turkey
exhibited significant improvements in the control of cor-
ruption and the independence of the judiciary.

In Africa, Botswana enjoys the highest ranking in the
GCI. It has the highest public institutions and macroeco-
nomic environment rankings in the region. Botswana’s
ranking in technology is lower than its ranking in other
components; despite increases in ICT diffusion, significant
drawbacks in technology remain. South Africa leads the
region in the area of technology. However, South Africa’s
overall growth competitiveness ranking 1s lower than last
year’s because of a deterioration in some of the compo-
nents that assess the quality of public institutions, particu-
larly the prevalence of payments irregularities and the
incidence of crime.
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Table 2: Growth Competitiveness Index components
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Source: Warld Economic Forum

Country Rank Country Rank Country Rank Country Rank
Finland 1 Bulgaria 64 Singapare 1 Indonesia 64
United States 2 Turkey. 65 Finland 2 Sri Lanka 65
Sweden d Philippines 66 Luxembourg 3 Colombia 66
Denmark 4 Jamaica 67 Narway 4 Senegal 67
Taiwan 5 Sri Lanka 68 Denmark 5 Ghana 68
Singapare 6 Tanzania 69 Switzerland 6 Dominican Republic 69
Switzerland 7 Russian Federation 70 Australia 7 Ukraine 70
Iceland 8 Ghana n Sweden 8 Uganda n
Norway 9 Indonesia 12 Netherlands 9 Bangladesh 12
Australia 10 Pakistan 73 Austria 10 Bulgaria n
Japan 1 Algeria 4 Canada n Nigeria 4
Netherlands 12 Romania 15 United Kingdom 12 Brazil 75
Germany 13 Malawi 76 New Zealand 13 Tanzania 76
New Zealand 14 Serbia 7 United States 14 Kenya n
. United Kingdom 15 Argentina 78 Hong Kang 15 Cameroon 8
Canada 16 Senegal 19 Iceland 16 Madagascar 79
Austria 17 Uganda 80 Spain 17 Macedonia 80
Korea 18 Macedonia 81 Taiwan 18 Romania 81
Malta 19 Venezuela 82 Belgium 19 Turkey 82
Israel 20 Kenya 83 France 20 Balivia 83
Luxembourg 21 Ukraine 84 Germany 21 Ethiopia 84
Estonia 22 Balivia 85 Ireland 22 Guatemala 85
Spain 2 Ecuador 86 Korea 23 Jamaica 86
Hong Kang 24 Nigeria 87 Japan 24 Serbia 87
Portugal 25 Zambia 88 China 25 Honduras 88
France 26 Guatemala 89 Thailand 26 Uruguay 89
Belgium 21 Nicaragua 90 Malaysia 27 Ecuador 30
Chile 28 Cameroon 91 Italy 28 Mali 91
Malaysia 29 Ethiopia 92 Malta 29 Paraguay 92
Ireland 30 Mozambique 93 Botswana 30 Argentina 93
Slovenia 31 Honduras 94 Portugal 31 Venezuela 94
Thailand 32 Paraguay 95 Tunisia 32 Mozambique 95
i Hungary 33 Madagascar 96 Greece 33 Chad 96
Jordan 34 Zimbabwe 97 Estonia k) Zambia 97
'_/7' Greece 35 Bangladesh 98 Chile 35 Malawi 98
Botswana 36 Mali 99 Latvia 36 Haiti 99
Latvia 37 Angola 100 Slovenia 37 Nicaragua 100
Tunisia 38 Chad 101 Hungary 38 Angola 101
Czech Republic 39 Haiti 102 Czech Republic 39 Zimbabwe 102
Lithuania 40 South Africa 40
o Italy a1 Lithuania 41
. South Africa 42 Jordan 42
Slovak Republic 43 Morocco 43
China 44 Israel 4“4
Poland 45 Vietnam 45
Mauritius 46 Gambia 46
Mexico 47 Trinidad and Tobago 47
El Salvadar 48 El Salvador 48
Trinidad and Tobago 49 Poland 49
Uruguay 50 Slovak Republic 50
Costa Rica 51 Algeria 51
Namibia 52 India 52
Croatia 53 Namibia 53
Brazil 54 Mexico 54
Gambia 55 Croatia 55
India 56 Egypt 56
Peru 57 Mauritius 57
Eqgypt 58 Peru 58
Panama 59 Panama 59
Vietnam 60 Philippines 60
Morocco 61 Russian Federation 61
Dominican Republic 62 Pakistan 62
Colombia 63 Costa Rica 63
(cont'd.) fcont'd.)
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Table 2: Growth Competitiveness Index companents (cont’d.)

Public Institutions Index

Technolagy Index

Country Rank Country Rank Country Rank Country Rank
Denmark 1 Dominican Republic 64 United States 1 India 64
Finland 2 Ghana 65 Finland 2 China 65
Iceland 3 Algeria 66 Taiwan 3 Serbia 66
Australia 4 Croatia 67 Sweden 4 El Salvador 67
New Zealand 5 Moaracco 68 Japan 5 Egypt 68
Singapare 6 Zambia 69 Korea 6 Russian Federation 69
Sweden 7 Jamaica 70 Switzerland 7 Macedonia 70
Switzerland 8 Panama n Denmark 8 Maracco n
Germany 9 Sri Lanka 12 Israel 9 Sri Lanka 2
Hong Kang 10 Ethiopia 13 Estonia 10 Vietnam 13
Netherlands n Pakistan 14 Canada 1" Kenya 14
United Kingdom 12 Senegal 15 Singapara 12 Zimbabwe 5
Luxembourg 13 Indonesia 16 Norway 13 Ecuador 76
Austria 14 Serbia n Germany 14 Uganda n
Israel 15 Nicaragua 18 Iceland 15 Indonesia 78
Norway 16 Bolivia 79 United Kingdam 16 Guatemala 19
United States 17 Ecuador 80 Malta 17 Gambia 80
Malta 18 Russian Federation 81 " Netherlands 18 Tanzania 81
Chile 19 Mozambique 82 Australia 19 Nigeria 82
Jordan 20 Mali 83 Malaysia 20 Pakistan 83
Taiwan 21 Uganda 84 Czech Republic 21 Ukraine 84
Portugal 22 Philippines 85 Portugal 22 Nicaragua 85
France 23 Romania 86 New Zealand 23 Ghana 86
Canada 24 Guatemala a7 Slovenia 24 Honduras 87
Ireland 25 Argentina 88 Spain 25 Balivia 88
Botswana 26 Venezuela 89 Latvia 26 Senegal 89
Belgium 21 2Zimbabwe 90 Austria vl Zambia 90
Estania 28 Angola 91 France 28 Paraguay 91
Uruguay 29 Kenya 92 Belgium 29 Mozambique 92
Japan 30 Macedonia 93 |~ Greece 30 Cameroon 93
Spain 31 Ukraine 94 7 Chile 31 Malawi 94
Tunisia 32 Cameroon 95 Hungary 32 Bamgladesh [
Hungary 3 Madagascar 96 Slovak Republic 33 Algeria 96
Malaysia A Paraguay 97 Paland K] Madagascar 97
Slovenia 35 Nigeria 98 Brazil dh Angola 98
Korea 36 Honduras 99 Lithuania 36 Mali 99
Thailand 37 Bangladesh 100 Hong Kang 37 Ethiopia 100
Malawi 38 Chad 101 Ireland 38 Haiti 101
Gambia 39 Haiti 102 Thailand 39 Chad 102
El Salvador 40 South Africa 40
e~ Lithuania 41 Croatia a
] /)Greece 42 Luxembourg a2
<" South Africa 43 Mexico 43
Mauritius 44 Italy 44
Latvia 45 Argentina 45
Italy 46 Costa Rica 46
Czech Republic 47 Trinidad and Tobago 47
Namibia 48 Jordan 48
Costa Rica 49 Mauritius 49
Mexico 50 Panama 50
Slovak Republic 51 Uruguay 51
China 52 Dominican Republic 52
Braail 53 Jamaica 5]
Peru 54 Turkey 54
India 55 Romania 85!
Trinidad and Tobago 56 Philippines 56
Eqypt 57 Tunisia 57
Poland 58 Venezuela 58
Tanzania 59 Botswana 59
Calombia 60 Colombia 60
Vietnam 61 Peru 61
Bulgaria 62 Namibia 62
Turkey 63 Bulgaria 63
fcont'd.) {cont'd.)
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The Business Competitiveness Index

Stable political, legal, and social institutions and sound
macroeconomic policies create the potential for improving
national prosperity. But wealth is actually created at the
microeconomic level—in the ability of firms to create
valuable goods and services using efficient methods. Only
in this way can a nation support high wages and the
attractive returns to capital necessary to support sustained
investment. The Business Competitiveness Index (BCI) pre-
sented in this volume is based on a conceptual framework
and statistical approach which follows that of the previous
reports and the findings are fully comparable with previ-
ous Microeconomic Competitiveness Index results.

The microeconomic foundations of productivity rest
on two interrelated areas: (1) the sophistication with
which domestic companies or foreign subsidiaries operat-
ing in the country compete, and (2) the quality of the
microeconomic business environment in which they oper-
ate. The productivity of a country is ultimately set by the
productivity of its companies. An economy cannot be
competitive unless companies operating there are compet-
itive, whether they are domestic firms or subsidiaries of
foreign companies. However, the sophistication and pro-
ductivity of companies is inextricably intertwined with
the quality of the national business environment. More
productive company strategies require more highly skilled
people, better information, more efficient government
processes, improved infrastructure, better suppliers, more
advanced research institutions, and more intense competi-
tive pressure, among other things. This is what the BCI
tries to capture.

The BCI is constructed from measures drawn prima-
rily from the Executive Opinion Survey. Quantitative
measures are utilized for patenting rates and Internet and
cellular telephone penetration. For all of the other dimen-
sions, quantitative data for many countries are unavailable.
Thus, the Survey offers many unique measures and cap-
tures the informed judgments of thousands of business
leaders and decision makers in the economies examined.

To derive the overall BCI, two subindexes are com-
puted. The subindexes measure (1) the sophistication of com-
pany operations and strategy and (2) the quality of the national
business environment, respectively. Many of the dimensions
of company sophistication and the quality of the business
environment tend to move together. Moreover, the sample
of countries is relatively small and the number of relevant
variables is high. Thus, the impact of individual variables is
difficult to distinguish statistically. Hence common factor
analysis is used to compute the subindexes. The two
subindexes are then averaged to estimate the overall BCI.
The weights are determined from the coefficients of a
multiple regression of the subindexes on GDP per capita.

The BCI rankings for 2003 are shown in Table 3.
Column 1 shows the overall rankings. Columns 2 and 3

display the two subindexes: the company operations and
strategy subindex and the quality of the national business
environment subindex, respectively.

In the overall BCI, Finland retakes the leading posi-
tion, after dropping to second place behind the United
States last year. Finland remains one of the world’s most
remarkable success cases over the last decade. The United
States was pulled down by concerns about rising trade
protection, tightening capital availability, and weakening
cluster vitality. Other advanced nations improving their
rankings include France, Denmark, Sweden, Australia, and
New Zealand. France gained five positions, mainly due to
an improving business environment, regaining its pre-2000
ranking. Heartening for France are improvements in local
competition, governance, and reductions in government
distortions. Denmark and New Zealand gained four ranks,
mainly based on improvements in the business environ-
ment. Australia continued its upward trend, while Sweden
reached the third position based on company and business
environment improvements.

Advanced countries slipping in the rankings include
Austria, based on a deteriorating business environment.
The United Kingdom also slipped several places after
strong gains last year. Other advanced nations that are slip-
ping are Switzerland, Canada, and Japan. Japan, while still
sliding, registered strong improvements in corporate gov-
ernance and cluster collaboration. Germany’s rank falls
only one place, but the quality of its business environment
dropped precipitously. Labor-management relations are a
growing concern in Germany, along with creeping subsi-
dies and a hollowing of clusters.

Middle-income nations improving their competitive-
ness rankings this year include Latvia, Jordan,Vietnam,
Mexico, Colombia, Indonesia, Mauritius, Greece, and
Thailand. One new country, Malta, entered the middle-
income group, ranked at 42. Egypt reentered the
rankings at 58, showing a significant decline compared
with its ranking in the 1998-2001 period. Latvia jumped
by a remarkable 16 ranks, driven by strong perceived
across-the-board improvements in the business environ-
ment and company sophistication. Whether this large
jump is a temporary event reflecting positive near-term
sentiment or a sustainable trend will become more evident
in subsequent years.

Middle-income countries losing rank in competitive-
ness include the Dominican Republic, Hungary, Sri
Lanka, Trinidad and Tobago, Croatia, and China. The
Dominican Republic (down 18 places) and Sri Lanka
(down 9 places) fall back after strong jumps last year, sig-
naling that last year's rankings might have been anomalies.
The Dominican Republic’s ranking was led down by con-
cerns about the state of local companies. Hungary (down
10) and Croatia (down 8) appear to be suffering from
increasing competition from other transition countries.



Table 3: The Business Competitiveness Index

Executive Summary

Company Quality of the Company Quality of the
8CI operations and national business BCI operations and national business
Country ranking strategy ranking  enviranment ranking Country ranking strategy ranking  enviranment ranking
Finland 1 4 1 Tanzania 68 68 67
United States 2 2 2 Argentina 69 63 3
Sweden 3 3 5 Gambia® 70 80 66
Denmark 4 7 3 Useguep n n 68
Germany 5 1 9 Malawi 72 n 76
United Kingdom 6 8 6 Ukraine 73 72 n
Switzerland 7 © 8 Uganda* 74 8 69
Singapore 8 12 4 Pakistan 75 81 70
Netherlands 9 10 n Romania 6 84 n
France 10 9 14 Bulgaria n 85 75
Australia n 18 17 Zimbabwe 18 70 81
Canada 12 14 10 Serbia 9 75 9
Japan 13 6 20 Nigeria 80 3 80
Iceland 14 15 12 Peru 81 83 8
Belgium 15 n 17 Macedonia® 82 19 83
Taiwan 16 16 16 Cameroon® 83 86 82
Austria 17 13 18 Zambia 84 82 85
New Zealand 18 23 13 Venezuela 85 4 87
Hong Kong SAR 19 22 15 Guatemala 86 16 88
Israel 20 20 19 Senagal 87 94 84
Ireland 21 17 22 Algeria 88 93 86
Norway 22 21 21 Ecuador 89 87 92
Korea 23 19 25 Madagascar 90 88 90
Italy 24 24 23 Bangladesh 91 91 91
Spain 25 25 26 Mali* 92 98 89
Malaysia 26 26 24 Mazambique 93 90 95
South Africa 27 28 28 Nicaragua 94 92 93
Estonia 28 36 27 Honduras 95 89 96
Latvia 29 29 31 Ethiopia 96 96 94
Slovenia 30 27 34 Paragumg 97 9% 98
Thailand 3 31 32 Balivia 98 97 97
Chile kY] k! 30 Chad 99 99 99 xix
Tunisia 33 38 29 Haiti 100 101 100
Brazil K} 30 39 Angola 101 100 101
Czech Republic 35 3 38
Portugal 36 46 3
India 37 40 36
Hungary 38 45 37
Greece 39 39 40
Lithuania 40 a1 a1
Jardan 41 59 35
Malta 42 47 42
Slovak Republic 43 44 43
Mauritius L7 35 46
Costa Rica 45 32 47
China 46 42 a4
Poland 47 43 45
Mexico 48 37 51
Maracco 49 49 49
Vietnam 50 53 48
Colombia 51 50 54
Turkey 52 51 55
Trinidad and Tobago 53 54 58
Botswana 54 67 50
Namibia 55 64 52
Jamaica 56 56 56
Sri Lanka 57 52 59
Egypt 58 55 62
Panama 59 60 60
Indonesia 60 62 61
Dominican Republic 61 57 63
Croatia 62 65 58
Ghana* 63 66 57
El Salvador 64 58 65
Philippines 65 48 4
Russian Federation 66 69 64
Kenya 67 61 12
{cont'd.)

