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Overview
The Journal of Banking and Financial Economics (JBFE) is an open access journal. The 
submission of manuscripts in free of fee payment. This journal follows a double-blind reviewing 
procedure.

Aims and Scope
JBFE publishes high quality empirical and theoretical papers spanning all the major research 
fields in banking and financial economics. The aim of the journal is to provide an outlet for the 
increasing flow of scholarly research concerning banking, financial institutions and the money and 
capital markets within which they function. The journal also focuses on interrelations of financial 
variables, such as prices, interest rates and shares and concentrates on influences of real economic 
variables on financial ones and vice versa. Macro-financial policy issues, including comparative 
financial systems, the globalization of financial services, and the impact of these phenomena on 
economic growth and financial stability, are also within the JBFE’s scope of interest. The Journal 
seeks to promote research that enriches the profession’s understanding of the above mentioned as 
well as to promote the formulation of sound public policies.

Main subjects covered include, e.g.: [1] Valuation of assets: Accounting and financial 
reporting; Asset pricing; Stochastic models for asset and instrument prices; [2] Financial 
markets and instruments: Alternative investments; Commodity and energy markets; Derivatives, 
stocks and bonds markets; Money markets and instruments; Currency markets; [3] Financial 
institutions, services and regulation: Banking efficiency; Banking regulation; Bank solvency 
and capital structure; Credit rating and scoring; Regulation of financial markets and institutions; 
Systemic risk; [4] Corporate finance and governance: Behavioral finance; Empirical finance; 
Financial applications of decision theory or game theory; Financial applications of simulation 
or numerical methods; Financial forecasting; Financial risk management and analysis; Portfolio 
optimization and trading.

Special Issues
JBFE welcomes publication of Special Issues, whose aim is to bring together and integrate work 
on a specific theme; open up a previously under-researched area; or bridge the gap between 
formerly rather separate research communities, who have been focusing on similar or related 
topics. Thematic issues are strongly preferred to a group of loosely connected papers. 

Proposals of Special Issues should be submitted to at jbfe@wz.uw.edu.pl. All proposals are 
being reviewed by the Editorial Team on the basis of certain criteria that include e.g.: the novelty, 
importance and topicality of the theme; whether the papers will form an integrated whole; and the 
overall ‘added value’ of a Special Issue. 
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ABSTRACT

Even after one of the most severe multi-year crises on record in the advanced economies, the 
received wisdom in policy circles clings to the notion that high-income countries are completely 
different from their emerging market counterparts. The current phase of the official policy 
approach is predicated on the assumption that debt sustainability can be achieved through a mix 
of austerity, forbearance and growth. The claim is that advanced countries do not need to resort 
to the standard toolkit of emerging markets, including debt restructurings and conversions, higher 
inflation, capital controls and other forms of financial repression. As we document, this claim is 
at odds with the historical track record of most advanced economies, where debt restructuring or 
conversions, financial repression, and a tolerance for higher inflation, or a combination of these 
were an integral part of the resolution of significant past debt overhangs.

JEL Classification: E6, E44, F3, F34, G1, H6, N10

Keywords: Financial crises, sovereign debt crises, deleveraging, credit cycles, financial repression, 
debt restructuring, debt forgiveness, capital controls, austerity.

1. INTRODUCTION

Even after one of the most severe crises on record in the advanced world, the received wisdom 
in policy circles clings to the notion that advanced, wealthy economies are completely different 
animals from their emerging market counterparts. Until 2007–08, the presumption was that they 
were not nearly as vulnerable to financial crises.2 When events disabused the world of that notion, 
the idea still persisted that if a financial crisis does occur, advanced countries are much better 
at managing the aftermath, thanks to their ability to vigorously apply countercyclical policy. 

1 Corresponding author Carmen M. Reinhart Minos A. Zombanakis Professor of the International Financial System Kennedy School of 
Government, Harvard University, 79 JFK Street; Cambridge, MA 02138; tel: 617 496 8643
2 Reinhart and Rogoff (2011) present evidence to the contrary. Since the early 1800s, the incidence of banking crises is similar for advanced and 
emerging economies – the post-World War II period is the era when crises visited the wealthy economies with less frequency.
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Even as the recovery consistently proved to be far weaker than most forecasters were expecting, 
policymakers continued to underestimate the depth and duration of the downturn.

In Europe, where the financial crisis transformed into sovereign debt crises in several countries, 
the current phase of the denial cycle is marked by an official policy approach predicated on the 
assumption that normal growth can be restored through a mix of austerity, forbearance, and 
growth. The claim is that advanced countries do not need to apply the standard toolkit used by 
emerging markets, including debt restructurings, higher inflation, capital controls, and significant 
financial repression. Advanced countries do not resort to such gimmicks, policymakers say. To do 
so would be to give up hard-earned credibility, thereby destabilizing expectations and throwing 
the economy into a vicious circle. Although the view that advanced country financial crises are 
completely different, and therefore should be handled completely differently, has been a recurrent 
refrain, notably in both the European sovereign debt crisis and the U.S. subprime mortgage crisis, 
this view is at odds with the historical track record of most advanced economies, in which debt 
restructuring or conversions, financial repression, and a tolerance for higher inflation have been 
integral parts of the resolution of significant debt overhangs. 

It is certainly true that policymakers need to manage public expectations. However, by 
consistently choosing instruments and calibrating responses based on overly optimistic medium-
term scenarios, they risk ultimately losing credibility and destabilizing expectations rather than 
the reverse. Nowhere is the denial problem more acute than in the collective amnesia about 
advanced country deleveraging experiences (especially, but not exclusively, before World War II) 
that involved a variety of sovereign and private restructuring, default, debt conversions, and 
financial repression. This denial has led to policies that in some cases risk exacerbating the final 
costs of deleveraging. 

This paper extends earlier work on pre-World War II sovereign defaults by further documenting 
lesser known domestic default episodes but particularly by delving deeper into the widespread 
default by both advanced and emerging European nations on World War I debts to the United 
States during the 1930s. This chapter quantifies this largely forgotten episode of debt forgiveness 
(the debts were never repaid) in both its incidence across countries (which is relatively well 
known) and its scale, or orders of magnitude of default, in comparison to the debtor countries’ 
GDP as well as to what it collectively amounted to from the U.S. creditor perspective.

The paper also illustrates the continuing depth of the debt overhang problem, which remains 
the overarching obstacle to faster recovery, nowhere is this more apparent then in Greece. Research 
shows that a debt overhang of this size is typically associated with a sustained period of sub-par 
growth, lasting two decades or more (Reinhart, Reinhart, and Rogoff, 2012, which includes 
a view of the scholarly literature, including critiques; see also the World Economic Outlook, 
October 2012 and April 2013). In light of this danger, the chapter reviews the possible options, 
concluding that the endgame to the global financial crisis is likely to require some combination of 
financial repression (a nontransparent form of debt restructuring), outright restructuring of public 
and private debt, conversions, somewhat higher inflation, and a variety of capital controls under 
the umbrella of macroprudential regulation. Although austerity in varying degrees is necessary, 
in many cases it is not sufficient to cope with record public and private debt overhangs. All these 
options, understandably anathema to the current generation of advanced country policymakers, 
are more familiar to their economies than is commonly recognized. This opportunity is used to 
highlight four basic lessons from the historical track record, as well as those lessons economists, 
financial market participants, and policymakers seem to have collectively forgotten. 
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2. FINANCIAL LIBERALIZATION, FINANCIAL CRISES, AND CRISIS PREVENTION

Lesson 1: On prevention versus crisis management. We have done better at the latter than the 
former. It is doubtful that this will change as memories of the crisis fade and financial market 
participants and their regulators become complacent.

Although economists’ understanding of financial crises has considerably deepened in recent 
years, periods of huge financial sector growth and development (often accompanied by steeply 
rising private indebtedness) will probably always generate waves of financial crises. As the late 
Diaz-Alejandro famously titled his 1985 paper “Good-bye Financial Repression, Hello Financial 
Crash,” many crises are the result of financial liberalization gone amok. Diaz-Alejandro was 
writing about emerging markets, but he could have said very much the same thing for advanced 
countries. 

Figure 1 presents a composite index of banking, currency, sovereign default, and inflation 
crises, and stock market crashes. Countries are weighted by their share of world income, so 
advanced countries carry proportionately higher weights. The figure, and the longer analysis of 
crises in Reinhart and Rogoff (2009), show that the “financial repression” period, 1950–70 in 
particular, has markedly fewer crises than earlier. 

Figure 1. 
Varieties of Crises: World Aggregate, 1900–2010. A composite index of banking, currency, sovereign default, 
and inflation crises, and stock market crashes (weighted by their share of world income)
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“Financial repression” includes directed lending to government by captive domestic audiences 
(such as pension funds), explicit or implicit caps on interest rates, regulation of cross-border 
capital movements, and generally a tighter connection between government and banks. It 
often masks a subtle type of debt restructuring. Recent work on monetary policy discussed in 
Brunnermier and Sannikov (2012) suggests that even in “normal” times, redistribution of wealth 
between savers and borrowers may be one of the central channels through which monetary policy 
operates. Periods of monetary tightening and high real interest rates benefit savers, and periods 
of loose monetary policy benefit borrowers (usually including governments). This redistributive 
channel, all too often neglected in standard macroeconomic analyses, can become a central one in 
periods in which governments restrict savers’ choices and opportunities. Financial repression is 
a form of taxation that, like any form of taxation, leads to distortions. However, perhaps because 
financial repression generally discourages financial excess, it is often associated with reduced 
frequency of crises as Figure 1 illustrates. It is precisely for this reason that the dividing line 
between prudential regulation and financial repression is not always a sharp one.

3. TODAY’S MULTIFACETED DEBT OVERHANG

Lesson 2: On diagnosing and understanding the scope and depth of the risks and magnitudes of 
the debt. What is public and what is private? Domestic and external debt are not created equal. 
And debt is usually MUCH bigger than what meets the eye.

The magnitude of the overall debt problem facing advanced economies today is difficult to 
overstate. The mix of an aging society, an expanding social welfare state, and stagnant population 
growth would be difficult in the best of circumstances. This burden has been significantly 
compounded by huge increases in government debt in the wake of the crisis, illustrated in 
Figure 2. The figure shows gross central government debt as a percentage of GDP for both 
advanced countries and emerging markets from 1900 through 2011. As the figure illustrates, the 
emerging markets actually deleveraged in the decade before the financial crisis whereas advanced 
economies hit a peak not seen since the end of World War II. In fact, going back to 1800, the 
current level of central government debt in advanced economies is approaching a two-century 
high-water mark. 

Broader debt measures that include state and local liabilities are unfortunately not available 
across a long historical period for many countries (Reinhart and Rogoff, 2009), but including 
them would almost surely make the present public debt burden seem even larger. Similarly, gross 
government debt is used instead of net government debt because, again, net debt data are not 
available for nearly as long a period or broad a range of countries. Another reason, however, is 
that net debt subtracts government old age trust fund holdings of government debt. Including the 
liability side of old age pensions and medical benefits would only make the overall debt picture 
much worse today relative to earlier periods. 
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Figure 2. 
Gross Central Government Debt as a Percent of GDP: Advanced and Emerging Market Economies, 1900–2011 
(unweighted averages)
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Sources: Reinhart and Rogoff (2010) and sources cited therein. 
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The distinction between external debt and domestic debt can be quite important, and as 
Reinhart and Rogoff (2009, 2010, 2011) argue, the thresholds for problems in growth and default 
crises are different for the two types of debt. Domestic debt issued in domestic currency typically 
offers a far wider range of partial default options than does foreign currency – denominated 
external debt. Financial repression has already been mentioned; governments can stuff debt into 
local pension funds and insurance companies, forcing them through regulation to accept far lower 
rates of return than they might otherwise demand. But domestic debt can also be reduced through 
inflation. As Reinhart and Sbrancia (2011) show, a mix of financial repression and inflation can 
be a particularly potent way of reducing domestic-currency debt. The array of options is much 
narrower for foreign-currency debt.

Finally, Figure 4 illustrates the explosion of private sector debt before the financial crisis. 
Unlike central government debt, for which the series are remarkably stationary over a two-
century period, private sector debt shows a marked upward trend due to financial innovation and 
globalization, punctuated by volatility caused by periods of financial repression and financial 
liberalization. As the figure shows, the degree of deleveraging after the financial crisis has been 
limited. In essence, the advanced countries have exercised the government’s capacity to borrow, 
even after a crisis, to prop up the system. This strategy likely made the initial post-crisis phase 
less acute. But it also implies that it may take longer to deleverage. 

Figure 4.
Private Domestic Credit as a Percent of GDP: 22 Advanced and 23 Emerging Market Economies, 1950–2011
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Box 1.  
The Elements of Debt Reduction

1. Economic growth
2. Fiscal adjustment and austerity
3. Explicit default or restructuring
4. A sudden surprise burst in inflation
5. A steady dose of financial repression accompanied by an equally steady dose of inflation. 

The first on the list is relatively rare and the rest are difficult and unpopular.3 Recent policy 
discussion has tended to forget options (3) and (5), arguing that advanced countries do not behave 
that way. In fact, option (5) was used extensively by advanced countries to deal with post-World 
War II debt (Reinhart and Sbrancia, 2011) and option (3) was common enough before World 
War II. Given the magnitude of today’s debt and the likelihood of a period of very slow growth, it is 
doubtful that fiscal austerity will be sufficient, even combined with financial repression. Rather, the 
size of the problem suggests that there will need to be restructurings, particularly, for example, in the 
periphery of Europe, far beyond anything discussed in public to this point. Of course, mutualization 
of euro country debt effectively uses northern country taxpayer resources to bail out the periphery 
and reduces the need for restructuring. But the size of the overall problem is such that mutualization 
could potentially result in continuing slow growth or even recession in the core countries, magnifying 
their own already challenging sustainability problems for debt and old age benefit programs.

Historically, periods of high government debt such as the current one have led to marked 
increases in debt restructurings, as Figure 5 illustrates. The figure plots GDP-weighted central 
government debt against the percentage of countries experiencing inflation higher than 20 percent 
as well as the share of countries engaged in debt restructuring, from 1826 through 2010. The 
correlation is strongly statistically significant, and also holds at a more granular level, for 
example, when dividing the world into regions. Figure 6 illustrates the pattern of waves of 
sovereign defaults and restructurings that typically follow within a few years of an international 
wave of banking crises, again a relationship that can be demonstrated statistically, and one that 
also appears clearly in the individual country histories (as illustrated in Reinhart, 2010). The debt 
restructurings in Figures 5 and 6 do not include the numerous less-than-voluntary restructurings, 
in which domestic debtors were forced to accept inferior terms, or in which the tools of financial 
repression were used to reduce debt burdens.

Figure 5.
Sovereign Default on External Debt, Total (domestic plus external) Public Debt, and Inflation Crises: 
World Aggregates, 1826–2010 (debt as a percent of GDP)
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Source: Reinhart and Rogoff, 2011. 
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3 See Reinhart, Rogoff, and Savastano (2003) on the post-World War II experience and Sturzenegger and Zettlemeyer (2006) on the more recent 
emerging market experiences.
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Although the connection between indebtedness and default at the aggregate level depicted in 
Figures 5 and 6 for both advanced and emerging economies is highly informative, Table 1 presents 
a selective chronology of domestic and external credit events from the 1920s through the 1960s for 
the advanced economies. The term selective is used not because familiar events are excluded but 
because, as noted in Reinhart and Rogoff (2009), domestic defaults, restructurings, or conversions 
are particularly difficult to document and can sometimes be disguised as “voluntary.” A broader 
definition of default would include financial repression and inflation as an opaque mechanisms for 
reducing debt via restrictive regulations and taxes.

As Table 1 documents, 13 of 21 advanced economies had at least one credit event involving 
the sovereign. A number of countries had multiple debt crises and an even larger number than 
those listed in Table 1 had, especially during the 1930s, wholesale private defaults, as evidenced 
by bank failures and nonfinancial corporate bankruptcies.

Table 1.
Selected Episodes of Domestic or External Debt Default or Restructuring: Advanced Economies, 1920s–1960s

Country Dates Commentary

Australia 1931–32 Domestic debt only. The Debt Conversion Agreement Act in 
1931/32 appears to have done something similar to the later New 
Zealand–induced conversion. See New Zealand entry.*

Austria 1920–21
1932–33
1934
1938
1940–52
1945

Hyperinflation erodes domestic debt.
World War I debt (see Table 3.2); not repaid.

External debt was ultimately settled in 1952.
Domestic default.
Restoration of schilling (limit of 150 per person). Remainder 
placed in blocked accounts. In December 1947, large amounts 
of previously blocked schillings were invalidated and rendered 
worthless. Temporary blockage of 50 percent of deposits.

Belgium 1934 World War I debt (see Table 3.2); not repaid.

Canada (Alberta) April 1935 The only province to default – the default lasted for about 10 years.

France 1934 World War I debt (see Table 3.2); not repaid.

Banking crises 
(black bars)
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Germany 1923–24
1932–53
June 20, 1948

Hyperinflation liquidates domestic currency debt.
External debt.
Monetary reform setting limit of 40 Deutschmark per person. 
Partial cancellation and blocking of all accounts.

Greece 1932

1932–64
1934
1941–44

Interest on domestic debt was reduced by 75 percent beginning in 
1932. Domestic debt was about one-quarter of total public debt.
External arrears not resolved until 1964.
World War I debt (see Table 3.2); not repaid.
Hyperinflation eroded what little domestic debt there was.

Italy 1920
1924
1926
1930s

1934
1944
1940–46

Conversions of domestic debt in the 1920s. Years refer to the 
multiple attempts to reduce the high level of floating rate debt. 

Domestic debt. Service on external debt was suspended in 
1928. During the 1930s, interest payments included “arrears 
of expenditure and civil and military pensions.”
World War I debt (see Table 3.2); not repaid.
Inflation of 500 percent wipes out domestic debt.
External debt.

Japan 1942–52
1945–47
March 2, 1946–52

External debt
Inflation of 150–600 percent wipes out domestic debt.
After inflation, exchange of all bank notes for new issue (1 to 1) 
limited to 100 yen per person. Remaining balances were deposited 
in blocked accounts.

New Zealand 1933 In March 1933, the New Zealand Debt Conversion Act was passed 
providing for voluntary conversion of internal debt amounting to 
113 million pounds to a basis of 4 percent for ordinary debt and 
3 percent for tax-free debt. Holders had the option of dissenting but 
interest in the dissented portion was made subject to an interest tax 
of 33.3 percent.*

Spain October 1936–April 1939 Interest payments on external debt were suspended; arrears 
on domestic debt service.

United States 1933 Abrogation of the gold clause in conjunction with a 40 percent 
reduction in the gold content of the U.S. dollar. The debt haircut 
amounted to about 16 percent of GDP. 

United Kingdom 1934 Most of the outstanding World War I debt was consolidated into 
a 3.5 percent perpetual annuity. This domestic debt conversion was 
apparently voluntary. However, some of the World War I debt to the 
United States was issued under domestic (UK) law (and therefore 
classified as domestic debt) and this debt was defaulted on 
following the end of the Hoover 1931 moratorium. See Table 3.2.

* See Schedvin (1970) and Lloyd Prichard (1970) for accounts of the Australian and New Zealand conversions, respectively, during 
the Depression. Michael Reddell kindly alerted the chapter authors to these episodes and references.

Source: Authors’ tabulations using Bailey (1950), Dornbusch and Draghi (1990), League of Nations, various issues, Lindert and Morton 
(1989), New York Times (1934), Pick and Sedillot (1971), Reddell (2012), Reinhart and Rogoff (2009), Reinhart and Trebesch (2015), United 
Nations (1948).

In many of the episodes listed in Table 1, it is difficult to document the magnitude of the debt 
reduction achieved by the credit event in question because of the opaque nature of the default, 
restructuring, and renegotiation process; the imprecision of estimated recovery rates; the lack of data; or 
a combination. The problem is less severe for external default episodes for which the data are better, but 
even so it is a challenge. Exceptions, of course, are the hyperinflation or very high inflation episodes in 
which all or nearly all of the existing debt stocks were liquidated (Reinhart and Rogoff, 2009).

Country Dates Commentary
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An interesting and exceptional episode for which the magnitude of the debt relief provided by 
default and ultimate debt forgiveness can be estimated with some degree of precision is the World 
War I debt to the United States (including large-scale borrowing in the immediate aftermath of 
the war). These defaults came in the summer of 1934, following the end of President Hoover’s 
temporary moratorium on debt payments. Of the 17 countries listed in Table 2 as having borrowed 
from the United States during or right after the war, only Finland repaid its debt. (It is notable 
that Finland’s debt was only 0.2 percent of Finnish GDP compared with burdens two orders of 
magnitude larger for France and the United Kingdom). The remaining countries received what in 
today’s language is now called debt forgiveness of the type usually associated only with highly 
indebted poor countries. Reinhart and Trebesch (2015) document this episode.

Table 2.
Defaults on World War I Debt to the United States in the 1930s: Timing and Magnitude (US$ and percent of GDP)

Wartime Debt Postwar Debt Total Debt (ex. arrears) As a % of GDP

Armenia 0 11,959,917.49 11,959,917.49 n.a.

Austria 0 24,055,708.92 24,055,708.92  1.7

Belgium 171,780,000.00 207,307,200.43 379,087,200.43  3.3

Czechoslovakia 0 91,879,671.03 91,879,671.03 n.a.

Estonia 0 13,999,145.60 13,999,145.60 n.a.

Finland 0 8,281,926.17 8,281,926.17  0.2

France 1,970,000,000.00 1,434,818,945.01 3,404,818,945.01 24.2

Greece 0 27,167,000.00 27,167,000.00  8.9

Hungary 0 1,685,835.61 1,685,835.61 n.a.

Italy 1,031,000,000.00 617,034,050.90 1,648,034,050.90 19.1

Latvia 0 5,132,287.14 5,132,287.14 n.a.

Lithuania 0 4,981,628.03 4,981,628.03 n.a.

Poland 0 159,666,972.39 159,666,972.39 n.a.

Romania 0 37,911,152.92 37,911,152.92 n.a.

Russia 187,729,750.00 4,871,547.37 192,601,297.37 n.a.

United Kingdom 3,696,000,000.00 581,000,000.00 4,277,000,000.00 22.2

Yugoslavia 10,605,000.00 41,153,486.55 51,758,486.55 n.a.

total (ex.Arrears) 7,067,114,750.00 3,272,906,475.56 10,340,021,225.56  

as a % of GDP   15.70  

Memorandum item:     

Total (including arrears) accordign to NY Times June 15, 1934 11,628,311,614.94  

as a % of GDP   16.90  

Note: n.a. denotes not available.

Sources: New York Times, June 1934; Reinhart and Trebesch (2015) and sources cited therein.
Additional Sources: Debt amounts are taken from Bailey (1950, p. 701). See http://www.u-shistory.com/pages/h1358.html. Exchange rates are 
from Historical Statistics of the United States; and Nominal GDP for 1934 are as follows: U.S. and U.K. from Measuring Worth, http://www.
measuringworth.com/datasets/usgdp/result.php; France from Smits et al. (2009), Historical National Accounts Database (HNAD), 1815–1938, 
http://www.rug.nl/research/ggdc/data/historical-national-accounts; Italy: Francese and Pace (2008 1861–2006; Belgium: 1835–2005, BNB, 
Centre d’études économiques de la KUL; Greece: Kostelenos (2007), 1830–1939; Finland GDP: Smits et al. (2009) Historical National Accounts 
Database(HNAD), 1860–2001, http://www.rug.nl/research/ggdc/data/historical-national-accounts.
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Table 2 presents the amounts of public debt to the United States that were defaulted on and 
presents information, where nominal GDP data are available, of the magnitude of the default 
or debt reduction as a percentage of GDP. The magnitude of debt relief is stunning. Perhaps 
not surprisingly, it is largest for France and the United Kingdom, who enjoyed debt-to-GDP 
reductions of 20–30 percent. This magnitude is comparable to a number of the emerging market 
defaults in the post-World War II era, once eventual recovery rates are taken into account. That 
is, although many emerging market debt burdens ultimately reached 60–100 percent of GDP, 
creditors typically received significant compensation with recovery rates often in excess of 
50 percent, even in cases of dramatic default. By contrast, the defaults on World War I debt to the 
United States were near total. These estimates in Table 2 are conservative, being based on debt 
levels that do not include interest on arrears, so the effective defaults are in fact even larger.4

From the U.S. creditor vantage point, the collective default of World War I debt owed by 
foreign countries amounted to 15–16 percent of U.S. GDP. In this connection, it must be added 
that the United States had already defaulted on its sovereign debt in April 1933 to domestic 
and external creditors alike. The abrogation of the gold clause in conjunction with a 40 percent 
reduction in the gold content of the U.S. dollar also amounted to a debt haircut amounting to 
about 16 percent of GDP. The magnitude and incidence of post-World War I default worldwide is 
also understated by not considering in this exercise war debts owed by countries (other than the 
United States) to the United Kingdom. For the most part, these debts were also defaulted on and 
never repaid.

As unpleasant (New York Times, June 15, 1934)5 as these credit events were, it is clear that 
they played a substantive role in reducing the debt overhang from both World War I and the Great 
Depression. In light of the historic public and private debt levels discussed above, it is difficult 
to envision a resolution to the most recent crisis that does not involve a greater role for explicit 
restructuring.

5. THE RETURN OF FINANCIAL REPRESSION?

Lesson 4: On international financial architecture after global crises – the return of financial 
repression.

Figure 7, which extends the schematic in Reinhart and Rogoff (2009), highlights a “prototype” 
sequence of events after a financial crisis. In the typical sequence, the current stage often ends with 
some combination of capital controls, financial repression, inflation, and default. This turn of the 
pendulum from liberalization back to more heavy-handed regulation stems from both the greater 
aversion to risk that usually accompanies severe financial crises, including the desire to prevent 
new ones from emerging, as well as from the desire to maintain interest rates as low as possible 
to facilitate debt financing. Reinhart and Sbrancia (2011) document how, following World War 
II (when explicit defaults were limited to the losing side), financial repression via negative real 
interest rates reduced debt to the tune of 2–4 percent a year for the United States, and for the 
United Kingdom for the years with negative real interest rates.6 For Italy and Australia, with their 
higher inflation rates, debt reduction from the financial repression “tax” was on a larger scale and 
closer to 5 percent per year. As documented in Reinhart and Sbrancia (2011), financial repression 
is well under way in the current post-crisis experience.

4 See memorandum item in Table 2.
5 “Debts Dead, a View in Paris.”
6 Negative real interest rates are a tax on bondholders and effect a transfer or redistribution from savers to borrowers.
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Figure 7. 
The Sequencing of Crises: The Big Picture

14 

 

Source: Authors’ illustration based on prototype sequencing pattern. 
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Of course, if policymakers are fortunate, economic growth will provide a soft exit, reducing or eliminating the 
need for painful restructuring, repression, or inflation. The evidence on debt overhangs is not very heartening. 
Looking just at the public debt overhang, and not taking into account old age support programs, the picture is 
not encouraging. Reinhart, Reinhart, and Rogoff (2012) consider 26 episodes in which advanced country debt 
exceeded 90 percent of GDP, encompassing most or all of the episodes since World War II. (They tabulate the 
small number of cases in which the debt overhang lasted less than five years, but do not include these in their 
overhang calculations.) They find that debt overhang episodes averaged 1.2 percent lower growth than 
individual country averages for non-overhang periods. Moreover, the average duration of the overhang episodes 
is 23 years. As Reinhart, Reinhart, and Rogoff (2012) simulate, the staggering potential cumulative effect of 1.2 
percent lower growth means that after 23 years GDP is more than 20 percent lower than it otherwise would be. 
Of course, there are many other factors that determine longer-term GDP growth, including especially the rate of 
productivity growth. But given that official public debt is only one piece of the larger debt overhang issue, it is 
clear that the governments should be careful in their assumption that growth alone will be able to end the crisis. 
Instead, today’s advanced country governments may have to look increasingly to the approaches that have long 
been associated with emerging markets, and that advanced countries themselves once practiced not so long ago. 
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6. FINAL THOUGHTS

Of course, if policymakers are fortunate, economic growth will provide a soft exit, reducing 
or eliminating the need for painful restructuring, repression, or inflation. The evidence on debt 
overhangs is not very heartening. Looking just at the public debt overhang, and not taking into 
account old age support programs, the picture is not encouraging. Reinhart, Reinhart, and Rogoff 
(2012) consider 26 episodes in which advanced country debt exceeded 90 percent of GDP, 
encompassing most or all of the episodes since World War II. (They tabulate the small number 
of cases in which the debt overhang lasted less than five years, but do not include these in their 
overhang calculations.) They find that debt overhang episodes averaged 1.2 percent lower growth 
than individual country averages for non-overhang periods. Moreover, the average duration of the 
overhang episodes is 23 years. As Reinhart, Reinhart, and Rogoff (2012) simulate, the staggering 
potential cumulative effect of 1.2 percent lower growth means that after 23 years GDP is more 
than 20 percent lower than it otherwise would be. Of course, there are many other factors that 
determine longer-term GDP growth, including especially the rate of productivity growth. But 
given that official public debt is only one piece of the larger debt overhang issue, it is clear that 
the governments should be careful in their assumption that growth alone will be able to end 
the crisis. Instead, today’s advanced country governments may have to look increasingly to the 
approaches that have long been associated with emerging markets, and that advanced countries 
themselves once practiced not so long ago.
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ABSTRACT 

The paper describes the use of commercial bills in Bank of England open-market operations 
from the earliest days of central banking in the 19th century, when, it is suggested, the Bank of 
England’s main objective was what would now be called macro-prudential, until the 1980s, when 
commercial bill purchases were an essential feature of contemporary anti-inflationary policy. It 
explores the relationship between government securities, central bank assets and bank liquidity 
regulation, exposes as a myth the belief that government securities are perfectly safe assets, 
and challenges the idea that central banks should confine their asset holdings to government 
securities. In addition, the paper argues that by making more active use of the policy instrument 
of central bank asset choice, by acknowledging the connection between liquidity regulation 
and open-market operations, and by making certain changes to the Basel 3 Liquidity Coverage 
Ratio regulations, central banks could both better achieve some of their macro-prudential policy 
objectives and stimulate high-quality bank lending.

JEL classification: E52, E58

Keywords: commercial bills, bills of exchange, Bank of England, eligibility, bank liquidity, 
Basel 3, Liquidity Coverage Ratio, overfunding, monetary targets, macroprudential policy, 
risk-free asset, government securities.

1. INTRODUCTION 

The paper is organised as follows. Section 2 is a historical account of the use of commercial 
bills as assets of the Bank of England since the 19th century, set in the context of the objectives of 
public policy and of the Bank of England as it developed into a central bank in the second half of 
the century. Section 3 discusses central bank asset choices in today’s financial environment, and 
demonstrates that new post-crisis liquidity regulation needs to be consistent with central banks’ 
eligibility policies. It attacks the view that central bank assets should be limited to domestic 
government securities, and shows that liquidity regulation has created a bias in favour of lending 
to governments. Section 4 briefly summarises the conclusions.