“Survey data for these countries have high within-country variance. Until the reliability of survey responses improves with future educational efforts and improved
sampling in these countries, their rankings should be interpreted with caution.
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Finally, Trinidad and Tobago has experienced declining
competitiveness since its entry into the ranking in 2001.
China, which showed a strong gain last year, has reverted
back to its ranking of previous years. A surge in confi-
dence about China’s prospects proves not to have been
sustainable. China was pulled down by concerns about red
tape, corruption, judicial independence, and trade barriers,
among other factors, though Chinese companies were
judged to be making positive progress. Russia continues a
slow downward trend, while Argentina’s position seems to
have stabilized.

Among low-income countries, rankings compared
with last year’s were quite stable. Peru slipped significantly
(down 5 places), continuing a negative trend. Ecuador
moved up 3 places. Of the low-income countries ranked
for the first time, Ghana entered at 63, Kenya at 67, and
Tanzania at 68. Pakistan entered at 75 and Serbia at 79.
Angola became the lowest ranked country at 101.

The GCI and the BCI measure different dimensions
of competitiveness. Figure 1 compares the two rankings
for this year. Despite the different methodologies used in
their construction, and although the two indexes are
meant to capture different (although complementary)
aspects of competitiveness, they are highly correlated.
Finland ranks first on both indexes. The two indexes also
coincide in the ranks of second, third, and fourth: the
United States, Sweden, and Denmark, respectively.
Moreover, the two indexes agree that the three lowest-
ranked countries are Haiti, Chad, and Angola. Of course,
the two rankings are not perfectly correlated, which
means that some countries are ranked higher by one index
than they are by the other. At the top, Taiwan 1s ranked
5th by the GCI and 16th by the BCI. Other countries
that are ranked higher by the GCI than the BCI include
Norway, Malta, Portugal, Botswana, El Salvador, Uruguay,
Gambia, Pert, Bulgaria, Algeria, and Bolivia. Countries
that are ranked lower by the GCI than the BCI include
France, Germany, the United Kingdom, Italy, South Africa,
India, Kenya, and Zimbabwe.

Structure of the Report

The first part of the Report includes two chapters. The first
one, by Jennifer Blanke and Fiona Paua (of the World
Economic Forum) and Xavier Sala-i-Martin (of Columbia
University and Universitat Pompeu Fabra), describes the
methodology and analyzes the various rankings behind the
Growth Competitiveness Index. In the second chapter,
Michael Porter (of Harvard University) presents the details
of the construction and analyzes the results of the Business
Competitiveness Index.

The second part of the Report includes five chapters
describing various issues related to competitiveness and
economic performance. In his chapter “The Year in
Review,” Martin Baily (of the Institute for International
Economics in Washington, DC) looks at some of the
important issues and challenges facing the world economy
that have emerged or been at center stage this past year.
First, there 1s a look at the impact of the war in Iraq and
whether or not this will sour international relations. The
war was the central political and military event of the past
year, and it has indeed soured international relations. But,
surprisingly, so far its economic consequences do not seem
to have been all that large.

Next he turns to the issue of exchange rate adjust-
ment and the rebalancing of global trade patterns. The
United States has been running a massive trade deficit that
continues to grow. Many policymakers have judged that at
some point there would have to be a downward adjust-
ment in the value of the dollar and in the current account
deficit. This past year that adjustment seems to have start-
ed, with a substantial swing in the euro/dollar exchange
rate. A particular concern now is to figure out how the
world economy can return to sustainable growth while
adjusting to a still lower dollar and lower US deficit, when
these occur. The adjustment process must be seen in a
global context, not just in a US context.

The review then looks at the steps being taken
toward economic reform in Europe, where considerable
momentum for a reform agenda has emerged this past
year. The 2000 Lisbon EU council meeting was an impor-
tant landmark. Implementation seems to be taking place,
although with some resistance. The fourth topic is an
examination of deflation, an issue that has been around for
a while as part of Japan’s economic difficulties, but has
assumed increased importance over the past year, with
concerns that deflation could spread to the United States,
Germany, and possibly other countries.

The implications of rapid growth in China have been
a hot topic for a while, but have become a much hotter
topic in the past year. As the rest of the world economy
turned sluggish, the Chinese surged ahead, increasing their
exports at a very rapid pace. From Tokyo to Milan, from
Mexico City to Chicago, everyone is wondering whether
China can continue to grow so fast and how their own
jobs and businesses will be affected if it does. The discus-
sion of China is followed by a short review of the eco-
nomic effects of SARS outbreak of the past year. Finally
Baily turns to Africa where there have been important
developments, both in the evaluation of the dangers of
AIDS to the economy of the region and in the local and
international response to the disease.



Figure 1: Growth and Business Competitiveness rankings
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In “Varieties of Economic Experience in the
Developing World,” Augusto Lopez-Claros (of the World
Economic Forum) outlines some of the key challenges
facing policymakers in the developing world. He focuses
his attention on two sets of countries, a small but repre-
sentative sample of those ranked by the Global
Competitiveness Report. The first set is made up of
Argentina, Russia, and Turkey—countries that have had
serious financial crises in the recent past and offer a treas-
ure trove of insights in terms of the causes of such crises,
their consequences, and the policy responses to them, to
say nothing of the effectiveness of existing international
institutional mechanisms to cope with them. Lopez-Claros
explains that, although the causes behind the crises in
these three countries have been many, there is a thread
common to all three countries: the lack of fiscal discipline
combined with poor public debt management. In Russia,
the problem was essentially on the revenue side. A persist-
ent output drop during much of the 1990s contributed to
the erosion of the tax base and this process was made
worse by tax exemptions granted by the authorities to
influential lobby groups. In Turkey, the problems were
largely on the expenditure side: a combination of enor-
mous claims on the budget associated with an overly gen-

erous pension system, an extensive network of agricultural

subsidy schemes and other quasi-fiscal operations, and the
fiscal burden of a public debt overhang. Argentina’s crisis
reflected the authorities’ ultimate failure to maintain ade-
quate control over the public finances. By end-2000 the
debt-to-GDP ratio had risen to 50 percent of GDP, not
unusually high by international standards, but extremely
high for an economy with a very low revenue ratio, an
external debt to exports ratio in excess of 400 percent,
and a contracting economy.

Another common aspect of these three economies 1s
that the currencies had been pegged in some fashion.
Lopez-Claros argues that the authoriues in all three coun-
tries failed to recognize that successful pegs are usually
underpinned by suitably tight fiscal policies. Moreover,
lack of fiscal discipline over a number of consecutive years
makes the country a captive to its creditors, including
bondholders. The pattern is well known: persistent fiscal
deficits result in their financing at increasingly higher
interest rates, which inevitably worsen the deficit. The
fiscal problem then leads to an external crisis when non-
resident debt holders refuse to rollover the outstanding
debt. Russia and Argentina defaulted on their external
obligations; Turkey did not, but only due to massive IMF
financial assistance. Lopez-Claros then analyzes the role of
the IMF in its various principal roles of financier, advisor,
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and overall crisis manager. He argues that although the
Fund played—with varying degrees of success—each one
of these roles in all three countries, the crisis in Argentina
has forced the organization to recognize that there has to
be a better way of dealing with unsustainable debt burdens
than the present ad-hoc arrangements, involving a broad
range of economic, social, and political dislocations. He
then looks at several aspects of the ongoing debate on the
need to develop formal mechanisms for sovereign debt
restructuring.

The second set of countries analyzed in this paper
consists of the transition economies of central and eastern
Europe, eight of whose members are scheduled to join the
European Union (EU) in May of 2004: the Czech
Republic, Estonia, Hungary, Latvia, Lithuania, Poland,
Slovakia and Slovenia. These countries have had a good
growth performance during the past decade and some of
its members have the potential to join in the medium-
term the upper ranks of the most competitive economies
in the world. Quite aside from having benefited from rea-
sonably competent macroeconomic management, as a
group they have moved farther along than virtually any
other set of economies in the world in implementing
broad ranging structural reforms. Lopez-Claros argues
that, the impressive achievements notwithstanding, policy-
makers in these countries will continue to face a number
of challenges. Countries expected to grow more rapidly
and to experience real appreciation of their currencies
may continue to attract substantial capital inflows which
could put further upward pressures on currencies, generate
higher current account deficits and foreign debt accumu-
lation by the private sectors. The question which policy-
makers will want to ask is whether the above set of factors
imply any particular risks as the countries join the EU
and, subsequently, cope with the challenges of a much
more competitive environment. One possible scenario to
this policy environment sees the authorities managing the
pressures identified above through a combination of cau-
tious fiscal policies and structural reforms.

The chapter on “Ranking National Innovative
Capacity: Findings from the National Innovative Capacity
Index” by Michael Porter and Scott Stern (of
Northwestern University) analyzes the conditions that
allow countries to innovate. In this chapter, the authors
use the 2003 Executive Opinion Survey to assess the
innovative capacity of 78 countries for which the required
data are available. They examine a wide range of national
characteristics suggested by the national innovative capaci-
ty framework and available from the Survey data to con-
struct a National Innovative Capacity Index (NICI). They
then rank countries on the NICI as well as five subindexes
measuring important components of innovative vitality.
The statistical findings reveal the striking degree to which
measures of the national environment for innovation affect

innovative output. They also find that the bar for innova-
tion is rising; even countries with an absolute increase in
innovative capacity over 2001 sometimes register a relative
decline because of their inability to improve local condi-
tions as fast as other nations. They find that some coun-
tries have aggressively invested in innovative capacity
ahead of that expected given current income in an effort
to enhance competitiveness and prosperity. Conversely, in
other nations, innovative capacity lags overall productivity
and income rankings, raising concerns about the sustain-
ability of their competitiveness.

In “Five Puzzles in the Behavior of Productivity,
Investment, and Innovation,” Robert Gordon (of
Northwestern University) analyzes the recent behavior of
productivity growth. The behavior of productivity growth
in the United States has surprised experts: instead of fad-
ing after the economy’s peak in mid-2000, US nonfarm
business productivity growth has actually accelerated from
a 2.45 percent annual rate during 1995-2000 to a
stunning 3.34 percent annual growth rate in the three
years between 2000:Q2 and 2003:Q2. As US productivity
performance has become even stronger over the past three
years, some puzzles have emerged regarding the revival, its
causes, and the performance of the United States relative
to the rest of the world. Gordon’s paper analyzes five of
these puzzles.

The first puzzle is: Whatever happened to the cyclical
effect? Using data through mid-2003, it is clear that there
was only a negligible cyclical effect for 1995-99 but a
temporary “bubble” in 2002. The author argues that this
pattern of similar temporary blips was repeated in three
previous business cycles.

The second puzzle is: Why did productivity growth accel-
erate after 2000 when the ICT investment boom was collapsing?
Gordon analyzes a number of arguments proposed in the
academic literature. He then concludes that the most
persuasive argument points to “hidden” intangible invest-
ments in the late 1990s that required labor input but were
not counted in measured output; after 2000, the delayed
benefits of intangible investments boosted output, while
much of the labor input that created them was laid oft. In
short, productivity growth was understated in the late
1990s but has been overstated since then.

The third puzzle reads: What aspects of innovation
caused productivity growth to take off? To deal with this puz-
zle, Gordon draws an analogy between computers and
electricity. In the case of electricity, miniaturization was
the key step in making small electric motors practical, and
complementary investments, especially roads, were neces-
sary to reap benefits. For computers the key steps were
miniaturization in the form of the PC, followed in the
1990s by the “marriage” of computer hardware with

software and communication technology.



The fourth puzzle is: How can ICT investment revive if
innovations are second-rate? First-rate inventions in the
1990s, notably the web and user-friendly business
productivity software, are being followed by second-rate
inventions in the current decade, such as web-enabled
mobile phones, wi-fi enabled laptops, and a host of inno-
vations providing incremental improvements in consumer
entertainment but not fundamental changes in business
productivity. Gordon argues that innovation is the funda-
mental driver of the demand for investment (rather than
the other way around). Given that, the question is: what
does the rise and fall of ICT investment since 1995 tell us
about the pace of innovation for the near future? The
author speculates about the future path of innovation in
the entertainment and medical industries.

The last puzzle is: Why has Europe failed to experience
a productivity growth revival? Gordon argues that US
institutions foster creative destruction and financial
markets that welcome innovation, while Europe remains
under the control of corporatist institutions that dampen
competition and inhibit new entry. He also argues that
Europe lacks a youth culture like that of the United
States, which fosters independence: US teenagers work
after school and US college students must work to pay for
much of their educational expense. There is a chasm of
values across the Atlantic, as Americans facilitate the devel-
opment of high-productivity “big-box” retail formats
while Europeans are disdainful of overly dispersed
American metropolitan areas with their traffic congestion,
waste of energy, and starvation of public transit.

In his chapter “Governance Redux: The Empirical
Challenge,” Daniel Kaufmann of the World Bank Institute
argues that governance is still at a crossroads, its underper-
formance evident in most regions and across a vast num-
ber of countries within such regions. This contrasts with
the significant strides that have been made in many coun-
tries in improving the content of macroeconomic policies
for well over a decade. In this sense, Kaufmann argues,
there is a growing “‘governance gap,” since improvements
in governance are far from keeping pace with the progress
attained in economic policy and some other areas. Such a
gap implies that public governance is nowadays a central
binding constraint to growth and development.

Indeed, the enterprises from developing and transition
economies included in this year’s Survey single out cor-
ruption and excessive bureaucracy among the top con-
straints to their business operations, while the respondent
firms from the OECD single out excessive bureaucracy
and the tax regime. Relative to these and other institu-
tional weaknesses, high inflation and distortions in the
exchange rate regime are not ranked as important
constraints by the firms.

More generally, with a recently constructed world-
wide governance indicators dataset, the author shows the

extent to which national governance matters: a country
that significantly improves key governance dimensions
such as the rule of law, corruption, the regulatory regime,
and voice and democratic accountability can expect in the
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long run a dramatic increase on its per capita incomes and
in other social dimensions. Specifically, if for instance the
quality of rule of law were to improve by one standard
deviation, from, say the current relatively low level of
Ukraine to the “middling” level of South Africa, a fourfold
increase in per capita incomes can be expected in the long
run. A larger increase in the quality of rule of law (by two
standard deviations) in Ukraine (or in other countries in
the former Soviet Union), to the much higher level in
Slovenia or Spain, would further multiply such income
per capita increase. Similar results emerge from other gov-
ernance dimensions: a mere one standard deviation
improvement in voice and accountability from the low
level of Venezuela to that of South Korea, or in control of
corruption from the low level of Indonesia to the mid-
dling level of Mexico, or from the level of Mexico to that
of Costa Rica, would also be associated with an estimated
fourfold increase in per capita incomes, as well as similar
improvements in literacy and in reducing child mortality.
In contrast to the major impact that improved gover-
nance can have on incomes and development, the findings
show no reverse causality or feedback mechanism: higher
incomes in themselves do not get automatically translated xxiii

into improved governance. The fact that there 1s no auto-
matic virtuous circle means that continuous political
resolve and interventions are required to attain good gov-
ernance. It also implies that a country exhibiting higher
incomes than would be predicted by its current levels of
governance can expect downward pressure on the sustain-
ability of such incomes—given their governance level.
Such shortfall in the country’s actual quality of gover-
nance, as compared with the governance level required to
support the country’s income level, is described as the
“governance deficit.” The extent of the governance deficit
may constitute a warning regarding the income and
growth prospects of a country. For instance, the evidence
suggests that by the late 1990s most countries in Latin
America had a substantial governance deficit in that their
actual per capita incomes were higher than would have
been predicted by the prevailing levels of governance.
The author also reviews briefly recent work anchored
in the new comparative economics, which compares dif-
ferent capitalist systems. In particular, he discusses some of
the deeper historical determinants of current governance
performance, and finds that the origins of a country’s legal
system—particularly whether it adopted common or civil
law systems—may not be a central determinant of gover-
nance outcomes nowadays, especially for lower-income
countries. Further inquiry into the deeper determinants
of governance, including understanding the relevance of
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historical patterns of settlement and of geography, seems
to hold promise, however.

The empirical evidence also points to the fact that
politics matter substantially in understanding good gover-
nance, and, within it, the corporate sector plays an active
role in shaping such political (and thus policy) outcomes.
Powerful firms are not mere passive “takers” of the overall
investment climate (imposed by the public sector); instead
such enterprises play a key role in shaping it. The database
provided by the Survey also permits the empirical evalua-
tion of political dimensions of governance traditionally
regarded as non-measurable, such as the extent of “cap-
ture” and of undue influence by some politically connect-
ed powerful firms in shaping the regulations, laws, and
policies of a country. Unequal distribution of influence
on policy and regulatory outcomes (or “crony bias”) are
found to be closely associated with poor public and
financial governance performance.

Finally, the empirical richness of the Survey data set
provides a key input for the construction of an initial
governance database at the city level. This database and
research-in-progress is to be expanded over the coming
year, yet the early results support the observation that
governance performance at the city level is aided by the
extent of the country’s globalization and urbanization path
(controlling for income levels). Further, the city’s relative
size and its status as a capital or a port do not appear to
have a deleterious effect on the quality of city-level
governance.

The findings emphasize the need to revisit conven-
tional advice on strategies to improve public governance.
Such advice has focused excessively on attempts to reform
the internal functioning of public institutions, often draw-
ing from standard templates from industrialized countries.
Instead, further focus is needed on aspects that do contain
a political dimension. In particular, addressing the nexus
between corporate strategies and public governance
(mediated by the “institution of influence”) is of particular
interest. And specifically, the findings on undue influence
and state capture point to the limits of traditional public-
sector measures (such as incessant legal drafting and codes
of ethics manuals, creating new Anti-Corruption agencies,
or launching another anticorruption campaign). By con-
trast, this chapter’s findings underscore the need for far
more focus on external accountability, on transparency
mechanisms, and on prevention. It is emphasized that such
enhanced focus on governance matters is also warranted at
the subnational level.

The Report ends with a comprehensive section that
contains country profiles for each of the individual
economies covered. This part also includes data tables for
the variables that are used as inputs into the calculations of
the competitiveness indexes, as well as a primer on how
best to glean the information contained in the country

profiles and the data tables, including some of the underly-
ing assumptions. In addition, technical notes elucidate
individual variables and the results of the World Economic
Forum’s Executive Opinion Survey.
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PETER K. CORNELIUS, World Economic Forum

Last year’s Global Competitiveness Report was published in
an environment of exceptional uncertainty. In the two
weeks following the terrorist attacks of September 11,
2001, the world equity markets lost approximately two
trillion US dollars, with 20 of the world’s major stock
exchanges dropping more than 10 percent. There was
widespread agreement that in the near term the horrific
event would accelerate and deepen the slowdown in the
global economy that had already been underway by caus-
ing substantial disruptions of the global transport networks
and production chains and a fall in consumer and business
confidence. There was less agreement, however, about how
fast the global economy would recover and return to a
sustained growth path in the medium term. Even greater
uncertainty existed with regard to the long-term impact
of the terrorist attacks. In the introduction to last year’s
Report we wrote:

In the longer term, the terrorist attacks will have
a lasting negative impact if the policy responses
trigger a reversal of the global economic integration
that has characterized the past 20 years. The possi-
bility of large-scale global conflict, terrorism, political
backlash, and market uncertainty have the potential
to raise the costs of cross-border business to levels
not seen in decades, and thereby to limit the gains
in economic well-being that global economic inte-
gration can yield.

Cornelius et al. (2002, p 8).

Over the last 12 months, the world economy seems
to have proved quite robust. Although global output
growth has fallen, arguably the situation could have been
considerably worse. However, this should not give rise to
complacency. The risks we highlighted last year have hard-
ly become smaller. Even if new terrorist attacks do not
occur and large-scale conflicts can be avoided, the global
economic outlook remains clouded with tremendous
uncertainty.

Short-term uncertainties and longer-term growth
dynamics

The prospects of a war in Iraq, corporate scandals, the
bursting of the IT asset bubble, and the uncertain outlook
in some emerging markets continue to weigh heavily on
investors’ confidence. Asset prices have remained subject to
substantial volatility. In the two-and-a-half-year period
between March 2000 when equity prices peaked and end-

September 2002, some of the major stock indices lost up
to two thirds of their value, with the Nikke1 having hit a
19-year low. The NASDAQ and other tech-laden stock
exchanges have suffered even greater losses, with some
markets—including Germany’s Neuer Markt and
Switzerland’s New Market—being dissolved. Moreover,
the latest GDP revisions in the United States confirm that
the situation a year ago was actually worse than thought.
Rather than merely slowing, we now know that the
largest economy in the world was already in recession
when the terrorist attacks occurred, with output having
shrunk for the first nine months of 2001.

Nevertheless, in each of the three subsequent quarters
GDP growth has been positive, and judging by the fears
many had a year ago, one might argue that the US econo-
my has weathered the economic impact of the tragic
events of September 11 reasonably well. The terrorist
attacks were not the only shock to the world economy,
however. The failure of Enron and WorldCom and other
high-profile collapses, the disappearance of Argentina’s
currency board, and the severe tensions in the Middle East
might each have been expected to have a considerable
impact on the global economic outlook, too. Taken
together, their impact could have been far more serious,
possibly pushing the world economy into a prolonged
recession. Considering the potential damage these shocks
could have caused, the world economy and the global
financial system seem to have proved surprisingly resilient
thus far.

Economic developments in the emerging markets are
largely explicable in terms of the same contractionary
forces affecting the industrialized countries. Asia’s substan-
tial reliance on exports of IT-related products made the
region particularly vulnerable to the slowdown in the US
economy, which was driven by a major decline in activity
in the high-tech sector. Latin America, with the notable
exception of Mexico, was generally less affected, while
several emerging market economies in central and eastern
Europe seemed almost immune. The economic crises in
Argentina and Turkey have proved very costly, but the
contagion effects have remained relatively limited.

Much credit for the global economy’s resilience is due
to the sharp monetary easing in most countries, especially
the United States. This monetary easing has been accom-
panied by a more expansionary fiscal stance. In the United
States, sizeable tax cuts were implemented and public
expenditure has been rising strongly, especially in the
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aftermath of the terrorist attacks, and in 2002, the easing
of the budgetary stance is estimated to amount to around
1.5 percent of GDP. Fiscal policy has become significantly
more expansionary in several other countries, including
Canada, Norway, Sweden, and especially the United
Kingdom.

In the United States, the economy has also benefited
from the fact that banks entered the recession with strong
balance sheets. Moreover, capital markets provided a ready
alternative supply of credit, shielding the economy from
the financial implications of the recession. Unlike many
previous recessions, there was no oversupply of housing, a
factor that—combined with low interest rates—helped
shore up consumer spending. Finally, it has been argued
that trend growth in the United States is now in the range
of 3 to 3.5 percent thanks to increased productivity,
around half a percentage point higher than it was in
1980-1995. This means that if output growth falls by
3 percent, the economy simply stalls, whereas in previous
cycles it would have contracted.

Although the mildness of America’s recent recession
may seem surprising—from peak to trough, GDP fell by
only 0.6 percent, compared with an average decline of
over 2 percent during recessions in the postwar era—it
is important to note that nominal GDP growth 1in the
G-7 countries fell to one of its slowest rates for decades.
It is too early to tell whether the worst is already over.

To begin with, the recovery in the United States seems
rather slow, and there remains considerable concern about
a possible “double dip.” Although massive adjustments in
inventories boosted growth to an annual rate of 5 percent
in the first quarter of 2002, the rate of expansion fell back
to just 1.1 percent in the months from April to June. With
consumption having increased by less than 2 percent,
economic growth has fallen considerably short of what
could be expected in a normal recovery. In other major
industrialized countries, economic growth has also
remained sluggish, and world trade actually shrank by
around 1 percent in 2001—one of the worst performances
in the last few decades.

To be sure, the relative resilience of the global econo-
my should not lead to complacency. The short-term
economic risks are considerable, and they exist regardless
of the enormous uncertainties associated with the possibil-
ity of a protracted war in Iraq or new terrorist threats. For
one thing, corporate and private debts still appear rather
large in the United States. Lower interest rates have
encouraged a house-price boom that has partially offset
losses in the stock market, helping insulate private wealth
and maintain consumer spending. Once households
reduce their borrowing propped up by higher mortgages,
they will spend less and save more, which could lead to a
prolonged period of sluggish growth. The United States

will not have much monetary policy ammunition left if,
under such a scenario, the economy stumbles. With the
US current account deficit becoming harder to be financed,
there is concern that a sharp fall in the US dollar could
help export deflationary pressures to other countries. At
the same time, to the extent that the economy has become
more open, fiscal policy might have become less effective
to cushion downturns than it was in previous cycles.

How well the United States and the rest of the world
can weather the potential turbulence will depend, first and
foremost, on the robustness of their economies. Primarily,
this ability is a function of the factors determining their
competitiveness—that is, the set of institutions, policies,
and regulations that support high levels of productivity
and drive productivity growth and sustained increases in
output. Competitive countries can be expected to return
to a sustained growth path faster and earlier than those
that are less competitive. This is what The Global Competi-
tiveness Report is concerned with—the five-to-eight-year
prospects in a large number of individual economies.

As in the two previous years, The Global Competitive-
ness Report employs two distinct but complementary
approaches to the analysis of competitiveness. The first one
focuses on growth competitiveness. Introduced originally
by Jeffrey D. Sachs and Andrew Warner and developed
with the assistance of John McArthur, it has been further
refined in this edition. This year covering 80 countries, the
Growth Competitiveness Index (GCI) represents a best
estimate of the underlying prospects for growth. Six new
countries are covered by the Index this year: Botswana,
Croatia, Haiti, Morocco, Namibia, and Tunisia. On the
other hand, Egypt had to be dropped this year due to the
lack of Survey data.

The Report’s second approach to competitiveness has
been developed by Michael E. Porter of the Institute for
Strategy and Competitiveness at the Harvard Business
School. In contrast to the GCI, the Microeconomic
Competitiveness Index (MICI) uses microeconomic indi-
cators to measure the “‘set of institutions, market struc-
tures, and economic policies supportive of high current
levels of prosperity,” referring mainly to an economy’s
effective utilization of its current stock of resources.
Covering the same countries, the Index thus assesses the
current productive potential. Together, the GCI and the
MICI present distinct yet highly complementary insights
into sources of national competitiveness.

The two indexes reflect that there exist circumstances
that contribute to the level of income per capita and those
that contribute to the change in income per capita, or
growth.! In its simplest form, the theory of growth sup-
poses that the level of income per capita depends on the
amount of capital per person—the capital intensity of the
economy—and the level of technology determining the



average productivity of a unit of capital. With a fixed
proportion of income assumed to be saved, which is equal
to the change 1n the capital stock, economic growth, then,
has two major components: technological change and
capital deepening.

Of course, in reality things are more complex. Although
in theory a clear distinction can be made between the fac-
tors explaining the level of economic prosperity as
opposed to those that drive economic growth, in practice
this proves substantially more difficult. One important
problem stems from the fact that some of the same institu-
tions, regulations, attributes, and practices affect both level
and growth. The intensity of rivalry, for instance, drives
current productivity, but it also fosters innovation and
technological progress and hence productivity growth.

In actual economies, technological change and capital
deepening are highly complex processes. The capital stock
of an economy includes not just the accumulated physical
capital of machinery, structures, and physical infrastructure
(roads, ports, telecommunications), but also the level of
education, workforce skills and attitudes, managerial talent,
and social capital. Moreover, the stock of capital encom-
passes a country’s set of legal institutions and regulatory
practices governing businesses. In the same way, the condi-
tions that lead to rapid economic growth include not just
the aggregate investment or saving rates in an economy,
but also the mix of public and private institutions that
support innovation, the diffusion of ideas across sectors,
and the inflows of ideas from foreign companies into the
domestic economy. Similarly, technology and technological
progress include multiple dimensions, going beyond the
technological know-how embedded in a nation’s scientific
and technological institutions to also include the technology
rooted in firms, which i1s embodied in every activity they
perform and in the strategy they employ to compete.

Understanding the factors that explain current levels
of economic prosperity and growth requires employing a
dataset that reflects the complexity of the development
process in a large cross-section of countries. Using publicly
available information and statistics is not enough. Therefore,
our competitiveness assessments also include Survey evi-
dence. This evidence appears particularly important in
areas where no reliable hard data sources exist for many of
the most important aspects of an economy, such as the
efficiency of government institutions, the sophistication of
local supplier networks, or the nature of competitive prac-
tices. But even where hard data exist, the data often do
not cover all the countries in our sample. The Executive
Opinion Survey, conducted annually by the World
Economic Forum with the assistance of a large number of
partner institutes, reflects the perspectives of business lead-
ers around the world by asking them to compare aspects
of their local business environment with global standards.

This year, more than 4,700 respondents participated in the
Survey. Given that these business leaders actually make
many of the investment decisions that drive economic
growth, their responses provide an invaluable source
concerning the current state of economic affairs in 80

countries.

The Growth Competitiveness Index

The Growth Competitiveness Index is based on three
broad categories of variables that are found to drive eco-
nomic growth in the medium and long term: technology,
public institutions, and the macroeconomic environment.
Without technological progress, countries may achieve a
higher standard of living, for example, through a higher
rate of capital accumulation, but they will not be able to
enjoy continuously high economic growth. Institutions are
crucial for their role in ensuring the protection of proper-
ty rights, the objective resolution of contract and other
legal disputes, efficiency of government spending, and
transparency in all levels of government. In the absence

of good governance, the division of labor is likely to be
impeded and the allocation of resources inefficient. Mone-
tary and fiscal policies, and the stability of financial institu-
tions, have important effects on short-term economic
dynamics as well as on the long-term capacity to grow.