1 Based on a paper presented at the Round Table of the European Central Bank Committee on Financial Integration, 7th July 2014. I am grateful 
to Bernhard Winkler, Hans-Helmut Kotz and other participants in the Round Table, to Richhild Moessner and to an anonymous referee, for 
extremely helpful comments on earlier versions. I am also grateful to Edward Nelson, Clifford Smout and John Whittaker for useful discussions 
on the subject matter. None of them is responsible for the views expressed in the paper, or for the paper’s shortcomings.
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2. COMMERCIAL BILLS AND CENTRAL BANKING IN BRITAIN

Bills of exchange first appeared in Europe in the thirteenth century, in Genoa, Florence and 
Venice, and penetrated trade thereafter, if only slowly; ‘there can be little doubt of the essential 
perfection of the bill by 1650’.2 Bills therefore have a much longer history than any central bank. 
They were widely used in England in the 19th century, in a period when banks were largely 
local organisations, as a vehicle for financial intermediation between the agricultural parts of the 
country, where the banks typically had excess funds, and the industrial districts, where the banks 
were typically short of funds. Industrial borrowers would draw bills which their local banks 
would accept, and the bills found their way, often via the London bill brokers, to the banks in 
rural areas. They sometimes circulated as means of payment.3 Later in the 19th century, the use 
of bills in domestic trade declined, but commercial bills were increasingly used for financing 
international trade.

Table 1
Relevant events in British monetary history

1797 Suspension of gold convertibility of Bank of England notes.

1821 Resumption of gold convertibility after Napoleonic Wars.

1825 Financial crisis following collapse of stock market boom.

1844 Bank Charter Act, regulating Bank of England note issue.

1847 Financial crisis following harvest failure and the end of the railway boom.

1857 Financial crisis originating in the United States.

1858 Withdrawal of Bank of England from money market dealing.

1866 Financial crisis following the failure of Overend & Gurney, which was not rescued by Bank 
of England.

1873 Publication of Walter Bagehot’s ‘Lombard Street’, advocating larger gold reserves and last resort 
lending by Bank of England in case of need.

1878 Bank of England resumed routine lending to money market.

1890 Baring crisis: Barings were rescued by a group of banks led by the Bank of England.

1890 Bank of England resumed routine bill discounts for money market and began to build up gold 
reserves.

1914–1918 Outbreak of war in 1914 caused immediate banking crisis. The war led to a massive enlargement 
of government debt.

1931 Banking crisis originating in Austria, Hungary and Germany.

1939–1945 War and further massive enlargement of government debt.

1981–1985 ‘Overfunding’ of government deficit accompanied by Bank of England commercial bill purchases 
was used as a technique for reducing inflation.

2009–2012 Quantitative easing, i.e. heavy purchases of government securities by Bank of England.

Once the convertibility of Bank of England notes into gold had been restored in 1821, after 
the Napoleonic Wars, price stability was not a policy concern (it was taken care of by the gold 
standard); nor was full employment.4 Two leading concerns of British monetary policy were, first, 
to manage the periodic financial crises (1825, 1847, 1857, 1866) that occurred, and second, to find 

2 Braudel (1983, p. 113), Usher (1914, p. 576). 
3 Viner (1937, pp. 246–247).
4 Events in British monetary history which are relevant to this paper are summarised very briefly in Table 1.
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a means of preventing them. The latter concern might now be described as ‘macro-prudential’, 
since crisis prevention is the purpose of macro-prudential policy. At the time, the immediate 
concern was to protect the Bank of England’s gold reserves, but since in practice the main threat 
to the gold reserves came from excessive credit expansion, which led to financial crises and 
surges in the demand for gold, crisis prevention and protection of the gold reserves amounted to 
much the same thing. Consequently the monetary history of 19th and early 20th century Britain 
is relevant to present-day debates on macro-prudential policy. It was in the second half of the 
19th century that the Bank of England consciously took on the responsibilities now associated 
with a central bank, rather than being managed exclusively for the benefit of its proprietors. 

The Bank Charter Act of 1844 was intended to prevent crises by ensuring that the Bank of 
England’s note issue would be managed in accordance with the principles of the Gold Standard. 
The note issuing activities of the Bank had to be reported in a separate weekly account (the Issue 
Department) and notes issued had to be matched one for one by holdings of bullion, valued at 
the mint price, with the exception of a fixed fiduciary issue backed by government securities. The 
banking activities of the Bank were reported in a separate account (the Banking Department), 
and the Banking Department ‘should be governed on precisely the same principles as would any 
other Body dealing with Bank of England notes’, according to Sir Robert Peel, the promoter of 
the 1844 Act.5

Bills discounted were an important component of the Bank of England’s assets in the 19th 
century, as Table 2 shows, and they accounted for a substantial proportion of its income.6 Many of 
the Bank of England’s advances (also shown in Table 2) will also have been against the security 
of bills. Moreover, discounts and advances were among the most volatile components of the 
Banking Department’s assets, at least after the middle of the 19th century: the average absolute 
monthly changes in discounts and advances were 18% and 30% respectively of the average 
amounts in the portfolio, compared with, for example, just 3% in the case of ‘other securities’, 
which averaged 23% of the stock of total assets and were held for income generation purposes. 
The Bank of England was choosy in discounting: in the early 19th century it would not discount 
paper longer than 65 days, and it insisted on ‘two good London names’, i.e. endorsements, but 
that was probably for commercial rather than public policy reasons.7

Table 2
Discounts and advances in the Banking Department’s balance sheet, 1851–1914  
(£ 000s, percentages in brackets, averages)

Discounts Advances Total assets

July 1851–1859 5,833 (16)  1,004 (3) 36,889

1860–1869 7,130 (18)  1,984 (5) 40,516

1870–1879 4,907 (10)  3,404 (7) 47,233

1880–1889 1,690 (3)  4,859 (10) 49,117

1890–1899 3,703 (6) 11,136 (18) 62,688

1900–1909 6,214 (9) 11,427 (16) 71,430

1910–June 1914 8,128 (11)  8,629 (11) 76,360

Source: Bank of England archives, file numbers C1/113, C1/1 – 1/62. The data shown are averages of data from the last Wednesday of each month, 
except that where the last Wednesday of the month was a holiday, the data from the next working day was used. 

5 Quoted by Gregory (1929, p. xxv).
6 For the contribution of discounts to income, see Clapham (1944, vol. 2 Appendix C and D). 
7 See for example Clapham (1944, vol. 2, p. 135)
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The Bank Charter Act did not bring an end to financial crises, and pressure developed for 
the Bank of England (Banking Department) to act in the public interest, by achieving the crisis 
prevention objectives that the Bank Charter Act had not secured, and by managing crises if they 
could not be prevented.8 Bagehot’s famous book ‘Lombard Street’, first published in 1873, 
advocating larger gold reserves and last-resort lending, is perhaps the best-known example of 
such pressure. And, indeed, the Bank of England acceded to the pressure, building up its reserves 
and accepting responsibility for the stability of the banking system, notably, for example, in its 
management of the Baring crisis of 1890.9

The banking industry grew very fast in the second half of the 19th century. The Bank of 
England did not keep pace and lost its earlier source of market power, namely its sheer size, but it 
developed a new source of power, namely the commercial banks’ dependence on it for liquidity. 
It was helped in this by the commercial banks’ practice of ‘window dressing’ their balance sheets 
to make them appear more liquid than they actually were; this meant that the money market 
needed cash from the Bank of England at the end of each quarter, when banks had to report their 
assets on the same day. And, in the late 19th and early 20th century, the Bank went out of its way 
to borrow money from commercial banks, from the Stock Exchange, from the Council of India 
and from the Japanese government, in order to increase the money market’s dependence on it for 
liquidity and its ability to control short-term interest rates.10 It thereby increased the amount of 
bullion that it held in excess of the amount required to support the stock of banknotes demanded 
by the public; the excess was represented by banknotes held in the Banking Department, which 
were supported by bullion held in the Issue Department, and by moderate amounts of bullion held 
in the Banking Department (Figure 1). 

Figure 1
Banking Department assets and notes outside the Bank of England, 1851–1914 (£000s)
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Figure 1 

Banking Department assets and notes outside the Bank of England, 1851 – 1914 (£000s) 

 

Source: Bank of England Archive, Daily Account Books (one day from each month). 

 

In the crisis of 1857, the Bank of England lost large amounts of gold as the demand for liquidity surged, and 
the gold standard had to be suspended. The Bank of England’s initial reaction, in 1858, was to withdraw 
from the market: it abandoned the practice of routine discounting for ‘bill brokers, money dealers and 
discount companies’, and would lend and discount only at times of general stringency. In 1878, however, it 
announced that ‘at this penal rate [Bank rate] or thereabouts, it would lend to the market, not only at times of 
crisis, but as a general rule. It would not discount bills outright, but would make advances to bill-brokers and 
discount companies.’11 In 1890 it resumed the routine discounting of bills for the market. Only very short 
bills were initially eligible, but the rules were later relaxed and by 1897 the limit was three months.12  There 
are signs that the Bank used its power to pursue what would now be called macro-prudential objectives: in 
1905 – 07, as a boom developed in the United States, it signalled to London banks, ‘mainly by its selectivity 
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
11 Sayers (1936, p 3). 
12 Sayers (1936, pp 21 – 22), Sayers (1976, vol 1, p 35) 

Source: Bank of England Archive, Daily Account Books (one day from each month).

8 See e.g. Whale (1944).
9 See Clapham (1944, vol. 2, pp. 326–339), Ziegler (1988, chapter 14).
10 Sayers (1936, chapter II), Sayers (1957, chapter 2), King (1972, pp. 313–314).
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In the crisis of 1857, the Bank of England lost large amounts of gold as the demand for 
liquidity surged, and the gold standard had to be suspended. The Bank of England’s initial reaction, 
in 1858, was to withdraw from the market: it abandoned the practice of routine discounting 
for ‘bill brokers, money dealers and discount companies’, and would lend and discount only at 
times of general stringency. In 1878, however, it announced that ‘at this penal rate [Bank rate] or 
thereabouts, it would lend to the market, not only at times of crisis, but as a general rule. It would 
not discount bills outright, but would make advances to bill-brokers and discount companies.’11 In 
1890 it resumed the routine discounting of bills for the market. Only very short bills were initially 
eligible, but the rules were later relaxed and by 1897 the limit was three months.12 There are signs 
that the Bank used its power to pursue what would now be called macro-prudential objectives: in 
1905 – 07, as a boom developed in the United States, it signalled to London banks, ‘mainly by its 
selectivity in discounting bills – that they should cut down commitments to finance speculation 
in New York’.13 Admittedly it was motivated partly by a desire to protect its gold reserve, but its 
action also had a macro-prudential aspect.

After the First World War, the Bank of England was concerned about the explosion of the 
‘floating debt’ of the government (i.e. Treasury bills and Ways and Means Advances from the 
Bank to the government), which had risen from £13 million at the end of March 1914 to £1,412 
million (25% of GDP) five years later.14 The Bank of England considered this to be a seriously 
unsound method of financing the government and, in a vain attempt to discourage it, demonstrated 
a preference for high-quality commercial bills over Treasury bills in its open-market operations 
immediately after the war.15 

The Bank also concerned itself with the quality of commercial credit in the bill market. It 
‘would be seeking to discourage some classes of business in the market generally, and it would 
be watching to see that particular firms avoided objectionable paper’.16 It expressed its concern 
by refusing to discount commercial bills which failed to meet its minimum standards, thereby 
ensuring that they could not trade at the finest rates in the market. It should be noted, however, 
that bills accounted for just 17% of banks’ commercial assets in 1920, and that the percentage 
had fallen to 12% by 1928.17 The macro-prudential ambitions of the Bank of England were thus 
confined to the bill market and there was no official oversight of the totality of the commercial 
banks’ assets.18

The failure of the supply of Treasury bills to contract, as the Bank of England had wished, 
and the decline in the supply of commercial bills as international trade collapsed during the Great 
Depression, meant that the Bank of England’s open-market operations came to be dominated by 
Treasury bills, and its dealings in commercial bills were for many years reduced to ‘sampling’ – in 
other words, regular purchases of small parcels of bills for the express purpose of monitoring their 
quality. The 1930s were one of the few periods in British monetary history in which the supply of 
bank credit was clearly inadequate, and Bank of England policy did little to help.19 Fortunately, 
the ‘cheap money’ policy instituted in 1932, together with the remarkable expansion of mortgage 
credit provided by building societies, mutual institutions which were the ‘shadow banks’ of 

11 Sayers (1936, p. 3).
12 Sayers (1936, pp. 21–22), Sayers (1976, vol. 1, p. 35)
13 Sayers (1976, vol. 1, p. 44)
14 Source: Morgan (1952, table 10). Treasury bills had been introduced in 1877 but were not issued on a very large scale until 1914. Of course 
GDP was not measured at the time, but estimated much later.
15 Sayers (1976, vol. 1, p. 277).
16 Sayers (1976, vol. 1, p. 273). 
17 Source: Sheppard (1971, table (A) 1.1)
18 However, the Bank of England and the Treasury did try, unsuccessfully, to prevent the London clearing banks from extending their overseas 
operations, for fear of adding to the contingent liability of the government in the event that they became distressed. Sayers (1976, vol. 1, 
pp. 243–244) 
19 See Howson (1975, p. 145), Allen (2012).
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that era, facilitated a housebuilding boom which greatly alleviated the depression in many parts 
of the U.K.20 

The supply of Treasury bills exploded again during and after the Second World War, and 
the Bank of England’s purchases of commercial bills remained confined to sampling until the 
early 1980s. Inflation had got badly out of control in Britain in the 1970s and the government 
turned in desperation to monetary targets in the hope of salvation. The target they chose was for 
broad money (M3, later its sterling component known as sterling M3). Broad money was not 
very susceptible to control by variations in short-term interest rates, largely because much of it 
consisted of wholesale bank deposits which bore interest at market-related rates. It was however 
somewhat susceptible to variations in the government’s debt management policy. Lengthening 
the maturity of the government debt by selling more bonds (gilts) absorbed bank deposits and 
contained the growth of broad money. The strategy of ‘overfunding’ – selling more gilts than 
were needed to meet the government’s deficit – was implemented from 1981/82 until 1984/85. 
Of course, this made the banking system chronically short of funds. The initial effect was that the 
supply of Treasury bills dried up: the Bank of England bought nearly all the existing bills in its 
open market operations, and the new supply was reduced to a minimum. Soon, the Bank needed 
to buy assets from the commercial banks to keep them supplied with liquidity and to offset the 
drain created by the policy of overfunding. 

The preferred asset was commercial bills. This reflected their several attractions: ‘they gave 
security in depth, in that they bore at least two good “names”, and their creditworthiness had been 
assessed before they reached the Bank, notably by the acceptor when taking on the commitment.’21 
The two names were those of the accepting bank and of the discount house which sold the bill to 
the Bank. In order for the Bank to lose money, the original drawer, the acceptor and the discount 
house would all have had to fail (along with any intermediate holders). And commercial bills 
had a codified legal foundation in the Bills of Exchange Act 1882, as subsequently amended. 
The main uncertainty was whether the market could generate enough bills to meet the Bank’s 
unpredictable but growing needs. The Bank used supplementary techniques: purchases of local 
authority bills, and at periods of particular stress, repos of government-guaranteed export credit 
and shipbuilding assets with the commercial banks. It also considered buying certificates of 
deposit issued by commercial banks, but never did so.22

In the event, the market did generate enough eligible commercial bills (see Figure 2). The 
supply of commercial bills increased from 4.5% of the banks’ sterling assets in October 1980 to 
8.4% in April 1982. The surge in the Bank of England’s demand for bills caused their yields to fall 
relative to inter-bank deposit rates (see Figure 2), initially to about 40 basis points below inter-
bank rates, though the margin gradually narrowed. The Bank required that all the bills it bought 
met its minimum quality standards, which were intended to ensure that they could reasonably 
be described as financing short-term self-liquidating transactions. The required standards were 
described to the market, though not precisely specified, in August and November 1981 in ‘aides-
memoire’. Bills purchased were inspected and those that were deemed unsatisfactory were 
returned. It is fair to say that fine judgments were often required as to the eligibility of particular 
bills. The Bank’s practices as regards eligibility had to be adapted as market practices and trading 
practices evolved. The Bank was normally willing to buy bills with up to 3 months to maturity, 
and at times of stress it undertook repo operations with the market in which bills with up to 
6 months to maturity were eligible.

20 Building society mortgages outstanding increased by £438 million in the 1930s, an annual average growth rate of 11.5%. The annual average 
increase in outstanding mortgages was equivalent to 0.9% of GDP. The building societies appear to have been uninhibited by concerns about 
liquid asset ratios: the ratio of cash and investments to total assets fell from 14.3% to 8.7% during the 1930s. Source of data: Sheppard (1971, 
table (A) 2.4). 
21 Coleby (1982, p. 515). 
22 Coleby, ‘Overfunding: implications for money market operations’, 5th November 1981, Bank of England archive document, file number 
2A182/3.
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Figure 2
Commercial bill quantities and yield margins, 1979–1991	  
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The Bank maintained a list of commercial banks whose acceptances were eligible for rediscount; the list was 
regularly reviewed and updated. The Bank imposed an upper limit on its bill market exposure to each 
accepting bank. As the implementation of monetary policy required the Bank to hold progressively larger 
amounts of commercial bills, the limits had to be gradually increased; in effect, they were limits on each 
bank’s share of the commercial bill market. The limits were enforced not by rejecting bills which would 
have taken the Bank’s holdings of an individual acceptor’s bills above the limit but by inviting the acceptor 
concerned to place fewer bills in the market. The Bank lost no money in this period as a result of 
dishonoured bills. 

The use of commercial bills in Bank of England operations declined in the 1990s, especially after the 
introduction of a gilt repo market in 1997, and the market atrophied. Commercial bills ceased to be eligible 
for rediscount in 2005. 

It is perhaps worth adding that the Federal Reserve, immediately after it had been established, made it a 
policy objective to develop a commercial bill market in the United States. It succeeded for a period, but the 
market shrivelled in the 1930s, both because of the Great Depression and because the Fed withdrew after the 
passage of the Glass-Steagall  Act relaxed the constraints on its ability to purchase government debt.23 

 
3. CENTRAL BANK ASSET CHOICE TODAY, LIQUIDITY REGULATION AND THE SAFE 

ASSET MYTH 
 
For the most part, central bank’s domestic asset portfolios were dominated by government securities for half 
a century or more after the end of the Second World War, the Bank of England’s commercial bill purchases 
in the 1980s being a rare exception. However, in the financial crisis that began in 2007, central banks greatly 
widened the range of assets that they were willing to buy or accept as collateral for loans. In deciding which 
new assets to accept, they were no doubt, and understandably in the circumstances, motivated mainly by the 
range of assets that the banks had to offer.  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
23 See Eichengreen and Flandreau (2010), Meulendyke (1998), Stella (2009), Warburton (1952). For a broader historical survey of 
the relationship between market structures and monetary policy, see Jobst and Ugolini (2014). 

The Bank maintained a list of commercial banks whose acceptances were eligible for 
rediscount; the list was regularly reviewed and updated. The Bank imposed an upper limit on its 
bill market exposure to each accepting bank. As the implementation of monetary policy required 
the Bank to hold progressively larger amounts of commercial bills, the limits had to be gradually 
increased; in effect, they were limits on each bank’s share of the commercial bill market. The 
limits were enforced not by rejecting bills which would have taken the Bank’s holdings of an 
individual acceptor’s bills above the limit but by inviting the acceptor concerned to place fewer 
bills in the market. The Bank lost no money in this period as a result of dishonoured bills.

The use of commercial bills in Bank of England operations declined in the 1990s, especially 
after the introduction of a gilt repo market in 1997, and the market atrophied. Commercial bills 
ceased to be eligible for rediscount in 2005.

It is perhaps worth adding that the Federal Reserve, immediately after it had been established, 
made it a policy objective to develop a commercial bill market in the United States. It succeeded 
for a period, but the market shrivelled in the 1930s, both because of the Great Depression and 
because the Fed withdrew after the passage of the Glass-Steagall Act relaxed the constraints on its 
ability to purchase government debt.23

3.  CENTRAL BANK ASSET CHOICE TODAY, LIQUIDITY REGULATION 
AND THE SAFE ASSET MYTH

For the most part, central bank’s domestic asset portfolios were dominated by government 
securities for half a century or more after the end of the Second World War, the Bank of England’s 
commercial bill purchases in the 1980s being a rare exception. However, in the financial crisis 
that began in 2007, central banks greatly widened the range of assets that they were willing to buy 
or accept as collateral for loans. In deciding which new assets to accept, they were no doubt, and 
understandably in the circumstances, motivated mainly by the range of assets that the banks had 
to offer. 

23 See Eichengreen and Flandreau (2010), Meulendyke (1998), Stella (2009), Warburton (1952). For a broader historical survey of the 
relationship between market structures and monetary policy, see Jobst and Ugolini (2014).
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In the wake of the crisis, central banks are faced with new challenges. One is to stimulate the 
supply of bank credit where it has dried up. Mortgage credit has generally remained available, 
helped by the willingness of the European Central Bank and the Federal Reserve to buy mortgage-
backed securities or take them as collateral, and by low regulatory risk weights. Large companies 
may have direct access to capital markets and therefore not be much affected by any interruption 
to the supply of bank credit. But small and medium-sized companies in particular face difficulty 
in getting credit from banks.

Another challenge for central banks is to find ways of implementing macro-prudential policy 
– or, to be more specific, of achieving macro-prudential policy objectives, which include the 
avoidance of another credit boom financed by banks which results in taxpayers being required to 
put up capital to prevent bank failures.

The supply of bank credit in Britain has been impeded, at least temporarily, by the introduction 
of tighter regulation of bank liquidity, as provided for in Basel 3 by the Liquidity Coverage 
Ratio (LCR) and the Net Stable Funding Ratio. The LCR requires banks to hold specified liquid 
assets sufficient to provide for a hypothetical liquidity crisis lasting a month. The requirement 
will not become effective until 2019, but banks, under pressure from investors and perhaps also 
regulators, have anticipated it. The specified liquid assets that banks have to hold are mainly 
deposits in central banks and government securities (level 1 liquid assets). However, up to 40% 
of the requirement may be met with holdings of specified private assets (level 2), which ‘have a 
proven record as a reliable source of liquidity in the markets (repo or sale) even during stressed 
market conditions’. Level 2 assets are subject to a discount in the LCR calculation. 24

The intensification of liquidity regulation since the onset of the financial crisis, the introduction 
of the LCR, and above all the strong preference of regulators for government securities as liquid 
assets, has introduced into bank credit markets a new bias in favour of government borrowers and 
against commercial borrowers. In the U.K., commercial banks lent £419 billion (roughly a quarter 
of a year’s GDP) net to the government and the Bank of England between the end of 2006 and the 
end of 2013, while loans to non-financial companies declined by £87 billion. 

Eligibility policy is a weapon which central banks could use in pursuit of both credit supply 
and macro-prudential objectives. This weapon has been widely used since the financial crisis in 
the attempt to keep credit flowing, but it has been used passively: in order to keep commercial 
banks liquid, central banks appear to have taken the best (or least bad) assets that the commercial 
banks (and, in the United States, broker-dealers) happened to have, rather than the assets that they 
wanted.

The United Kingdom has been an exception, in that the Bank of England’s large-scale asset 
purchases have been mainly of government securities.25 The reason for this concentration was not 
macro-prudential, but rather a conviction that it is not the proper business of central banks to hold 
commercial assets. This conviction may rest on one or both of the following foundations.
a. The belief that government securities, or at least those that are denominated in domestic 

currency, are safe assets, in that they carry no default risk. One possible reason for thinking 
that they carry no default risk is that the belief (i) that if the government gets into financial 
difficulty, it will always have a choice between default and inflation, and (ii) that, faced 
with the choice, it will always choose inflation as the lesser evil. Neither of these beliefs is 
sustainable. Governments of countries in monetary unions, such as those in the euro area, 
do not have a choice between default and inflation. And even in countries which are not 
in monetary unions, and which do have such a choice, governments may default rather 
than inflate their domestic currency debts away. Russia did so in 1998, and the United 

24 Basel Committee on Banking Supervision (2013, pp. 11–13).
25 The emergency loans made to Royal Bank of Scotland and Halifax Bank of Scotland in 2008 are exceptions, as is the Special Liquidity 
Scheme of 2009–2012 and the more recent Funding for Lending scheme (see Churm, Radia, Leake, Srinavasan and Whisker 2012). Quantitative 
easing as practised by the Bank of England does not add directly to the supply of level 1 liquid assets; it merely exchanges one level 1 liquid asset 
for another.
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States Congress has on several occasions delayed approving increases in the Federal debt 
limit, threatening to put the United States Treasury into a position where it could not avoid 
defaulting on its debt. Moreover the Greek election result of January 2015 shows that, 
in a democracy, a government may be elected with a mandate not to observe the terms 
of previously-contracted debts. The fact that no government can bind its successors is 
a fundamental weakness of government securities of all kinds.

 Domestic-currency government securities cannot, therefore, be regarded as perfectly-safe 
assets. The widespread contrary belief, which is enshrined in the specification of the LCR 
and in the risk weights used for calculating bank capital requirements, perhaps reflects 
the many years of experience after 1945, when central banks were mainly dominated by 
their national governments and were not constrained by the gold standard or otherwise 
from creating as much money as was necessary to pay the government’s debts, and when 
legislators were not inclined to force their executives either to limit borrowing or to default.

b. The notion that purchases of commercial assets are acts of fiscal policy which are outside the 
proper province of an independent central bank, and that official purchases of commercial 
assets ought to be conducted by agencies subject to democratic control (Goodfriend 
2011, Buiter 2014). The then Bank of England Governor Sir Mervyn King appeared to 
endorse this view when giving evidence to the House of Commons Treasury Committee 
in 2012.26 However, it has no foundation in historical central banking practice, which 
has tended to prefer commercial assets and to be suspicious of central banks financing 
governments.27 Moreover it is impractical. Most central banks hold foreign reserve assets, 
which are necessarily in the form of financial claims on foreigners – either banks or issuers 
of securities. And in some happy countries, there is simply too little government debt to 
satisfy the need of the central banks for assets to back the note issue. 

 Leaving these impracticalities aside, the ‘democratic control’ argument for a government 
securities-only policy on the part of central banks is an extreme one. Central banks are 
typically owned by governments, and have capital provided by governments in their 
capacity as shareholders. Their capital is limited, and therefore their capacity to buy 
commercial assets prudently is also limited. Governments may oversee the asset-purchasing 
policies of central banks, and their profitability, in their capacity as shareholders, and this 
might be thought sufficient for democratic control purposes, particularly when considered 
in combination with scrutiny of the central bank by the legislature. 

 One of the practical consequences of the application of the government securities-only 
policy in the United Kingdom has been to contribute to the heavy but hidden subsidy to 
government borrowing, and to the weakness in bank lending to the private sector. 

Eligibility policy has not been used much, if at all, for macro-prudential purposes in recent 
years. Rather, it has been used to support the supply of credit. Nevertheless, Galati and Moessner, 
in their survey (2013) of the literature on macro-prudential policy, include collateral policies 
(which are the same as what I call eligibility policies) in their list of available tools to foster 
financial stability (their table 2), but under the heading of monetary rather than macro-prudential 
policy. However, the distinction which has largely been maintained both in academic literature 
and in the organisational structures of central banks between monetary and macro-prudential 
policy is a distinction without a difference, as it was in the late-19th and early-20th centuries. 
Eligibility policy and bank liquidity regulation could be designed much more effectively than at 
present for both credit supply and macro-prudential purposes. 

The LCR creates a category of assets which are privileged in that banks are required to hold 
minimum quantities of them; as a result, they yield less than other bank assets. As already noted, 

26 House of Commons Treasury Committee (2012).
27 This suspicion is most evident in the statues of the European Central Bank, which forbid the practice.
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there are also ‘level 2’ liquid assets allowed under the LCR: they are subject to a discount, and 
after the discount, may account for a maximum of 40% of the liquidity requirement, so they are 
much less privileged than the ‘level 1’ assets, which are claims on the public sector. It has already 
been noted that ‘level 1’ assets are not completely safe. Moreover, the private assets selected for 
level 2 are a curious collection. They include, for example, certain non-financial corporate debt 
securities, including commercial paper, and covered bonds, which are highly-rated, ‘traded in 
large, deep and active cash or repo markets characterised by a low level of concentration’. These 
are typically assets which are liquid in normal market conditions, but perhaps not all: it is possible 
to imagine market conditions in which even the finest corporate or covered bonds would be hard 
to sell. It cannot be said that commercial bills are liquid in all conditions, but at least their short 
maturity provides protection against illiquidity that is not available to, say, a corporate bond.

The LCR adds to the cost of making commercial loans. If:
rD is the interest rate on deposits;
rL is the yield of the level 1 liquid assets that the banks are required to hold; it can safely be 

assumed that rL < rD ;
rN is the interest rate on the safest of commercial loans which are not counted as liquid assets 

for LCR purposes; and 
θ is the percentage level 1 liquidity requirement;
then rN = ( rD – θ rL) / (1 – θ), ignoring the bank’s cost of capital and management (for the 
sake of simplicity, the calculation also ignores level 2 liquid assets). The larger the liquidity 
requirement, and the lower the yield on level 1 liquid assets, the higher the cost of commercial 
loans and the larger the bias in favour of lending to governments.

If commercial assets of sufficiently high quality were allowed to count as level 1 liquid assets 
for LCR purposes alongside deposits in central banks and government securities, then the yield 
on such assets would be related to rL rather than rD and θ, and would be lower than rN . This would 
facilitate the flow of credit to companies, including small and medium-sized ones, in return for 
high-quality assets.28

It seems clear that the set of assets which a central bank is willing to buy, or take as collateral, 
routinely and at fine rates, in its open-market operations ought in logic to be identical to the set 
of assets which commercial banks can count as level 1 liquid assets. If a central bank is willing 
to buy assets routinely at fine rates, then they are ipso facto high quality liquid assets.29 And if 
the central bank rejects assets which are deemed by regulators to be level 1 liquid assets when 
conducting open-market operations, then it is implicitly establishing another, different group of 
high-quality liquid assets.

As already noted, the specification of the LCR, and the risk-weights that are used for the 
assessment of capital adequacy, appear to be based on the assumption that domestic-currency 
government securities are perfectly safe. The fact that they are demonstrably not perfectly safe 
suggests that the Basel Committee on Banking Supervision accepts that, if the government 
of a country defaults, the banks domiciled in that country will also fail. Indeed, the BCBS’s 
regulations make it unlikely that any bank could survive the default of its home-country 
government. A wider definition of level 1 liquid assets would therefore make banks safer, as well 
as stimulating the flow of credit to the productive sector of the economy.