These drivers play a critical role at all stages of eco-
nomic development. As far as technology is concerned,
however, the way this driver affects economic growth
varies according to the level of economic prosperity a
country has already achieved. At early stages of economic
development, a country’s ability to launch its economy on
a steeper growth path depends primarily on the transfer of
technology from abroad. Countries that have experienced
rapid economic growth are typically those that are suc-
cessful in adopting and adapting a technology that has
been developed abroad, a process known as technological dif-
fusion. At more advanced stages of economic development,
however, it becomes increasingly important that a country
itself innovate new technologies in order to sustain rapid
economic growth. In the high-income countries, each
new technological innovation triggers yet further innova-
tion, in a kind of chain reaction that fuels long-term
economic growth.

Taking into account the different channels through
which technology affects economic growth at different
stages of development, in this Report we continue to dis-
tinguish between two groups of countries. The group of
core innovators (a term introduced last year, and in no way
to be construed as a value judgment) includes those coun-
tries whose companies have registered at least 15 US utili-
ty patents per million population in 2001. This criterion is
met in 24 economies. All other countries are said to be
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noni-core innovators. Empirical tests find that technology
plays a particularly critical role in the core innovating
countries, which is reflected in the weights we attach to
the different growth drivers. For these countries, technolo-
gy has a weight of 50 percent in the overall GCI, com-
pared with 25 percent each for public institutions and the
macroeconomic environment. By contrast, equal weights
of one third are attached to the three drivers in the case of
the non-core innovators.

For the core innovators, the technology index is a
simple average of the innovation subindex and the infor-
mation and communication technology subindex, both of
which are comprised of hard and soft data (note that the
innovation subindex is different from the “innovative
capacity index” constructed by Michael E. Porter and
Scott Stern in Chapter 3.1. While the innovation subindex
seeks to explain the elements of innovation that are linked
to economic growth, the innovative capacity index seeks
to explain the underlying factors that contribute to inno-
vation). In the case of non-core innovators, by contrast,
technology transfer plays a considerably more important
role than innovation, which is reflected in relative weights
of three eighths versus one eighth in the innovation
index. Information and communication technology repre-
sents the other subindex of the technology index, with a
weight of one half.

This year’s Report includes one important adjustment:
the technology transfer subindex includes new Survey evi-
dence on the licensing of foreign technology as an impor-
tant source of new technology. This evidence replaces a
variable that was created to measure the extent of manu-
facturing technology in the export structure of non-core
countries. The reasoning behind that variable was that
countries with a technology-based export sector may be
expected to be more adept at absorbing technologies from
abroad than economies with a primarily commodity-based
export structure. Empirical tests suggest that the new vari-
able has significant explanatory power.

The composition of the public institutions index and
the macroeconomic environment index has remained
unchanged. The public institutions index consists of two
subindexes, one that reflects the perceived degree of cor-
ruption and one that focuses on the role of contracts and
law. Both subindexes have equal weights and are based sole-
ly on Survey evidence. The macroeconomic environment
index includes a subindex on macroeconomic stability
(mirroring, among other things, inflation, national savings,
and real exchange rate developments) as well as country
credit ratings and general government expenditure.

This year’s rankings are presented in Table 1. The
United States leads the Growth Competitiveness Index,
swapping positions with Finland, last year’s number 1 and
now ranked number 2. Taiwan, Singapore, and Sweden
follow. While Singapore has retained its fourth rank,

Taiwan and Sweden enjoy a significant improvement of
three and four positions, respectively. An even greater
improvement in its relative position concerns Switzerland,
however, a country that is being ranked sixth this year (see
Chapter 2.3 in this Report, which contains a case study on
Switzerland).

The United States owes its position mainly to its stel-
lar performance on technology-related factors (see Table
2). Research and development, collaboration between uni-
versities and businesses, the level of tertiary education, and
a sophisticated and innovative business and academic com-
munity all contribute to the high ranking of the United
States. The United States also receives high scores for its
venture capital markets, receptivity to innovation, and
leadership in information and communication technology.
In addition, during the 1990s, fiscal consolidation helped
the United States, contributing to a second place on the
macroeconomic environment index. By contrast, the
respondents to the Executive Opinion Survey perceive
public institutions to be in need of reform, an area where
the United States is ranked only 16. However, this rela-
tively poor reading does not jeopardize the country’s top
position on the overall Index, given its strong performance
in technology and the macroeconomic environment.

Finland also enjoys a very high level of technological
sophistication, being ranked third in this dimension of
competitiveness. In addition, Finland’s public institutions
are perceived to be the best in the world. On the other
hand, Finland has slipped slightly in terms of its macro-
economic environment. Taiwan’s high overall score also
results primarily from its very high position on the tech-
nology index, whereas Singapore’s strengths are found
especially in the macroeconomic area.

As far as emerging-market economies are concerned,
China and India register substantial improvements in their
relative positions, to 33 and 48, respectively. The world’s
two most populous countries—but especially China—
have outperformed most other countries in terms of
economic growth in recent years. Much of the countries’
overall rankings is owed to their stable macroeconomic
environment, although in the case of China potential risks
have been flagged more recently with regard to contingent
liabilities for the budget stemming from problems in the
banking sector.

Conversely, the overall rankings of Argentina and
Turkey decline substantially, to 63 and 69, respectively.
Both countries have suffered from severe financial crises
that have caused real output to shrink dramatically. Rela-
tive to their overall position, both countries do moderately
well on the technology dimension. Major problems are
identified in the areas of public institutions and the
macroeconomic environment, however.

Tunisia is the highest new entrant at number 34.
Further down the list are Botswana at number 41,



Table 1: Overall competitiveness rankings

GROWTH COMPETITIVENESS INDEX RANKINGS

Growth
Competitiveness

Growth
Competitiveness
ranking 2002 amang

Growth
Competitiveness

MICREPCONTMIC COMPETITI

Microeconomic
Competitiveness

S INDEX RAN GS

Microeconomic
Competitiveness
ranking 2002 amang

Microeconamic
Competitiveness

Cauntry ranking 2002 GCR 2001 countries* ranking 2001 Country ranking 2002 GCR 2001 countries*® ranking 2001**
United States 1 1 2 United States 1 1 2
Finland 2 2 1 Finland 2 2 1
Taiwan 3 3 7 United Kingdom 3 3 7
Singapore 4 4 4 Germany 4 4 4
Sweden 5 k) 9 Switzerland 5 5 5
Switzerland 6 6 15 Sweden 6 6 6
Australia 7 7 5 Netherlands 7 7 g
Canada 8 8 3 Denmark 8 8 8
Norway 9 9 6 Singapore 9 9 9
Denmark 10 10 14 Canada 10 10 12
United Kingdom 1" 1 12 Japan 1" n 10
Iceland 12 12 16 Austria 12 12 1
Japan 13 13 21 Belgium 13 13 15
Germany 14 14 12 Australia 14 14 14
Netherlands 15 15 8 France 15 15 13
New Zealand 16 16 ] | Taiwan 16 16 21
Hong Kang SAR 17 17 1) Iceland 17 17 16
Austria 18 18 ] | Israel 18 18 17
Israel 19 19 24 Hong Kong SAR 19 19 18
Chile 20 20 1] Ireland 20 20 22
Korea 21 21 23 Norway 21 21 19
Spain 22 22 22 New Zealand 22 22 20
Portugal 23 23 25 Korea 23 23 26
Ireland 24 2 n Italy 24 24 23
Belgium 25 25 19 Spain 25 25 24
Estonia 26 26 29 Malaysia 26 26 31
Malaysia 27 27 30 Slovenia 2] 27 32
Slovenia 28 28 31 Hungary 28 28 27
Hungary 29 29 28 South Africa 29 29 25
France 30 30 n Estonia 30 30 28
Thailand 31 31 33 Chile 31 3 29
South Africa 32 <) 34 Tunisia 32 - —
China 34 3 39 Brazil 33 32 30
Tunisia k!] — — Czech Republic 34 33 34
Mauritius 35 34 32 Thailand 35 34 38
Lithuania 36 35 43 Portugal 36 a5 33
Trinidad and Tcbago ki 36 38 India 37 36 36
Greece 38 37 36 China 38 37 43
Italy 39 38 26 Costa Rica 39 38 48
Czech Republic 40 39 37 Lithuania 40 39 50
Botswana 41 - — Dominican Republic 41 40 60
Uruguay 42 40 46 Slovak Republic 42 41 40
Costa Rica 43 41 35 .» Greece 43 42 46
Latvia 44 42 37 Trinidad and Tobago 44 43 kil
Mexicao 45 43 42 Latvia 45 44 41
Brazil 46 a4 44 Paland 46 45 42
Jardan 47 45 45 Sri Lanka 47 45 58
India 48 46 [ £] Marocco 48 — —
Slovak Republic 49 47 40 Mauritius 49 47 51
Panama 50 48 53 Panama 50 43 49
Paland 51 49 41 Namibia 51 = —
Dominican Republic 52 50 50 Croatia 52 — _—
Namibia 53 = = Jardan 53 49 47
Peru 54 51 55 Turkey 54 50 35
Moracco 55 = = Mexico 55 51 52
Colombia 56 52 65 Colombia 56 52 57
El Salvador Ly 59 58 Botswana 57 — —
Croatia 58 — — Russian Federation 58 53 56
Sri Lanka 59 54 61 Jamaica 59 54 39
Jamaica 60 55 52 Vietnam 60 55 62
Philippines 61 56 48 Philippines 61 56 58]
Bulgaria 62 57 59 Uruguay 62 57 45
Argentina 63 58 49 El Salvador 63 58 64
Russian Federation 64 59 B3 InBonasia 64 59 55
Vietnam 65 60 60 Argentina 65 60 54
Romania 66 61 56 Peru 66 61 63
Indonesia 67 62 64 Romania 67 62 61
Venezuela 68 63 62 Bulgaria 68 63 68
Turkey 69 64 54 Ukraine 69 64 59
Guatemala 70 65 66 Zimbabwe 70 65 65
Nigeria n 66 74 Nigeria n 66 66
Paraguay 12 67 12 Venezuela 72 67 67
Ecuador 1K} 68 68 Guatemala 3 68 69
Bangladesh 74 69 n Bangladesh 74 69 13
Nicaragua 75 70 13 Nicaragua 75 70 n
Honduras 16 n 70 Paraguay 16 n 0
Ukraine n 12 69 Ecuador n 12 12
Balivia 78 K] 67 Honduras 18 PK] 14
Zimbabwe 19 74 15 Bolivia 79 74 715
Haiti 80 — — Haiti 80 — —

* Only 74 countries out of the 75 covered last year are shown, as Egypt is not included in this year’s Report. ** Using 2002 formula
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Table 2: Rankings on growth competitiveness component indexes

Macroeconomic

Technaology Public institutions environment
Country GCi ranking index ranking index ranking indax ranking
United States 1 1 16 2
Finland 2 3 I (L]
Taiwan 3 2 21 6
Singapore 4 12 2 1
Sweden 5 4 15 34
Switzerland 6 6 8 L}
Australia 7 9 5 4
Canada 8 8 9 12
Norway 9 10 12 7
Denmark 10 1 2 al
United Kingdom " 15 6 16
Iceland 12 16 3 ]
Japan 13 ] 25 29
Germany 14 12 14 n
Netherlands 15 19 10 19
New Zealand 16 12 [ ] 17
Hong Kang SAR 17 32 13 g
Austria 18 23 1" 23
Israel 19 7 17 62
Chile 20 33 19 13
Korea pal 18 32 10
Spain 22 2 2 L5
Portugal 2 13 21 40
Ireland 24 31 18 9
Belgium 25 22 22 26
Estonia 26 14 28 46
Malaysia 2] 26 33 20
Slovenia 28 25 PX] L]
Hungary 29 21 30 49
France 30 28 29 28
Thailand a1 41 39 n
South Africa 32 38 k. ]
China 3 63 38 8
Tunisia k2] 80 24 a7
Mauritius 35 45 35 36
Lithuania 36 40 a8 (1]
Trinidad and Tabaga 37 42 43 74
Greece KL} 30 “ n
Italy 39 39 37 27
Czech Republic 40 20 50 L]
Botswana 41 61 3 48
Uruguay a2 50 20 mw
Costa Rica 43 37 46 43
Latvia a“ 29 52 55
Mexico 45 47 58 21
Brazil a6 85 (L] (1]
Jordan 47 51 40 57
India 48 57 59 18
Slovak Republic 49 34 53 64
Panama 50 49 1] [}
Poland 51 36 61 54
Dominican Republic 52 48 60 41
Namibia 53 59 41 66
Peru 54 64 49 52
Maracco 55 62 56 “
Colombia 56 58 5 51
El Salvador 57 69 48 Lk
Croatia 58 a 57 L[]
Sri Lanka 59 67 42 60
Jamaica 60 &8 1] s
Philippines 61 52 10 32
Bulgaria 62 56 47 w
Argentina 63 44 66 65
Russian Federatian 64 66 65 L]
Vietnam 65 68 62 38
Romania 66 55 n 58
Indonesia 67 65 n 59
Venezuela 68 53 ] n
Turkey 69 54 63 8
Guatemala 70 4 4 66
Nigeria n n 18 61
Paraguay 12 16 n [.H]
Ecuador 3 70 15 69
Bangladesh 1 1 n | [ ]
Nicaragua 15 K] 64 79
Handuras 76 8 m n
Ukraine n 2 1/ n
Balivia 18 n ] |
2imbabwe 79 75 68 80
Haiti 80 80 88 [ 1]




Namibia at number 53, Morocco at number 55, Croatia at
number 58, and Haiti at number 80. Tunisia owes its rank-
ing to moderately good performance on macroeconomic
environment variables and especially to good public insti-
tutions. Botswana is also perceived to perform well with
regard to its public 1nstitutions relative to its overall posi-
tion on the GCI, whereas its position on the technology
index is sub-par, given its overall competitiveness score.
Haiti, at the bottom, is known to be going through one of
the most difficult periods 1n its history. Its competitiveness
suffers from rock-bottom scores on technology and public
institutions and only a slighter better position regarding

the country’s macroeconomic environment.

The Microeconomic Competitiveness Index

Whereas the GCI strives to estimate the underlying con-
ditions for growth over the medium term, the Microeco-
nomic Competitiveness Index (MICI) examines the
underlying conditions defining the sustainable level of
productivity in each of the 80 countries covered in the
Report.” Productivity and the creation of wealth are rooted
in the sophistication of companies and operating practices
as well as in the quality of the microeconomic business
environment in which a nation’s firms compete. As impor-
tant as the macroeconomic, political, and legal contexts
are, unless there 1s appropriate improvement at the micro-
economic level, other reforms will not bear full fruit.
Accordingly, the MICI is composed of two subindexes:
one that reflects the degree of company sophistication and
another that mirrors the quality of the national business
environment. Both subindexes draw on a complex array
of variables with demonstrated statistical relationships to
GDP per capita (PPP) using common factor analysis. The
weights for the two subindexes are determined from the
coefficients of a multiple regression of the subindexes on
GDP per capita and are 0.37 and 0.63, respectively.