The Basel capital ratio regime has in the past discriminated only very crudely between 
commercial loans of varying qualities in the standardised approach: the main criterion has been the 

28 The same would be the case, as John Whittaker has pointed out to me, if central banks made available a facility under which they swapped 
suitable commercial assets for level 1 liquid assets, such as central bank debt certificates.
29 The use of the word ‘routinely’ perhaps requires some explanation. What is meant is that offers of the assets in question to the central bank in 
its regular open-market operations are regarded as normal, and not as conveying any suggestion of distress on the part of the offeror. Of course, the 
offers may not always be accepted in full, or at all, but that is in the nature of open-market operations. 



Ana Paula Cusolito, Claire H. Hollweg • Journal of Banking and Financial Economics 2(4)2015, 91–129

DOI: 10.7172/2353-6845.jbfe.2015.2.6

2828

credit rating of the borrower, factors such as the maturity of the loan being of little account.30 All 
banks, whether they use the standardised or the internal ratings-based approach to risk weighting, 
will be subject to the all-encompassing capital leverage ratio. There are recent signs, however, of 
some regulatory recognition of credit quality in the application of the leverage ratio, at least as 
regards contingent liabilities: for ‘short-term self-liquidating trade letters of credit arising from 
the movement of goods (e.g. documentary credits collateralised by the underlying shipment), 
a 20% CCF [credit conversion factor] will be applied to both issuing and confirming banks.’31

A liquidity policy which recognised the intrinsic liquidity of some short-term commercial 
claims would incentivise banks to generate high quality assets from their commercial customers. 
And routine purchases of such assets by central banks would be a recognition that the strength of 
a currency is based not only on the taxing power of the sovereign but on the commercial activity 
of the country or group of countries which the currency serves. It is important to distinguish 
between a policy of being willing to buy short-term commercial claims in amounts that the central 
bank determines by reference to the needs of monetary policy, and the long-discredited ‘real-
bills doctrine’, which asserts that as long as central banks confine their asset purchases to self-
liquidating bills representing real trade transactions, over-issue of currency is impossible and the 
central bank may therefore safely purchase without limit.

The bank rescues undertaken in and after 2008 created massive moral hazard, in that even 
uninsured deposits and bonds were mostly repaid at public expense if the bank was insolvent 
or illiquid. It was clear that, after that experience, the rules of the banking game would have 
to change and that much more regulation would be inevitable. The criticisms of the Liquidity 
Coverage Ratio made in this paper are of its formulation: specifically, that it forces banks to hold 
government securities or claims on the local central bank which may not be safe, that it ignores 
commercial assets which may in practice provide good liquidity, and that it thereby implicitly 
subsidises government borrowing at the expense of commercial borrowing. Broader issues in the 
regulation of bank liquidity are discussed by Goodhart (2008) and Allen (2010).

It has to be admitted that there is no evidence that the large-scale purchases of commercial 
bills by the Bank of England in the 1980s had any effect on the quality of credit. However, the 
supply of bills at that time reached only 8.3% of total sterling credit; in those days, commercial 
lending was growing very fast; and there was no bias in favour of lending to governments of the 
kind that exists now. It is entirely plausible that, in present circumstances, a policy of treating 
high-quality short-term commercial claims as liquid assets and of making them eligible for routine 
central bank purchase on a substantial scale, would generate a considerable revival in high-quality 
commercial lending.

Central banks would need to make decisions about what price to offer for high-quality 
commercial claims, relative to government debts, and what quantities to buy. These decisions, 
which would be inter-related, are likely to raise difficult questions. Central banks will normally 
want to avoid offering to buy assets of any particular type at a yield that the market clearly regards 
as too low relative to the yields at which it is willing to buy other eligible assets, so that the 
market chooses to concentrate its offerings in that particular class. Another, related, objective is 
to manage and diversify the central bank’s portfolio risks. However, if there is a particular policy 
objective at stake, concentrated offerings and concentrated portfolio risks may be unavoidable. 
Decisions about the relative pricing of the various assets eligible for purchase in open-market 
operations need to be adjustable without there being any change in the general level of short-term 
interest rates that the central bank is trying to maintain.

30 Basel Committee on Banking Supervision (2006, p. 23). The ECB/Bank of England consultative paper on asset-backed securities (2014) 
suggests that holdings by regulated financial institutions of ‘qualifying securitisations’, which meet specified minimum quality standards, might 
benefit from lower capital requirements.
31 Basel Committee on Banking Supervision (2014, p. 19, para 20).
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It is not suggested that commercial bills of exchange are the only private-sector asset worthy 
of consideration for routine purchase by central banks, or even that they are the most attractive. It 
is true that commercial bills have the advantage of a well-established legal foundation, not only 
in the United Kingdom but also in many other countries, thanks to the Geneva Convention of 
1930 on bills of exchange and promissory notes. But the commercial bill market has diminished 
in size and would need to be revived. More important, perhaps, the nature of commerce has 
developed, as has information technology, and the financing functions that bills of exchange 
used to perform may now be performed better by other means. The essential features on which 
central banks should insist in purchasing assets, except in emergencies in which greater risk-
taking may be acceptable, are short maturities, non-renewability, strong guarantees, simplicity, 
and an intimate relationship with non-financial trade. The ECB/Bank of England paper of 2014 
on securitisation discusses the possible development of markets in asset-backed securities, and 
soon after the paper appeared, the ECB decided on a new programme for purchasing asset-backed  
securities.32 

Notwithstanding the Bank of England’s happy, or fortunate, experience in the 1980s, 
commercial assets undeniably carry some risk. Occasional isolated losses have to be expected, 
and central banks need enough capital to enable them to carry the risk. They also need strong 
risk management skills: for example, fraudulent bills were widespread in the 19th century.33 
More important, there were two major crises in the London bill market in the 20th century. 
The outbreak of war in 1914 made it impossible for many continental drawers of bills (I.e. 
borrowers) to repay on time.34 The resulting losses were socialised as the Bank of England 
agreed to rediscount the bills and allow them, exceptionally, to be renewed repeatedly until 
after the war. And in 1931, the bank failures in Austria, Hungary and Germany led to many 
bills accepted in London not being repaid when they fell due. This episode did great damage 
to the accepting houses concerned, and to the finances of their partners, but it did not lead to 
a systemic crisis, since the large clearing banks had ample supplies of other liquid assets, nor 
did the banking system require public support.35  Equally, though, government securities are 
not riskless. And a ‘deadly embrace’ between a banking system which relies for its liquidity on 
domestic government securities and a government which relies on domestic banks for finance can 
be dangerously unstable: any banking problem automatically becomes a public finance problem,  
and vice versa.

4. CONCLUSIONS 

Diversity of sources of liquidity is a defence against instability, since there are no truly safe 
assets. Central banks’ eligibility policies should be made consistent with liquidity regulation. The 
admission of high-quality commercial assets both as assets eligible for central bank purchase and 
as level 1 liquid assets would both promote financial stability and facilitate the availability of 
bank credit to non-financial companies. 

32 Bank of England and European Central Bank (2014), European Central Bank (2014).
33 See King (1972, chapters III, IV and VII), Elliott (2006). Of course, there have also been plenty of more recent frauds.
34 Morgan (1952, chapter I), Sayers (1976, vol. 1, chapter 5A, and Appendix 3), Roberts (2013).
35 Sayers (1976, vol. 2, chapters 17 and 20B), Forbes (1987), James (2001, chapter 2), Accominotti (2012), Diaper (1986), Roberts (1992, 1995). 
The episode was one of the main factors causing the United Kingdom to abandon the gold standard, however.
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ABSTRACT

Libya is highly dependent on exhaustible and volatile hydrocarbon resources, which constitute 
the bulk of government revenues. Although resource wealth provides the means to promote 
socio-economic development, procyclical fiscal policies threaten macroeconomic stability as 
well as fiscal sustainability and intergenerational equity. This paper provides an assessment of the 
cyclically adjusted fiscal stance, analyzes fiscal sustainability according the permanent income 
framework, and simulates various fiscal policy rules with the objective of developing a rule-
based fiscal strategy that would delink the economy from oil price fluctuations, improve the 
management of resource wealth, and safeguard macroeconomic stability. The empirical results 
suggest that an “enhanced” structural fiscal balance rule would provide the strongest anchor for 
policymaking, accommodating for output and/or commodity price shocks, though at the cost of 
relative complexity.
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1. INTRODUCTION

Libya has one of the largest hydrocarbon reserves in the world, with proven crude oil 
reserves of 47 billion barrels and natural gas reserves of 53 trillion cubic feet as of end-2010. The 
hydrocarbon sector accounts for over 65 percent of GDP and 95 percent of government revenues. 
This high degree of dependency on hydrocarbon earnings, which are erratic, unpredictable, and 
eventually exhaustible, makes the Libyan economy vulnerable and complicates fiscal policy 
management.1 The extent of hydrocarbon dependency was highlighted during the revolution, 
when crude oil production collapsed from an average of 1.69 million barrels per day in 2010 
to 0.48 million barrels in 2011, leading to a 62 percent fall in real GDP and a deterioration in 
fiscal accounts from a surplus of 8.9 percent of GDP in 2010 to a deficit of 18.7 percent in 2011. 
While the restoration of hydrocarbon production toward the preconflict level led to a temporary 
improvement in the fiscal balance to a surplus of 24 percent in 2012, the nonhydrocarbon primary 
deficit continued to deteriorate and the underlying fiscal position remains on an unsustainable 
path over the long term.

While Libya’s vast hydrocarbon wealth provides the means to promote socio-economic 
development, the critical issue is effective management of resource revenues. First, though 
substantial, Libya’s hydrocarbon reserves are being gradually depleted and, some day in the 
future, will come to an end.2 To prepare for that day, the government must run surpluses during 
periods of high hydrocarbon prices and invest those savings in alternative sources of wealth, such 
as financial assets and public investments that add to the economy’s productive capacity. After 
the depletion of hydrocarbon reserves, these alternative sources of wealth could then be expected 
to generate a return that could make close the gap between a reasonable level of government 
spending and nonhydrocarbon revenues. Second, building buffers during oil price upswings 
that can be used during downswings can help insulate the economy against volatile oil prices, 
promote balanced and diversified economic growth, and improve intergenerational equity in the 
distribution of resource wealth. This is not, however, just a policy objective to be pursued over 
the very long term. While Libya accumulated overall fiscal surpluses thanks to high hydrocarbon 
prices, the nonhydrocarbon fiscal stance has deteriorated considerably over the past decade, 
especially considering the quality and composition of public expenditure. 

In most developing countries, however, fiscal policy is not typically countercyclical – that is, 
adding to aggregate demand during downturns and withdrawing demand during upturns. Instead, 
fiscal policy tends to be procyclical – that is, exacerbating downturns and amplifying upturns in 
the economic cycle. Furthermore, the extent of procyclical behavior is particularly pronounced 
in resource-dependent countries (Kaminsky, Reinhart, and Vegh, 2004; Talvi and Vegh, 2005; 
Medas and Zakharova, 2009; Villafuerte, Lopez-Murphy, and Ossowski, 2010). Consequently, an 
overall fiscal balance is not a meaningful indicator of the underlying fiscal position, and it does 
not allow an appropriate assessment of fiscal policy behavior over the business cycle, especially 
in a resource-dependent economy like Libya. Considering the volatility of hydrocarbon prices, 
we present an analysis based on a cyclically-adjusted nonhydrocarbon balance as a share of 
nonhydrocarbon GDP and show that the fiscal policy stance had been procyclical and expansionary 
prior to the revolution. 

Evaluating fiscal sustainability, let alone whether the policy stance is optimal, is not an easy 
task in a hydrocarbon-dependent economy, as the volatility of hydrocarbon revenues complicates 

1 Commodity price oscillations tend to be large, long-lasting, and asymmetric. Therefore, it is difficult to forecast prices with a reasonable degree 
of confidence, even over the medium term, which complicates the task of macroeconomic management in resource-dependent countries. 
2 At the pre-conflict rate of extraction and assuming no new discoveries, crude oil and natural gas reserves would last about 77 years and 52 
years, respectively. In practice, however, the level of reserves is dynamic and depends heavily on exploration activity and the extent of new 
discoveries, as well as on market conditions and technological developments that affect the cost and efficiency of extraction.
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policymaking and data limitations make the analysis even more challenging in the case of Libya.3 
Following the literature on fiscal sustainability in resource-rich countries, we utilize the permanent 
income hypothesis (PIH), which limits government spending in a given year to the rate of return 
on the present value of future natural resource streams including financial assets accumulated 
until the depletion of resource reserves. The results of this exercise show that Libya’s current and 
projected fiscal position, assuming no change in policies, is not sustainable over the long term and 
will lead to significant wealth erosion and undermine macroeconomic stability.

Although recent research has questioned the relevance of the PIH framework as a fiscal policy 
anchor in resource-abundant developing countries with infrastructure gaps and low levels of 
human capital, scaling-up of development expenditure needs to take into account the institutional 
and absorptive capacity of the economy. In other words, the pace of scaling-up of development 
spending may need to be tempered to ensure the efficiency of capital investment, to avoid 
the risk of inflationary pressures, real exchange rate appreciation and lower nonhydrocarbon 
output, and to be consistent with the need to accumulate precautionary savings against the 
volatility of hydrocarbon revenues. All in all, fiscal policy needs to play a more prominent role 
in macroeconomic stabilization, especially considering its impact on nonhydrocarbon sectors. 
Because the hydrocarbon sector is effectively exogenous to fiscal policy, the inflationary impact 
on aggregate domestic demand and the risk of the so-called “Dutch disease” materialize through 
the nonhydrocarbon sectors.

A fiscal framework anchored on fiscal rules and strong institutional arrangements could help 
boost the credibility in the government’s ability to maintain macroeconomic stability and ensure 
long-run fiscal sustainability, while insulating the economy against the volatility of hydrocarbon 
resources. Fiscal policy rules have become a popular tool for improving demand management 
and enhancing policy credibility, especially in emerging economies; they impose long-lasting 
constraints on key fiscal indicators through numerical limits on debt, deficits, expenditures, or 
revenue, or on a combination of these. While the optimal design of a rule-based fiscal framework 
varies from one country to another, depending on policy objectives and institutional capabilities, 
the basic principles are to moderate procyclicality and to ensure fiscal sustainability. Libya has 
practically no debt and an abundant stream of hydrocarbon revenues over the foreseeable future, 
but government finances remain dependent on volatile oil prices and production. Moreover, 
beyond building buffers against shocks, Libya also needs to ensure intergenerational equity. 
Therefore, a credible fiscal policy anchor would delink the economy from oil price fluctuations, 
improve the management of resource wealth, and safeguard macroeconomic stability. This study 
simulates a number of numerical fiscal rules and analyzes their benefits and drawbacks for fiscal 
performance. The empirical results suggest that an “enhanced” structural fiscal balance rule would 
provide the strongest anchor for policymaking, accommodating for output and/or commodity 
price shocks, though at the cost of relative complexity. 

Effective implementation of a fiscal policy rule requires an explicit mandate as well as 
supporting institutional arrangements. Transparent application of a well-designed and credible 
fiscal rule is necessary to strengthen fiscal governance and to ensure sustainability and 
intergenerational equity. In this regard, a critical feature is that the fiscal rule is intended for 
application on a permanent basis by successive governments. It therefore needs to be based on 
a firm statutory instrument – such as a constitutional provision – and supported by a number of 
institutional arrangements – such as a fiscal responsibility law, a robust system of public financial 
management (PFM), a complementary Treasury Single Account (TSA) at the Central Bank of 
Libya (CBL), and a top-down policy guideline over a multi-year horizon – to ensure the effective 
implementation and the consistency of fiscal policy objectives.

3 The dataset is drawn from the IMF’s International Financial Statistics and World Economic Outlook databases and from the Central Bank of 
Libya. 
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The remainder of the paper is structured as follows. Section 2 explains the methodology 
for decomposing nonhydrocarbon GDP into trend and cyclical components, and estimates the 
cyclically adjusted nonhydrocarbon primary budget balance in Libya. Section 3 provides an 
analysis of fiscal sustainability according to the PIH framework. Section 4 develops a rule-based 
optimal fiscal framework for Libya according to simulations of various fiscal rules, followed 
by concluding remarks, in Section 5, with specific policy and reform recommendations for 
developing effective and transparent fiscal policies.

2. MEASURING THE FISCAL STANCE

The overall fiscal balance is a commonly used indicator of the impact of fiscal policy on 
aggregate demand, a country’s financing need – or accumulation of assets – as well as of its 
underlying fiscal vulnerability. However, when there is a high degree of correlation between 
natural resource prices and fiscal performance, as is the case in Libya, the volatility of commodity 
prices could result in a misleading picture of the underlying fiscal position and possible structural 
imbalances in the domestic economy. Therefore, the nonhydrocarbon primary budget balance, 
factoring out interest payments and resource-based revenue including investment income, 
provides a better indication of the fiscal stance.4 Furthermore, since the actual fiscal balance 
reflects cyclical – or temporary – effects on the government budget, as well as structural – or 
permanent – influences, it is important to refine the measurement of the underlying fiscal position 
further by developing a cyclically adjusted nonhydrocarbon primary budget balance scaled by 
nonhydrocarbon potential GDP, which would reflect revenues and expenditures adjusted for the 
impact of the economic cycle.5 As such, the cyclically adjusted nonhydrocarbon primary budget 
balance represents the discretionary part of fiscal policy and measures the true extent of fiscal 
impulse in a country heavily dependent on resource-based revenues.

Decomposing GDP into trend and cyclical components is the first step in estimating the 
cyclically adjusted balance. There are various methods, none without shortcomings, for 
decomposing GDP into its trend and cycle components. In this paper, because of data limitations, 
we use the Hodrick-Prescott filter developed by Hodrick and Prescott (1997) to extract trend and 
cyclical components and estimate the output gap.6 The boom period led to an estimated swing of 
56 percentage points in the nonhydrocarbon output gap from a negative reading of 16.1 percent 
in 2001 to a positive output gap of 38.7 percent in 2010 (Figure 2). The extent of deviation from 
the trend during the global commodity boom is also striking compared to the average positive 
output gap of 4 percent in the 1990s (or an average negative deviation of 1.7 percent during the 
period 1970–2005, for that matter).

Output gap estimates are subject to uncertainty, especially in natural resource–based 
economies with a fairly elastic supply of labor. First, countries heavily dependent on commodity 
exports as the primary source of income are subject to significant and frequent shocks, for both 
endogenous and exogenous reasons, making it difficult to identify business cycles. Second, the 
presence of expatriate workers makes the concept of the “natural rate of unemployment” less 

4 Investment income is usually reinvested abroad and therefore does not influence domestic aggregate demand.
5 Automatic stabilizers – certain features of the taxation system (such as a progressive personal income tax) and some expenditure items (such as 
unemployment benefits) that adjust automatically to cyclical fluctuations in economic activity – are not expected to have a prominent role in Libya.
6 The Hodrick-Prescott filter removes low frequency variations and smoothes the GDP series to its stochastic trend, depending on the weight 
assigned to the linear time trend. If there is no noise, the series is fully informative and the weight – λ – should be equal to zero. While a λ of 100 
is typically the choice for annual data in the empirical literature, Baxter and King (1999) argue that a value of around 10 is more reasonable, and 
Ravn and Uhlig (2002) recommend a λ of 6.5 for estimations using annual data. After experimenting with a range of smoothing parameters, we 
find marginal computational differences in the empirical analysis and adopt a λ of 100. It should be noted that the Hodrick-Prescott filter is also 
susceptible to the end-point problem – the trend follows actual GDP more closely at the beginning and end of the estimation period than in the 
middle. The end-point problem in the case of Libya is particularly pronounced after the removal of sanctions and prior to the global financial crisis, 
which we deal with by extending the series through 2017, using projections.
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informative as to whether the economy is operating below or above its potential. Furthermore, the 
estimated increase in potential nonhydrocarbon GDP during the boom years may have been partly 
a result of large public-sector projects, and consequently not as sustainable as a productivity-
driven improvement. Nevertheless, despite the empirical shortcomings, estimates of potential 
nonhydrocarbon GDP and the output gap are consistent with inflation dynamics and present 
a reasonable gauge of deviation from trend growth.7

In measuring the cyclicality of fiscal policy in Libya, we follow the empirical methodology 
outlined by Horton, Kumar, and Mauro (2009) and Abdih et al. (2010), and accordingly use 
the nonhydrocarbon primary budget balance, excluding interest spending and hydrocarbon 
revenues, scaled by nonhydrocarbon GDP. Because hydrocarbon revenues are dependent on the 
erratic behavior of oil prices, the cyclically adjusted nonhydrocarbon primary balance is also 
computed, using the elasticity of nonhydrocarbon revenues and primary expenditures relative 
to nonhydrocarbon GDP, to assess whether fiscal policy exacerbates economic fluctuations. In 
this analysis, we perform cyclical adjustment on total revenue and expenditures by using the 
aggregate elasticities of nonhydrocarbon revenues (assumed to be 1) and primary spending with 
respect to the output gap (assumed to be 0).

The fiscal balance moved from an average deficit of 2.7 percent of GDP a year in the 1990s to 
an average surplus of 15.7 percent in the 2000s. However, that was a result of the unprecedented 
increase in hydrocarbon revenues, and the nonhydrocarbon primary deficit deteriorated from 
22 percent of nonhydrocarbon GDP in 2000 to 155 percent by 2010. Furthermore, the cyclically 
adjusted nonhydrocarbon primary deficit as a share of nonhydrocarbon potential GDP increased 
from 20.5 percent in 2000 to 185 percent by 2008 and, in the aftermath of the global financial 
crisis, to 225 percent in 2010. In other words, the fiscal impulse – measured by the change in the 
cyclically adjusted nonhydrocarbon primary balance as a share of nonhydrocarbon potential GDP 
– amounted to over 200 percentage points on a cumulative basis over this period. 

The combination of positive changes in the output gap with positive fiscal impulse implies 
a procyclical fiscal policy stance. Using this methodology, we find that fiscal policy was procyclical 
prior to the global financial crisis when the Libyan economy experienced an unprecedented 
above-potential boom in non-resource sectors and, consequently, persistent inflationary pressures. 
After the crisis, the government adopted an expansionary fiscal stance, raising the cyclically 
adjusted nonhydrocarbon primary budget deficit to 225 percent of nonhydrocarbon potential GDP 
by 2010. Although we do not estimate the changes in the underlying fiscal position that resulted 
from shocks during the revolution, macro-fiscal developments point to a marked deterioration 
in 2012 and beyond, compared to the preconflict stance that was already unsustainable, mainly 
because of substantial increases in wages, subsidies, and other transfers. Therefore, while Libya 
can afford elevated current spending in the short term, unchanged fiscal policies will erode the 
country’s wealth over the long term.

3. ASSESSING FISCAL SUSTAINABILITY

As natural resource reserves will eventually be depleted, it is necessary to achieve an 
appropriate balance between current and future consumption. The standard PIH framework, 
based on the work of Friedman (1957), has become a popular methodology for assessing the 
sustainability of public finances in countries with vast hydrocarbon reserves. In this paper, we use 
the computational approach outlined by Barnett and Ossowski (2002) to estimate Libya’s total 

7 For example, consumer prices increased at annual rate of 4.4 percent, on average, during the period 2004–08, with inflation peaking at 
10.4 percent in 2008. Although this was partly a result of the increase in international prices, the main factor pushing both tradable and nontradable 
consumer prices higher was the procyclical, expansionary fiscal policy stance that amplified the economic cycle during the global commodity 
boom.
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hydrocarbon revenue until the depletion of hydrocarbon reserves as well as the net present value 
of hydrocarbon-related revenue, which is taken to be a financial asset generating a permanent 
income.8 The estimated income stream is then used to determine the optimal growth path of real 
per capita government expenditure, without undermining the long-term financial position, in the 
following form:
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where is a sustainable level of real per capita government spending, is the growth rate of 
population, and is a discount rate (which in this exercise is proxied by an average real interest 
rate); the intertemporal government budget constraint is defined by the sum of current value of 
government’s assets, the present value of nonhydrocarbon revenue over time, and the present 
value of hydrocarbon revenue before depletion. Assuming that nonhydrocarbon revenues grow at 
the same rate as nonhydrocarbon GDP, the present value of nonhydrocarbon revenues per capita 
can be expressed in the following form:
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where is nonhydrocarbon revenue per capita and is the growth rate of real nonhydrocarbon 
revenues, which must be lower than the discount rate for the present value of nonhydrocarbon 
revenues to be finite. Likewise, we can write the present value of hydrocarbon revenue per capita 
as the following:

(3) PV H h
r
n

n1
1

1
1

t

T
tt

0

i
=

+
+

+
+

=
^ b bh l l/

where is hydrocarbon revenue per capita, is the growth rate of real hydrocarbon revenues, and is 
the number of years before hydrocarbon reserves are expected to be depleted. Accordingly, the 
government budget constraint becomes the following function:
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where is the present value of financial wealth. In a steady state of long-term fiscal sustainability, 
the present value of government spending must be equal to the sum of current value of 
government’s assets, the present value of nonhydrocarbon revenue over time, and the present 
value of hydrocarbon revenue before depletion. In other words, with a fraction of hydrocarbon 
revenues invested in financial assets until the depletion of proven hydrocarbon reserves, the 
government needs to smooth the per capita spending profile according to the return on the 
accumulated financial wealth. 

The above-outlined analytical framework is sensitive to parameters such as population growth, 
real rate of return on financial assets, and the future path of crude oil prices, but the PIH model still 
provides a simple quantitative benchmark that can guide fiscal policy management. Adhering to the 
implied target for nonhydrocarbon primary budget balance would help maintain a countercyclical 
stance that would support monetary policy objectives under the pegged exchange rate regime 
and would ensure consistency with long-term fiscal sustainability.9 Based on the above-outlined 

8 A more conservative approach is the “bird-in-hand” strategy that limits government spending according to the return on savings already 
accumulated in a sovereign wealth fund system. This stringent option, however, may not be appropriate to developing countries like Libya because 
of their sizable capital expenditure needs and low level of accrued financial assets. 
9 The PIH framework is widely applied in economies that, like Libya’s, are hydrocarbon dependent. Cevik (2011), for example, provides 
a similar analysis for the United Arab Emirates. 
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methodology, the government should smooth consumption out of hydrocarbon income over time, 
in line with the present value of expected hydrocarbon wealth.10 Assuming constant real per 
capita government expenditure that delivers a constant real per capita annuity after the depletion 
of hydrocarbon resources and crude oil prices at an average of $80 per barrel, the nonhydrocarbon 
primary budget deficit is estimated to be 12.5 percentage points of GDP higher than its equilibrium 
value in 2013, with the gap increasing to 20 percentage points by 2018.11

Conceptually, the standard PIH framework does not distinguish between domestic investments 
and foreign assets, even though investments abroad and at home have very different implications 
for the economy. Recent research has also questioned the relevance of the standard PIH model 
as a fiscal policy anchor in resource-rich developing countries with infrastructure gaps and low 
levels of human capital (Baunsgaard, Villafuerte, Poplawski-Ribeiro, and Richmond, 2012). 
Accordingly, with a modified PIH approach excluding development expenditure that may yield 
a return on investment equal to the discount rate used in the annuity calculations, we estimate that 
the nonhydrocarbon primary deficit is 3.4 percentage points of GDP below its equilibrium value 
in 2013 and remaining at around 10 percentage points below the estimated equilibrium threshold 
over the medium term. While this implies abundant fiscal space to accommodate scaling-up of 
development expenditure, it does not take into account the impact of development spending on 
growth and the institutional and absorptive capacity of the economy. In other words, the pace of 
scaling-up of development spending may need to be tempered to ensure the efficiency of capital 
investment and to avoid the risk of inflationary pressures, real exchange rate appreciation and 
lower nonhydrocarbon output. Furthermore, in light of the need to build precautionary savings, 
such frontloading of expenditure would make the economy more vulnerable to the volatility 
of hydrocarbon revenues. Therefore, as proposed by Berg, Portillo, Yang, and Zanna (2012), 
a “sustainable investing” approach would gradually scale up development expenditure in line 
with institutional and absorptive capacity constraints, and would minimize the impact of volatile 
hydrocarbon earnings on the domestic economy. 

The results indicate the need for fiscal rebalancing to safeguard long-term sustainability and 
ensure intergenerational equity in the distribution of the country’s resource wealth, although 
the conventional PIH framework does not account for the possibility that the resource base 
could be extended and broadened through technological developments and the exploitation of 
probable reserves. Accordingly, a wider resource base would extend the production horizon and 
raise the sustainable nonhydrocarbon primary deficit. Nevertheless, with the cyclically adjusted 
nonhydrocarbon primary budget deficit running well over 200 percent, these results point to a need 
for fiscal adjustment to ensure long-term sustainability, improve intergenerational distribution of 
resource wealth, and prevent over-dependency on hydrocarbons.

The results of our analysis show that Libya needs a higher rate of public savings to forestall 
a sharp fiscal adjustment over the long term. Unless the economy is diversified to create additional 
sources of revenue before the depletion of hydrocarbon resources, the contraction of fiscal revenue 
will be steep and will significantly constrain expenditure at that time. Although the optimal 
consumption path determined according to the PIH provides a robust point of reference for fiscal 
policymaking, the volatility of oil prices and greater uncertainty about future hydrocarbon revenues 
require additional – precautionary – savings (Leland, 1968; Bems and Carvalho Filho, 2009). 
Furthermore, based on a stylized model of optimal precautionary saving and investment under 
uncertainty, Cherif and Hasanov (2012) show that policymakers need to build up precautionary 
savings in case the economy is hit by a negative and persistent income shock. While larger fiscal 
buffers, accumulated, for example, during periods of higher oil prices, would reduce the need 

10 If population growth is different from zero, the optimal consumption path would require the use of a per capita permanent income rule as used 
here. Other rules are constant real wealth or constant real wealth per capita.
11 The calculations assume the real rate of return on financial assets, inflation, and population growth of 5 percent, 2 percent, and 1.8 percent, 
respectively. Crude oil price projections are based on the latest 2013–18 profile published in the IMF’s World Economic Outlook and assumed to 
increase at 2 percent thereafter. 



C. Caceres, S. Cevik, R. Fenochietto, B. Gracia • Journal of Banking and Financial Economics 2(4)2015, 32–50

DOI: 10.7172/2353-6845.jbfe.2015.2.3

3939

for sharp fiscal tightening during downturns, policymakers should also focus on improving 
productivity in the tradable sector and reducing volatility through diversifying this sector. This 
would lower precautionary saving needs, increase investment, raise consumption, and improve 
welfare. Finally, in addition to intergenerational equity and sustainability considerations, the 
fiscal stance also needs to be guided by the objective of maintaining macro-financial stability, as 
the pegged exchange rate regime constrains the central bank’s ability to conduct countercyclical 
monetary policy and thereby puts the onus of stabilization on fiscal policy.