This year’s MICI rankings are shown in Table 1, while
subrankings on the sophistication of company operating
practices in each country and the quality of the business
environment are presented in Table 3. The United States
retakes the leading position over Finland after two years of
being ranked second. Consistent with its top position on
the GCI, the United States appears to be in an excellent
position to return to a sustained growth path. Other
advanced nations improving their MICI rankings include
the United Kingdom, Canada, Belgium, Taiwan, and
Ireland. Of these, the improvement of the United
Kingdom’s position is particularly remarkable, with its
jump from 7 in 2001 to 3 this year, reflecting, inter alia,
notable improvements in venture capital availability, intel-
lectual property rights protection, the effectiveness of
antitrust policy, and buyer sophistication. By contrast, the
Netherlands, France, and New Zealand are found to have

become relatively less competitive in terms of their foun-
dations of productivity and economic prosperity. The drop
of the Netherlands from 3 to 7 is particularly significant,
where deteriorations relative to other nations were

found in both the business environment and company
sophistication, including financial market sophistication,
the context for firm strategy and rivalry, public administra-
uve effectiveness, R&D spending, and marketing.

Of the countries newly added to the sample, Tunisia
is the top-ranked performer, coming in 32nd. Morocco,
Namibia, and Croatia all enter at around 50. Although the
increase in the number of countries make intertemporal
comparisons difficult, these three new entrants appear
significantly less competitive than, say, Lithuania, which
jumped from 49 in 2001 to 40 this year. Other developing
nations whose competitiveness improved significantly
include Slovenia, the Dominican Republic, and Sri Lanka.
The largest increase, however, has been achieved by
Malaysia, reflecting improvements in a number of dimen-
sions including cluster vitality, the rules governing compe-
tition, value chain presence, branding, and the nature of
competitive advantage.

Conversely, several developing countries have suffered
from a decline in their competitiveness as mirrored in a
lower position in the MICI. Apart from the Philippines
and Indonesia, this group includes Argentina and Turkey,
two countries that have experienced major financial crises.
Turkey’s drop by 19 ranks is particularly sharp; Argentina’s
fall is slightly less, but ranked 65th now, it is clear that the
country faces enormous challenges in most dimensions of
competitiveness.

In general, there exists a fairly close correlation
between company sophistication and the quality of the
business environment in which the firms operate. But
there are some interesting outliers. Countries whose com-
pany development is ahead of the business environment
include four G-7 countries: Japan, Germany, France, and
Italy. In these countries, significant changes in public
policy are necessary to improve the environment for
competition. Unless such improvements are implemented,
companies will be prone to move operations or make new
investments outside the countries. However, significant
deficits relative to the degree of firm-level sophistication
are also found in several emerging-market economies,
including Argentina, the Dominican Republic, and
Indonesia.

Advanced countries whose business environment
ranks ahead of current company sophistication include
Portugal, New Zealand, Australia, Hong Kong, and
Singapore. This constellation is also found in several devel-
oping nations and transition economies, such as Tunisia,
Botswana, and Estonia. Many leading companies in these
countries still rely on natural resource extraction or are
local subsidiaries of foreign multinationals that are not
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Table 3: Rankings on microeconomic competitiveness
component subindexes

Campany Quality of the
MICI operations and national business
Country ranking strategy ranking  environment ranking
United States 1 1 1
Finland 2 4 2
United Kingdom 3 3 &
Germany 4 2 4
Switzerland 5 &) 6
Sweden 6 6 8
Netherlands 7 8 10
Denmark 8 9 9
Singapare 9 14 i
Canada 10 13 7
Japan 1 1 17
Austria 12 12 12
Belgium 13 1 15
Australia 14 19 1
France 15 10 21
Taiwan 16 16 13
Iceland 17 17 14
Israel 18 20 18
Hang Kang SAR 19 24 16
Ireland 20 15 2
Narway 21 23 19
New Zealand 22 25 20
Karea 23 21 23
Italy 24 18 24
Spain 25 22 25
Malaysia 26 21 26
Slavenia 2] 26 2]
Hungary 28 29 29
South Atfrica 29 31 3
Estania 30 36 28
Chile 31 35 31
Tunisia 32 37 30
Brazil 3 28 36
Czech Republic k7] k) 34
Thailand k] k<) 35
Partugal 36 41 32
India ki 40 37
China 38 38 38
Costa Rica 39 32 47
Lithuania 40 39 39
Dominican Republic 41 30 53
Slavak Republic 42 43 40
Greece 43 47 41
Trinidad and Tobago 44 44 44
Latvia 45 48 42
Poland 46 46 45
Sri Lanka 47 52 43
Maracco 48 50 46
Mauritius 439 42 50
Panama 50 54 52
Namibia Ll 58 49
Croatia 52 53 54
Jaordan 53 59 48
Turkey 54 56 85
Mexico L) 45 60
Calombia 56 51 57
Botswana 57 64 51
Russian Federation 58 62 56
Jamaica 59 60 59
Vietnam 60 67 58
Philippines 61 49 67
Uruguay 62 63 61
El Salvador 63 61 62
Indonesia 64 55 65
Argentina 65 s/ 68
Peru 66 65 66
Romania 67 69 64
Bulgaria 68 12 63
Ukraine 69 66 69
Zimbabwe 10 68 70
Nigeria n n n
Venezuela 12 73 12
Guatemala K] 10 ik
Bangladesh 4 16 4
Nicaraqua 75 15 16
Paraguay 16 7 15
Ecuador 7 4 n
Honduras 18 18 9
Balivia 19 19 78
Haiti 80 80 80

competing with sophisticated enough strategies. In some
cases, it appears that the rapid improvements in the busi-
ness environment have not yet been taken advantage of
by companies that remain focused on traditional ways of
competing. In these, improvements in entrepreneurship,
strategic thinking, managerial practice, and business educa-
tion seem particularly crucial.

A time-series analysis confirms that there has been a
clear upgrading in national business environments since
1998, when the MICI was introduced. The bar is rising,
and countries need to make considerable progress just to
maintain position vis-a-vis other countries. Areas where
particular improvements have been registered over the last
five years include, for instance, infrastructure, financial
markets, import tariffs, and the reduction of red tape. This
year’s data, however, reveal an interesting development.
Developing countries were less successful in improving
their business environments than advanced countries. In
company operations and strategy, there are also clear areas
where companies in many countries are progressing but
also signs that the growing intensity of competition is
making it hard to keep up. For example, companies in
many countries report difficulties in mastering the full
value chain. While companies in developing countries
seem to be struggling with developing brands, those in
advanced countries report greater difficulties in innovating
on the global knowledge frontier.

Finally, in constructing the MICI, it is recognized that
in the short and medium term, nations can overperform
their microeconomic fundamentals, for example, because
of surges of inbound foreign direct investment or natural
resource windfalls. However, unless the microeconomic
fundamentals are improved, countries will find it difficult
to sustain their levels of prosperity when these special fac-
tors disappear. Conversely, a country may underperform in
the sense that it has not fully achieved the level of GDP
per capita that would appear reachable given the country’s
microeconomic foundations. A positive gap between the
MICI and GDP per capita signals upside potential; a nega-
tive gap indicates vulnerability. Countries with upside
potential include the United Kingdom, Malaysia, Brazil,
Chile, Estonia, Lithuania, and India. Norway, Iceland,
Ireland, Canada, Greece, Portugal, Bolivia, and Haiti
are countries, in contrast, whose current GDP per
capita exceeds that predicted by their microeconomic
competitiveness.



Structure of the Report

The second part of this Report discusses competitiveness
issues from a global and regional perspective. In his
chapter “The Year in Review,” Martin Baily (Institute for
International Economics) provides the background for
analyzing the challenges the world economy is facing
today. Specifically, Baily examines the global slowdown
among the main industrial economies of Europe, the
United States, and Japan, which have been remarkably
synchronized. Discussing the role of equity markets in
perpetuating this slowdown, the chapter also focuses on
the importance of corporate governance issues that have
profoundly affected investors’ confidence. As Baily argues,
Enron, WorldCom, and other corporate scandals, further
fueled by financial crises in several emerging markets,
have led to a backlash against market liberalization and
American-style capitalism. At the same time, as Baily
notes, companies have begun to reassess the potential ben-
efits of a business strategy of full-tilt globalization. Today
it appears that an increasing number of executives view
the imperative of global expansion as less compelling, and
the terrorist attacks have left companies even more aware
than before of the political risks of cross-border activities.
Although it is imperative to restore investor confidence in
the information they have available, Baily argues that over-
regulation must be avoided since this could discourage
risk taking and new ventures.

Another threat hanging over the United States and
the world economy is the impending war with Iraq.
Although a short war could help lift some of the clouds
currently hanging over the markets, a protracted war
would clearly have negative effects on economic growth.
Although in the short term it cannot be ruled out that,
even under these optimistic assumptions, €conomic
growth in the United States will remain sluggish, in the
longer term, according to Baily the US economy looks set
to recover, given an expansionary financial policy stance
and the overall resilience of the economy. The “new econ-
omy” is alive and well, and although productivity growth
is less than 1nitially thought, its trend does appear to be
continuing at a faster rate than it did in the 1970s and
1980s. As Baily emphasizes, however, microeconomic
evidence suggests that faster productivity growth has not
come simply from the contribution of IT capital, but
rather from successful business innovations.

By comparison, the longer-term outlook for Europe
and especially Japan appear, in Baily’s view, less sanguine.
Short term, a relatively tighter monetary policy stance
appears less supportive of a recovery, and the stability pact
severely limits the room for maneuvering. In the longer
term, the key challenge in the core European countries
remains making their economies more flexible. In Japan,
these challenges are even greater, especially with regard to

financial restructuring, and macroeconomic policies have
become largely impotent. Finally, Baily discusses recent
financial crises in emerging-market economies, especially
in South Korea, Argentina, and Brazil, taking into account
both macroeconomic and microeconomic factors. For the
microeconomic factors, Baily finds that institutional failures
and policy interventions have seriously distorted incentives
and created barriers to growth in several sectors.

One of Baily’s main conclusions is that the market
economy remains the best system available. Although the
market economy works well with good stabilization poli-
cies and with legal and regulatory systems that provide
accurate information to market participants, problems
almost inevitably arise if screwball restrictions are put in
place with an incoherent rationale behind them. The
market-based system works worse, however, if fiscal and
monetary policies follow paths that are unsustainable over
the long run and if policies are implemented that prevent
industries from evolving and old firms from dying.

Focusing on Baily's latter point, John Llewellyn and
the Global Economics Team of Lehman Brothers discuss
“Reinvigorating Structural Reform.” Whereas there exists
a nontrivial degree of risk that recent economic develop-
ments reduce policymakers’ appetite for market-oriented
reforms, Lewellyn and his team argue that a reinvigoration
of supply-side policies is vital and overdue, mainly for two
reasons: first, because they are the major determinant of
economic performance over the medium to long term. To
illustrate the importance of their argument, the authors
reckon that adding just half a percent to a potential output
growth rate of 2.5 percent per annum would mean that
material living standards would double in 20 years rather
than 40. Second, structural rigidities make it harder for
economies to absorb shocks—resulting, for example, in
high and more persistent unemployment than would
otherwise be the case.

Llewellyn and his coauthors focus in their assessment
of current structural impediments primarily on the major
OECD countries. To this group belongs Switzerland, one
of the richest countries in the world, whose economy,
however, has not been growing much over the past decade.
Given an average annual growth rate of just around 1.5
percent, Franz Jaeger (Research Institute for Empirical
Economics and Economic Policy at the Umversity of St.
Gallen) asks what has held Switzerland back in a case
study on the country. His analysis is broadly consistent
with Llewellyn’s. Although Switzerland enjoys an excep-
tional macroeconomic environment and many Swiss com-
panies operate at the global frontier of innovation and
technological progress, substantial parts of the domestic
economy have remained highly protected. One immediate
consequence, according to Jaeger, is Switzerland’s compar-
atively low labor productivity. Against this background,
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Jaeger concludes that “a policy change toward more com-
petition and structural changes in the domestic sector
would help Switzerland grow faster.”

The remaining chapters in this part of the Report
focus primarily on emerging-market economies in differ-
ent regions of the world. Depending on the stage of
development, each region—and indeed, each country—
face different challenges. A very poor country with rudi-
mentary levels of education and health will generally not
be competing on the basis of technological innovation.
Rather, its goal should be to attract capital investment and
use the proceeds of economic growth to invest in
improved health, education, and infrastructure. As a coun-
try progresses further, it becomes increasingly important to
speed up the process of technological diftusion into the
country, in part by attracting high-tech foreign direct
investment. Probably the most challenging transition,
however, is the one from technological diffusion to tech-
nological innovation. Indeed, the group of countries iden-
tified in the Report as “core innovators” has remained
small.> As our analysis in this and previous editions of the
Global Competitiveness Report suggests, the transition
through the different stages of economic development 1s
not necessarily linear or gradual, nor does it happen auto-
matically. Countries may get stuck if they are not able to
achieve a wholesale transformation of many interdepend-
ent dimensions of competition.

This is, of course, not to say that non-core innovators
cannot achieve rapid economic growth. On the contrary,
it 1s often the countries in the earlier stages that achieve
the world’s highest growth rates, by rapidly absorbing the
advanced technologies and capital of the advanced innova-
tors. This process of “catch-up” growth has been very
important for many developing countries. However, this
process has its inherent limits. As the income gap between
the technological leaders and followers narrows, the ability
of the latter to narrow the gap still further tends to dimin-
1sh; in order to close the gap fully, a country needs to
become a core innovator itself. In other words, a country’s
competitive advantage must become the development of
unique products at the global technology fronder.