4. BUILDING A RULE-BASED FISCAL FRAMEWORK

Libya’s budget formulation and preparation process is not transparent, and the budget does 
not provide information about the key macroeconomic parameters such as real GDP growth and 
inflation. The budget is also fragmented – driven by a mechanical and incremental approach – and 
follows two separate and uncoordinated processes at both the central and line ministry levels. The 
current budget system does not provide adequate tools to achieve a significant degree of fiscal 
adjustment, especially in view of a cyclically adjusted nonhydrocarbon primary budget deficit 
of over 200 percent of GDP. Taking into account the country’s hydrocarbon wealth and large 
infrastructure and reconstruction needs, the adoption of a rule-based, transparent medium-term 
fiscal framework would provide a stable anchor for stabilization and intergenerational equity 
objectives and support the CBL’s commitment to the pegged exchange rate regime.

The volatility of economic activity and fiscal aggregates in a hydrocarbon-dependent 
economy increases the merits of rule-based fiscal policy. Fiscal policy rules – a formal 
constraint on discretionary fiscal policy, typically defined in terms of a numerical target for fiscal 
performance – have become a popular tool for avoiding procyclicality and enhancing policy 
credibility, especially in emerging economies: the number of countries adopting national or 
supranational fiscal rules has increased from only five in 1990 to 81 in 2012.12 Fiscal policy 
rules place constraints on discretionary policies through procedural and numerical limits on fiscal 
aggregates such as the structural budget balance, spending, or indebtedness in proportion to GDP  
(Ter-Minassian, 2006; Filc and Scartascini, 2007). Although the optimal design and implementation 
of a rule-based medium-term fiscal framework varies from one country to another, depending 
on fiscal policy objectives and institutional capabilities, the basic principles are to constrain 
pressures to overspend, moderate procyclicality, and ensure long-term fiscal sustainability and 
equitable intergenerational use of the hydrocarbon wealth (Kumar et al., 2009). In the case of 
Libya, the analysis presented in this paper shows that the fiscal policy stance, with a high and 
volatile level of spending, poses a threat to these objectives. Without a fiscal policy rule designed 
to smooth out volatility and to ensure a countercyclical stance, the behavior of government 
spending would continue to be highly erratic and undermine macroeconomic stability, long-term 
fiscal sustainability as well as intergenerational equity. 

While macroeconomic policymaking is a balancing act among different objectives, the 
ability of procedural and numerical fiscal rules to attain main policy goals differs significantly. 
Furthermore, policy priorities may change over time, once past policies have succeeded in 
achieving certain objectives (e.g., reducing public debt or reducing volatility of fiscal spending), 
providing the rationale for changing the fiscal rule at certain point in time. Figure 1 illustrates 
the “tradeoffs” involved in alternative fiscal rules vis-à-vis four main policy objectives. The 
shaded area within the diamond represents the effectiveness of each fiscal rule in maintaining 
a sustainable debt level, responding to shocks, smoothing fluctuations of key fiscal aggregates, 
and ensuring transparency, easy monitoring, and proper guidance. Trade-offs among various 

12 Budina et al. (2012) provide country-specific information on fiscal policy rules as well as key supporting features such as independent 
monitoring institutions.
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policy objectives inevitably exist. For example, the more flexible a rule – i.e., the more it allows 
for countercyclicality – the less likely that it will be simple and easy to monitor, as illustrated by 
the comparison between structural and augmented growth-based rules on one hand, and deficit 
ceiling or balanced budget rules on the other. The flexibility-credibility trade-off adds another 
layer of difficulty to the design of fiscal policy. All in all, as argued by Kopits and Symansky 
(1998), an ideal fiscal rule should be: well defined as to the selected variable, institutional 
coverage, and escape clauses; highly transparent; adequate with respect to the specified policy 
objective; consistent internally as well as with other macroeconomic policies; sufficiently simple 
in the eyes of the public; flexible enough to accommodate cyclical fluctuations and exogenous 
shocks; enforceable in the given environment; and supported by efficient policies rather than 
one-off measures. Given the politically induced bias toward increasing expenditures in the 
short run, a transparent and well-designed fiscal policy rule constitutes a compelling option for 
decoupling government spending – and the nonhydrocarbon budget balance – from the volatility 
of hydrocarbon revenues.

Figure 1.
Tradeoff Between Alternative Fiscal Rules and Four Main Policy Objectives
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1 percent of GDP, etc.).The enhanced structural balance rule adjusts for changes not only in output gap – as in the structural balance rule – but 
also in commodity prices with regard to their long-term trend.

Source: Authors’ calculations.

Balanced budget rules establish a simple framework in which to evaluate compliance and 
retain fiscal sustainability properties. Balanced budget rules are closely linked to the debt/asset 
accumulation ratio, so they normally perform well in terms of sustainability, unless off-budget 
operations are significant. Nevertheless, they are likely to be procyclical and promote volatility of 
main fiscal aggregates. For example, while the balanced budget rule limits the (nonhydrocarbon) 
deficit during economic downturns, it does not prevent fiscal policy from being procyclical during 
economic upturns.13 Finally, balanced budget rules do not behave well in maintaining stability. 
Under the deficit ceiling rule, fluctuations in revenues due to the business cycle or macroeconomic 

13 It should be noted that this conclusion holds independently of the shape of the business cycle.
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shocks are followed by corresponding adjustments in expenditures, which make public spending 
very volatile.

Expenditure rules provide operational guidance and are easy to monitor, but also have 
limitations. In practice, once the expenditure target is clearly defined, expenditure rules 
provide operational guidance to fiscal policy and improve accountability. Nevertheless, risks in 
implementation remain. For example, limits on total expenditure may lead to across-the-board 
or low-quality adjustments; limits on a particular category of expenditure (e.g., current) may 
shift the source of indiscipline to the categories not covered by the rule (i.e., creative accounting) 
reducing its credibility. Moreover, expenditure rules are not linked directly to the debt ratio 
without consideration of the revenue side. Therefore, their usefulness in meeting a debt target 
is limited. But the most positive characteristics of expenditure rules are their ability to promote 
(at least, in some cases) countercyclicality and to reduce the volatility of public spending. Under 
the expenditure rule, fiscal policy could become countercyclical: when output is above potential, 
the public-spending-to-GDP ratio decreases; the reverse occurs when output falls below potential. 
Moreover, the expenditure rule, when fully enforced, reduces the volatility of public spending.

A structural balance rule provides a straightforward mechanism for allowing flexibility to 
respond to shocks. This rule allows for temporary deviations in the overall balance from its 
medium-term target according to cyclical developments. In particular, the rule can allow full 
operation of automatic stabilizers, calling for larger deficits (or lower surpluses) when the output 
gap is negative and requiring smaller deficits (or higher surpluses) when the output gap is positive. 
Net debt/asset accumulation is allowed to decline (or rise) as necessary in response to changes in 
the output gap. The structural balance rule only allows for automatic stabilizers, but changes in the 
parameters could increase the variation of the overall balance with the economic cycle, to allow 
for discretionary (but guided) countercyclical policy. In terms of stability, a structural balance 
rule smoothes the spending pattern by absorbing part of the spending fluctuations associated with 
unexpected macroeconomic shocks. However, greater response to output shocks may come at the 
expense of transparency and ease of monitoring.14 The structural balance rule can be enhanced to 
allow for an adjustment of fluctuations in commodity prices that impact export revenues. The so-
called “augmented structural balance rule” addresses the basic issue of the uncertainty with regard 
to commodity-based revenues (as in the case of, for instance, Chile). The rule targets a medium-
term balance level, which could fall below that level when the commodity revenue in a given 
year is below its average long-run level and vice versa.15 Therefore, in the case of a commodity-
exporting country, the structural balance rule shows a stronger performance in terms of stability 
by adjusting for an additional source of volatility in main fiscal aggregates. 

The augmented growth-based balance rule mimics the structural balance rule, but introduces 
some adjustments to avoid relying on output gap estimates. This rule sets a medium-term target 
for the overall balance. It replaces the output gap with the difference between actual and long-
term growth. The balance can then be lower than the medium-term target in years when economic 
growth is below trend, while a higher balance is required in years when actual growth is faster than 
the trend, all other things being equal. The augmented part of the rule responds to the fact that the 
rule also allows for gradual adjustment back to the medium-term target. In this way, the rule avoids 
the need for an unrealistic large adjustment in any single year, while promoting convergence back 
to the medium-term target and allowing countercyclical policy (similar to the structural balance 
rule). All this is achieved without requiring estimates of the output gap, which is normally uncertain 
and subject to frequent revisions. On the other hand, the effectiveness of a debt/asset accumulation 
rule in terms of debt sustainability may come at the expense of weak countercyclical properties 

14 Issues remain in terms of practical design, monitoring, and implementation. In practice, monitoring the performance of the rule requires 
precise dating of the cycle, which involves a degree of judgment. In addition, because the length and level of peaks and troughs of any cycle are 
unknown until the cycle is complete, the performance of the rule is only fully tested ex-post. 
15 The rule can be implemented with a notional fund, where any windfall from an increase in hydrocarbon revenues above its target is saved, 
which can then be used when hydrocarbon revenues fall.



C. Caceres, S. Cevik, R. Fenochietto, B. Gracia • Journal of Banking and Financial Economics 2(4)2015, 32–50

DOI: 10.7172/2353-6845.jbfe.2015.2.3

4242

and limited ability to minimize the volatility of main fiscal aggregates. Moreover, although debt/
asset accumulation rules respond directly to sustainability problems, they do not provide enough 
guidance when debt is below its ceiling. Short-term discipline may not be ensured because policy 
slippages are only reflected, with a lag, in debt/asset accumulation ratios. 

In practice, approaches to assessing the effectiveness of alternative fiscal rules have been 
mostly ad hoc and qualitative. Because much of the interest in fiscal rules has been prompted by 
the need for achieving or maintaining long-term fiscal sustainability, the choice of a fiscal rule 
has been mostly based on its impact on public debt dynamics. Consequently, debt sustainability 
exercises have become a key element of assessing fiscal rules in Fund documents. However, as 
noted above, fiscal sustainability is only one objective for selecting a fiscal rule. Other policy 
objectives such as promoting macroeconomic stability and countercyclical policy should be 
incorporated in the process of selecting a fiscal rule in a more standardized way. Similarly, the 
treatment of uncertainty in the traditional debt sustainability analysis is rather limited. Although 
it comprises some sensitivity analysis of debt dynamic based on standardized shocks, it is not 
country-specific, limiting the scope of the analysis. Therefore, in practice a standardized approach 
to assessing the effectiveness of fiscal rules is not yet available.

Box 1.  
Analytical Definitions of Simulated Fiscal Rules

Expenditure rule dictates the rate of growth in budgetary expenditure, normally in real terms. In simulations, it 
is fixed at a predetermined level, equal to the long-run average rate of real GDP growth. In practice, the rolling 
average of real GDP growth recorded in previous periods can also be used. Although an expenditure rule – imposed 
as a ceiling on nominal or real expenditure growth – is operationally simple and provides clear guidance on how 
to adjust the fiscal stance, it requires a reliable medium-term framework to avoid large deficits and deterioration in 
the net asset position due to persistently lower revenue generation.

Structural balance rule links the budget balance in any given year to the medium-term balance target, adjusted for 
changes in the output gap. Formally, bt = b* + a yt

G, with a > 0, where bt is the budget balance in the current year, 
b* is the medium-term balance target, a is the semi-elasticity of the budget balance with respect to the output gap, 
and yt

G is the output gap in the current year. No discretionary countercyclical policy is allowed when a is set to 
reflect automatic stabilizers only. However, if countercyclical policy is desired, the parameter a could be set higher 
than the semi-elasticity of the budget balance relative to the output gap. The cyclically adjusted nonhydrocarbon 
fiscal deficit rule would avoid procyclical policies and ensure sustainability. Under this rule, spending is budgeted 
ex-ante in line with the structural level of revenues that would be achieved if the economy were operating at 
full potential. Although it would support fiscal discipline, a structural fiscal balance rule is operationally more 
challenging in a hydrocarbon-based economy. 

Enhanced structural balance rule links the budget balance in any given year to the medium-term balance target 
adjusted for changes in the output gap, and commodity price deviations from their long-term trend. Formally, 
bt = b* + a yt

G + c (pt – p*), with a > 0 and c > 0, where pt is the actual commodity price, and p* is the long-term 
price of this commodity. In effect, the parameter c plays the same role as the parameter a in response to commodity 
price shocks instead of output shocks. In practice, this rule is akin to a rule keeping the cyclically-adjusted non-oil 
balance at a constant level b*. This target can be set to ensure long-term fiscal sustainability and intergenerational 
equity, for instance, by using the PIH model. 

Augmented growth-based balance rule aims to broadly mimic a structural balance rule, but makes some 
adjustments to avoid relying on output gap estimates, which in some cases are uncertain and subject to revision. 
The rule first replaces the output gap with the difference between actual and long-term growth. To promote 
countercyclicality and avoid requiring an unrealistically large adjustment in any single year, the rule also includes 
a term that smoothes the adjustment from any deviation from the previous year’s medium-term overall balance 
target. In other words, this term delays the adjustment of the balance back to target. Formally, bt = b* + a (gt – g*) 
+ τ (bt – 1 – b*), with a > 0 and 0 < τ < 1, where a, bt, and b* are defined as for the structural balance rule and τ is 
the pace of adjustment when the overall balance in the previous year, bt-1, is away from the medium-term target b*. 
A smaller coefficient τ implies a faster correction.



C. Caceres, S. Cevik, R. Fenochietto, B. Gracia • Journal of Banking and Financial Economics 2(4)2015, 32–50

DOI: 10.7172/2353-6845.jbfe.2015.2.3

4343

There is no one-size-fits-all fiscal rule that would work always and everywhere, because 
the effectiveness of rules depends on institutional factors. The efficacy of fiscal policy rules 
can vary considerably across countries, depending on the target variable, the initial conditions, 
the method of implementation, and the type of shocks that the economy experiences, among 
other factors. Furthermore, various approaches in the literature to assess the performance of 
alternative fiscal policy rules are often ad-hoc and qualitative, and do not take into account the 
uncertainties under which policymakers operate. Therefore, to account for country-specific 
factors and the effect of uncertainty in fiscal projections, we employ an analytical framework 
utilizing stochastic simulation methods. This approach illustrates how different fiscal rules 
perform, with respect to the objectives mentioned earlier, in response to macroeconomic shocks 
calibrated for each specific country. By fitting stochastic shocks to the historical data of a given 
country, it helps the fiscal economist discuss the appropriate level of risk that the authorities might  
be willing to take.

The joint distribution of shocks is calibrated to fit the statistical properties of historical 
data using an unrestricted vector autoregressive (VAR) model.16 The study methodology is an 
extension to the algorithm proposed by Celasun, Debrun, and Ostry (2006): it describes the 
co-movements of the output gap, interest rates, and exchange rates, and provides estimates of 
the conditional variances and covariances of the shocks.17 We can formally express this as the 
following equation:

(5) Y Yt k k t k t0 pC R C= + +-

where is a vector of endogenous variables, i is the domestic real interest rate, α is the output gap, 
z is the log of the real effective exchange rate, are matrices of coefficients, and is a vector of well-
behaved error terms. The variance-covariance matrix of residuals characterizes the joint statistical 
properties of the contemporaneous shocks affecting fiscal aggregates. The VAR generates 
forecasts of Y consistent with the estimated structure of the shocks. As shocks occur each period, 
the VAR produces joint dynamic responses of all elements in Y. The model is not sensitive to 
the ordering of variables in the VAR. For each simulated constellation of shocks, projections 
for growth, the output gap, the real interest, and the real exchange rate are generated via Monte 
Carlo simulations. Similarly, projections for fiscal aggregates dictated under each fiscal rule are 
constructed for each year of the forecasting horizon. Through repeated simulations of random 
shocks, frequency distributions of the balance ratio and the net debt/asset accumulation ratio can 
be obtained for each fiscal rule and year of projection. These are then used to draw fan charts of 
the fiscal aggregates, presented in Figure 2, depicting confidence bands for varying degrees of 
uncertainty around the median projection.18

Exogenous factors can also play an important role in driving the behavior of budgetary 
aggregates. In a hydrocarbon-exporting country, budgetary aggregates are significantly influenced 
by the changes in crude oil and natural gas prices, which are generally determined exogenously by 
global demand and supply conditions regardless of Libya’s own production decisions. In general, 
these price shocks could also have important effects on the endogenous variables mentioned above 
(such as the output gap and the real effective exchange rate). To take into account the possibility 
of exogenous shocks, we extended the model presented in Equation (5), so that the endogenous 

16 For a complete description of the methodology, see Caceres and Ruiz-Arranz (2010).
17 Since the objective of this exercise is to simulate the implementation of alternative fiscal rules, we depart from the Celasun, Debrun, and 
Ostry algorithm in that we do not incorporate a fiscal reaction function. Instead, we simply impose each alternative rule as a predetermined fiscal 
behavior to be binding and met every year of the forecasting horizon.
18 Fan charts summarize risks to fiscal variables dynamics by representing the frequency distribution of a large sample of paths generated by 
means of stochastic simulations. Different colors delineate deciles in the distribution of fiscal variables, with the zone in dark blue representing the 
20 percent confidence interval around the median projection and the overall colored cone, a confidence interval of 90 percent.
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vector is not only affected by its own past, but also by a vector of exogenous variables (and its 
past behavior).19 Formally,

(6) Y Y Zt k k t k j j t j t0 pC R C R Y= + + +- -

where all terms are as in Equation (5) and, in addition, are matrices of coefficients. These 
simulations help us to assess how effectively different fiscal rules achieve fiscal policy objectives 
in response to various shocks, based on their historical pattern. This methodology allows for 
a comparative analysis of the responses of different fiscal policy rules subject to the inherent 
uncertainty derived from macroeconomic shocks.

The accuracy of simulation results derived from this approach is subject to certain limitations. 
First, the distributions generated throughout the simulation period are based on historical data, 
assuming that the universe of possible shocks that are likely to arise in the future is similar to 
that observed during the estimation period. It is therefore essential that the estimation period 
in simulations is representative of the economic cycle. For instance, if only a very short and 
stable period is used to estimate the distributional structure of economic shocks, then the 
simulations may underestimate the underlying (larger) risks in the economy. Conversely, when 
long time series are available, the presence of important structural breaks in the series could 
pose some risks to this methodology. In other words, there could be, in some cases, a trade-
off between the length of the available series and the accuracy and stability of the estimated 
distributional structure. A second potential caveat in this approach is the absence of feedback 
loops between the budgetary aggregates and the macroeconomic shocks.20 The macroeconomic 
shocks are endogenously determined, and then are allowed to impact the budgetary aggregates. 
However, the latter do  not have an explicit impact on the macroeconomic shocks throughout the 
simulation horizon.21 

For Libya, we compare three types of fiscal policy rules: an expenditure rule, an augmented 
growth-based balance rule, and a structural balance rule, which can be further “enhanced” to 
account for the volatility of oil prices. As presented in Figure 7, the simulation analysis shows 
that fiscal rules based on the cyclically adjusted balance are superior in dealing with output and/
or commodity price shocks. In particular, the enhanced structural balance rule would entail the 
narrowest band for primary spending in response to such shocks. Compliance with the fiscal rule, 
in this case, requires relatively low policy variability, while it allows for automatic deviations from 
the target to accommodate shocks. The enhanced structural balance rule is akin to maintaining 
the cyclically adjusted nonhydrocarbon balance as a share of nonhydrocarbon GDP constant 
over time. This medium-term “structural target” level can be derived from the PIH model used 
in assessing fiscal sustainability and intergenerational equity.22 In practice, however, cyclical 
adjustment requires great care in policymaking as well as analytical capabilities to estimate the 
output gap and, for the enhanced variant of the rule, the equilibrium price of crude oil; these 
requirements add complexity to the implementation of a structural balance rule. 

19 In the particular case of the simulations presented in this paper (Figure 2), corresponds to the (log) price of crude oil.
20 The simulations presented in this paper are calibrated in such a way that the different rules allow the full operation of automatic stabilizers. 
However, caution is warranted when the calibration of the rules leads to a response substantially different from that implied by automatic 
stabilizers.
21 The interaction between fiscal policy and macroeconomic shocks varies across countries and time, but also depends on the existing 
macroeconomic conditions at a given point in time. In other words, the ‘fiscal multiplier’ effect varies from country to country, but also within 
a given country, as the magnitude – and even the sign – of this effect might change through time. In addition, such effect might present important 
non-linearities which are difficult to estimate empirically. Once again, in the absence of information regarding these effects, and given that the 
latter are likely to change after the introduction of a fiscal rule, we think that omitting them from the simulations might be a safe option. After all, 
one of the objectives of the simulation toolkit is simply to allow the comparison of different fiscal rules in a very agnostic way.
22 The fiscal policy target could be reviewed, say, every four to five years in view of macroeconomic developments, structural changes, and 
policy experience. However, such revisions should not be so frequent as to undermine the credibility of the fiscal policy framework.
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Fiscal rule simulations for Libya show that under the vast majority of possible shocks, 
net asset accumulation follows a downward trend over time.23 An augmented growth-based 
balance rule yields the narrowest spectrum for fiscal balance (or net accumulation of financial 
assets), while structural balance and expenditure rules imply a wider – albeit, in most cases, 
still declining – distribution for net debt/asset accumulation. This is because the selected 
deficit target in these illustrations (zero percent of GDP – that is, a balanced budget over the 
economic cycle) is consistent with an upward path for asset accumulation in the absence of 
shocks. Finally, the primary expenditure paths under the different rules suggest that the ‘fiscal 
effort’ required in implementing these rules is similar for the balance rule variants, but slightly 
higher for the expenditure rule. Despite its simplicity, transparency, and ease of implementation, 
the expenditure rule is not anchored within a fiscal sustainability framework. Furthermore, 
expenditure rules provide no guidance for the revenue side of the budget and consequently 
fail to constrain discretionary policies that lead to the deterioration of the fiscal position. For 
example, revenues might be allowed to decline during an economic downturn, but then they 
might not rise during an upturn, possibly because of discretionary fiscal policies. In the case of 
a hydrocarbon-dependent economy like Libya, however, if the structural balance rule proves too 
complex to implement in the near term, despite its conceptual superiority, an expenditure rule that 
includes capital spending could provide a transitional framework until a structural balance rule  
is introduced.

Transparent application of a well-designed and credible fiscal policy rule is necessary to 
strengthen fiscal governance and to ensure fiscal sustainability and intergenerational equity. 
Rogoff (1990) shows that electoral cycles cause myopia, induce election largesse, and reduce 
interest in addressing structural deficits. Furthermore, as argued by Debrun and Kumar (2007), 
the “common-pool” problem may aggravate the spending bias as competing demands get 
accommodated in the policymaking process while their fiscal impact is not fully internalized. 
Accordingly, a critical feature of a fiscal rule is that it is intended for application on a permanent 
basis by successive governments. It therefore needs to be based on a firm statutory instrument 
– such as a constitutional provision – and supported by a number of institutional arrangements – 
such as a fiscal responsibility law, a robust PFM system, a complementary TSA at the CBL, and 
a top-down policy guideline over a multi-year horizon – to ensure the effective implementation 
and the consistency of fiscal policy objectives. While formal sanctions can be imposed to 
maintain strict standards of compliance and transparency, a well-anchored fiscal rule could still 
incorporate an explicit escape clause that accommodates a temporary deviation in response to 
severe shocks. However, because there is a trade-off between flexibility and credibility, an escape 
clause must embody a time-bound, transparent transition path back to compliance with the fiscal  
policy rule.

23 Simulations exclude escape clauses and depend on the calibration of the parameters described in Box 1.
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Figure 2. 
Stochastic Simulations of Alternative Fiscal Rules
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5. CONCLUSION

Given Libya’s hydrocarbon dependency and the central bank’s commitment to the pegged 
exchange rate regime, fiscal policy remains the main policy instrument for preventing abrupt, 
outsized fluctuations in domestic demand and thereby maintaining macroeconomic stability. 
The analysis presented in this paper shows that the fiscal stance had been expansionary prior 
to the revolution, with the cyclically adjusted nonhydrocarbon primary budget deficit widening 
from 20.5 percent of nonhydrocarbon potential GDP in 2000 to 225 percent by 2010. Current 
expenditures increased significantly during and after the conflict primarily because of a sustained 
rise in the wage bill and subsidies. Although Libya can afford elevated current spending in the 
short term, the level of recurrent spending is inconsistent with appropriate budgetary prioritization 
and will lead to an appreciation of the real exchange rate. Assessed according to the present value 
of future resource extraction and accumulated financial assets, the long-term sustainability of 
public finances is already questionable, with the nonhydrocarbon primary budget deficit running 
well above the equilibrium level, even with high oil prices.

Assuming constant real per capita government expenditure that delivers a constant real per 
capita annuity after the depletion of hydrocarbon resources and crude oil prices at an average 
of $80 per barrel, the nonhydrocarbon primary deficit is estimated to be 12.5 percentage points 
of GDP higher than its equilibrium value in 2013, with the gap increasing to 20 percentage 
points by 2018. However, the optimal nonhydrocarbon primary deficit could be below the level 
prescribed by the PIH framework if the economy has a low level of capital stock. Accordingly, 
with a modified PIH approach excluding development expenditure that may yield a return on 
investment equal to the discount rate used in the annuity calculations, we estimate that the 
nonhydrocarbon primary deficit is 3.4 percentage points of GDP below its equilibrium value 
in 2013 and remaining at 10 percentage points below the estimated equilibrium threshold by 2018. 
While this implies abundant fiscal space to accommodate scaling-up of development expenditure, 
it does not take into account the institutional and absorptive capacity of the economy. In other 
words, the pace of scaling-up of development spending may need to be tempered to ensure the 
efficiency of capital investment, to avoid the risk of inflationary pressures, real exchange rate 
appreciation and lower nonhydrocarbon output, and to be consistent with the need to accumulate 
precautionary savings against the volatility of hydrocarbon revenues.

Unless the economy is diversified to create additional sources of revenue, the contraction 
of fiscal revenue would be steep and would significantly constrain expenditure at that time. 
Furthermore, although the optimal consumption path determined according to the PIH provides 
a robust point of reference for fiscal policymaking, the volatility of oil prices and greater 
uncertainty about future hydrocarbon revenues require additional – precautionary – savings. 
Larger fiscal buffers, accumulated, for example, during periods of higher oil prices, would reduce 
the need for sharp fiscal tightening during downturns. Finally, in addition to intergenerational 
equity and sustainability considerations, the fiscal stance also needs to be guided by the objective 
of maintaining macro-financial stability, as the pegged exchange rate regime constrains the 
central bank’s ability to conduct countercyclical monetary policy and thereby puts the onus of 
stabilization on fiscal policy.

Although Libya has practically no debt and an abundant stream of hydrocarbon revenues 
for the next 100 years, if not longer, government finances remain highly vulnerable to the 
volatility of international oil prices. Government spending tends to increase significantly during 
periods of high oil prices and to remain practically unchanged in periods when oil prices fall. 
Furthermore, the government budget is still fragmented in all its phases, from formulation to 
execution, overlooking the need to focus on medium- to long-term considerations. This not only 
reduces the effectiveness of fiscal policy in macroeconomic management, but also prevents the 
advancement of a strategic approach. Therefore, developing a rule-based medium-term fiscal 
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framework and building stronger fiscal institutions including a sound PFM system would enhance 
the quality and effectiveness of fiscal policies and help deal with uncertainties associated with 
hydrocarbon dependency. To ensure fiscal sustainability and intergenerational equity, the use of 
resource revenues can be determined according to a legally binding fiscal policy rule and taking 
into account the absorptive capacity of the economy and the need for precautionary savings. 
Accordingly, expenditures from hydrocarbon revenues would be stable, and proceeds in excess 
of the reference oil price would be transferred to the sovereign wealth fund system to be invested 
abroad as a long-term saving instrument for future generations, while the stabilization fund would 
smooth expenditure over the economic cycle.

There is no one-size-fits-all fiscal policy rule that would work always and everywhere, 
because the effectiveness of rules varies considerably across countries depending on the target 
variable, the initial conditions, the method of implementation, and the type of shocks that the 
economy experiences, among other factors. In this paper, we assess the performance of alternative 
fiscal policy rules by utilizing stochastic simulation methods, which enable us to compare the 
responses of different fiscal policy rules subject to various macroeconomic shocks. The simulation 
results suggest that the “enhanced” structural balance rule – taking into account the volatility 
of commodity prices – would entail the narrowest band for primary spending in response to 
macroeconomic shocks. The “enhanced” structural balance rule is similar to maintaining the 
cyclically adjusted nonhydrocarbon balance as a share of nonhydrocarbon GDP constant over 
time, which can be set according to the level derived from the PIH model used in assessing fiscal 
sustainability and intergenerational equity. However, although the “enhanced” structural balance 
rule appears – from a theoretical point of view – to be the strongest anchor for fiscal policy in 
a country like Libya, institutional capacity constraints may prevent its implementation in the 
near future. 

At this stage, an expenditure rule, taking into account the front-loaded needs for infrastructure 
spending in the immediate post-revolution period, appears to be the most feasible option to anchor 
fiscal policy formulation in a medium-term framework, with a view towards transitioning towards 
the adoption of the “enhanced” structural balance rule.24 Even from a medium-term perspective, 
an appropriately designed expenditure rule can be a complementary limit on the rate of increase 
in government spending, instituting countercyclical properties in fiscal policy formulation, with 
a view to ensuring fiscal sustainability and intergenerational equity. Past experience, however, 
shows that an expenditure rule, like other fiscal policy rules, only works if there is a genuine 
political commitment to fiscal discipline. Without that commitment, the expenditure rule risks 
leading to creative accounting and off-budget operations, reducing transparency while failing 
to genuinely improve the quality of fiscal policy. In this context, Libya would also benefit from 
establishing an independent fiscal council that would provide independent advice on the structural 
level of revenues to determine the expenditure envelope and help improve fiscal transparency by 
reporting on budgetary policy without political influence.25

Most countries prefer to codify the rules and institutional arrangements for natural resource 
management in some form of legislation, with varying degrees of detail. Generally, best practice 
is to be clear about the objectives, institutions, and reporting arrangements for the management of 
natural resource wealth, and to safeguard against over-prescription so that the rules and procedures 
do not come into conflict with wider macro-fiscal objectives and undermine the credibility of the 
law. Fiscal rules enshrined in the constitution tend to be harder to amend; hence, Libya would 
benefit from incorporating the basic principles of a rule-based fiscal regime in the forthcoming 
constitution, with the institutional and operational details described in a fiscal responsibility law.