Against this background, Chapter 2.4,“Africa: A
Union Open for Growth, Trade, and Business?” written by
Lisa D. Cook (Harvard University and Stanford Univer-
sity), discusses recent economic developments in Africa
and policy challenges for the future that remain to be
addressed if higher economic growth and better living
standards are to be achieved. As a framework for discus-
sion, Cook focuses on the New Partnership for Africa’s
Development (NEPAD), a much-discussed new initiative
centering on a wide range of issues including economic
growth, integration, peace, security, democracy, and human
development. To be sure, the NEPAD goals are ambitious:
importantly, poverty is to be reduced by 50 percent by

2015, a target whose achievement requires economic
growth of 7 percent annually, as Cook emphasizes. Given
the experience of a large sample of countries, Africa’s fur-
ther global integration through trade and investment will
need to play a key role in the continent’s development
strategy. For this, an economic and business environment is
needed that is conducive to private entrepreneurship. In
her analysis, Cook focuses especially on two areas: physical
infrastructure and financial sector development. As she
stresses, however, these are just two examples that stand for
the multidimensional challenges Africa is facing in
upgrading the continent’s long-term competitiveness.
Asia’s emerging markets face different challenges.
Many of them have already achieved a relatively high level
of economic prosperity. However, that does not automati-
cally guarantee that the Asian economies will continue to
grow at rates many had enjoyed in the 1980s and the first
half of the 1990s. Given that economic development
represents a sequential process of building interdependent
microeconomic capabilities, evolving the modes of com-
peting, improving incentives, and increasing rivalry, lack
of improvement in one area can lead to a plateau in pro-
ductivity growth and stalled development. In her chapter
entitled “Asia: The Productivity Imperative,” Diana Farrell
(McKinsey Global Institute) examines four economies
whose stages of development and economic structures are
highly diverse: India and Thailand, with per capita incomes
(PPP basis) of around 2,500 and 6,500 US dollars; and
South Korea and Japan, two of the richest OECD mem-
ber countries in the world. But as different as they are, in
each of these countries there are industries and services
that are highly efficient, whereas others are found to be
woefully inefficient. A key message that emerges from
Farrell’s assessment is that “the efficiencies engendered by
international markets need to be emulated in the domes-
tic, non-tradable sectors,” which frequently continue to be
burdened by overregulation and structural ossification.
Although in some countries in central and eastern
Europe economic growth has slowed noticeably in the
wake of lower output growth in the world economy, oth-
ers have proved remarkably resilient. As Barry W. Ickes
(Pennsylvania State University), Jurgen von Hagen
(Zentrum flir Europiische Integration, University of Bonn;
Indiana University; and CEPR), and Iulia Traistaru
(Zentrum fiir Europiische Integration, University of
Bonn) find, several countries that are now close to acces-
sion into the European Union have managed to reach a
sustainable path of economic growth and macroeconomic
stability. In their chapter on “Central and Eastern Europe:
Economic Developments, Reforms, and Geography,” the
authors first examine the basic economic structures of the
transition economies and the extent to which these have
changed since the transformation process began in earnest.
Achieving sustained economic growth requires, as the



authors argue, first and foremost a stable macroeconomic
environment. Noting that the real engines of growth are
embedded in a business environment that is conducive to
private risk taking and entrepreneurship, the chapter then
discusses the state of economic reforms in the region.
Against the background of the EU enlargement process,
the chapter specifically examines the quality of institutions
and governance, the business environment, and the
location of industrial activity and the pattern of regional
specialization in the accession candidates. Finally, the
authors discuss macroeconomic and structural develop-
ments in Russia, whose economic performance has been
quite remarkable since the financial crisis in 1998.
Arguably, the most vulnerable region right now is
Latin America, where most countries are trying to cope
with an environment of high economic fragility, partly
resulting from the current global slowdown but also
reflecting internal political trouble and policy mismanage-
ment. As Felipe Larrain B. (Ponticifia Universidad Catdlica
de Chile and Harvard University) argues in his chapter on

“Lights and Shadows of Latin American Competitiveness,”

the latter set of factors suggests that the region’s problems
are of a more long-term nature than merely cyclical and
therefore need to be tackled accordingly, taking into
account country-specific circumstances. Although Latin
America’s large distance from world markets, the region’s
complicated topography, and the tropical climate pose
particularly important challenges, one important policy
conclusion Larrain B. draws from his analysis concerns the
quality of domestic institutions. Cross-country variances
notwithstanding, he argues, important deficits persist,
holding back economic growth. On the macroeconomic
front, Larrain B. notes that the fiscal policy stance has
deteriorated significantly in several countries, sending
them into a dangerous spiral of increasing debts and
deficits despite important efforts to generate primary
surpluses in the public budget. On a positive note, Larrain
B. observes, however, that encouraging reforms have been
implemented in some areas, notably regarding foreign
trade and financial liberalization. As a result, exports have
deepened and become more diversified, which bodes
well when the external environment becomes more
favorable again.

The third part of the Report deals with specific topics
of economic development and competitiveness. This part
opens with an assessment of “The Impact of Location on
Global Innovation: Findings from the National Innovative
Capacity Index” by Michael E. Porter (Harvard University)
and Scott Stern (Northwestern University and National
Bureau of Economic Research). Given that innovation
measures provide the most important explanation of
cross-country differences in economic prosperity among
high-income countries, their analysis addresses the
following two key questions: why does the intensity of

innovation vary across countries and how does innovation
depend on location? Extending their research from prior
years’ Reports, Porter and Stern stress that innovation
output depends on the interaction between private-sector
and public-sector policies and investments and rank 73
countries according to their “national innovative capacity.”
Their analysis finds striking evidence for the hypothesis
that the national environment for innovation plays a very
important role for innovative output. Consistent with
Porter’s analysis of the microeconomic foundations of
competitiveness published in the present Report, the
authors argue that countries that have aggressively invested
in 1nnovative capacity look set to become more competi-
tive and achieve higher levels of prosperity. Conversely,
Porter and Stern express concern that those countries in
which innovative capacity lags behind overall productivity
are likely to find it difficult to sustain their current levels
of competitiveness.

According to Porter and Stern’s analysis, the United
States continues to enjoy the highest innovative capacity.
Whether the US productivity miracle of the 1990s can be
sustained is a different issue, however, and one that remains
at the core of the policy debate. Employing a novel
approach, Robert J. Gordon (Northwestern University,
National Bureau of Economic Research, and Center for
Economic and Policy Research) tackles this issue within
a supply-demand framework. Specifically, Gordon asks:
“High-Tech Innovation and Future Productivity Growth:
Does Supply Create Its Own Demand?” This question is
particularly relevant with regard to the computing power
of a microprocessor chip that, according to Moore’s Law,
doubles in each cycle. But will the growth in demand be
adequate to continue to keep up with the explosion in
supply? Gordon provides a rich set of references to the
real world that casts considerable doubt on the absorptive
capacity of demand. His analysis is not confined to com-
puting power, however. The huge overcapacity created in
particular by telecom investment, but also in other areas,
argues Gordon, suggests that the 1990s boom was unique,
implying that the productivity miracle does not appear
sustainable.

Gordon’s conclusions do not mean, of course, that
innovation and new information and communication
technology (ICT) do not matter for economic growth and
development. They do matter substantially. Indeed, ICT
has long been recognized as a catalyst for organizational
transformation and change. At the firm level, ICT plays
a key role in creating new products, exploiting new distri-
bution channels, and delivering differentiated value-added
services to customers. At the national level, ICT is found
to serve as a catalyst for economic development, helping
bridge existing divides in different areas and integrate a
country into the global economy. But how ready are indi-
vidual countries for the networked world? Building upon
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the work that the World Economic Forum, in collabora-
tion with the Center for International Development at
Harvard University, has previously undertaken, Soumitra
Dutta and Amit Jain (INSEAD) explicitly consider the
roles played by the major stakeholders—individuals,
businesses, and governments (see World Economic Forum
2002). In their chapter entitled “The Networked
Readiness of Nations,” which represents a synopsis of a
new edition of the Global Information Technology Report,
Dutta and Jain examine the networked readiness of 80
economies according to three dimensions: first, the envi-
ronment for ICT—that is, the market conditions, the polit-
ical and regulatory framework, and the infrastructure for
ICT. The second dimension is the readiness of individuals,
the business community, and government. The third is the
actual usage of ICT by the three stakeholders. Based on
this framework, the authors develop a networked readiness
index.*

Foreign direct investment (FDI) represents an impor-
tant channel through which countries may gain access to
technology developed abroad. An increasing number of
developing countries, once hostile to the entry of FDI or
inclined to restrict it severely, now compete to attract
firms. “Something must have been observed in the last
couple of decades to change attitudes in so many countries,”
Robert E. Lipsey writes in his chapter on “Foreign Direct
Investment, Growth, and Competitiveness in Developing
Countries.” This “something” is, first, that larger inflows of
FDI have, in general, been associated with higher growth,
especially in countries and industries not too far behind
the most advanced economies. Second, as Lipsey finds,
there is clear evidence that some countries have succeeded
in using inward direct investment, especially investment
oriented toward exports, effectively to promote their
growth and the transition of their economies. As Lipsey
cautions, however, openness to inward FDI is no magic
potion that can eliminate the effects of poor policies or
poor endowments. Rather, FDI needs to be embedded in
a comprehensive development strategy.

Openness to trade can also play an important role in
helping nations to achieve greater prosperity. However,
one of the main difficulties in measuring the benefits of
opening to trade is that, for the most part, trade perform-
ance has not been measured systematically. The chapter on
“Export Performance and Stages of Development” by
Jennifer Blanke of the World Economic Forum, along
with International Trade Centre economists Friedrich von
Kirchbach, Mondher Mimouni, and Jean-Michel Pasteels,
aims to provide such an analysis, employing a framework
for assessing national trade performance at the sectoral
level. The authors find that while for the most part the
rich industrialized countries presently outperform
developing countries in practically all export sectors,

developing and transition countries are seeing important

improvements in their exports performance over time.
Curiously, these improvements are not taking place in the
sectors in which one might expect them based on trade
theory, such as labor-based or low-technology goods. In
fact, the authors find that improvements in performance
are taking place at the higher end of the investment and
technology ladder—in sectors with higher value added
goods, such as IT and consumer electronics. These
improvements seem to be driven in large part by increas-
ing FDI flows. Since FDI can play a crucial role in insert-
ing these countries into the production chain of higher
value added export sectors, the authors conclude that
lower-income countries should implement policies

that foster economic environments attractive to such
investment.

For countries to be an attractive location for FDI,
certain governance standards need to be met. Countries
that are well governed tend to attract more foreign capital.
Conversely, where good public institutions are lacking
and corruption is widespread, foreign investors will be
discouraged. But FDI is just one channel through which
governance affects economic growth. That institutional
reforms need to be an integral part of any policy strategy
1s therefore becoming increasingly accepted. And yet, as
Daniel Kaufmann (World Bank Institute) argues, there
exist several misperceptions regarding governance and
the way it affects economic development. Employing the
results of the Executive Opinion Survey, Kaufmann chal-
lenges some popular views in his chapter on “Governance
Crossroads.” Unbundling corruption, he looks at intra-
regional differences and examines corruption perceptions
over time. A key finding of his analysis 1s that voice,
oversight, and transparency matter—and not only in the
public sector. Good governance in the public and private
sectors are closely intertwined, and as Kaufmann argues,
improvements require collective action through a system-
atic participatory and consensus-building approach
involving all key stakeholders in society. The international
community needs to play a critical role as well. Unless
improved governance is made a paramount objective,
grounded on political commitment from both national
and international quarters, Kaufmann cautions that the
Millennium Development Goals are unlikely to be met.

Finally, the Report recognizes that standards of living
are inextricably tied to the quality of the environment.
Previous editions of the Global Competitiveness Report
included analyses that found that, both at the macro- and
microeconomic levels, better environmental performance
does not need to come at the expense of economic
performance. Indeed, considerable empirical evidence
was found that cross-country differences in environmental
performance are associated with the quality of the envi-
ronmental regulatory regime in place. Although these
findings are good news, much work remains to be done in



order to draw the right policy conclusions. One particu-
larly pressing question concerns what sustainability really
means—the focus of a chapter by Forest Reinhardt
(Harvard Business School) entitled “Tests for Sustainabil-
ity”” His analysis begins with the various approaches that
have been applied in the long tradition of economics at
the national level. Reinhardt then discusses different ways
in which conceptually similar sustainability tests may be
conducted at the firm level, drawing on principles of
financial accounting. He emphasizes that environmental
sustainability at the firm level cannot be viewed in isola-
tion from the business fundamentals of the firm. This
applies also to the national level, where environmental sus-
tainability must be considered in the context of a coun-
try’s overall economic activity. In order for private and
social costs to converge, argues Reinhardt, an appropriate
regulatory regime is needed. Comprehensive compilations
of potential externalities are equally important at the
national level, in the absence of which tests for sustainabil-
ity will remain elusive.

Part four of the Report, finally, contains country
profiles for each individual economy covered. This part
includes data tables for the individual variables used to
assess national competitiveness. How the country profiles
and the data tables work is explained in a separate section.
Moreover, technical notes explain individual variables and
the results of the World Economic Forum’s Executive
Opinion Survey.

Notes
1 This section follows Porter, Sachs, and Warner (2000)

2 Conceptually, the Microeconomic Competitiveness Index is identical
with last year's Current Competitiveness Index. Although the latter
has been renamed to emphasize its focus on micro- as opposed to
macroeconomic issues, this year’s results are comparable with
those estimated last year and in previous years

3 The concept of core innovators was introduced in last year's Global
Competitiveness Report by John W. McArthur and Jeffrey D. Sachs
in their chapter “The Growth Competitiveness Index: Measuring
Technological Advancement and the Stages of Development” in The
Global Competitiveness Report 2001-2002 (McArthur and Sachs
2002). According to this concept, a country is defined as a core inno-
vator if it has achieved at least 15 patents registered in the United
States per million population

4 Note that the index in this Report deviates slightly from the one in the
forthcoming Global Information Technology Report in that it does not
include Egypt and Luxembourg
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Executive Summary:

Competitiveness and Stages of Economic Development

MICHAEL E. PORTER, Institute for Strategy and Competitiveness, Harvard Business School

JEFFREY D. SACHS, Center for International Development at Harvard University

JOHN W. MCARTHUR, Center for International Development at Harvard University

This year’s Global Competitiveness Report appears in the
aftermath of the September 11 terrorist attacks in the
United States. Although this Report was already at the
editor on that watershed date, we felt it important to
supplement the medium-term (five-year) analysis that is
contained in the annual Report with a separate, shorter-
term analysis of the world economy, which is included

in the new Introduction. The Report’'s underlying medi-
um-term analysis is still relevant in the high likelihood
that the world economy and the globalization process
continue apace, despite the shock of this tragedy and the
short-term uncertainties and dislocations created in its
wake. Indeed, we regard the potential gains from global-
ization, if properly managed, as so vital to world welfare
that we urge the international community to do all in its
power to preserve the peaceful and deepening economic
linkages around the world, and to best ensure that they

serve to benefit all countries rich and poor.

The Global Competitiveness Report focuses on two distinct
but complementary approaches to the analysis of econom-
ic competitiveness. The first, led by Professor Jeffrey D
Sachs of the Center for International Development at
Harvard University, focuses on global competitiveness as
“the set of institutions and economic policies supportive
of high rates of economic growth in the medium term.”
Prior to 2000, the Report presented an overall index based
on this approach that was known simply as the
Competitiveness Index. Starting with the 2000 Report, this
measure was relabeled the Growth Competitiveness Index,
or GCI. Building on the foundations of theoretical and
empirical macroeconomics, the GCI represents a best esti-
mate of 75 economies’ underlying prospects for growth
over the coming five years. This year’s Report assesses the
growth prospects in 17 countries not previously covered,
including Bangladesh, Nigeria, Romania, Slovemia, Sri
Lanka, and the three Baltic countries, as well as nine
economies in Latin America and the Caribbean.

The Report’s second approach to competitiveness, led
by Professor Michael E Porter of the Institute for Strategy
and Competitiveness at the Harvard Business School, is
embodied in the Current Competitiveness Index, or CCI,
as first presented in last year'’s edition. The CCI uses
microeconomic indicators to measure the “set of institu-
tions, market structures, and economic policies supportive
of high current levels of prosperity,” referring mainly to an
economy’s effective utilization of its current stock of
resources. This Index thus assesses the current productive
potential of the same 75 economies. Together the GCI
and CCI present distinct yet highly complementary
insights into sources of national competitiveness.



Both the GCI and CCI combine hard data and
unique survey data to assess competitiveness in a large
sample of countries. Central to both Indexes 1s the
Executive Opinion Survey, conducted annually by the
World Economic Forum. The Survey i1s indispensable to
the Report, since no reliable hard data sources exist for
many of the most important aspects of an economy such
as the efficiency of government institutions, the sophistica-
tion of local supplier networks, or the nature of competi-
tive practices. Even where hard data are available, the data
often do not cover all the countries in our sample. The
Executive Opinion Survey records the perspectives of
business leaders around the world by asking them to com-
pare aspects of their local business environment with glob-
al standards, this year including more than 4,600 respon-
dents. The business leaders surveyed actually make many of
the investment and policy decisions that drive economic
growth and development, so by recording their perspec-
tives we obtain an incomparable, up-to-date knowledge
base concerning the current state of economic affairs in
each of the 75 countries assessed.

Transitions in economic development

This year’s Global Competitiveness Report emphasizes an
increasingly important theme confronting many nations:
Countries face very different challenges and priorities as
they move from resource-based to knowledge-based
economies.' As an economy develops, so do its structural
bases of global competitiveness. At low levels of develop-
ment, economic growth is determined primarily by the
mobilization of primary factors of production: land, pri-
mary commodities, and unskilled labor. As economies
move from low- to middle-income status, global competi-
tiveness becomes Investment-Driven, as economic growth
1s increasingly achieved by harnessing global technologies
to local production. Foreign direct investment, joint ven-
tures, and outsourcing arrangements help to integrate the
national economy into international production systems,
thereby facilitating the improvement of technologies and
the inflows of foreign capital and technologies that sup-
port economic growth. In most economies, the evolution
from middle-income to high-income status involves the
transition from a technology-importing economy to a
technology-generating economy, one that innovates in at
least some sectors at the global technological frontier.
For high-income economies at this Innovation-Driven
stage of economic development, global competitiveness is
critically linked to high rates of social learning (especially
science-based learning) and the rapid ability to shift to

new technologies.

The principal factors that contribute to global
competitiveness, and thereby improve living standards,
will therefore differ for economies at different levels of
development. For some low-income economies, the main
challenge is to get the basic factor markets—for land,
labor, and capital—working properly. As countries
advance, the basic challenge 1s to make connections with
international production systems by attracting sufficient
flows of FDI. Once reaching high-income status, the basic
challenge facing countries 1s typically to generate high
rates of innovation and commercialization of new tech-
nologies. The critical institutions in a country, and its
barriers to continued growth, will therefore differ
depending on that country’s current position.

Successful economic development is thus a process of
successive upgrading, in which businesses and their sup-
porting environments co-evolve, to foster increasingly
sophisticated ways of producing and competing. Seeing
economic development as a sequential process of building
not just macroeconomic stability but also interdependent
factors such as quality of governance, societal capacity to
advance its technological capability, more advanced modes
of competition, and evolving forms of firm organizational
structure, helps to expose important potential pitfalls in
economic policy. To evolve successfully through different
levels of development, key parts of the economic environ-
ment must change at appropriate times. Lack of improve-
ment in any important area can lead to a plateau in pro-
ductivity and stalled economic growth.

At low levels of development, government’s main job
1s to provide overall political and macroeconomic stability
and sufficiently free markets to permit the effective utiliza-
tion of primary commodities and unskilled labor both by
indigenous firms and through attracting foreign invest-
ment. Firms produce commodities or relatively simple
products of long-standardized technology designed in
other more advanced countries. Technology is assimilated
through imports, foreign direct investment, and imitation.
In this stage, companies compete on price and often lack
direct access to consumers. They have limited roles in the
value chain, focused on assembly, labor-intensive manufac-
turing, and resource extraction. A Factor-Driven economy
is highly sensitive to world economic cycles, commodity
price trends, and exchange rate fluctuations.
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As development proceeds, government priorities need
to focus increasingly on improvements in physical infra-
structure (ports, telecommunications, roads) and regulatory
arrangements (customs, taxation, company law) to allow
the economy to integrate more fully with global markets.
In this Investment-Driven phase, efficiency in producing
standard products and services becomes a dominant source
of global competitiveness. The products and services pro-
duced become more sophisticated, but technology and
designs still Jargely come from abroad. Technology is
accessed through licensing, joint ventures, foreign direct
investment, and imitation. Nations in this stage not only
assimilate foreign technology, however, but they also devel-
op the capacity to improve on it. The national business
environment supports investment in efficient infrastructure
and modern production methods. Companies often pro-
duce under contract to foreign original equipment manu-
facturers (OEM), which control design and marketing.
Gradually, companies extend capabilities more widely in
the value chain. An Investment-Driven economy is con-
centrated on manufacturing and on outsourced service
exports. It is susceptible to financial crises since it relies
heavily on foreign capital flows, as well as external sector-
specific demand shocks.

Perhaps the hardest transition is from technology-
importing, efficiency-based development to innovation-
based development. This requires a direct government role
in fostering a high rate of innovation, through public as
well as private investments in research and development,
higher education, and improved capital markets and regu-
latory systems that support the start-up of high-technolo-
gy enterprises. At this innovation stage, enterprises them-
selves become less hierarchical, with much more delega-
tion of authority to sub-units within the enterprise.
Buyers and suppliers and corporate sub-units are often
linked together in flexible networking arrangements that
facilitate innovations and rapid shifts in the division of
labor within the organization. Firms invest heavily in the
continual training and upgrading of their workforce.
Compensation systems involve incentive payment schemes
linked to the productivity of different parts of the enter-
prise. In the same way, the firms within an industry also
become much more interactive, with deep industrial
clusters characterized by a sophisticated division of labor,
increasing flows of workers between enterprises, and a mix
of fierce competition and cooperation among enterprises
within an industry. Companies compete with unique
strategies that are often global in scope. Such characteris-
tics have been noted in American high-tech regions such
as Silicon Valley, Route 128 in Boston, and the Research
Triangle of North Carolina.

It 1s our hypothesis that many of the failures in
economic development in recent years involve countries
getting stuck at critical junctures of economic transition:
Between Factor-Driven and Investment-Driven or
between Investment-Driven and Innovation-Driven stages.
For example, some countries successfully master the 1nitial
phase of Factor-Driven growth, but then fail to make the
transition to technology imports and globalized produc-
tion systems. Others effectively reach the investment phase
of development, but then fail to progress to homegrown
innovation. These transition points are indeed difficult to
manage from both a macroeconomic and microeconomic
perspective. The shift from one phase of development to
the next often requires new ways of organizing govern-
ments, markets, and enterprises, so it is not altogether sur-
prising therefore that many countries fail at making the
appropriate transitions, or even fail to recognize that such
a transition is needed. The transition from primary com-
modities to increased utilization of imported technologies
to innovation requires changes in government priorities
and spending patterns as well as in the internal structure
and aims of business enterprises. Shifts in both macroeco-
nomic policy and microeconomic business structure
are necessary. Ironically, old strategies become the new
weaknesses. A highly opportunistic corporate approach
that worked well serving disparate OEM customers, for
example, becomes a liability in making the long-term
commitments required for advanced production processes
and pursuing true innovations.

This framework helps to highlight why some coun-
tries enjoy significant economic progress for a period and
then appear to stall in their development. When
economies reach transition points, they require wholesale
transformation of many interdependent dimensions.
Successful Investment-Driven economies such as Taiwan
and Singapore, for example, are finding that their reliance
on sustained infrastructure investments, OEM manufactur-
ing for multinationals, and government guidance of the
economy to boost efficiency are insufficient to support
very high levels of prosperity. Their current level of wages
and domestic costs makes them vulnerable to competition
from lower-wage countries such as China. Likewise
Ireland, which has been tremendously successful in
attracting foreign investment for manufacturing, now faces
the need to justify higher wages and higher local costs
without yet having developed a world-class innovative
structure. In a more severe example, Argentina has become
caught in the early Investment-Driven stage of develop-
ment where it still has to compete on price, but its
overvalued exchange rate and lack of technological
sophistication and scientific innovative capacity are
combining to keep the economy in crisis. The challenge
for all these economies is to move to an Innovation-
Driven economy with world-class technological capacities



and the presence of deep clusters. To do so, companies
need to move to new types of strategies, investment prior-
ities must change, higher education must take on even
greater importance, and government’s role in the economy
needs to shift.

One of the principal goals of the Global
Competitiveness Report is to identify the policy challenges
that face governments at various levels of development. As
suggested earlier, some tasks are common to all govern-
ments: macroeconomic stability, provision of basic medical
and health care, openness of the economy, and a competi-
tive exchange rate that supports export growth. Some
tasks are critical for countries attempting to move beyond
a traditional primary commodity base: improvements of
infrastructure, universal secondary education, improved
technical education, and flexibility of labor markets.
Finally, special tasks are required for countries attempting
to move from technology-using to technology-innovating
economies: for example, a venture capital sector as well as
other improved financial and legal arrangements for new
startups, increased government spending on R&D, and
improved legal tools for intellectual property rights.
Reflecting their complementary perspectives, the Growth
Competitiveness Index and Current Competitiveness
Index aim to shed light on the respective macro and micro
priorities at various phases of economic development.

The Growth Competitiveness Index

Building on the latest developments in economic growth
research, as well as the results from recent years’ Global
Competitiveness Reports, the Growth Competitiveness Index
methodology has been updated since last year to provide a
ranking of the underlying potential for medium-term (five
years) growth that better accounts for the widely varying
levels of development of the included countries. As out-
lined in detail in Chapter 1.1 by John W McArthur and
Jeffrey D Sachs, the GCI divides the Report’s sample of 75
countries into two main groups based on their level of
technological capacity. Using patenting as a measure of
innovative capacity, the Growth Competitiveness chapter
identifies the 21 Innovation-Driven economies in the
world today, for which it uses the shorthand term core
economies (a term with no moral judgments intended,
simply a statement about innovation as the source of
growth!). It then attempts to identify the specific factors in
technological advancement among these core economies.
At the same time, the GCI includes an entirely separate
measure of technological advancement for the non-inno-
vating (or non-core) economies, one that puts more weight
on technological diffusion as these economies absorb and
adapt production practices developed mainly by the inno-

vating economies.

The GCI not only incorporates the differing forms
of technological advancement that are linked to growth
in the core and non-core economies, but also stresses the
differing importance of technological advancement for
these two groups of economies. The GCI 1s comprised of
three subindexes: the level of technology in an economy,
the quality of public institutions, and the macroeconomic
conditions related to growth. Among the world’s core
economies, statistical evidence indicates that innovation
plays a dominant role in medium-term economic growth.
For these economies, the GCI thus places a weight of
1/2 on the technology index against weights of 1/4 each
on public institutions and macroeconomic environment.
Among the non-core economies, technological advance-
ment, measured largely by the economies’ performance in
skill-based manufacturing exports, appears to play a more
limited role relative to the other two factors. Thus, the
GCI places a weight of 1/3 on each component index
when calculating overall scores for the non-innovating
economies. For the three economies that appear to be at
the cusp of innovation-driven growth—Hong Kong SAR,
Ireland, and Singapore—GCI values are calculated as an
average of those economies’ scores using the core and
non-core formulas.

The new GCI results are listed in Table 1, which
shows this year’s overall rankings as well as the change in
rankings among only those countries included in this and
last year’s Reports. Finland, for the first time, ranks first in
the world, indicating that it now has the best prospects for
growth over the next five years. This country’s remarkable
turnaround over the past decade serves as evidence of how
quickly an economy’s prospects can be transformed by
strong political institutions, a focus on technology, and
sound macroeconomic management. The United States
ranks second. Although the United States is currently at
risk of a recession, it 1s still far and away the world’s tech-
nological leader and engine of economic growth in the
medium term. Canada, the sixth-ranked economy in the
2000 GCI, rounds out the top three places, having moved
up in the growth rankings mainly due to this year’s weight
accorded to tertiary education as a key factor in techno-
logical innovation. Australia and New Zealand, two other
countries with strong measures of university-educated
human capital, have jumped significantly in the growth
rankings from 11th to 5th and 19th to 10th spots, respec-
tively. Notably, and reflecting their looming challenges in
making the transition from investment-based to innova-
tion-based growth, Singapore has dropped from 2nd to
4th place, Ireland has dropped from 4th to 11th, and Hong
Kong SAR has shifted from 7th to 13th. Meanwhile,
Japan’s ongoing economic stagnation 1s reflected in its
continuing low position at 21st, down one slot from
last year.
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Other notable GCI results include the strong growth
prospects of new entries Estonia, at 29th, and Slovenia, at
31st. Estonia’s ranking i1s well ahead of the results for Baltic

Table 2. Rankings of growth competitiveness component
indexes

Public Macroecanomic

neighbors Lithuania (43) and Latvia (47). Results lower  Technalogy Institutions  Enviranment
. . . Country GCl Ranking Index Rank Index Rank Index Rank
down the list are generally more stable, with the important
. . . Finland 1 3 1 10
exceptions of Turkey, which dropped six spots compared United States 2 1 12 7
with last year, and Indonesia, which tumbled 10 places. Capnila 3 2 ! 13
0 . . ] Singapore 4 18 6 1
Of additional importance are the newly included Latin Australia 5 5 8 17
American economies, most of which scored in the lower ,“r'a"i;"’::y g Z ;g 155
quintile of the growth rankings, frequently reflecting their Netharlands 8 14 5 9
. . : . Sweden 9 6 7 29
difficulty in emerging from a Factor-Driven to an Naw Zealand 10 o 4 2
Investment-oriented stage of development. Brazil, Ireland n 28 18 2
. p United Kingdom 12 10 9 12
nonetheless, has moved up five spots, ranking 44th in Hang Kang SAR 13 3 10 a
the expanded sample, while Chile holds steady in 27th. g‘"_"“a'l" p :; ;i 133 331
5 s . . . . witzerlan
Other relatively bright spots in Latin America include Iceland 16 19 2 2%
new entrants Uruguay at 46th and the Dominican e i g L g
s guay g el Austria 18 16 15 %
Republic at 50th. Belgium 19 13 2 2
: : : France 2 7 20 2
Bangladesh and Nigeria, the two poorest economies Japan 2 7 1 .
in our sample, are included in this year’s Report for the first Spain 2 2 2 "
. - Korea 23 9 4 8
time ever and, perhaps not surprisingly, rank near the very Israel 2 % 1 61
bottom of the GCI scale. This should not, however, be rolﬂuga| ;: g? ;5, ;g
. o . taly
taken as a sign of pessimism about these economies. Chile 27 2 2 2
Indeed, the avid willingness of business people in those Hungary 2 21 2 3
. i o g (?S .P P Estonia 29 8 29 43
economies to participate in the Executive Survey reflected Malaysia 30 2 39 20
: ; : : Slovenia 31 30 30 39
a remarkable interest in policy dialogue and subsequent METFHTS 2 e b 20
economic transformation. As this Report’s chapter on Thailand 3 3 2 16
oq o South Africa u 46 35 27
Growth Competitiveness also outlines, both Bangladesh Costa Rica 5 22 P 42
and Nigeria have a tremendous opportunity for what 1 g’";"R = gg gg ;g :::
: « o : . 2ech Republic
economists call “catch-up” growth if those countries are Trinidad and Tobago 38 52 % 2%
able to continue to enhance their political and technologi- Ciina _ K & ol 4
o . ] Slavak Republic 40 29 38 64
cal capacities under the auspices of stable macroeconomics. Poland a 35 41 50
P : ; Mexico 42 36 56 36
The GCI's component indexes g technology, public o — ] . 1 "
institutions, and macroeconomic environment are reported Brazil 44 49 4 3
L . Jardan 45 54 28 54
within the same chapter and are presented here in Table 2. W P 5 a1 63
Careful assessment of these indexes and the variables they Latvia 4 34 48 59
. ! Philippines 48 40 64 28
comprise reveals many of the relative strengths and weak- Argentina 49 @ 55 40
nesses to growth within each economy. China and Korea Dominican Republic 0 4 g4 45
. . Eqypt 51 64 i 51
provide two very brief examples. China ranks 6th on the N ETEIES 52 43 43 n
: g ; Panama 53 57 59 Ll
macroeconomlc.enlv1ronment index, but only 50th on the Turkey ca o e s
measure of public institutions and 53rd on the technology Peru 55 62 45 58
5 C 1A : : Romania 56 47 52 67
index, yielding an overall GCI ranking in 39th place. o 5 6 a9 45
Korea, on the other hand, ranks 9th in technology and El Salvadar 58 58 60 a7
. . . . Bulgaria 59 50 51 69
8th for its macroeconomic environment, but 44th for its T 60 65 63 2
public institutions, producing a 23rd place score overall. \SI" la"“‘; :; :: :: gg
o o . enezuela
Underlying these indexes are numerous subindexes that Russia 63 60 61 57
3 2 : ; 8o Indonesia 64 61 66 4
canl be investigated mvsome detail, therleby pxl'ov1dmg . g T - - - o
policymakers and business leaders reading this Report with Guatemala 66 68 10 52
: . . : i 7
valuable information regarding how best to advance their g::}';’:m :; g; g: 6(2]
economies’ growth prospects. Ukraine 69 63 n L]
Honduras 0 70 2 2
Bangladesh n 1 75 48
Paraguay 2 K] L) 65
Nicaragua K] n 67 24
Nigeria 4 75 LK} 55