24 The fiscal sustainability analysis presented in this paper does not specifically model the return on public investment, which is assumed to be 
embedded in the growth projections. Therefore, we make no distinction between capital and current expenditure in terms of productivity gains.
25 Debrun (2011) provides a theoretical assessment of independent fiscal policy councils.
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ABSTRACT

Risk is inherent to the pursuit of opportunity. This paper draws on the recent literature and looks 
at the risks and opportunities firms and their workers face in the global value chains. First, it 
examines the sharing mechanisms that firms provide from the national and global perspectives; 
second, it takes a closer look at the new opportunities and challenges for firms and individuals 
in the global arena; third, it discusses the role of economic upgrading and social upgrading; and 
finally it sheds light on how the government can help people manage risks and reap the benefits of 
participation in global value chains.
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1. INTRODUCTION

For millennia, the ancient agrarian cycle based on crops and livestock controlled the 
fortunes of the world. Then came the Industrial Revolution in the mid-19th century. “For the 
first time in history, the living standards of the masses of ordinary people have begun to undergo 
sustained growth,” notes Nobel laureate and economist Robert E. Lucas, Jr. “Nothing remotely 
like this economic behavior has happened before” (Lucas, 2002). More recently, in the context 
of integration and modernization, waves of technology improvement since the first industrial 
revolution have been changing the boundary of production, and redefining the spectrum of the 
role of state. Participation in global value chains (GVCs), which highlight the ways in which new 
patterns of international trade, production, and employment shape prospects for development and 
competitiveness, creates opportunities and risks to the enterprises. On the one hand, it creates new 
opportunities for profits and expands the market horizon; and on the other hand, it exposes the 
enterprise sector to risks previously shielded from market boundaries and geographic distance, 
and increases the degree of potential information asymmetry. Various forces interact in different 
directions, exacerbating or mitigating the dynamics of risks.

Risk implies the possibility of loss. The upside of risk, or the possibility of gain, is opportunity. 
Risk (or opportunity) can be imposed from outside or taken on voluntarily in the pursuit of 
opportunities. Enterprises are facing a wide range of risks on a day-to-day basis. Due to continual 
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changes in technology, production frontiers are pushing outwards, and higher efficiency becomes 
the norm for survival (for example, personal computers). Demand changes as new tastes and 
preferences create niches for new products, and the higher profit mark-up from innovation 
becomes an engine of growth (for example, the iPad). There are also catastrophic risks from 
unexpected events such as global economic crises and natural disasters. 

The information and communication technology revolution has not only sharply increased 
productivity, but also reinterpreted the function of time and distance. Billions of activities are 
linked with “one-click” and new demands become effective with “just-in-time” delivery. The 
world is increasingly interconnected. The largely unforeseen changes in the global arena – from 
the collapse of the dot.com boom in the early 2000s, to the burst of housing bubbles in 2008, and 
to the ongoing Euro zone turmoil – have had systemic implication on the survival and growth of 
firms in different corners of the world, even before reactions were taken to try to disentangle the 
links. Shocks in access to financing and to commodities were magnified at an unprecedented scale. 

To a considerable extent, participating and competing in GVCs have become inevitable. 
Even if a firm is not export-oriented, it will be competing against imports made in the global 
economy unless there are protectionist barriers against imports. This paper looks at the risks 
and opportunities firms and their workers face in GVCs. First, it examines the risk-sharing 
mechanisms that firms provide from the national and global perspectives; second, it takes a closer 
look at the new opportunities and challenges for firms and individuals in the global arena; third, it 
discusses the role of economic upgrading and social upgrading; and finally it sheds light on how 
the government can help people manage risks and reap the benefits of participation in GVCs.

This paper draws from an extensive literature on GVCs, much of which has been based on 
country- and industry-specific field studies by interdisciplinary researchers. The GVC studies 
reviewed here span a wide range of extractive, agricultural, manufacturing and service sectors, 
with an emphasis on trends during the past 10-15 years. Our objective is to reframe the findings 
from this literature on the global economy to useful generalizations about risks and opportunities 
of participating in GVCs.

2. FIRMS AS A VEHICLE OF RISK SHARING

Nobel laureate Ronald Coase has argued that firms emerged as a form of social institution to 
overcome the constraint of transaction costs inherent in direct exchanges: the costs associated 
with searching for, communicating, and bargaining with possible trading partners (Coase, 
1937). Through efficient resource allocation, firms are capable of generating higher income than 
households alone can do by providing self-produced goods and services directly to the market. 
Sharing with another party the burden of loss or the benefit of gain from a risk is a common 
measure of risk management. Importantly, multi-person firms provide the mechanism of risk 
sharing among workers, firm owners, and between workers and firm owners:

• When risk is shared among workers, if a worker falls sick, others can share the workload 
to keep the firm going. Also, the risk-sharing mechanism that multi-person firms make 
possible allows workers to specialize and increase productivity together. Investing in 
specialized skills is a risky undertaking. By absorbing the costs of initial training, or by 
providing incentives to acquire such skills by raising wages, enterprises can tilt workers’ 
skills profiles toward specialization. By sharing the costs of training or increasing the 
expected returns of acquiring skills, the enterprise sector can shift the skill distribution in 
the workforce toward specialization (Acemoglu & Pischke, 1999; Lam & Liu, 1986). 

• When risk is shared among owners of capital, for example, with limited liability, investors 
can take on more creative risk with a given level of expected risk through diversifying their 
portfolio. As the Economist magazine noted in its millennium issue, “The modern world 
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is built on two centuries of industrialization. Much of that was built by equity finance 
which is built on limited liability.”1 With the required legal and institutional frameworks, 
the contractual arrangements of limited liability limit the down-side risk of investments, 
allowing investors to separate personal liability from the debt of the production unit. It also 
enables them to own small pieces of many firms and diversify their investment portfolio, 
which reduces risk if some of their investments drop in value. Limited liability also led 
to the development of the stock market, facilitated corporate capital accumulation, and 
enabled the exploitation of economies of scale.

• When risk is shared between workers and owners of capital, for example through labor 
contracts, firms can provide insurance to workers who accept a lower wage in exchange 
for stable income. Firms can provide a steadier stream of wage income to labor owners by 
isolating some risks related to production. Through labor contracts, workers can relocate 
risks in the production process to firms and limit excessive fluctuations in employment and 
income to maximize welfare. To maximize profit, firms try to minimize the cost of labor 
as well as the cost of other inputs. To maximize welfare, workers prefer jobs not only with 
higher but also more stable income. Firms, which are less risk-averse than workers, care 
more about the average labor cost than its volatility, and thus can offer labor contracts 
with less volatility in pay (for example, a fixed wage) to compete for workers in exchange 
for a lower average level of remuneration. By leveraging the two aspects explicitly or 
implicitly contained in labor contracts – the level and the volatility of the remuneration – 
both firms and workers could be better off through risk sharing. On the other hand, workers 
can offer a form of insurance to firms in which they agree to reductions in wages or cutback 
in work hours during temporary shocks in exchange for higher wages in normal times.

Risk sharing and diversification have encouraged risk taking, and increased productivity 
at a massive scale. Higher income allows individuals to increase savings, purchase market 
insurance, improve access to finance, invest in nutrition and health, and obtain more knowledge 
from educational investment. Take savings, for example. If individuals are struggling to meet their 
current needs, saving for the future will be a slow process. Around the world, as income levels 
rise, savings rates also rise (Schmidt-Hebbel et al., 1992). In developing countries, a doubling of 
income per capita is estimated to raise the long-run private savings rate by 10 percentage points 
of disposable income (Loayza et al., 2000). 

However, with the division of labor and diversification of ownership of firms, new risks also 
emerge. The ways the enterprise sector functions and manages risk affect the risks people face 
and the risk management measures they employ. Firms may take risk irresponsibly at the brink 
of bankruptcy, creating negative externalities for society. The management of the firm, which 
is often in the hands of professionals who have special managerial skills, may have different 
interests than its owners. 

If the enterprise sector fails to function smoothly or if it shifts its own risks to people, it 
can be a source of risks to households, communities, and even the financial sector and national 
government. When business shrinks or technology becomes obsolete, the enterprise sector may 
generate income-related risks (channeled through loss of jobs and loss of capital returns) and 
asset-related risks (channeled through loss of investments). Both can further translate into risks 
related to social inclusion, ranging from loss of insurance and other benefits provided through 
employment (such as health insurance and pension), to loss of connection with the professional 
community, loss of social status and involuntary changes in life styles. Regulation and incentive 
systems need to be in place to ensure that the interests of various stakeholders are protected.

In a globalized world, characterized by lower transport and transaction costs, the 
interconnectedness across firms or sectors linked through supply networks or financial linkages 

1 The Economist, 31 December 1999, Millennium issue.
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multiply and intensify. Global value chains include two main types of firms: “lead firms,” which 
are typically transnational corporations (TNCs) headquartered in the advanced industrial countries, 
who control and define the main activities in terms of price, delivery and performance in both 
producer-driven and buyer-driven GVCs; and the supplier companies who produce the goods and 
services in GVCs, generally located in developing countries. Thus, the GVC “enterprise sector” 
links both developed and developing countries into a common global supply chain (Gereffi and 
Sturgeon, 2013).

From the GVC point of view, enterprise sectors in national economies are part of the supply 
base for lead firms in GVCs. This has two concrete implications: (1) external actors (specifically, 
GVC lead firms) are a potentially significant form of “external risk” in national enterprise sectors; 
and (2) national enterprise sectors are nested within larger regional and global enterprise sectors, 
which are connected to GVCs. The global enterprise sector, as a series or set of industry-specific 
GVCs, has the potential to affect people’s risk management through the same risk-sharing 
mechanisms that are operating at a larger scale. It can be advantageous or detrimental to national 
enterprise sectors and affect firms differently according to their size and industries. 

3. OPPORTUNITIES AND CHALLENGES IN THE GLOBAL ARENA

Firms face new opportunities and challenges in the global market. They have the opportunities 
of supplying much larger global demand, which eliminates the scale and purchasing power 
limitations of the domestic market in developing economies. There also are many more upgrading 
opportunities because the quality and price parameters have wider variation, allowing for more 
extensive product and process upgrading options. There is also higher risk because international 
standards for price, quality, and delivery schedules are much less forgiving. Firms typically 
need a relatively large scale of production to participate in global markets, or have a special 
technological edge to enter global market niches. There is also a risk from intensified competitive 
pressures, as everyone can compete with exporters in terms of lower prices or higher quality, so 
only the best can succeed in GVCs.

The presence of scale economies favors the concentration of production, which tends to 
minimize costs, leading to higher profits for enterprises and possibly lower prices for consumers. 
The higher concentration of production yields benefits of large-scale clustering and agglomeration, 
but also generates new risks for the economy. Shocks in one location can easily spread to the rest 
of the network, generating cascade effects. If the supply network is highly interconnected, low 
productivity in one sector can potentially affect the entire economy, as downstream sectors will 
also suffer (Acemoglu et al., 2010).

The effects of the 2011earthquake in Japan on the automobile industry worldwide demonstrate 
the vulnerability of the system to shock (Box 1). However, greater openness to international trade 
and capital can also have a large impact on macroeconomic volatility. When an economy is highly 
concentrated in certain productive activities, such as Nokia (whose worldwide sales in 2003 
represented over one-quarter of Finland’s GDP) and Samsung (which accounted for 23 percent of 
the Republic of Korea’s exports and some 14 percent of GDP), firm-specific idiosyncratic shocks 
can generate significant shocks that affect GDP (Di Giovanni & Levchenko, 2009). In the United 
States, the largest and most diversified economy in the world, a one-time increase of the dividend 
of one company (Microsoft, for $32 billion) boosted growth in personal income from 0.6 percent 
to 3.7 percent in December 2004 (Bureau of Economic Analysis, 2005). 

While firms are exposed to new challenges in an increasingly integrated world, international 
trade and financial linkages, remittances, and diaspora communities also have the potential to 
serve as safety nets for individuals, families, and communities to absorb and cope with risks to 
shocks that are not global in nature. 
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Foreign direct investment can affect the volatility of enterprise performance in times of crisis 
in different ways. The ability of multinationals to shift production across countries can increase 
volatility, and market diversification can lend stronger stability to local subsidiaries. For instance, 
after the recent global financial crisis, multinational subsidiaries linked to parents with strong 
vertical production and financial linkages fared better on average than local counterparts. The 
demand from parent firms can help absorb the negative demand shock in the host country, while 
the performance of subsidiaries linked horizontally with parent firms might become more volatile 
as the multinationals shifts more production back home (Alfaro & Chen, 2011). 

Box 1.
From one shock to another: The 2011 earthquake in Japan rattled the auto industry worldwide

Supply chain management, backed by tight vertical connections among enterprises, has resulted in a high level 
of competitiveness for the automobile industry. Car makers at the top of a chain can procure meticulously 
customized, high-quality components from firms further down the chain (resulting in differentiated, high-quality 
cars), collect information to continuously predict the appropriate amount of outputs, and minimize inventory and 
associated costs. 
The high degree of customization and just-in-time production practice, two key drivers of success, also expose 
the automobile industry to worldwide shocks (Canis, 2011). In March 2011, an earthquake struck eastern Japan. 
The disruption of production of automotive parts generated immediate impacts. Since automotive parts are 
highly customized, replacement from other suppliers is almost impossible. In April 2011, Nissan closed plants 
in Mexico for five days and plants in the United States for six days..Output at eight of Honda’s Canadian, 
Indian, U.K., and U.S. plants was cut by half. The U.S. car maker, General Motors, closed its assembly plant in 
Louisiana because of a shortage of vehicle parts, which in turn led to short layoffs at its New York, plant, where 
the engines are made. Ford closed assembly plants in Belgium and the United States for one week, and plants 
in China, the Philippines, Taiwan, China, and South Africa for two weeks.* 

* “Piecing Together a Supply Chain,” New York Times, May 12, 2011.

The internal capital markets and investment flows in TNCs from parents to subsidiaries 
can lower subsidiaries’ dependence on host-country credit conditions and hence lower their 
performance volatility when host countries experience credit crunches (Antras et al., 2009). In 
Poland, for example, during the recent global economic crisis, foreign ownership appears to have 
provided a higher degree of resilience to affiliates facing external credit constraints through intra-
group lending mechanisms (Kolasa et al., 2010). 

For individuals, communities, and national economies, remittances of foreign earnings tend to 
be stable and often countercyclical. Migrants are likely to send home more resources to help their 
families when the home country has experienced an economic downturn or crisis. For example, 
during the financial crisis in Mexico in 1995 and in Indonesia and Thailand in 1998, remittances 
increased sharply, which not only helped household smooth consumption, but also provided the 
needed resources to overcome credit constraints for local entrepreneurs, alleviating their risks 
(The World Bank, 2005). Beyond remittances, diasporas can provide assistance in normal times 
by assisting in philanthropic activities, fostering the exchange of knowledge, and increasing 
trade links; in time of stress, they are more likely than average investors to finance infrastructure, 
housing, health, and education projects in their countries of origin. Diaspora bonds have raised 
over $35 billion in India and Israel, including periods when the home country was suffering 
a liquidity crisis (Ratha, 2010). 

In terms of GVCs, the “rationalization” that has been going on in terms of shrinking the 
size of supply chains was accelerated as a result of the 2008-2009 global economic recession. 
As consumption declined in most advanced industrial countries, which were the main markets 
for GVCs, the size of GVC supply chains sharply contracted as a result of the recession. Recent 
studies have highlighted significant new trends in how GVCs are organized in the current period, 
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which alter the nature of risks that national enterprise sectors will confront (see Gereffi (2014), 
for a summary of these changes):

• GVCs are becoming geographically more consolidated, which reflects the rise of large 
emerging economies after 1989. Known initially as BRICs (Brazil, Russia, India and 
China), the emerging economies now include a diverse array of “growth economies” such 
as Mexico, South Korea, Turkey, Indonesia, the Philippines, and Vietnam, which offer 
seemingly inexhaustible pools of relatively low-wage workers, highly capable export-
oriented manufacturers, abundant raw materials, and sizeable domestic markets (O’Neill, 
2011). Emerging economies are now major production centers worldwide, although their 
specific roles in GVCs vary according to their openness to trade and foreign investment, 
and other strategic considerations. 

• GVCs are also organizationally more concentrated, as the transnational lead firms in 
GVCs seek to shrink their global supply chains from 500–1,000 suppliers in the heyday 
of economic globalization in the 1990s and early 2000s to 25–30 key suppliers (or less) 
in the current era. These new supplier firms are expected to be bigger, more capable 
(technologically as well as in modern models of supply-chain management), and 
strategically located to access large regional and national markets. Coupled together, the 
trends of GVCs toward geographic consolidation and organizational concentration place 
greater competitive pressures and economic risks on the majority of countries and firms in 
the global economy that don’t have the scale, size, strategic location, or skills to rise to the 
top in contemporary GVCs.

The global economic recession of 2008-2009 has reinforced some of the pre-existing trends in 
GVCs, but also introduced new patterns in the global economy that affect the distribution of risk 
and vulnerability in national enterprise sectors. A study by the World Bank concludes that GVCs 
have proven resilient in the face of the recent economic crisis, which has accelerated two long-
term structural trends in the global economy: the aforementioned consolidation of GVCs, and the 
growing salience of markets in the developing world (Cattaneo et al., 2010: 6). As world trade is 
bouncing back from the 2008-2009 global recession, emerging economies are becoming a main 
engine of world economic recovery. Given stagnant consumer demand in the developed world, 
GVCs are shifting to supply new end markets in the developing world, which include a renewed 
emphasis on the domestic markets of large emerging economies and the regionalization of what 
were previously global supply chains (Staritz et al., 2011). 

In the case of the global apparel industry, between 1995 and 2009, China’s share of global 
apparel exports increased from 22% to 41%, and export sales increased from US$32.9 billion to 
$122.4 billion. Countries whose market shares declined most abruptly during this period, which 
included the phase out of the Multi-Fiber Arrangement (MFA) in 2005 that guaranteed export 
quotas for many smaller countries in U.S. and European Union markets, were Mexico, Central 
America and the Dominican Republic, Thailand, the Philippines, Romania and Poland (Frederick 
& Gereffi, 2011). However, even in China, a clear winner in aggregate terms, thousands of apparel 
factories were shuttered and millions of workers in apparel plants lost their jobs as the industry 
was streamlined in the late 1990s and early 2000s (when many state-owned apparel firms were 
closed), and then again in the late 2000s as the recession further reduced export-oriented sales.

In short, the economic crisis has not reversed globalization; international production and 
consumption have remained central features of the global economy. The role of the developing 
world compared with that of the developed countries has grown, but inequalities among 
developing countries in terms of how they are positioned in GVCs are rising as well. In producer-
driven chains, the lead firms that to a large degree defined the structure of these industries were 
mainly global manufacturers like General Motors, Ford, IBM, and HP. In buyer-driven chains, 
the lead firms were a mix of retailers (like Walmart, JCPenney, and Carrefour), global marketers 
(such as Nike, Liz Claiborne, and Polo Ralph Lauren), and supermarkets and food multinationals 
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(like Tesco, Sainsbury’s, Kraft Foods and Nestlé) (Gereffi, 1994). The lead firms in buyer-driven 
chains were particularly influential in the globalization process because they accelerated the 
process of “global sourcing” based on orders from developed countries, which relied almost 
entirely on production carried out in developing economies (Gereffi, 1999; Dicken, 2011). The 
dominant role the lead firms (largely from the developed world) could generate additional sources 
of inequality and potential crises in the future.

4. ECONOMIC UPGRADING AND SOCIAL UPGRADING

The distribution of risks and opportunities is closely related to the positioning of an enterprise 
within a value chain and to the nature of this value chain. Figure 1 illustrates this proposition 
for value chains associated, respectively, with five different industry groups. Economic and 
social upgrading (or downgrading) of firms and workers can take place in multiple trajectories 
(Barrientos et al., 2011). 

The concept of social upgrading refers to improvements within a specific enterprise 
(or associated group of enterprises) in the terms of employment, remuneration, worker rights, 
and workplace safety and employee insurance arrangements (Barrientos et al., 2011). Social 
upgrading is central to this examination of household risks and enterprises within value chains. 
Social upgrading by enterprises helps reduce risks for worker households and removes some 
of the volatility that they would otherwise face. The extent and type of social upgrading that is 
possible are usually related to (but not solely determined by) the economic upgrading in place, 
which highlights improvements in various aspects of economic performance within GVCs. Other 
institutional factors and actors, including the extent and nature of worker organization, civil 
society actions, government legislation and its enforcement, can also make a difference. 

Figure 1.
Industry Groups, GVCs, and Economic Upgrading
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Figure 1: Industry Groups, GVCs, and Economic Upgrading 

 

Adapted from Barrientos et al. (2011).  
 

AGRICULTURE AUTOMOTIVE

MODERATE SKILLED, VARIED 
LABOUR INTENSITIIES WORK

HIGH-SKILLED, TECHNOLOGY-
INTENSIVE WORK

KNOWLEDGE-INTENSIVE

ECONOMIC UPGRADING

TYPE OF WORK

APPAREL IT HARDWARE

LOW-SKILLED, LABOUR-
INTENSIVE WORK

SMALL SCALE, HOUSEHOLD-
BASED WORK

BUSINESS SERVICES

Adapted from Barrientos et al. (2011). 



Gary Gereffi, Xubei Luo • Journal of Banking and Financial Economics 2(4)2015, 51–63

© Faculty of Management University of Warsaw. All rights reserved. 

DOI: 10.7172/2353-6845.jbfe.2015.2.4

5858

Each GVC in Figure 1 is represented as a vertical silo, with lower segments signifying the 
approximate share of less-skilled types of work carried out within the value chain. All value 
chains include economic activities that span a broad range of skill levels. Consider agriculture, 
for example. At the lowest level – the farm, typically – this value chain involves a relatively large 
proportion of small scale and low-skill labor. Higher in the value chain, particularly at the points 
of processing and marketing, the skill level of workers rises progressively. The same is true for 
each of the other four GVCs. Skill levels rise as one moves from lower to higher value activities 
in the chain; the proportion of highly skilled workers at the top of each value chain, who carry 
out knowledge-intensive activities, vary according to the type of GVC we are examining. In 
agriculture, for example, this segment tends to be relatively small, while in business services, the 
proportion of knowledge workers is relatively large

The likelihood of enforceable standards also rises as one moves up value chains toward 
more formal and skill-intensive work. It is not enough merely to specify decent work standards; 
they must be capable of enforcement at low cost, in the ideal situation being self-enforcing. 
The prospects of having measurable and enforceable standards typically rise as skill levels and 
technology increase within value chains.

Social upgrading can be achieved through various means, involving different combinations 
of: (a) economic upgrading: as enterprises move up value chains, the share of skilled workers 
typically increases; and (b) deliberate actions to introduce enforceable standards – minimum 
wages, paid time off, workplace safety, insurance, and so on – for those workers whose skill 
levels remain low, who are more easily replaced, and who for these reasons may be badly treated. 
The scope for such actions widens considerably as the array of actors is expanded in GVCs. 
Using illustrative examples of successful social upgrading, we develop an analytical framework 
to assess possibilities for action.

Alternative pathways for social upgrading are available, as Figure 2 shows with the help of 
three examples. The first example, Pathway A, depicts a situation in which no significant economic 
upgrading has occurred. Instead, risks to workers were reduced because of deliberate actions that 
introduced enforceable standards. This could be the situation, for instance, of an enterprise that 
produced t-shirts branded with the logo of some U.S. university. Actions by concerned student 
groups resulted in a slew of reforms: doing away with child labor, reducing the length of the work 
day, improved lighting and other work conditions, and so on.

Figure 2.
Different Pathways to Social Upgrading  
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Adapted from Barrientos et al. (2011).  
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Alternatively, social upgrading can occur along Pathway C, where almost the entire burden is 
borne by economic upgrading. In this case, risks for workers are reduced as small-scale household 
work gets turned over into high-tech and knowledge-intensive work, for instance, as in the 
case when a weaver of traditional rugs takes to computerized design and manufacturing. In the 
intermediate case of Pathway B, social upgrading within labor-intensive industries like apparel can 
be achieved with lower risks to workers if outside institutions like the Better Work program run 
by the International Labor Organization are involved to help certify standards (Rossi et al., 2014).

When the enterprise sector gravitates toward more technology- or knowledge-intensive 
industries – for example from agriculture to apparel, and to business services – the share of skilled 
workers typically increases. As a result, labor productivity grows and more jobs of higher quality 
are created. However, economic upgrading does not always lead to social upgrading in the form 
of better wage and working conditions. On the one hand, unskilled workers in many developing 
countries can be excluded from the desirable job opportunities provided by technology-intensive 
or knowledge-intensive work, which tends to concentrate in more developed countries. On 
the other hand, workers in the same enterprises can face very different opportunities for social 
upgrading; regular workers can have better statutory employment protection and benefit from 
labor standards, while irregular workers, often over-represented among women, youth, minority, 
and other vulnerable groups, can suffer discrimination. 

In many enterprises in the developing world, hiring irregular workers directly or through third-
party contractors to perform the most time-sensitive task in the low (unskilled) segment of the 
production chain, is often a way for firms to reduce costs in response to last-minute orders from 
outsourcing companies. While this creates new employment opportunities for many low skilled 
workers, it also allows firms to shift the risks of production related to fluctuations in demand to 
workers. Regulations need to be in place to protect workers.

To a considerable extent, as we contend below, reducing risk for workers / households 
is associated with social and economic upgrading at the enterprise (or industry) level. Since 
a significant proportion of international production and trade now takes place through coordinated 
value chains in which lead firms globally and locally play a dominant role, possibilities for 
upgrading are increasingly defined by firms’ locations within these chains. 

Firms in GVCs have opportunities for economic upgrading through engaging in higher value 
production within value chains. However, they also face challenges meeting the commercial 
demands and quality standards required by buyers, which smaller and less efficient producers find 
hard to meet (Gereffi & Lee, 2012; Gereffi, 2014). The GVC approach focuses heavily on this 
notion of inter-firm networks, which exist within corporate supply chains, and international trade 
and production networks. Adopting a GVC approach to a considerable extent changes the focus 
of our analysis: instead of looking at individual, self-contained enterprises, we need to examine 
how firms are positioned within chains having different structures.

Adopting a GVC analytical framework opens the door, therefore, to an additional cast of 
economic actors and stakeholders who can act as agents of change. In addition to governments 
and enterprise management, national industry associations, and trade unions, positive change in 
working conditions can be brought about at the initiatives also of buyers’ associations, consumer 
groups, and international certification and inspection agencies, increasingly employed by buyers 
wary of their international human rights image (Mayer and Gereffi, 2010).

The expansion of global production, especially in labor-intensive industries, has been an 
important source of employment generation. Many jobs have been filled by women and migrant 
workers who previously had difficulty accessing this type of waged work, and they have provided 
new income sources for poorer households (Oxfam International, 2004; Barrientos et al., 2003). 
Where this is regular employment that generates better rights and protection for workers, it can 
enhance social upgrading and decent work. The demand for rising standards often requires the 
skilling of at least some workers and provision of better employment conditions. 
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But for many workers, this is not the outcome. Much employment is insecure and unprotected, 
and there are significant challenges ensuring decent work for more vulnerable workers. Irregular 
and low-skilled jobs – which are also low paying, thereby representing limited prospects for 
upward mobility – are as easily eliminated as brought into being. New risks are introduced, 
even as some old ones abate. Along with the risk of dismissal (or work reduction) that especially 
lower-skilled workers (and suppliers) of enterprises face, another significant downside risk 
accompanying these engagements involves the enhanced probability of injury and illness. Unsafe 
and unsanitary work conditions are often associated with low-skilled work in the enterprise 
sector. Labor safety regulations are non-existent or they are routinely flaunted, more so at some 
and less at other points within GVCs (Rossi et al., 2014).

Poorer individuals’ engagements with the enterprise sector thus produce situations that can be, 
and often are, volatile. A simple logic for why volatility can be greatest for the worst off in these 
relationships is provided by Barrientos et al. (2011: 332): “challenges…remain significant for 
irregular workers… New activities taken on by the factory may well…lead to social upgrading for 
regular workers – through the development of more skills and training for new capabilities – but 
irregular workers continue to be needed in order to respond to buyers’ requirements in terms of 
low cost, short lead times and high flexibility; their very status impedes their social upgrading.”

Not all developing countries face similar options in the context of these changes. The shift to 
Southern markets and the growth in South-South trade have created more possibilities for entry 
and upgrading in GVCs, but they also present new challenges, particularly for the least-developed 
countries. GVC consolidation poses opportunities as well, especially for countries and firms with 
rising capabilities. However, it too threatens to leave many countries and firms that don’t possess 
the required advantages on the periphery of GVCs.

In a more promising vein, the GVC literature shows that value chains oriented to different end 
markets entail distinct upgrading opportunities (Staritz et al., 2011; Gereffi, 2014). For example, 
the demand in lower-income countries for less sophisticated products with regard to quality and 
styles may confront lower entry barriers and less stringent product and process standards, which 
can facilitate participation and make it easier for developing country firms to engage in higher 
value-added GVC activities (such as product development, design, and branding) (Kaplinsky 
et al., 2011). With more intimate knowledge of local and regional markets than multinational 
firms, they can generate “frugal” innovations that are suitable to resource-poor environments 
(Clark et al., 2009). On the other hand, relying exclusively on low-income markets can lock 
suppliers into slimmer margins and cutthroat competition, which heightens economic risks. 

Rossi’s (2011) case study of garment factories in Morocco led by fast-fashion buyers shows that 
functional upgrading in GVCs can bring about social upgrading and downgrading simultaneously, 
for regular and irregular workers, respectively. On the one hand, factories supplying a finished 
product and overseeing packaging, storage and logistics for their buyers offer stable contracts 
and better social protection to their high-skilled workers to ensure a continuous relationship as 
well as full compliance with buyers’ codes of conduct. On the other hand, in order to be able to 
respond quickly to buyers’ frequently changing orders and to operate on short lead times, they 
simultaneously employ irregular workers on casual contracts, especially in the final segments of 
the production chain (such as packaging and loading), often imposing excessive overtime as well 
as discriminating against them on the basis of wages and treatment (Rossi, 2011).

In agri-food GVCs, private quality standards set by highly concentrated European and U.S. 
supermarkets and food manufacturers have a direct impact on risks faced by consumers as well as 
farmers, with conflicting implications for safety and upgrading (Lee et al., 2012). On the one hand, 
stringent food safety and quality standards imposed by large food retailers and manufacturers, 
which generally have extensive global sourcing networks, protect consumers against social and 
environmental risks. However, these tend to marginalize small farmers unable to comply because 
of high costs and a lack of required skills and facilities (e.g., cold chains to store, distribute and 
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ship fresh produce). On the other hand, higher standards can be a catalyst for participation in 
high-value-added chains, such as the role played by smallholders who successfully supply niche 
markets for organic or Fair Trade-certified products (Gereffi & Lee, 2012: 28). 

In both developed and developing countries, the economic gains of participating in global 
supply chains do not necessarily translate into good jobs or stable employment and, in the worst 
case, economic upgrading typified by a number of successful export economies, especially in 
low-income countries, may be linked to a significant deterioration of labor conditions and other 
forms of social downgrading (Rossi et al., 2014). 

A recently concluded three-year research program funded by the United Kingdom’s 
Department for International Development, called Capturing the Gains (UK DFID, 2013), has 
a website containing many of the research findings in working papers and policy briefs. One of 
the main conclusions of this project is that GVCs can be a key policy tool for sustained poverty 
reduction. However, facilitating the upgrading of workers and smallholders also requires public-
private-civil society partnerships, as well as regional partnerships involving countries and firms 
that lead international production networks based in Asia, Africa and Latin America, which are 
key to future upgrading of the South (Lee et al., 2011). These partnerships reflect novel forms of 
risk sharing and strategic collaboration among key value chain actors to address the challenge 
of promoting widespread and sustainable development.

Various examples of novel partnerships for risk sharing, innovation and upgrading are 
identified in the Summit Briefings for the Cape Town, South Africa meeting held in December, 
2012. A few of these are found in Barrientos et al. (2012: 3–4). For example, over recent decades, 
the cocoa–chocolate value chain has undergone concentration in processing and manufacturing. 
Cocoa farmers have received limited support, often have low yields and are poorly remunerated. 
Media attention has highlighted issues of child labor, and many younger innovative farmers are 
leaving the sector for better options elsewhere. Consumption of chocolate has grown steadily, 
especially in emerging economies, with predictions of future cocoa shortages. Leading chocolate 
manufacturers are working with civil society, donors and governments to support farmers and 
their communities. Social upgrading is now recognized as critical to economic upgrading – and 
ensuring the future resilience of the cocoa-chocolate value chain.

5. POLICY IMPLICATIONS

Overall, the government can provide a critical supportive environment in terms of 
infrastructure to help exporters, local communities and small producers trying to access national 
and international markets, education and training to build a skilled labor force, and sensible 
regulations to lower the uncertainties.

Firms benefit most from participation in GVCs if they are relatively large, technologically 
advanced, professionally managed, and have diversified export markets (both in terms of products 
and countries). Suppliers also benefit from relatively close relationships with their buyers, which 
can facilitate learning how to upgrade to meet the standards of global markets. These findings 
accommodate current GVC trends, since TNCs seek to reduce transaction costs by requiring “one-
stop shops” with larger and more capable suppliers. Contract manufacturers and business process 
outsourcing service providers, and firms that provide routine assembly tasks and other simple 
services within GVCs earn slimmer profit, and provide less to their workers (Lüthje, 2002). 

Workers benefit most from participation in GVCs if their conditions of work are relatively 
formalized (e.g., wages, length of work day and work week, defined benefits) and if they have 
higher skills (closely correlated with more advanced education) that allows them to carry out 
better remunerated tasks. The government can play a key role to address the downside risks 
for workers – dismissal, debt, injury, illness – and assist in enhancing the upward mobility 
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simultaneously. Enforcing sound regulations dealing with labor conditions is crucial to protect the 
vulnerable segment of the labor force. 

Global buyers (retailers, brands, supermarkets) typically don’t pay suppliers to undertake the 
upgrading required to remain competitive in GVCs. Therefore, supportive government policies 
are an asset (e.g., helping firms to meet international standards and certification requirements, or 
providing loans or access to finance capital required for purchasing new or better equipment).

The policy implications for upgrading in terms of different end markets are not clear cut. 
Facilitating access for export producers to multiple end markets through preferential trade 
agreements (multilateral or bilateral) would increase the flexibility for suppliers in developing 
countries to engage in upgrading. However, this will also expose them to greater competitive 
pressures through low-cost imports. More fundamentally, government policy makers don’t know 
enough about the intricacies of global industries to spur specific forms of innovation in GVCs. 

There is no magic bullet to improve international competitiveness in GVCs. What government 
policy can do is to facilitate the development of human capital, including collaborations with 
universities and private firms to ensure demand-responsive forms of workforce development. In 
addition, government can foster global collaboration by making it easier for small and medium-
sized firms to gain the information they need about global markets, and also to sponsor local trade 
fairs or external trade missions to encourage global match-making.
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ABSTRACT

The 2001–02 Argentine crisis had a profound impact on Uruguay’s economy. Uruguay’s gross 
domestic product shrank by 17.5 percent, and the proportion of people living below the poverty 
line doubled in only two years. It took almost 10 years for the poverty rate to recover to its 
precrisis level. This paper uses a macro-micro simulation technique to simulate the impact of 
a similar crisis on the current Uruguayan economy. The simulation exercise suggests that Uruguay 
would now be in a better place to weather such a severe crisis. The impact on poverty would be 
considerably more moderate; inequality would not change significantly; and household incomes 
would be 8 percent lower than in the absence of a crisis (almost 9 percent lower among households 
in the bottom 40 percent of the income distribution). The paper also explores the changes in social 
welfare policy that took place in the last decade that are protecting vulnerable groups from new 
macroeconomic shocks. We find that, despite the new policies, young individuals, woman-headed 
households, residents of Montevideo, and people who have not completed secondary education 
are more vulnerable to falling into poverty were the crisis to strike.
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1. INTRODUCTION2

Uruguay has experienced remarkable growth and poverty reduction in the last decade and 
resolved many of the structural issues leading to the severe impact of the 2001–02 Argentine 
crisis. Debt management reform, improved banking regulations, better social safety nets, and 
increased export diversification reduced the country’s vulnerability. This could be seen during the 
2008–09 financial crisis, which led to a significant, but short-lived drop in gross domestic product 
(GDP), but did not cause a prolonged recession or significant rise in the number of the poor.

Despite macroeconomic stabilization and considerable growth in recent years, however, 
Uruguay remains exposed to several internal and external risks. The internal challenges relate 
mainly to the high inflation, coupled with a slowdown in growth and a loss in competitiveness. 
The trade-off policy makers are facing is between further monetary tightening to bring inflation 
within the target range without excessively stifling the economy and maintaining the flexible 
exchange rate regime with an appreciating peso leading to the loss in competitiveness.

Besides the internal challenges, Uruguay is also exposed to shocks from the external 
environment. Given Uruguay’s dependence on Argentina and Brazil as main trading partners, 
a hard landing in Argentina and less growth in Brazil could have a significant negative impact on 
Uruguay’s economy. Meanwhile, the economy is exposed to changes in commodity prices and 
foreign direct investment (FDI) inflows resulting from a potentially prolonged Euro area crisis.

The close ties with its neighboring countries and the exposure to their economies were felt 
during the Argentine crisis at the beginning of the last decade. Between 1999 and 2003, the 
Uruguayan economy shrank by 17.5 percent in real terms, and household income dropped by 
over 20 percent (World Bank 2005). The crisis in Argentina led to capital flight, insolvent banks, 
depleted reserves, high sovereign debt, and soaring inflation in Uruguay and also caused a major 
decline in production and exports from Uruguay as well as a significant drop in private and 
government consumption. At the same time, moderate poverty in the country surged, climbing to 
close to 40 percent in 2003–04 from only 15 percent in 1999.

The objective of this paper is therefore to assess the impact of a severe crisis similar to the 
2001–02 Argentine crisis on the current Uruguayan economy. The questions this analysis attempts 
to answer are the following: (1) Given the significant reforms during the last decade, is Uruguay 
now better placed to weather a severe crisis? (2) What will be the impact of such an event on 
poverty, shared prosperity, and overall income distribution? (3) Given that a large share of the 
population has exited poverty in recent years, how vulnerable is this population segment? How 
likely are these people to fall back into poverty? As an alternative scenario, the paper also assesses 
the impact of a crisis similar to the crisis of 2008–09, which was transmitted through different 
channels relative to the 2001–02 crisis.

The paper is organized as follows: Section 2 introduces the methodology underlying the 
simulations carried out for this analysis. Section 3 outlines the country context. This is followed 
by a description of the macroeconomic assumptions beneath the scenarios in section 4. Section 5 
presents the simulation results. Section 6 concludes.

2 The authors would like to thank Sergio Olivieri for his indispensable advice and contributions and Louise Cord, Marina Gindelsky, Sarah Kotb, 
Zafer Mustafaoglu, Mary Alexander Sharman, Augusto Tano Kouame and two anonymous referees for their thoughtful comments and suggested 
edits. The authors would also like to thank the participants at a workshop on microsimulation techniques in Montevideo in April 2013 for helpful 
observations and recommendations. The views, findings, and conclusions expressed in this paper are entirely those of the authors and do not 
necessarily reflect those of the World Bank, its Executive Board, or member country governments.
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2. METHODOLOGY

The microsimulation model is based on a simplified version of the approaches developed by 
Bourguignon, Bussolo, and Pereira da Silva (2008) and Ferreira et al. (2008). As outlined in Habib 
et al. (2010a, 2010b, 2010c), the method models the way macroeconomic shocks are transmitted 
to the labor market through (1) losses in employment and labor earnings and (2) losses in nonlabor 
incomes through declines in international remittances. The microsimulation combines macro 
level information on the projected growth of output, employment, remittances, labor earnings, 
population, and prices with micro level information on labor and nonlabor income, labor force 
status, and basic job characteristics.3

The microsimulation model involves three basic steps: (1) benchmarking, (2) simulation, 
and (3) impact assessment. The first step uses household- and individual-level information 
to model labor market behavior and the receipt of remittances. Labor force status is divided 
into six categories and is modeled as a function of household and individual characteristics.4 
Parameters are estimated by means of a multinomial logit estimation as in Ferreira et al. (2008). 
Labor earnings for all employed individuals are then modeled as a function of individual and 
job characteristics, and parameters are estimated by means of a Mincerian ordinary least squares 
regression. An assignment rule for remittances is then modeled nonparametrically.

Using the estimations obtained in the baseline step, the second step simulates the process by 
which macro level changes – projections of population growth, labor force status and earnings, 
and international remittances – are translated into changes in the labor market and into labor 
and nonlabor income at the micro level. This simulation step is divided into four stages. First, 
demographic changes between the base year – 2011 – and the year of the crisis are adjusted to 
replicate projections of population growth. Second, aggregate flows between employment and 
unemployment as well as across sectors of employment are used to project labor force status and 
earnings at the micro level using the multinomial logit and the Mincerian ordinary least squares 
estimations from the baseline step. Third, the assignment rule for remittances is followed to 
allocate aggregate changes in remittances at the micro level. Fourth, minimal assumptions are 
used to simulate changes in other sources of nonlabor income.

The model simulation relies on a series of assumptions to make microeconomic data consistent 
with macroeconomic projections, using behavioral estimations from precrisis household 
economic data to predict future economic outputs. In this sense, besides the obvious need for 
reliable macroeconomic data at the sectoral level, the model requires a series of assumptions to 
be satisfied. The first assumption is that the structural relationships underlying the assignment of 
employment to each sector remain constant, that is, the conditions that determine employment in 
a specific sector are not affected by the crisis. Additionally, the model assumes that the growth 
rates of labor income and profits are the same as the aggregate product rates in each sector, that 
the factors of production are immobile, and that price changes occur only between food and 
nonfood items.

The final step of the microsimulation exercise is to assess the impact of a possible crisis by 
generating new income distributions. These distributions allow one to compare the crisis and the 
no-crisis scenarios. This step includes adjusting the poverty line to account for changes in food 
prices, constructing measures of per capita household income, and evaluating the poverty and 
distributional impact of the crisis using the distribution of income under both scenarios.

3 A recent module of the ADePT software has been developed for microsimulations: the ADePT simulation module, which has been used for all 
the microsimulations in this paper. See the ADePT cirsis module, ADePT: Software Platform for Automated Economic Analysis (database), World 
Bank, Washington, DC, http://go.worldbank.org/UDTL02A390.
4 The categories are inactive, unemployed, and employment in the following four sectors: the primary sector (agriculture, fishing, and mining); 
manufacturing (including electricity, gas, water, and construction); commerce, tourism, and transport; and other services (financial and government 
services).
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Household data as well as macroeconomic data are needed. The major data needs for 
the exercise are, at the household level, labor force surveys with detailed information on the 
distribution of the working-age population by sector and economic status as well as earnings. 
At the macro level, ideally, good projections for the key macro variables under the two scenarios 
(benchmark and post-policy reform) are needed (projections of population growth, labor market 
composition and earnings, and international remittances).

3. COUNTRY CONTEXT

3.1. Macroeconomic developments

Uruguay was hit hard by the 2001–02 Argentinean crisis, but recorded a strong macroeconomic 
performance over the following years. Uruguay’s economy experienced a deep recession, with 
negative growth rates of real GDP of up to 7.7 percent in 2002, high inflation, and significant 
debt accumulation (figures 1 and 2). Following the crisis, however, the economy recovered, and 
real GDP growth averaged more than 5 percent a year beginning in 2003, marking one of the 
longest growth periods in the country’s history. Prudent macroeconomic policies, improvements 
in structural areas, and favorable external economic conditions, such as buoyant demand for 
the main export products and a booming regional economy, contributed to the strong economic 
performance of Uruguay and helped protect the economy during the 2008–09 crisis.
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However, despite these positive developments, significant risks remain. The economy is 
vulnerable to shocks related to Uruguay’s trade dependence on Argentina and Brazil. While 
Uruguay has diversified its export markets and reduced export concentration, merchandise exports 
continue to be concentrated in primary products, and the five main trading partners account 
for 50 percent of total merchandise exports. Brazil is still the country’s main trading partner, 
with 19.9 percent of total merchandise exports in 2012, while Argentina is in fourth place, with 
5.7 percent of total merchandise exports. A hard landing in Argentina and slower growth in Brazil 
could have a significant negative impact on Uruguay’s economy.

A possible worsening of the euro area crisis and a prolonged economic downturn in developed 
countries would likely have negative effects on Uruguay. A potential global economic slowdown 
would affect Uruguay through channels similar to the channels that were important during the 
2008–09 crisis, namely, lower external demand and a drop in commodity prices; lower FDI 
inflows and heightened risk aversion among investors, leading to a reduction in short-term private 
portfolio inflows; a loss of access to global financial markets, leading to difficulties in securing 
financing and increased liquidity risks; and lower fiscal revenues because of reduced economic 
activity and higher expenditure arising from countercyclical stimulus. An analysis carried out 
in 2012 estimated that real growth in Uruguay would fall by about 1.7 percentage points under 
a mild crisis scenario and by almost 5 percentage points in the case of a global recession (World 
Bank 2012).

In addition, inflationary pressures continue to be a recurring problem for the economy. 
Although prices were successfully stabilized in the 1990s, strong inflationary pressures, including 
rising international commodity prices and strong internal demand and supply restrictions on 
certain goods, led to an increase in average inflation in the consumer price index (CPI) from 
4.7 percent in 2005, the lowest inflation rate after the crisis, to 8.1 percent in 2012, considerably 
over the target range set by the monetary authority (4 to 6 percent). Since the beginning of 
2011, the Central Bank therefore repeatedly increased the monetary policy rate, which reached 
9.3 percent in December 2012, to curb inflation and to help realign inflation expectations with the 
official inflation target range.

3.2. Poverty, shared prosperity, the labor market, and demographics

The economic crisis of the early 2000s had a negative impact on the welfare of the population 
that lasted several years. Uruguay had traditionally been among the countries of the Latin America 
and Caribbean region with the lowest incidence of poverty and inequality, but the effects of the 



Oscar Barriga Cabanillas et al. • Journal of Banking and Financial Economics 2(4)2015, 68–90

© Faculty of Management University of Warsaw. All rights reserved. 

DOI: 10.7172/2353-6845.jbfe.2015.2.5

6969

crisis significantly and negatively affected most social indicators, including poverty, inequality, 
unemployment, labor informality, and economic mobility (Gasparini et al. 2011; Lopez-Calva 
and Lustig 2010).5 Moderate poverty almost doubled in one year – from 18.8 percent in 2001 to 
35.2 percent in 2002 – and reached 40.0 percent of the population in 2004 (figure 5). At the same 
time, the size of the middle class shrank from over half of the population to less than three-fifths 
(World Bank 2013). Most of these indicators began to recover only after 2004, once the economic 
recovery was well under way and new social policies had been implemented.6

Figure 5
Poverty developments, 2000–12
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The incidence of poverty and extreme poverty showed a rapid growth trend in the early 2000s 
and a decline that started after 2004 (see figure 5). The upward trend in poverty rates observed in 
the early 2000s reversed between 2004 and 2005, at a slow pace at first and, in recent years, more 
rapidly. By 2012, only 12.4 percent of the population was living with a per capita income below 
the poverty line, about one-third of the rate seven years earlier. The reduction in extreme poverty 
was even more dramatic in relative terms: the rate dropped to around 0.5 percent, less than one-
sixth of the rate seven years earlier.

The observed poverty reduction after 2003–04 was accompanied by strong income growth 
among the bottom 40 percent of the income distribution in the population (the bottom 40), the 
World Bank’s indicator of shared prosperity. Between 2003 and 2011, using the official income 
aggregate, we find that the real per capita income of the bottom 40 grew by more than 7 percent 
annually, while mean income growth was less than 6 percent. In particular, during the first part of 
the 2002–12 period, 2003 to 2008, real income per capita of the bottom 40 grew at an annualized 
rate of 7.0 percent, while the mean income growth rate was about 6.1 percent. During the second 
half of the period, from 2008 to 2011, the less well off in Uruguay benefited more from growth 
than the average person by even more: the real income per capita of the bottom 40 grew at 
7.7 percent, while the mean growth rate was about 5.1 percent. This trend coincides with the 
expansion of safety nets during the second part of the period.

The labor market trends have been similar to the poverty trends because labor income is the 
main component of household income. Unemployment expanded during most of the 1990s, 
reaching a maximum of 16.9 percent of the labor force in 2002 (figures 6 and 7). This problem 
5 Estimates of poverty in Latin America based on data in SEDLAC (Socio-Economic Database for Latin America and the Caribbean), Center for 
Distributive, Labor, and Social Studies, Universidad Nacional de La Plata, La Plata, Argentina and World Bank, Washington, DC, http://sedlac.
econo.unlp.edu.ar/eng/statistics.php.
6 See annex A for more detail on the data and sources of information.
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was compounded by the fact that, among those who managed to retain employment during the 
crisis, labor informality – defined as jobs with no social security protection – also increased, 
from slightly below 40 percent in the early 1990s to a maximum of 42.7 percent in 2004. The 
situation began to improve significantly only after 2004. Unemployment fell rapidly and averaged 
6.1 percent in 2012, slightly higher than the rate in 2011 (6.0 percent), while informality also 
declined as a consequence of better macroeconomic conditions and the enhanced enforcement of 
social security collections.
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entered the middle class by 2011, they had a median income close to $13 a day PPP, barely over 
the middle-class threshold. 

Most of the households that exited poverty in Uruguay in recent years have experienced 
only a modest improvement in welfare that has not allowed them to move into the middle class, 
and they continue to face a high risk of falling back into poverty. Thus, an additional challenge 
for the government is to identify this segment of the population and adequately protect it against 
potential negative shocks. 
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remittances. Even though labor income is the main component of total income, accounting for 52 
percent, other income and other transfers account for 42 percent of total household income 
(figure 8). These two components, which include pensions and health insurance payments, are of 
particular importance in the simulations because they are government transfers that are a stable 
source of income and that are kept constant during the simulation of an economic crisis. The 
ability of the model to predict household welfare changes is therefore limited to the channel of 
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Despite the significant progress in poverty reduction, shared prosperity, and upward economic 
mobility in recent years, a sizable segment of the population is still at risk of falling into poverty 
or dropping out of the middle class. Estimates of income mobility between 2004 and 2011 suggest 
that the majority of the people who exited poverty were near the poverty line in 2004 and found 
themselves only slightly above the poverty line in 2011, with a median income around $5 a day in 
purchasing power parity U. S. dollars (PPP) (World Bank 2013). Few of the affected households 
crossed the middle-class threshold. Similarly, most of the people who did enter the middle class 
in this period were already near the middle-class threshold in 2004. Having entered the middle 
class by 2011, they had a median income close to $13 a day PPP, barely over the middle-class 
threshold.

Most of the households that exited poverty in Uruguay in recent years have experienced only 
a modest improvement in welfare that has not allowed them to move into the middle class, and 
they continue to face a high risk of falling back into poverty. Thus, an additional challenge for 
the government is to identify this segment of the population and adequately protect it against 
potential negative shocks.

In our simulation, welfare changes are influenced mostly through the labor market and 
remittances. Even though labor income is the main component of total income, accounting for 
52 percent, other income and other transfers account for 42 percent of total household income 
(figure 8). These two components, which include pensions and health insurance payments, are of 
particular importance in the simulations because they are government transfers that are a stable 
source of income and that are kept constant during the simulation of an economic crisis. The 
ability of the model to predict household welfare changes is therefore limited to the channel 
of the labor market and remittances. Along these lines, the results of the model can be seen as 
a bound that the government can augment by taking action using the automatic stabilizers such 
as unemployment insurance and increasing social safety nets during the time of crisis.
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4. MACROECONOMIC PROJECTIONS

Two main scenarios are considered for this analysis. While the benchmark (no-crisis) scenario 
assumes business as usual, without major disruptions to economic development, the crisis scenario 
simulates a situation similar to the one during the Argentine crisis in 2001–02. Projections for the 
benchmark (no-crisis) scenario are formulated based on forecasts of the Ministry of Economy 
and Finance, local consultancy companies, and internal World Bank models. The crisis scenario 
is mainly based on developments during the crisis a decade ago and assumes that external shocks 
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hit the economy, leading to negative real growth and double-digit inflation. GDP as well as 
employment shares are divided into the following four sectors: (1) the primary sector, including 
agriculture, fishing, and mining; (2) manufacturing, including gas, water, electricity, and 
construction; (3) commerce, tourism, and transport; and (4) other services, including financial and 
real estate services, public administration, health care, and education. In addition, an alternative 
crisis scenario has been formulated that assumes conditions similar to those during the 2008–09 
crisis, which is presented briefly in section 5. The scenarios are developed for two consecutive 
years, which will be identified as year 1 and year 2 in the remainder of the paper.

4.1. GDP, inflation, and remittances

Growth is expected to be moderate over the medium term in both scenarios (table 1). 
Sustained, but lower growth is projected because of the more challenging international economic 
environment and the expected return to the estimated potential growth rate. Internal demand is 
projected to remain the key driver of economic growth, mainly explained by private consumption. 
Investment is expected to remain strong, supported by large FDI inflows. As in previous years, net 
exports are projected to contribute negatively to growth, especially during year 1. CPI inflation 
is expected to start declining in year 1, mainly because of the projected deceleration of economic 
activity, and to approach the monetary authority’s target range of 4 to 6 percent gradually 
thereafter.

Table 1
Projections of the GDP growth rate and inflation under the benchmark (no-crisis) and crisis scenarios, year 1–year 2 
(percent)

GDP CPI Food CPI

Benchmark Crisis Difference Benchmark Crisis Difference Benchmark Crisis Difference

2011 6.5 6.5 - 8.1  8.1 - 9.6 9.6 -

baseline 
year 
(2012)

3.9 3.9 - 8.1  8.1 - 8.4 8.4 -

year 1 4.0 -7.7 -11.7 7.1 13.9 6.8 6.5 7.0 0.5

year 2 4.0 0.8  -3.2 6.1  9.2 3.1 6.4 6.7 0.3

Note: GDP = GDP at factor cost. 2011 and 2012 are actual data.
Sources: Central Bank of Uruguay, National Institute of Statistics, and World Bank calculations.

Under the benchmark scenario, therefore, a real GDP growth rate of 4.0 percent is assumed 
in years 1 and 2, close to the estimated potential GDP growth. Commerce, tourism, and transport 
are expected to follow a similar trend as in past years, although somewhat more slowly, and to 
expand at the most rapid rate among sectors, while the primary sector is expected to experience 
slower growth rates. In line with a slowdown in the economy, overall inflation is expected to 
decline to 7.1 percent in year 1 and to 6.1 percent in year 2. Food inflation will similarly decline 
to 6.5 percent in year 1 and 6.4 percent in year 2.

Under a more pessimistic crisis scenario, however, a recession similar to that experienced 
in 2001–02 is assumed, with a contraction of real GDP by 7.7 percent in year 1, followed by 
a more rapid recovery than the one after the Argentine crisis, with an increase in real GDP of 
0.8 percent in year 2. A particularly sharp decline is assumed in manufacturing and in commerce, 
tourism, and transport, which are more immediately affected by the downturn. Overall inflation 
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is projected to follow a trend similar to the trend in 2001–02 as well, peaking at 13.9 percent in 
year 1 and declining to 9.2 percent in year 2.

Remittances have not played an important role in the Uruguayan economy so far. Compared 
with other Latin American countries, remittances have not been a major contributor to the 
Uruguayan economy, representing less than 1 percent of GDP, reaching about $120 million 
in 2012. Similar trajectories have therefore been assumed in remittances in year 1 and year 2, 
following the past trend, with slightly lower values in the crisis scenario.

4.2. Population and the labor market

Uruguay’s population is not expected to change substantially during year 1 and year 2. 
Projections have been obtained from the National Institute of Statistics and reflect an increase of 
only 1.4 percent, or 38,000 people, between the baseline year (2012) and year 2.

The adjustment of the labor market to past output changes is used to project future 
adjustments. To assess the household-level adjustment to changes in the labor market on the 
macroeconomic level, we assume that changes in labor market conditions are proportional to 
changes in output, based on the estimated past relationship between output and employment and 
requiring the specification of sectoral and total output-employment elasticities. The elasticities are 
calculated using the past GDP and employment changes in each sector as the percentage change 
in employment in the sector between years t − 1 and t in response to a 1 percent change in sector 
output in the same period. The calculated parameters fluctuated quite substantially over the last 
five years of the period, especially during the 2008–09 crisis, leading to the omission of 2008 and 
2009 in the calculation under the no-crisis scenario, but they settled down more appreciably in 
2010–11.

Employment shares are not expected to change drastically. Under the benchmark scenario, 
sectoral employment shares will stay basically unchanged, with a small shift from manufacturing 
to commerce, tourism, and transport, which are anticipated to grow at the most rapid rate. In the 
crisis scenario, based on the assumed output response in the respective sectors, the decline in the 
employment shares of commerce, tourism, and transport as well as in other services will be more 
pronounced.

4.3. The interaction of microdata and macrodata

One of the key assumptions of the simulation is that microeconomic variables do not change 
their behavior in an economic crisis and that the growth rates of labor income and profits are the 
same as the aggregate product rates in each sector (see section 2). To validate the assumption 
that microeconomic data follow macroeconomic fundamentals, figure 10 shows the real growth 
rates of GPD per capita and the per capita official mean income based on the available household 
surveys. As can be seen, mean income per capita generally follows GDP per capita. However, the 
movements of mean per capita income tend to lag and overreact relative to the movements in GDP 
per capita. This behavior does not violate the assumptions needed for the correct implementation 
of the model, but show that the reactions to a macroeconomic shock become evident one period 
later than expected.
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Figure 10
Historical comparison: growth rates of macro and micro mean income
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than 5,000 inhabitants) because the ECH became representative at the national level only after 2006. 
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shared prosperity, and the overall income distribution between the benchmark (no-crisis) and 
crisis scenarios. The simulation parameters and the results of the simulation are presented in the 
following subsections. 

5.1. Simulation parameters 
The simulations are based on a comparison of the benchmark scenario and the crisis 

scenario. The scenarios developed for the baseline year (2012), year 1, and year 2 were then 
mapped to the 2011 Encuesta Continua de Hogares (continuous household survey, ECH) 
released by the National Institute of Statistics. The macroeconomic parameters used in the 
simulations are presented in figure 11. They represent the percentage change in each indicator 
relative to the level in 2011. Annualized real GDP growth is 4.1 percent higher in year 1, under 
the benchmark scenario, than in 2011, whereas, under the crisis scenario, it is 2.0 percent lower. 
Moreover, different sectoral growth rates are simulated in each of the scenarios, which explain 
the dissimilarities in the unemployment rates. In year 2, under the crisis scenario, GPD is 

Note: For comparability across time, all numbers in the figure are representative of urban areas (more than 5,000 inhabitants) because the ECH 
became representative at the national level only after 2006.
Source: World Bank calculations based on data of the Central Bank of Uruguay and the ECH.

5. SIMULATION RESULTS

We constructed two microsimulations for each year to compare the results on poverty, shared 
prosperity, and the overall income distribution between the benchmark (no-crisis) and crisis 
scenarios. The simulation parameters and the results of the simulation are presented in the 
following subsections.

5.1. Simulation parameters

The simulations are based on a comparison of the benchmark scenario and the crisis scenario. 
The scenarios developed for the baseline year (2012), year 1, and year 2 were then mapped to the 
2011 Encuesta Continua de Hogares (continuous household survey, ECH) released by the National 
Institute of Statistics. The macroeconomic parameters used in the simulations are presented in 
figure 11. They represent the percentage change in each indicator relative to the level in 2011. 
Annualized real GDP growth is 4.1 percent higher in year 1, under the benchmark scenario, 
than in 2011, whereas, under the crisis scenario, it is 2.0 percent lower. Moreover, different 
sectoral growth rates are simulated in each of the scenarios, which explain the dissimilarities 
in the unemployment rates. In year 2, under the crisis scenario, GPD is expected to contract by 
1.0 percent (annualized growth rate) with respect to the 2011 level, while, under the no-crisis 
scenario, real GDP would be 4.0 percent higher, in annual terms, than it was in 2011.
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Figure 11
Benchmark (no-crisis) and crisis projections: annualized GDP growth relative to 2011
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expected to contract by 1.0 percent (annualized growth rate) with respect to the 2011 level, while, 
under the no-crisis scenario, real GDP would be 4.0 percent higher, in annual terms, than it was 
in 2011. 
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Source: World Bank calculations based on data of the Central Bank of Uruguay and the ECH 2011. 
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Under the crisis scenario, similar to the 2001–02 crisis, all sectors except the primary sector 
are expected to be affected negatively (figure 12). The resulting annualized unemployment rate 
would be 13.4 percent higher than the rate in 2011 mainly because of the contraction in industry 
and commerce, which, in 2011, accounted for 21 and 27 percent of the employed population, 
respectively.6 In the absence of a crisis, activity, employment, and unemployment rates are not 
expected to change significantly in year 1, but, by year 2, the unemployment rate is predicted to 
decrease at an annual rate of over 1 percent. 

 
 
Figure 12 
Benchmark and crisis projection: annualized labor growth relative to 2011 

                                                 
6 Calculations based on the 2011 ECH. 

* Change with respect to 2011.
Source: World Bank calculations based on data of the Central Bank of Uruguay and the ECH 2011.

Under the crisis scenario, similar to the 2001–02 crisis, all sectors except the primary sector 
are expected to be affected negatively (figure 12). The resulting annualized unemployment rate 
would be 13.4 percent higher than the rate in 2011 mainly because of the contraction in industry 
and commerce, which, in 2011, accounted for 21 and 27 percent of the employed population, 
respectively.7 In the absence of a crisis, activity, employment, and unemployment rates are not 
expected to change significantly in year 1, but, by year 2, the unemployment rate is predicted to 
decrease at an annual rate of over 1 percent.