2imbabwe 75 12 69 15




The Current Competitiveness Index

Whereas the Growth Competitiveness Index strives to
estimate the underlying conditions for growth over the
coming five years, the Current Competitiveness Index
(CCI) evaluates the underlying conditions defining the
current level of productivity in each of the 75 economies
covered. Using a microeconomic approach focusing on
the detailed conditions that support a high level of sus-
tainable productivity, measured by GDP per capita, the
CCI aims to move beyond the examination of broad,
aggregate variables characteristic of most economic
growth models. Using common factor analysis, the
Current Competitiveness Index (CCH is an aggregate
mmpetitiveness.This chapter

also reports two subindexes, one focusing on company
sophistication and the other on quality of the national
business environment drawing on a complex array of

variables with a demonstrated statistical relationship to
GDP per capita.

This year’s CCI rankings are shown in Table 1, while
subrankings on the sophistication of company operating
practices in each country and the quality of the business
environment are presented in Table 3. For the second
year, Finland edges out the United States to achieve the
number one ranking. Advanced nations improving their
current competitiveness ranking in 2001 include the
Netherlands, Sweden, Australia, Austria, France, and
Iceland. Advanced countries that experienced a decline
in the rankings in 2001 include Germany, Denmark, and
Belgium in Europe; and Singapore, Japan, and Hong Kong
SAR in Asia. Developing nations that improved their

current competitiveness rankings on a comparable sample ___..

basis include Hungary, India, Thailand, Poland, China,
Russia, and Ukraine. Developing countries whose position
has fallen include Chile, Malaysia, Turkey, the Czech
Republic, Greece, Jordan, Mauritius, and Peru. As impor-
tant as the overall ranking, however, is the subrankings and
specific strengths and weaknesses presented in the Report.
Taken together, they provide a concrete set of priorities
for national action.

Table 3: Rankings on current competitiveness
component indexes

Company
Operations and

Quality of the
National Business

Country CCl Ranking  Strategy Ranking Enviranment Ranking
Finland 1 2 1
United States 2 1 2
Netherlands 3 3 3
Germany 4 4 4
Switzerland 4 B) 5
Sweden 6 6 6
United Kingdom 7 17 8
Denmark 8 9 10
Australia ] 24 7
Singapare 10 15 9
Canada n 14 n
France 12 10 12
Austria 13 n 13
Belgium 14 12 14
Japan 1) 8 18
Iceland 16 16 15
Israel 17 18 17
Hong Kong SAR 18 21 16
Norway 19 23 19
New Zealand 20 19 20
Taiwan 21 20 21
Ireland 22 17 22
Spain 23 22 23
Italy 24 13 24
South Africa 25 25 27
Hungary 26 k<] 25
Estonia vl 32 26
Karea 28 26 30
Chile 29 30 28
Brazil 30 29 32
Portugal 3 38 29
Slovenia 32 28 35
Turkey 3 4 3
Trinidad and Tobago k7 ) 2] 37
Czech Republic 35 41 3
India 36 43 34
Malaysia 37 37 38
Thailand 38 42 39
Slovakia 39 57 36
Jamaica 40 31 44
Poland 41 55 40
Latvia 42 35 43
Greece 43 51 42
Jordan 24 56 41
Egypt 45 36 46
Uruguay 46 48 45
China 47 39 47
Panama 48 40 49
Lithuania 49 47 48
Costa Rica 50 K/} 52
Mexico 51 46 53
Mauritius 52 49 50
Argentina 53 53 51
Philippines 54 45 54
Indanesia ki 50 57
Calambia 56 52 59
Sri Lanka 57 58 55
Russia 58 54 56
Dominican Republic 59 59 58
Ukraine 60 62 60
Romania 61 63 61
Vietnam 62 64 64
Peru 63 65 62
El Salvador 64 66 63
2imbabwe 65 60 67
Venezuela 66 67 66
Nigeria 67 61 68
Bulgaria 68 70 65
Guatemala 69 69 69
Paraguay 70 68 n
Nicaragua n PK] 10
Ecusdor 12 n 2
Bangladesh 13 1//4 3
Honduras M 4 15
Balivia 75 75 74

Executive Summary

21



Executive Summary

22

The CCI measures the level of GDP per capita that
1s sustainable in the long term. However, in the short and
medium run, nations can over- or underperform their
microeconomic fundamentals because of surges of
inbound FDI, natural resource windfalls, and the like. The
chapter compares a country’s expected GDP per capita,
given its current microeconomic competitiveness, with its
actual GDP per capita. A positive gap signals upside poten-
tial, while a negative gap indicates vulnerability. Finland
leads the advanced countries in upside potential, which 1s
consistent with its high GCI ranking. Finland’s stunning
turnaround in microeconomic competitiveness is still far
from being fully realized in terms of reported prosperity.
Conversely, Norway, Iceland, and Ireland all continue to
enjoy a level of prosperity that exceeds their microeco-
nomic fundamentals. This suggests a challenge for these
countries in maintaining their current success. To a lesser
extent this is also true for the United States and Canada.

Turkey, Brazil, and South Africa are among the
middle-income countries that should be able to support a
higher GDP per but are currently underperforming for
various reasons. The converse is true for Greece,
Argentina, Russia, and Slovenia, which are among a group
of countries whose levels of income will be unsustainable
without substantial microeconomic reform. India heads
the list of low-income countries with upside potential that
could be unlocked by governmental and political reform.

Our findings make it clear that micro reforms must
go beyond reducing the role of government and abolish-
ing market distortions. Government also has a range of
positive roles that are fundamental to prosperity—such
as 1nvesting 1in specialized human resources, building
innovative capacity, facilitating cluster development, and
stimulating advanced demand via regulatory standards.
Many nations need to move beyond first stage micro
reforms and address these agendas.

In keeping with the overall theme of this year’s
Report, our results highlight the need to set a nation’s
economic priorities to be consistent with its level of
development. Especially challenging are the difficult tran-
sitions between competitive stages. At the Factor-Driven
stage, our findings suggest the core challenge for firms is
to increase their efficiency, for example, by improving pro-
duction process sophistication and beginning to delegate
authority. Improving transportation and communications
infrastructure, upgrading public education and the training
of management, liberalizing trade, and reducing corrup-
tion are essential. These steps create a foundation of effi-
ciency, transparency, and competitive pressure necessary to
improve the productivity of Factor-Driven competition.

To move into middle income, the challenge is to
make the transition to the Investment-Driven stage.

The Investment-Driven stage depends on a high rate of
investment in products, processes, and the acquisition of
technology. Corporate priorities expand to include, for
example, in-house product development, licensing the best
foreign technology, connecting to foreign markets, and
developing the capacity to improve technology. Among
other things, reducing bureaucratic red tape and enhancing
the legal system become important to enhance business
efficiency, while local financial markets become much
more necessary to mobilize debt and equity capital.

To reach high-income status, incremental improve-
ments in quality and efficiency are no longer enough.

To reach the Innovation-Driven stage, companies must
innovate at the world technology frontier, develop
unique product designs, sell globally, and create more
decentralized and flexible organizational structures. Truly
world-class research institutions must emerge, along with
strong research collaboration with universities, venture
capital availability, truly sophisticated demand conditions,
and intense local competition.

The CCI and the GCI measure different but comple-
mentary dimensions of competitiveness. Figure 1 compares
the two rankings for 2001 and reveals that they are highly
correlated. Finland ranks first on both Indexes, while the
United States ranks second. However, there are diver-
gences in rankings that are potentially revealing about
country economic prospects. Of the high-income coun-
tries, for instance, Norway and Ireland rank 10 or more
positions higher on growth competitiveness than they do
on current competitiveness. Significant micro reform will
be a central challenge in these countries. Conversely,
Germany and Switzerland rank 10 or more positions
worse on growth competitiveness than they do on current
competitiveness. Creating the vitality and assets required
for growth looms as the fundamental challenge in already
highly productive economies.

Of the medium-income countries, Mauritius,
Costa Rica, Taiwan, and New Zealand rank significantly
better on growth competitiveness than on current com-
petitiveness. Turkey and Brazil, on the other hand, rank
worse on growth competitiveness than on current com-
petitiveness. Creating more dynamism and the capacity for
change are the challenge for these countries. Of the low-
income countries, Bulgaria, Bolivia, and the Dominican
Republic are among the countries with higher ranks on
growth competitiveness than on current competitiveness.
India, Jamaica, Indonesia, Colombia, Ukraine, and
Zimbabwe are facing lower growth prospects that lag their
ranking on current competitiveness.



Figure 1: Growth and Current Competitiveness Index rankings
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Structure of the Report

Just as the Report includes two distinct perspectives on
competitiveness, it includes chapters on a range of other
central issues relating to competitiveness and economic
performance. In each case, authors have taken advantage
of the Executive Opinion Survey’s to inform their own
research.

The chapter by Daniel Esty of Yale University and
Michael E Porter on “Measuring National Environmental
Regulation and Performance,” explores the difterences
among countries in environmental performance and their
link between environmental outcomes and national envi-
ronmental policy choices. The chapter also explores the
crucial question of whether environmental quality must
come at the expense of competitiveness and economic
development, as traditional economic theory has suggest-
ed. The findings are revealing: environmental performance
varies systematically with the quality of a country’s envi-
ronmental regulatory regime. The statistical findings are
then used to construct an index that ranks countries in
terms of the quality of their environmental regulations.
The research reveals that there i1s no evidence that higher
environmental quality compromises economic progress.
Environmental performance i1s positively and highly corre-
lated to GDP per capita. The chapter presents preliminary
evidence suggesting that countries with stricter environ-
mental regulation than would be expected at their level of
GDP per capita enjoy faster economic growth.

The chapter on “National Innovative Capacity” by
Porter and Scott Stern of Northwestern University delves
in detail into the conditions that allow a country to inno-
vate at the global technology frontier. The findings reveal
the striking degree to which the national circumstances
actually explain differences across countries in innovative
activity measured by US patenting. The statistical findings
allow the construction of an overall innovative capacity
ranking of the 75 countries, as well as comparisons across
countries in important components of innovative capacity
including availability of scientific and technical personnel,
innovation-related policy choices, cluster vitality, and the
quality of linkage mechanisms between basic research and
the private sector.

The next chapter presents an update on “Economic
Creativity” by Andrew M Warner of the Center for
International Development at Harvard University. The
concept of economic creativity was central to last year’s
overall Growth Competitiveness Index and moreover
provided a methodological breakthrough that sumulated
much of our research over the past year on how to
quantify the distinct effects of innovation versus diftusion
as contributors to economic growth.

The fourth chapter of Part 2 provides a new
framework for assessing national trade performance at the
sectoral level, as constructed by Cornelius along with
International Trade Centre economists Friedrich von
Kirchbach, Mondher Mimouni, Jean-Michel Pasteels, and
Shilpa Phadke. Taking advantage of sophisticated United
Nations data on the trade flows of all 75 GCR countries
over the past five years, the authors are able to assess how
countries’ individual industries are performing compared
with the same industries in other countries. They further-
more compare the future prospects for those industries,
based on a range of factors that includes the current global
demand trends for those industries.

In the next chapter of Part 2, Peter Cornelius and
Yong Zhang of the World Economic Forum review recent
developments in European labor markets and the context
for ongoing structural reform in this area. Using questions
from the Executive Opinion Survey, they then create a
measure of labor market flexibility to compare countries
across the European Union. The authors discuss how labor
market restrictions have become an impediment to
growth in the European Union, particularly since
exchange rates have been removed as a macroeconomic
adjustment mechanism.

The chapter on labor markets 1s followed by an
update in which Warner joins Cornelius to assess the
performance of the euro as of early 2001. Here the
authors find some interesting shifts in European execu-
tives’ assessment of the euro’s prospects for stability.

Finally, Part 2 concludes with a review of the
Executive Opinion Survey by Cornelius and McArthur,
including a brief description of our surveying methodolo-
gy, several descriptive statistics of our Survey sample, and
a few key tests of the consistency and accuracy of the
Survey results.

The third and final section of this Report is broken
into two parts, country profiles and data tables. In the
country profiles, we outline some key advantages and dis-
advantages drawn from the variables and methodologies
used in constructing the Growth Competitiveness Index
and the Current Competitiveness Index. We also include
numerous strengths and weaknesses of each economy that
are not directly included in the respective Indexes but
might nonetheless be of interest to the reader. In the
accompanying data tables, results are listed by country for
most variables covered in the Report. These tables provide
easy reference for the reader who wishes to look at each
variable in detail. The data also provide a wealth of infor-
mation for policymakers and business leaders who wish
to compare their economies to others across a range of
dimensions. For researchers and data enthusiasts hoping to
gain a much deeper level of knowledge from the Report’s
underlying data, a full electronic version of the Survey
data is available as an accompaniment to this Report.



Notes

' We explored the stages of national competitive development in Michael
E Porter, The Competitive Advantage of Nations. New York: The
Free Press; London: Macmillan Press, 1990.
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