Figure 12
Benchmark and crisis projection: annualized labor growth relative to 2011

 13

 
Source: World Bank calculations based on data of the ECH 2011. 
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Figure 13 presents the results of the microsimulations on poverty and inequality. Chart a, 

figure 13 shows the levels of moderate poverty among individuals and households and the 
poverty gap (Foster-Greer-Thorbecke [1984] FGT1), while chart b, figure 13 shows the Gini and 
Theil coefficients. 
 

Figure 13 
The impact of a crisis on poverty and inequality 

Poverty Equality 

 
Source: World Bank calculations based on data of the ECH 2011. 

 
As expected, the level and depth of poverty are greater in the crisis scenario (figure 13). In 

the benchmark scenario, poverty declines from 13.7 percent in 2011 to 11.7 percent in year 2. 
However, if a crisis were to strike, poverty is predicted to increase to 15.4 percent and 15.2 
percent in year 1 and year 2, respectively. This represents an average poverty rate that is 3.5 
percentage points higher than it would have been in the absence of the simulated macroeconomic 

* Change with respect to 2011.
Source: World Bank calculations based on data of the Central Bank of Uruguay and the ECH 2011.

7 Calculations based on the 2011 ECH.
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5.2. The impact on poverty, inequality, and shared prosperity

Figure 13 presents the results of the microsimulations on poverty and inequality. Chart a, 
figure 13 shows the levels of moderate poverty among individuals and households and the poverty 
gap (Foster-Greer-Thorbecke [1984] FGT1), while chart b, figure 13 shows the Gini and Theil 
coefficients.

Figure 13
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As expected, the level and depth of poverty are greater in the crisis scenario (figure 13). In 
the benchmark scenario, poverty declines from 13.7 percent in 2011 to 11.7 percent in year 2. 
However, if a crisis were to strike, poverty is predicted to increase to 15.4 percent and 15.2 percent 
in year 1 and year 2, respectively. This represents an average poverty rate that is 3.5 percentage 
points higher than it would have been in the absence of the simulated macroeconomic shocks and 
1.5 percent higher than the poverty levels in 2011. An important results is that, under the crisis 
scenario, not only more people are living under the poverty line, but the depth of poverty, measured 
by FGT1, increases as well, implying that more resources would be needed to assist the poor.

The impact on poverty, however, would be less severe under the crisis scenario than during 
the 2001–02 Argentine crisis. It is worth putting the results of the predictions in context. While 
any increase in the share of the poor in the population warrants attention, it is equally important 
to contrast the expected 3.5 percent rise with the 20 percent spike observed after the 2001–02 
Argentine crisis. There are certainly various factors that might explain these results, notably the 
increasing role of social transfers and other nonlabor incomes in household incomes relative to 
the beginning of the decade.

In past years, the noncontributory components of the Uruguayan social protection system were 
expanded considerably. The implementation of the Plan de Atención a la Emergencia Social (the 
National Social Emergency Response Plan, PANES, 2005–07), replaced by the Tarjeta Uruguay 
Social (a means-tested food voucher, 2006) and the Asignaciones Familiares – Plan de Equidad 
(a noncontributory family allowance, 2008), extended social benefits to the lowest-income 
population. The implementation of new social programs is reflected in the expanding share of 
transfers in total income.8 In particular, transfers represented 3 percent of total household income 

 8 The transfers encompass government transfers other than noncontributory pensions. Specifically, the programs included are unemployment 
insurance, hogar consituido, and the family allowance, Asignaciones Familiares.
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in 2003, while, in 2011, they represented almost 10 percent (figure 14, chart a).9 Additionally, the 
coverage of public transfers also expanded, from 26 percent of households in the first quintile in 
2003 to 70 percent in 2011 (figure 14, chart b).10 

Rofman (2013) also shows that social transfers are an important part of income among 
households in the first decile of the income distribution and estimates that noncontributory 
transfers led to a reduction of 10 percent in poverty incidence, 16 percent in poverty intensity, 
and 23 percent in poverty severity. He also analyzes the vulnerability of households and shows 
that the combination of a rise in unemployment to 2002 levels and a 10 percent reduction in 
real household income would increase the poverty rate to 26.8 percent if the current transfers 
system remains in place and to 32.2 percent if the prevailing system were that of 2002, thereby 
highlighting the importance of social transfers.

Figure 14
Trends in public transfers, 2003 and 2011

a. Public transfers, share of total income

 15

  
Source: World Bank calculations based on data of the 2003 and 2011 ECH. 
Note: To facilitate comparability across time, all data in the figure are representative of urban areas (more 
than 5,000 inhabitants) because the ECH became representative at the national level only after 2006. 
* Does not include noncontributory pensions 
 

The change in poverty can be understood more accurately by analyzing the impact on the 
labor market and on the sources of incomes. Even though the unemployment rate tends to remain 
around 6 percent in the benchmark scenario, and there are no important changes in the share of 
the inactive population, the unemployment rate is 1.4 percent higher in year 1 and 3.3 percent 
higher in year 2 under the crisis scenario relative to the no-crisis scenario. As a consequence, the 
average household income in year 1 and year 2 in the crisis scenario is 6.4 percent and 8.1 
percent lower relative to the benchmark scenarios (figure 15). Meanwhile, relative to 2011, the 
average household per capita income in year 1 and year 2 in the absence of a crisis would be 4.3 
percent and 6.7 percent higher, respectively. 
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labor market and on the sources of incomes. Even though the unemployment rate tends to remain 
around 6 percent in the benchmark scenario, and there are no important changes in the share of 
the inactive population, the unemployment rate is 1.4 percent higher in year 1 and 3.3 percent 
higher in year 2 under the crisis scenario relative to the no-crisis scenario. As a consequence, the 
average household income in year 1 and year 2 in the crisis scenario is 6.4 percent and 8.1 percent 
lower relative to the benchmark scenarios (figure 15). Meanwhile, relative to 2011, the average 
household per capita income in year 1 and year 2 in the absence of a crisis would be 4.3 percent 
and 6.7 percent higher, respectively.

 9 In this period, the mean transfer per capita among the first quintile rose from Ur$44 to Ur$293 a month (values in 2005 Montevideo prices).
10 In the case of the family allowance, Asignaciones Familiares, administrative data show that its coverage increased 36 percent between 2003 
and 2011, from 402,672 to 549,295 beneficiaries (2011 data of the Banco de Previsión Social).
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Figure 15
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Disaggregating household income into its components, we find, under the crisis scenario, 
that the largest falls are in capital income, international transfers, and private domestic transfers. 
Yet, because only a relatively small share of households possess these income sources, the main 
source of the change in per capita household income is the reduction in labor market income.11 
In year 2 under the crisis scenario, labor income would be 9.7 percent lower than predicted in the 
absence of a crisis and 0.1 percent lower relative to mean labor income in 2011. This means that 
the main effect of the crisis occurs in terms of the labor incomes lost because of the unfavorable 
macroeconomic shock that would have hit the economy.12

In terms of the impact of a crisis on employment by sector, the simulation predicts lower 
shares of employment in trade and services relative to the absence of crisis. The flipside is that 
the share of the active population employed by industry is higher in the crisis scenario than in the 
no-crisis scenario, even though industry would be greatly affected by the crisis in terms of GDP 
(figure 16). Meanwhile, the primary sector experiences no major changes under the crisis scenario 
relative to the benchmark scenario.

Figure 16
Sectoral employment shares: the benchmark versus the crisis scenario, % change
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Source: World Bank calculations based on data of the Central Bank and the National Institute of 
Statistics. 

 
Relative to the benchmark scenario and the growth rate of mean income, a crisis would 

significantly reduce income growth among the bottom 40. In particular, the indicator of shared 
prosperity in Uruguay would decline from 13.3 percent in 2010–11 to 0.8 percent in 2011–12, 
would become negative between the baseline year and year 1 at −5.6 percent, and would show a 
slight recovery in year 1–year 2, with a growth rate of 0.7 percent (figure 17). In the baseline year 

                                                 
10 According to the 2011 ECH, capital transfers are received by 8.4 percent of Uruguayan households; international 
transfers by 1.8 percent; and private domestic transfers by 26 percent. In the case of public transfers, they 
represented, on average, 18 percent of household per capita income by 2011. 
11 The model keeps income from social benefits, pensions, and other transfers constant at the preshock level (see 
section 2). Because these components are important in the total income aggregate in Uruguay, the ability of the 
model to explain the total income change may be limited. See annex B for further explanations on the validation 
exercise. 

Source: World Bank calculations based on data of the Central Bank and the National Institute of Statistics.

11 According to the 2011 ECH, capital transfers are received by 8.4 percent of Uruguayan households; international transfers by 1.8 percent; and 
private domestic transfers by 26 percent. In the case of public transfers, they represented, on average, 18 percent of household per capita income 
by 2011.
12 The model keeps income from social benefits, pensions, and other transfers constant at the preshock level (see section 2). Because these 
components are important in the total income aggregate in Uruguay, the ability of the model to explain the total income change may be limited. 
See annex B for further explanations on the validation exercise.
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Relative to the benchmark scenario and the growth rate of mean income, a crisis would 
significantly reduce income growth among the bottom 40. In particular, the indicator of shared 
prosperity in Uruguay would decline from 13.3 percent in 2010–11 to 0.8 percent in 2011–12, 
would become negative between the baseline year and year 1 at -5.6 percent, and would show 
a slight recovery in year 1–year 2, with a growth rate of 0.7 percent (figure 17). In the baseline 
year and year 1, income growth among the bottom 40 would be less than the growth of the mean, 
which may translate into an increase in inequality, while, in year 1–year 2, the two growth rates 
would be only a little above zero.

Figure 17
Impact of the crisis on shared prosperity (income growth among the bottom 40)

 17
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Figure 17 
Impact of the crisis on shared prosperity (income growth among the bottom 40) 

 
Source: World Bank calculations based on data of the Central Bank of Uruguay and the ECH 2011. 
 

Similar to poverty rates, the impact of a crisis on shared prosperity would be less severe 
than the impact of the 2001–02 economic shock. In 2001 and 2003, the Argentine crisis produced 
negative income growth rates among the bottom 40 of -5.2 percent between 2001 and 2002, and 
of -16.9 percent between 2002 and 2003; while the growth rate in mean income was -3.3 percent 
and -19.0 percent, respectively. A simulated crisis from the baseline year to year 2 would also 
have negative consequences on shared prosperity, but not as severe in magnitude as the 
consequences of the 2001−02 Argentine crisis. 

5.3. Heterogeneous effects of the crisis 
To clarify the distributional implications of a possible crisis, figure 18 shows descriptive 

statistics on households grouped by the trajectory of poverty under the crisis scenario relative to 
the no-crisis scenario in year 2. We distinguish three types of households: always poor (living 
below the poverty line with or without crisis), never poor (living above the poverty line in both 
scenarios), and vulnerable to crisis (households that would not be considered poor in the absence 
of crisis, but are expected to be considered poor were the shock to hit Uruguay as simulated).12 

 
 
 
 
 
 
 

                                                 
12 There is also a fourth group: households that would be poor in the absence of crisis, but that would be living above 
the poverty line were the crisis to strike. Because there is a negligible share of individuals in this group, it is ignored 
for clarity of exposition in figure 18. 

Source: World Bank calculations based on data of the Central Bank of Uruguay and the ECH 2011.

Similar to poverty rates, the impact of a crisis on shared prosperity would be less severe than 
the impact of the 2001–02 economic shock. In 2001 and 2003, the Argentine crisis produced 
negative income growth rates among the bottom 40 of -5.2 percent between 2001 and 2002, and 
of -16.9 percent between 2002 and 2003; while the growth rate in mean income was -3.3 percent 
and -19.0 percent, respectively. A simulated crisis from the baseline year to year 2 would also have 
negative consequences on shared prosperity, but not as severe in magnitude as the consequences 
of the 2001−02 Argentine crisis.

5.3. Heterogeneous effects of the crisis

To clarify the distributional implications of a possible crisis, figure 18 shows descriptive 
statistics on households grouped by the trajectory of poverty under the crisis scenario relative to 
the no-crisis scenario in year 2. We distinguish three types of households: always poor (living 
below the poverty line with or without crisis), never poor (living above the poverty line in both 
scenarios), and vulnerable to crisis (households that would not be considered poor in the absence 
of crisis, but are expected to be considered poor were the shock to hit Uruguay as simulated).13

13 There is also a fourth group: households that would be poor in the absence of crisis, but that would be living above the poverty line were the 
crisis to strike. Because there is a negligible share of individuals in this group, it is ignored for clarity of exposition in figure 18.



Oscar Barriga Cabanillas et al. • Journal of Banking and Financial Economics 2(4)2015, 68–90

© Faculty of Management University of Warsaw. All rights reserved. 

DOI: 10.7172/2353-6845.jbfe.2015.2.5

8080

Figure 18
The crisis scenario, year 2: household composition, residence, educational level, and other characteristics
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Figure 18 
The crisis scenario, year 2: household composition, residence, educational level, and other characteristics 

  

  
Source: World Bank calculations based on data of the ECH 2011. 
Note: Status is evaluated according to simulations for year 2: Always poor (poor with or without a crisis), 
never poor (not poor in either scenario), and vulnerable to crisis (poor in the crisis scenario not poor 
without a crisis). 

 
According to the simulation, 3.7 percent of the total population is vulnerable to fall into 

poverty if there were a crisis. Average per capita household income would be almost 30 percent 
less among this group in a crisis than in the absence of a crisis. The other groups would also lose 
income in a crisis, but the magnitude of the income change would be smaller. 

Three interesting patterns emerge. First, households that are always poor (that is, poor in 
year 2 under both scenarios) show a higher incidence of woman-headed households and larger 
households relative to the rest of the population. The same is true among households that would 
fall into poverty were a crisis to occur. Second, the share of households that are always poor or 
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Source: World Bank calculations based on data of the ECH 2011. 
Note: Status is evaluated according to simulations for year 2: Always poor (poor with or without a crisis), 
never poor (not poor in either scenario), and vulnerable to crisis (poor in the crisis scenario not poor 
without a crisis). 
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According to the simulation, 3.7 percent of the total population is vulnerable to fall into 
poverty if there were a crisis. Average per capita household income would be almost 30 percent 
less among this group in a crisis than in the absence of a crisis. The other groups would also lose 
income in a crisis, but the magnitude of the income change would be smaller.

Three interesting patterns emerge. First, households that are always poor (that is, poor in 
year 2 under both scenarios) show a higher incidence of woman-headed households and 
larger households relative to the rest of the population. The same is true among households 
that would fall into poverty were a crisis to occur. Second, the share of households that are 
always poor or vulnerable to crisis in rural areas is smaller than the share of households that 
are never poor. Third, households that are vulnerable to crisis seem to show not only higher 
unemployment rates in the crisis scenario than in the no-crisis scenario, but also a higher share 
of people out of the labor force altogether (figure 19). Relative to the benchmark (no-crisis) 
scenario, most people who would cease to work (become inactive) are now working in commerce  
and services.
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Figure 19
Changes in the labor market
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Figure 19: 
Changes in the labor market 

 
Source: World Bank calculations based on data of the ECH 2011. 
Note: Status is evaluated according to simulations for year 2: Always poor (poor with or without a 
crisis), never poor (not poor in either scenario), and vulnerable to crisis (poor in the crisis scenario not 
poor without a crisis). 
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Figure 21 
Growth incidence curve: benchmark vs. crisis scenario, year 2, nationwide 

 

Source: World Bank calculations based on data of the ECH 2011.

The results of the Datt-Ravallion decomposition are consistent with the growth incidence 
curves (figures 21 and 22). These figures show, for each percentile, the net income change of the 
year 2 crisis scenario relative to the benchmark scenario. In all three areas (nationwide, urban 
and rural), the mean growth rate, that is, the average growth rates across percentiles, is negative 
at between -2 percent and -14 percent. In rural areas, the effect of a crisis would be more evenly 
distributed across the percentiles of the income distribution.
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Figure 21
Growth incidence curve: benchmark vs. crisis scenario, year 2, nationwide
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Source: World Bank calculations based on data of the ECH 2011. 
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Growth incidence curve: benchmark vs. crisis scenario, year 2

a. Urban

 20 

Source: World Bank calculations based on data of the ECH 2011. 
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5.4. Simulation of the 2008–09 crisis

In addition to the crisis scenario outlined above, we have formulated an alternative crisis 
scenario that assumes conditions similar to those in 2008–09. The 2008 financial crisis did not 
have an effect on the Uruguayan economy similar to the devastating effect of the Argentine crisis 
of 2001–02; nonetheless, growth declined substantially. The manufacturing sector was affected 
because of its strong links with the Southern Cone Common Market, particularly Brazil (Estrades 
and LLambí 2013).

Similarly to the analysis above, we consider two scenarios. The benchmark scenario is the 
same as the benchmark scenario described above, while, under the crisis scenario, a recession 
similar to the recession experienced in 2008–09 is simulated, that is, a real GDP growth rate 
of 1.5 percent in year 1, followed by a mild increase to 2.5 percent in year 2. We assume an 
especially sharp decline in manufacturing, which is immediately affected by the downturn. 
Overall inflation is projected to remain at current levels (8.0 percent and 7.5 percent in year 1 
and year 2, respectively), but this is mainly explained by a relatively large rise in food prices. 
Food price inflation is expected to increase to 9.8 percent in year 1, but slightly decline in year 2, 
to 9.5 percent. The population and labor market projections are similar to those in the scenarios 
analyzed above.
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Poverty only increases slightly under this crisis scenario (figure 23). Similar to the simulation 
above, the poverty rate declines from 13.7 percent in 2011 to 11.7 percent in year 2 under the 
benchmark scenario. Assuming a crisis similar to the 2008–09 crisis, poverty rates rise to 13.5 
percent in year 1, followed by a slight decline to 12.9 percent in year 2. This increase represents 
a poverty rate that is, on average, 1.1 percent higher than it would have been in the absence of 
the simulated macroeconomic shocks, but still lower than the 2011 rate. Moreover, the simulated 
poverty rate in year 2 under a crisis similar to that of the 2008–09 crisis is 2.3 percent lower than 
the rate simulated under a crisis scenario similar to the Argentine crisis. In addition, this crisis 
scenario has a small effect on income inequality (figure 24).

Figure 23
Impact of the crisis on poverty
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Source: World Bank calculations based on data of the ECH 2011. 
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Figure 24
Impact of the crisis on inequality

 22

  
Source: World Bank calculations based on data of the ECH 2011. 
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6.  POLICIES TO PROTECT THE VULNERABLE FROM FALLING BACK 
INTO POVERTY

6.1. How Uruguay responded after the 2001–02 crisis

Given the large number of people who fell into poverty during the 2001–02 crisis, one of the 
biggest challenges facing Uruguay in the past decade was postcrisis recovery. Several important 
social programs were implemented or expanded following the 2001–02 crisis (see above). Prior 
to the crisis, the existing family allowance program, Asignaciones Familiares, created in 1943, 
provided monthly cash benefits to formal sector workers with children (Amarante and Vigorito 
2012). Previously, a social pension scheme had been implemented in 1919 for the elderly and 
disabled, targeting socially vulnerable people. Pensions were indexed to the national average 
wage in 1989, causing government expenditures to increase, along with economic growth. These 
transfers were protected during the crisis in 2002, but were not raised. Given the significant 
decline in household income discussed above, Asignaciones Familiares was expanded in 2004 to 
include households with incomes less than $39 a month (three times the national minimum wage), 
but the benefits provided were low; so, there was not a strong short-term reduction in poverty.

Recognizing the need for additional assistance to the poor to facilitate social inclusion, the 
PANES program was implemented between April 2005 and December 2007 to target the bottom 
20 percent of households living below the poverty line (8 percent of the total population). The 
plan had four main components: a cash transfer, a food card, educational and social reinsertion 
programs, and housing subsidies and public works. Of the households that were selected to 
participate, almost all received the cash transfer; 80 percent received the food card; and 20 percent 
participated in the last two components. PANES covered 83,000 households (5 percent of all 
households and 10 percent of the population) and represented 30 percent of the household incomes 
among the beneficiaries. The cost of the program was $80 million annually, which represented 
0.41 percent of GDP during the period.

To complement the launch of PANES, the Ministry of Social Development was established as 
an organization of social protection and to coordinate all government benefits. This organization 
has come to represent an important effort at the centralization of government-provided protection 
and has boosted the efficiency of such benefit programs. This was a vital step, given the difficulties 
typically encountered in the creation and administration of social welfare programs in developing 
countries and emerging markets.

After the end of PANES, because poverty rates were still high, there was a transition to the 
Asignaciones Familiares–Plan de Equidad. This equity plan included tax and health care reforms, 
continued the family allowance ($8–$16 in cash transfers per child among households that did not 
receive the national minimum salary), continued the food card program, expanded the coverage 
of early childhood services, and lowered the retirement age (see below). There were 364,000 
beneficiaries of the plan, which covered 76 percent of all destitute children and 68 percent of 
children living in poverty (2009 data), accounting for almost all households in the poorest quintile. 
As a result, there was a 30 percent reduction in the incidence of poverty and a 7 percent decrease 
in the poverty gap. There was also an expansion in secondary-school enrolments, but also in 
informality, given that households did not want to cross the income threshold to lose the benefit. 
This is a consequence that must be taken into account in future policy discussions (see above).

6.2. Policy options to protect the poor and vulnerable against the next crisis

Uruguay has recovered from a crisis in recent years, and most of the population is moving 
into the middle class and into the economic group vulnerable to fall back into poverty, which 
corresponds to the group of people living on $4–$10 a day (at 2005 international U.S. PPP dollars) 
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(López-Calva and Ortiz-Juárez 2014). A fundamental question for policy makers and international 
organizations focused on poverty mitigation in Uruguay and other developing countries and in 
emerging markets is therefore how to target scarcer resources to protect poor and vulnerable 
households more effectively against the risk of poverty.

One of the key goals of a successful social policy is to give the vulnerable tools to ensure that 
they do not fall back into poverty in the event of another crisis. The indirect impacts of policy 
programs are particularly important if we consider that the impacts of crises on the poor are not 
generally restricted to the short run, a concept Fiszbein, Kanbur, and Yemtsov (2014) call the cost 
of risk. In fact, the short-term ways in which households cope with risks (perhaps pulling children 
out of school, for example) can be highly detrimental in the long term. Accordingly, it may be 
difficult to judge the success or failure of a short-term program because the medium-term effects 
are more difficult to assess, but may be even more important.

According to Kanbur (2010), crises should be viewed as the new normal in developing 
economies, that is, they will be systematic and should be expected, although both the timing and 
nature of the crises (which is related to the cause) may be unknown ex ante. Hence, there must be 
mechanisms in place beforehand for effective coping. Moreover, crises affect countries differently. 
Thus, small economies are especially vulnerable because of their substantial dependence on the 
effect of a crisis on their larger neighbors and the responses of these neighbors to a crisis, as seen 
in the case of Uruguay with respect to Argentina and Brazil in 2001–02. However, policy makers 
also face known problems of adverse selection and moral hazard in the design and implementation 
of programs as well as additional political difficulties in scaling down the intervention after a crisis.

Kanbur (2012) therefore proposes the idea of stress testing a system against a range of 
potential crises to identify gaps in coverage and areas where flexibility might need to be improved. 
Once this step is complete, he proposes devoting resources to addressing the holes and to offer 
a “prequalified line of assistance for social protection, which would be available to a country 
immediately when previously agreed upon crisis triggers are breached” (Kanbur 2012, 50). The 
most important point is to improve flexibility in policy design and implementation to target the 
poor more effectively and facilitate scaling down. For example, in the often-referenced case of 
Mexico’s Progresa-Oportunidades conditional cash transfer (CCT) program, parents received 
payments if their children were in school, on the idea that they would no longer need to pull 
them out of school during a crisis as a risk-coping mechanism. Another example is the case 
of Mexico during the 2008–09 crisis, when the government took advantage of the flexibility 
of available passive labor market policies and allowed expanded withdrawal from contributory 
pension savings accounts among unemployed workers and extended the coverage of health care 
and maternity benefits among unemployed workers who were contributers to the social security 
system. These were temporary measures that protected workers and their families during the 
worst periods of the crisis (Freije, López-Acevedo, and Rodríguez-Oreggia 2011).

In addition to higher flexibility in policy design, other options would involve building 
mechanisms into existing safety nets so that they support the people who are highly vulnerable to 
fall into poverty. For instance, de Janvry, Sadoulet, and Vakis (2010) present three areas of special 
government attention for the potential expansion of existing or new CCT programs to give them 
an extended insurance function: (1) the eligibility of beneficiaries, (2) program effectiveness, and 
(3) financial sustainability.

Another option involves more profoundly redesigning existing programs to address 
simultaneously the differentiated structural and transient causes of poverty and of the 
vulnerability to fall back into poverty. In particular, new interventions should aim for a gradual 
shift in resources and incentives from CCT programs toward interventions that could create more 
permanent sources of income, for instance, programs that focus on building the assets of the poor 
and vulnerable through transfers for productive purposes such as the purchase of equipment or 
training in business-related topics.
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7. CONCLUSIONS

During the 2001–02 Argentine crisis, Uruguay’s economy suffered significantly, entering 
a recession and experiencing a doubling in poverty rates and substantially rising unemployment 
rates. The recovery from the crisis took almost a decade. In this paper, we analyze how 
the Uruguayan economy today would fare facing a similar to the 2001–02 crisis. We use 
microsimulation techniques that link macro- and microeconomic variables to assess the impact 
of low growth and high inflation on poverty, income inequality, and shared prosperity, taking into 
account household characteristics.

This approach allows us to overlap the macroeconomic effects of a crisis with the current 
composition of household income to reveal how the new earning composition will be affected 
under the crisis scenario. This exercise provides an interesting outlook on how well the reforms 
of the social protection system implemented in the years following the 2001 crisis are protecting 
vulnerable groups. However, it has not been possible for us to identify how each new program 
or program modification contributes individually to shield households from shocks. This is an 
interesting research question, which, though beyond the scope of our study, should be investigated 
by a future study. Nonetheless, our results allow us to shed light on the population groups that 
show higher levels of vulnerability under the current social protection regime and therefore 
should be targeted first in case new policies are implemented to respond to a new crisis.

The simulation exercise suggests that Uruguay is now in a better place to weather a severe crisis. 
Because of the 2001–02 crisis, the poverty rate rose from 18.3 percent in 2001 to 39.9 percent in 
2004. In the simulated crisis, the poverty rate increases by only 1.5 percent (from 13.7 percent 
in 2011 to 15.2 percent in year 2). Moreover, in the simulation exercise, the unemployment 
rate rises from 6 percent in 2011 to 9 percent in year 2, while, during the Argentine crisis, the 
unemployment rate reached 17 percent in 2002, up from 11 percent in 1999. A large contributing 
factor behind the greater resilience has been the enhanced and expanded social safety nets.

Comparing the crisis scenario and the benchmark scenario, we find a slight increase in poverty, 
but a significant impact on shared prosperity. The simulation exercise predicts that, in the case of 
a negative shock, the poverty headcount rate would be 2.9 percent higher in the crisis scenario 
relative to the benchmark scenario. At the household level, the poverty rate is 2.3 percent higher 
in the crisis scenario. Inequality remains relatively constant in both scenarios. In addition, the 
simulation predicts a decline of 8.8 percent in the income growth of the bottom 40 under the crisis 
scenario relative to the benchmark scenario. Although the lack of growth is the main underlying 
reason for this, income redistribution also plays a role.

We can identify four main reasons for the improved ability of the country to cope with the 
social effects of a macroeconomic shock. The first three are at the macroeconomic level: (1) more 
effective debt management, (2) better banking regulations, and (3) export diversification. The 
fourth reason, namely, (4) an improved social safety net, directly affects households by reducing 
their exposure to shocks. In relation to this last reason, even though Uruguay has one of the oldest 
social protection systems in the region, new policies were implemented only after the 2001–02 
crisis to expand coverage to groups traditionally marginalized from the system. In particular, 
noncontributory programs were expanded for households with children that are not part of the 
formal labor market and that are especially affected by shocks.

The targeting of social programs on groups that have been historically vulnerable has 
played a key role in enhancing the resilience of these groups in the face of crises, in particular, 
by exercising positive effects that are not limited to increases in income, but also include 
improvements in dwelling materials, capital accumulation, and a greater medium-term capacity 
to generate new income. (Rofman 2013). At the same time, through the creation of the Ministry 
of Social Development, a new institutional arrangement was established to coordinate more 
effectively the programs already in place.
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However, despite the expanded protection for vulnerable households, our results show that 
almost 4 percent of the population is still vulnerable to fall back into poverty in case of a crisis. 
The per capita income of that group would be, on average, 30 percent lower in a crisis than 
in the absence of a crisis. The simulation predicts that vulnerability to poverty is positively 
correlated with a higher incidence of woman-headed households, larger households, and young 
adults with lower educational attainment than in the rest of the population. The likelihood of 
falling back into poverty is also greater in Montevideo than in rural areas. With respect to the 
previous result and taking into account that the coverage of households with children through 
CCT programs is already one of the more generous in the region (Fiszbein and Schady 2009), the 
policy response to ensuring greater protection of the poor and vulnerable from falling back into 
poverty during a potential future crisis should not be focused on raising the value of transfers, but 
on (1) improving the flexibility of program design and implementation to target the poor more 
effectively and to facilitate scaling down, (2) building mechanisms into existing safety nets so 
that these can expand the support available to highly vulnerable people who may fall into poverty, 
and (3) redesigning existing programs to address simultaneously the differentiated structural 
and transient causes of poverty and the vulnerability of falling back into poverty, while creating 
programs aimed at population groups currently underserved by the system, such as households 
composed of young adults with no children.
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ANNEXES

A: DATA APPENDIX

Table A.1
Poverty measures

Monetary poverty: official measure

Poverty 
measures

Moderate poverty: share of the population living in households in which the per capita income is 
below the total value of the food and nonfood baskets.
Extreme poverty: share of the population living in households in which the per capita income is 
below the value of the food basket.

Poverty 
lines

Moderate poverty line: official poverty lines depend on a food component, CBApc, and a nonfood 
component, CBNApc, following the formula for the household-specific poverty line, that is

 CBApc * N + CBNApc * N 0.8, (A.1.1)

where N is the number of household members.
Because the weight of the nonfood component decreases as the number of members increase, the 
average household per capita poverty line in Montevideo is equivalent to Ur$239 (2012 pesos) or 
$9.13 2005 PPP U.S. dollars per capita per day.
The line’s values differ greatly across regions: a household in an interior urban area needs only $6.20 
2005 PPP U.S. dollars per capita per day so as not to be considered poor, while a household in rural 
areas needs only $4.26 per capita per day.
Extreme poverty line: official poverty lines follow the formula:

 CBApc * N. (A.1.1)

To be considered not poor under this poverty line, a household in Montevideo in 2012 needed Ur$69 
per capita per day or $2.60 2005 PPP U.S. dollars per capita per day. The extreme poverty line also 
varies across regions, but to a lesser extent. Thus, a household in an interior urban area needs only 
$2.44 per capita per day not to be considered among the extreme poor, while a household in rural 
areas needs $2.10 per capita per day.
For a detailed explanation of the poverty methodology, see INE (2006).

Welfare 
measure

Welfare is measured by per capita household income, which, in this case, includes labor income, 
transfers, pensions, imputed rent, and capital income. Because official income cannot be completely 
constructed from this source, we constructed an adjusted vector. It replicated official poverty 
numbers.
If an indicator is required that uses data previous to 2006, we used only Montevideo and interior 
urban areas so as to guarantee sample comparability.

Conversion 
to real 
values

The conversion relies on the deflation of regional prices to Montevideo prices based on a ratio of 
average poverty lines. The resulting values are then converted to 2005 prices using CPI values.

Data source ECH 2003–11; Banco Central del Uruguay; Banco de Previsión Social.

B: VALIDATION OF RESULTS

To validate the accuracy of the simulations, we have used the observed trends in macroeconomic 
variables for 2008–10 and 2011 to simulate the poverty headcount and poverty gap and the 2008 
ECH dataset as the microeconomic input. Figure B.1 shows the poverty rate and the poverty gap 
in 2008 and the related observed and simulated trends in 2010 and 2011. As one may observe, 
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the model tends to underestimate the reduction of the poverty headcount and poverty gap caused 
by growth and shows a bias that increases over time, increasing from a difference in the poverty 
headcounts of 1.8 percent in 2010 between the observed and the estimated rate to a difference of 
5.4 percent in 2011.

Figure B.1
Validation of poverty results using the 2008 ECH
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ABSTRACT

Despite trade liberalization efforts made by Eurasian countries, the export structure of 
the region shows significant levels of concentration across export destinations. To shed light 
on this observation, this research analyzes trade policy barriers in Eurasia, East Asia and 
the Pacific, and the European Union. Using the most recent data from sources including the 
World Trade Organization, the United Nations, and the World Bank – including the Overall 
Trade Restrictiveness Indices, the Services Trade Restrictions Database, and the Temporary 
Trade Barriers Database – the role of tariffs, non-tariff measures, temporary trade barriers, trade 
agreements, and trade barriers in services are explored to explain the lack of diversification by 
destination. Several conclusions can be drawn from the analysis. First, China, Korea, and Japan, as 
well as the European Union, impose high levels of protection on products of animal origin, which 
may explain the lack of Eurasian export diversification toward the East Asia and the Pacific and 
the European Union regions. It also highlights the potential benefits of diversifying the structure 
of production in Eurasia toward more sophisticated and technologically intensive goods. Second, 
the East Asia and the Pacific region (especially China) appears to be more protectionist than the 
European Union, suggesting a greater challenge for Eurasian countries in diversifying exports to 
the destination. And third, few or no regional trade agreements exist between Eurasian countries 
and countries in the European Union or East Asia and the Pacific.
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1. INTRODUCTION

During the past decade, countries have made important progress to liberalize their economies 
by removing quantitative import restrictions and reducing tariffs. Trade liberalization has been 
shown to have important effects on export diversification that operate through a variety of channels, 
such as enhancing firms’ productivity and ability to export. This includes trade liberalization in 
the exporting country itself, but also in importing partner countries. But in practice, tariffs and 
other trade policy barriers are still high enough to create anti-export bias and significant obstacles 
to trade diversification. 

On the one hand, trade policy barriers in an exporting country can affect the country's own 
export performance. Import duties on final goods increase product prices, make the production 
of import substitutes profitable, and induce factors of production reallocations from exporting to 
domestic sectors, which increase the costs of producing new tradable goods. Lower output tariffs 
expose formerly protected plants to foreign competition, forcing high-cost, low-productivity 
domestic firms to improve their operations or exit the market (Pavcnik, 2002; Trefler, 2004). 
Furthermore, tariffs on intermediate inputs used by exporters decrease the range of foreign inputs 
available to produce new varieties, raise production costs, and squeeze margins. Tariff reductions 
provide benefits to exporters through increased access to previously unavailable or cheaper 
inputs (Goldberg et al., 2010; Rodriguez-Clare and Klenow, 1997), which is shown to have 
a positive influence on productivity via learning, variety, or quality effects (Amiti and Konings, 
2005; Ferreira and Rossi, 2003). As exemplified in India, Indonesia and Brazil, access to cheaper 
and superior foreign inputs allow domestic firms to save costs, augment their productivity, and 
become more productive and competitive (Amiti and Konings, 2005; Schor 2004; Topalava and 
Khandelwal, 2011). Mukerji (2009) shows that trade liberalization in India through a lowering of 
tariffs boosted the number of imported varieties by as much as 18 percent in the post-liberalization 
era. Input tariff liberalization also promotes growth from technological innovation embedded in 
foreign inputs and learning by doing, as Tybour and Westbrook (1993) show for Mexico.

Regulatory reforms in the domestic services market has been shown to also impact a country’s 
export diversification. Such reforms increase competition, efficiency, and lower the price of 
services inputs, which enhance firms’ productivity and probability of exporting (Arnold et al., 
2012; Bas, 2013). Berulava (2011) shows that liberalizing reforms in telecommunications, 
electric power, railway transport, road transport, water distribution and banking sectors strengthen 
existing manufacturing exports to current destinations, lure in new exporters, and encourage 
exports to explore new destinations of manufacturing. 

On the other hand, trade policy barriers in an importing country increase the costs of accessing 
that market and also damage exporters’ extensive margins, that is, new products and new markets. 
There exists an extensive amount of literature that sheds light on the impact of opening up the 
importing country to foreign trade on export diversification. Tariff reductions in a trading partner 
result in large and significant changes in the extensive margin of the exporting country, increasing 
the number of products produced and exported (Debaere and Mostashari, 2010; Kehoe and Ruhl, 
2002). One channel is via learning-by-exporting, whereby exporting firms are more likely to adopt 
advanced technologies that increase efficiency (Baldwin and Gu, 2004). Non-tariff measures in 
an importing country can make it costly for firms to export. Basedina (2015), however, finds no 
evidence that technical barriers to trade and sanitary and phytosanitary measures – two types of 
non-tariff measures – have an impact on a country’s extensive margin of trade. 

Tariff reductions by way of bilateral or plurilateral trade agreements has also been shown 
to impact export diversification between countries party to the agreement, but also to countries 
outside the agreement. For example, the free trade agreement between New Zealand and 
Australia – the Closer Economic Relationship – led to a widening rather than a deepening of 
New Zealand’s exports, with exports of new products contributing more to export growth than 
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expanding exports of existing products (Sandrey and Seventer, 2004). The number of products 
exported (new varieties) by the United States to NAFTA members relative to other counties in 
the world increased after its inception in 1993 (Hillberry and McDaniel, 2002). “In the presence 
of sunk costs, preferential tariff liberalization has prolonged, dynamic effects on the pattern of 
a beneficiary country’s exports, as they trigger a geographic spread of exports to third markets 
outside the preferential trade area,” exemplified by NAFTA paving the way for Mexico to grow 
exports to additional destinations in Latin America (Borchert, 2007).

Despite the trade liberalization efforts made by the region, the export structure of Eurasian 
countries shows significant levels of concentration across export destinations (Figure 1).2 A large 
percentage of the region’s exports go to the European Union (EU). Between 2000 and 2010, 
Eurasia sent on average 47.5% of its annual exports to the EU. Exports to the East Asia and 
the Pacific (EAP) region were mainly oriented to China, a destination that accounted for, on 
average, 6.6% of the region’s total annual exports during the same period. China’s importance as 
an export destination has increased since the global financial crisis of 2008+. In 2008, 5.5% of 
Eurasia’s exports went to this country, increasing to 8.1% in 2010. The significance of the EU has 
decreased since 2006, from 50.6% to 47.4% in 2010. In terms of value, exports to both the EU 
and EAP countries declined in 2009 following the advent of the crisis, although exports to China 
experienced the least relative decline. Only exports to the EU had not returned to pre-crisis levels 
by 2010.

Figure 1
Eurasia’s Exports by Destination

 

3 
DOI: 10.7172/2353-6845.jbfe.2015.2.6 
 

phytosanitary measures – two types of non-tariff measures – have an impact on a country’s 
extensive margin of trade.  

Tariff reductions by way of bilateral or plurilateral trade agreements has also been shown 
to impact export diversification between countries party to the agreement, but also to countries 
outside the agreement. For example, the free trade agreement between New Zealand and 
Australia – the Closer Economic Relationship – led to a widening rather than a deepening of 
New Zealand’s exports, with exports of new products contributing more to export growth than 
expanding exports of existing products (Sandrey and Seventer, 2004). The number of products 
exported (new varieties) by the United States to NAFTA members relative to other counties in 
the world increased after its inception in 1993 (Hillberry and McDaniel, 2002). “In the presence 
of sunk costs, preferential tariff liberalization has prolonged, dynamic effects on the pattern of a 
beneficiary country’s exports, as they trigger a geographic spread of exports to third markets 
outside the preferential trade area,” exemplified by NAFTA paving the way for Mexico to grow 
exports to additional destinations in Latin America (Borchert, 2007). 

Despite the trade liberalization efforts made by the region, the export structure of 
Eurasian countries shows significant levels of concentration across export destinations (Figure 
1).2 A large percentage of the region’s exports go to the European Union (EU). Between 2000 
and 2010, Eurasia sent on average 47.5% of its annual exports to the EU. Exports to the East 
Asia and the Pacific (EAP) region were mainly oriented to China, a destination that accounted 
for, on average, 6.6% of the region’s total annual exports during the same period. China’s 
importance as an export destination has increased since the global financial crisis of 2008+. In 
2008, 5.5% of Eurasia’s exports went to this country, increasing to 8.1% in 2010. The 
significance of the EU has decreased since 2006, from 50.6% to 47.4% in 2010. In terms of 
value, exports to both the EU and EAP countries declined in 2009 following the advent of the 
crisis, although exports to China experienced the least relative decline. Only exports to the EU 
had not returned to pre-crisis levels by 2010. 
 
Figure 1 
Eurasia’s Exports by Destination 

 
Figure 1 presents destination shares of Eurasia’s exports between 2000 and 2010. 
Source: Authors’ calculations using data from United Nations’ (UN) Comtrade accessed through World 
Integrated Trade Solutions (WITS) (2012) 
                                                            
2 The countries of Eurasia refer to the post-Soviet Union states excluding the Baltic states. This includes: Armenia, 
Azerbaijan, Belarus, Georgia, Kazakhstan, Kyrgyzstan, Moldova, Russia, Tajikistan, Turkmenistan, Ukraine, and 
Uzbekistan. 

0
10

20
30

40
50

Pe
rc

en
ta

ge
 o

f T
ot

al
 E

xp
or

ts

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Year

EU27 China Indonesia
Japan Korea Malaysia

Figure 1 presents destination shares of Eurasia’s exports between 2000 and 2010.

Source: Authors’ calculations using data from United Nations’ (UN) Comtrade accessed through World Integrated Trade Solutions (WITS) (2012).

The export structure of the region is also concentrated at the product level (Figure 2). Mineral 
products and base metals explain, on average, 83.9% of the annual exports sent to the EU, 
and 62.4% of the annual exports sent to EAP. In both cases, there is a clear increment of the 
importance of mineral products in the export basket. However, the change is more notable in the 
case of EAP. The increment involved a variation of 48.3 percentage points, from 11.8% in 2000 to 
60.1% in 2010. In the case of the EU, mineral products accounted for 63.8% of the total exports in 
2000 and 79.7% in 2010. The fact that both regions are importing similar products from Eurasia 
suggests that the lack of export diversification towards EAP may not be driven exclusively by 
trade complementarity reasons. It may well be explained by trade policy issues that continue to 
be binding constraints for trade.

2 The countries of Eurasia refer to the post-Soviet Union states excluding the Baltic states. This includes: Armenia, Azerbaijan, Belarus, Georgia, 
Kazakhstan, Kyrgyzstan, Moldova, Russia, Tajikistan, Turkmenistan, Ukraine, and Uzbekistan.
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Figure 2
Eurasia’s Exports by Product
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To shed light on this observation, this document analyzes trade policy barriers in Eurasia, 
EAP, and the EU. The objective is to identify obstacles to trade diversification by exploring the 
role of tariffs, non-tariff measures, temporary trade barriers, trade agreements, and regulatory 
barriers in services trade across export destinations. Several conclusions can be drawn from the 
analysis. 

First, China, Korea, and Japan, as well as the European Union, impose high levels of protection 
on products of animal origin, and low levels of protection on raw materials such as petroleum 
oils, iron ores, and minerals. This result may explain the lack of Eurasian product diversification 
toward the East Asia and the Pacific and the European Union regions. It also highlights the 
potential benefits of diversifying the structure of production in Eurasia toward more sophisticated 
and technologically intensive goods that are neither food nor petroleum, and are less exposed to 
the effects of trade protection.

Second, the EAP region (especially China) appears to be more protectionist than the EU, 
suggesting a greater challenge for Eurasian countries in diversifying exports to the destination. 
While Eurasia shows virtually open trade regimes in services with minor restrictions, Eurasia’s 
trading partners considered in this note tend to have intermediate levels of restrictiveness. 
Compliance costs of NTMs can erode competitive advantages of developing countries, and 
NTMs are found to be economically important trade barriers in destination countries for a number 
of products exported by Eurasian economies. While the EU applies technical barriers to trade 
and antidumping measures against Eurasian exports, some EAP countries and in particular China 
apply many different types of NTMs (with the exception of pre-shipment inspections) across 
a range of products.

And third, few or no regional trade agreements exist between Eurasian countries and countries 
in the EU or EAP. The inability to effectively implement RTAs within the Eurasian region and 
the limited scope of RTAs outside of Eurasia suggest that multilateralism through WTO accession 
would have considerable benefits, as multilateral initiates could erode such preference margins.

The paper is structured as follows. Section 1 studies tariffs; Section 2 analyzes non-tariff 
measures (NTMs); Section 3 examines temporary trade barriers (TTBs); Section 4 discusses 
the role of trade agreements; Section 5 deals with trade barriers in services; and the final section 
presents the main conclusions.
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2. TARIFFS

2.1. Tariffs in Eurasian Countries

Despite recent reductions in tariffs, these trade policy barriers continue to be binding constraints 
that prevent the international exchange of products. The highest tariffs in the Eurasian region are 
imposed by Russia, Belarus, and Kazakhstan, which form a customs union. By 2010, none of these 
countries was a World Trade Organization (WTO) member (although Russia has since become the 
156th member of the WTO in August 2012), therefore we focus the analysis on the simple average 
applied tariff including preferences (instead of the most favored nation (MFN) tariff), which varies 
between 6.012% for Russia and 6.778% for Belarus (Table 1).3 The MFN tariff is the border 
(import) tax rate that one WTO member imposes on imports from another WTO member, unless 
the country is part of a preferential trade agreement (PTA). The MFN tariff is calculated as a simple 
and weighted average of the rates available at each product-destination combination. The weights 
are the share of imports on total imports. The average applied tariff including preferences is the 
effectively applied tariff. To conduct the analysis, we employ data from UNCTAD and the WTO 
accessed through the World Bank’s World Integrated Trade Solution (WITS).

The highest level of protection imposed by Russia, Belarus, and Kazakhstan is observed in 
the sector of motor vehicles for the transport of goods. The import duties corresponding to the 
products that belong to this category range from 22.5% (HS 870423) to 25% (HS 870422). The 
weighted average applied tariff ranges between 2.241% for Belarus and 3.728% for Russia. 
The difference between the simple and the weighted average applied tariff is explained by the 
particular import structure of the country. The lower weighted average applied tariff for Russia 
is the result of imports of medicaments, the most important category, which accounts for 3.07% 
of total imports, and has tariffs that vary between 0% and 10%, depending on the trading partner. 
Motor cars and motor vehicles is the second most important category, representing 2.67% of 
total imports, and having no tariff. Electrical apparatus for line telephony or line telegraphy, 
the category that explains 1.67% of total imports, has tariffs that vary between 0% and 5%. 
Belarus’s imports are concentrated in petroleum oils and natural gas, which account for 32.65% of 
total imports. The tariffs for these products range from 0% to 5%. Kazakhstan’s leading imports 
correspond to tubes and pipes (5.42%) and petroleum oils (5.0%). The tariffs for these goods vary 
between 0% and 13%, and 0% and 5%, respectively. 

Table 1
MFN Applied Tariff and Applied Tariff Including Preferences

Country
Applied including preferences MFN applied

Simple average (%) Weighted average (%) Simple average (%) Weighted average (%)

Russian Federation 6.012 3.728 n.wtoa n.wtoa

Belarus 6.778 2.241 n.wtoa n.wtoa

Georgia 0.495 0.387 0.687 1.139

Kazakhstan 6.482 3.550 n.wtoa n.wtoa

Tajikistan 4.355 5.861 n.wtoa n.wtoa

Kyrgyz Republic 3.237 2.292 3.948 4.335

Moldova 4.564 2.396 5.107 3.397
a non-WTO member in 2010.
Source: Authors’ calculations using data from UNCTAD accessed through WITS (2012).

3 Technically, the simple average applied tariff including preferences should be the same for Russia, Belarus, and Kazakhstan as these countries 
form a customs union. Differences are explained by the presence of missing values for some product lines. 
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Georgia, Kyrgyzstan, and Moldova are WTO members and have lower tariffs than Russia, 
Belarus, and Kazakhstan. The simple average MFN applied tariff varies between 0.687% for 
Georgia, the country with many of the lowest trade policy barriers of the region, and 5.107% 
for Moldova. The highest level of protection in Georgia corresponds to products such as wheat 
or meslin flour, cigarettes, and cane or beet sugar, which face an MFN applied tariff of 12%. In 
Kyrgyzstan, import duties are high for goods like cane or beet sugar and tomatoes prepared or 
preserved, which have tariffs of 25% and 20%, respectively. Moldova’s protection is concentrated 
on cane or beet sugar and peas, with tariffs of 30% and 25%, respectively. Imports from these 
countries are mainly concentrated in petroleum oils and natural gas, which are duty-free. The 
simple average applied tariff including preferences varies between 0.495% for Georgia and 
4.564% for Moldova. 

The Trade Tariff Restrictive Index (TTRI) and the Overall Trade Restrictiveness Index (OTRI) 
also provide valuable information on trade protection. The first index measures the equivalent 
uniform tariff of a country’s tariff schedule that would keep domestic import levels constant, 
and is calculated using applied tariffs including preferences. The second index is the same as the 
TTRI but also takes into account NTMs.4 Table 2 presents the value and ranking corresponding to 
the indicators, which are calculated as simple averages of the values observed in the 2006–2009 
period. The TTRI varies between 2.05% for Kazakhstan and 8.81% for Belarus. According to this 
measure, the region presents intermediate to high levels of protection as countries’ rankings vary 
between the 39th and 93rd positions, out of 125 countries. The higher values of OTRIs compared 
to TTRIs indicate that NTMs are also economically important trade barriers for a number of 
imported products. In particular, the uniform tariff ranges from 5.1% for Moldova to 18.99% for 
Russia. If we compare the TTRI and the OTRI rankings, we observe that Moldova and Belarus 
have better positions in the latter, showing that NTMs are less restrictive. In contrast, the rest of 
the economies are located in lower positions of the ranking.

Table 2
Trade Tariff Restrictiveness Index and Overall Trade Restrictiveness Index

Country
TTRI OTRI

Value Ranka Value Rankb

Moldova 2.6 41  5.1 11

Kazakhstan  2.05 39  12.42 65

Belarus  8.81 93  16.88 73

Ukraine 4.2 56 18.8 80

Russian Federation  5.51 73  18.99 82

Azerbaijan 5.3 71  .c  .c

Kyrgyz Republic 3.5 50  .c  .c

a 125 countries ranked. b 102 countries ranked. c no data.
Source: World Bank’s World Trade Indicators (2012).

The last two indicators – tariff bound lines and total overhang – provide information on 
the security of a country’s legal commitments to its current trade policy. The share of bound 
tariff lines measures the share of lines in a country’s tariff schedule subject to WTO negotiation 
agreements. The bound rate is the highest rate of duty allowed to be levied on a product under the 

4 NTMs represent another type of trade policy barrier. NTMs are broadly distinguished in sanitary and phytosanitary standards (SPS) measures, 
technical barriers to trade (TBTs), quantitative controls, pre-shipment inspections, and price controls. SPS measures and TBTs are the most 
common forms through which NTMs materialize.
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GATT/WTO agreement. Thus, the bound is a legal commitment above which a country promises 
not to raise the MFN applied tariff. Total overhang measures the difference between the average 
bound rates and the average MFN applied rates at the 6-digit Harmonized System tariff line level 
in a country’s customs schedule. It is equivalent to subtracting the average of all MFN applied 
rates from the average of all bound rates for each country. Table 3 presents the indicators. 

Countries such as Armenia, Georgia, Moldova, and Ukraine have bound 100% of their tariff 
lines at the WTO, and therefore they are located at 1st position in the ranking. In contrast, nations 
such as Tajikistan and Uzbekistan do not bound any tariff lines as they are not WTO members. 
The total overhang ranges from 1.26 percentage points for Ukraine to 6.12 percentage points for 
Georgia. The countries’ rankings vary between the 36th and 52nd positions.

Table 3
Tariff Bound Lines and Total Overhang

Country
Share of tariff bound lines (%) Total overhang (%)

Value Ranka Value Rankb

Armenia 100   1 5.25 49

Georgia 100   1 6.12 52

Moldova 100   1 2.26 40

Ukraine 100   1 1.26 36

Kyrgyz Republic   99.9  83 2.87 41

Tajikistan 0 152  .c  .c

Uzbekistan 0 152  .c  .c

a 164 countries ranked. b 150 countries ranked. c no data.
Source: World Bank’s World Trade Indicators (2012).

2.2. Tariffs in East Asia and the Pacific and the European Union

Tariffs in EAP seem to be, with the exception of Japan, higher than in Eurasian countries. 
China’s simple average MFN tariff is 9.289% and Korea’s is 10.284% (Table 4). The highest 
level of protection in China is observed in products such as rice, barley, wheat, or meslin flour, 
with tariffs of 65%. Trade barriers in products that are imported from Eurasian countries, i.e., 
petroleum oils and oils obtained from bituminous minerals, raw hides and skins, and iron ores and 
concentrates, are minor. In the majority of the cases, these products have no import duty. Korea’s 
protection is concentrated in buckwheat, millet, and canary seed (tariffs of 800.3%), starches and 
inulin (tariffs of 747%), and manioc, arrowroot, salep, and sweet potatoes (tariffs of 630%). 

Indonesia shows intermediate levels of protection as its applied MFN tariff is 6.87%. The 
country’s tariff barriers are mainly focused on goods like mixtures of odoriferous substances, 
cigars, and motor vehicles principally designed for the transport of persons, which have tariffs 
of 101.67%, 40%, and 40%, respectively. Similar to China and Korea, imports of petroleum and 
semi-finished products of iron or non-alloy steel, which come from Eurasian economies, are duty-
free. The lowest level of protection is observed in Japan, with an applied MFN tariff of 3.24%. 
Trade policy barriers are high in products such as sugars (tariffs of 43.27%), and cheese and curd 
(tariffs of 40%). Eurasia’s exports to Japan, mainly of petroleum and unwrought aluminum, pay 
tariffs that do not exceed 1.32%. The effectively applied tariffs are, by definition, lower than the 
MFN applied tariffs as a result of PTAs. Concessions related to PTAs seem to be relatively more 
important in Indonesia and China.
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Table 4
MFN Applied Tariff and Applied Tariff Including Preferences

Country
Applied including preferences MFN applied

Simple average (%) Weighted average (%) Simple average (%) Weighted average (%)

China  7.649 3.469  9.289 4.089

Indonesia  4.742 2.358  6.876 5.193

Japon  2.534 1.511  3.204 1.833

Korea 10.084 7.832 10.284 7.949

Source: Authors’ calculations using data from UNCTAD accessed through WITS (2012).

The TTRI and OTRI show intermediate levels of protection in relative terms for China, 
Indonesia, and Malaysia. The equivalent uniform tariffs excluding NTMs are 5.06%, 4.47%, and 
3.01%, respectively, ranking the countries in positions 68th, 62nd, and 45th (out of 125 countries), 
respectively. If we compare the TTRI with the OTRI rates, we observe that the latter are larger 
than the former, highlighting the fact that NTMs are important. For example, China’s equivalent 
uniform tariff increases from 5.06% to 9.83% when considering NTMs. The increment is lower in 
Indonesia, of 3 percentage points, from 4.47% to 7.47%. In Malaysia, the uniform tariff increases 
from 3.01% to 23.8% when considering NTMs.

China has bound 100% of its tariff lines at the WTO, while Indonesia and Malaysia have 
bound 96.6% and 83.7% of their products, respectively. The total overhang shows that there is 
room to increase the MFN applied tariffs in Malaysia and Indonesia. The binding rates are 60.06 
and 30.42 percentage points, respectively, higher than the applied MFN rates. In contrast, China 
has no overhang.

The levels of protection in the EU are lower than the ones observed in EAP. The simple average 
MFN applied tariff is 4.263% and the weighted average is 2.514%. Trade policy barriers are high 
in products such as tobacco and cigars, which have tariffs of 74.9% and 57.6%, respectively. 
However, imports from Eurasian countries are concentrated in petroleum oils and unwrought 
nickel, for which trade policy barriers are almost negligible. The TTRI and OTRI indexes show 
low levels of protection since the EU is ranked in positions 11th and 16th, respectively, with 
equivalent uniform tariffs of 1.79% and 6.38%, respectively. The countries have bound 100% of 
their tariff lines at the WTO, and have a total overhang of 0.04 percentage points.

An analysis of the tariff structures of China, Korea, Japan, and the EU suggests that these 
countries impose higher levels of protection for products such as live animals, meat & edible 
meat, fish, dairy products, products of animal origin, to mention a few (Table 5). This is an 
interesting fact that highlights the benefits of diversifying the production to more sophisticated 
and technologically intensive goods, which are less exposed to the effects of trade protection. To 
analyze the implications of protection for Eurasian countries, we incorporate the export structure 
of these economies into the analysis. In particular, we calculate the average tariff that exports from 
the region will have to pay.5 The tariff is a weighted average of the import duties applied to each 
6-digit Harmonized System product category. The weights represent the share of a country’s total 
exports to the world of a product on total exports to the world of a group of products that includes 
the good. To conduct the analysis, we classify products into three groups: i) live animal, meat & 
edible meat, fish, dairy products, products of animal origin, live tree & other plants, and edible 
vegetables & fruits; ii) petroleum; and iii) the remaining products.6 Table 5 presents the results of 

5 To conduct the analysis, we employ MFN tariffs in the case when the exporter is a WTO member and non-MFN tariffs otherwise. 
6 The Harmonized System tariff lines corresponding to group i) are HS 01-08 and to group ii) are HS 2709-2719.
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the average tariffs applied by the EU and EAP countries on exports of Eurasian countries. Data on 
tariffs is available at 6 digits.7

Table 5
Export Weighted Average Tariffs

Country
China Indonesia Japan

Total Sector1 Sector2 Sector3 Total Sector1 Sector2 Sector3 Total Sector1 Sector2 Sector3

Russia 3.17 10.59 1.66 7.09 2.07 6.19 1.22 4.27 0.99 6.08 0.94 1.07

Belarus 33.91 72.97 20.35 39.84 4.70 5.40 0.74 6.72 1.77 16.94 1.01 1.92

Georgia 4.13 12.04 3.58 3.74 2.05 7.52 0.47 2.56 1.57 7.54 0.54 1.63

Kazakhstan 10.31 67.13 24.20 27.13 1.15 8.09 0.27 3.13 0.48 5.65 0.10 1.28

Tajikistan 42.79 69.26 19.75 38.00 1.99 6.03 4.88 1.10 2.58 9.81 0.35 1.17

Kyrgyz 10.77 12.12 4.52 10.98 7.10 5.19 0.37 7.93 4.14 5.14 0.68 3.94

Moldova 13.03 14.16 0.98 13.07 7.72 5.32 0.22 9.40 6.77 10.74 0.67 6.73

Uzbekistan 66.67 68.49 20.39 78.23 6.10 4.92 4.19 6.74 1.87 6.81 0.64 1.62

Turkmenistan 35.22 84.22 19.74 76.62 3.99 5.00 3.16 6.10 2.91 5.80 3.08 2.92

Azerbaijan 3.29 77.46 22.51 53.19 0.31 6.73 0.07 6.41 0.28 9.90 0.06 4.42

Armenia 6.18 8.22 0.45 6.10 5.28 3.86 5.00 6.28 2.43 2.45 3.92 2.42

Ukraine 7.76 14.39 4.02 8.07 4.13 5.00 1.45 4.47 1.60 13.82 0.70 1.54

Country
Korea Malaysia EU

Total Sector1 Sector2 Sector3 Total Sector1 Sector2 Sector3 Total Sector1 Sector2 Sector3

Russia 3.63 17.97 3.09 4.73 2.67 0.41 1.31 6.48 1.20 10.02 0.75 2.21

Belarus 5.28 74.92 4.27 4.57 4.84 1.38 0.18 7.17 2.25 10.69 2.58 2.05

Georgia 6.58 49.97 3.74 4.36 1.92 2.46 0.92 2.54 2.67 6.37 1.63 2.93

Kazakhstan 3.17 29.71 3.05 3.09 2.46 1.25 2.22 3.06 0.61 12.20 0.21 1.44

Tajikistan 12.18 57.33 1.17 3.31 1.70 3.75 0.00 1.33 3.72 8.26 0.01 2.92

Kyrgyz 17.21 58.49 4.00 5.97 6.33 3.20 0.66 7.47 5.24 8.73 2.08 4.83

Moldova 25.30 49.17 4.82 22.49 8.18 2.95 0.02 10.32 7.50 7.52 0.34 8.09

Uzbekistan 10.74 79.32 1.79 5.03 4.48 4.80 0.04 5.68 2.83 8.70 0.43 2.90

Turkmenistan 3.47 37.04 2.83 5.01 1.93 2.41 0.18 6.36 1.75 6.99 0.94 3.77

Azerbaijan 4.31 109.94 3.05 8.35 2.61 7.41 2.39 8.48 0.25 7.56 0.09 3.41

Armenia 7.40 19.40 2.17 6.68 4.74 1.83 0.00 5.85 2.97 4.94 0.02 2.90

Ukraine 18.27 47.18 3.44 19.46 7.70 1.16 0.26 8.83 2.18 7.81 1.63 2.23

Source: Authors’ calculations using tariff data from UNCTAD and trade data from UN Comtrade accessed through WITS (2012).

7 The ideal situation would be to have information on MFN and non-MFN tariffs for all the trading partners. However, WITS presents 
information on non-MFN tariffs only for China and Japan. Therefore, to conduct the analysis, we employ, when possible, information on MFN 
and non-MFN tariffs. Otherwise, we assume that countries impose the MFN tariffs to all the nations independently of their affiliation to the WTO. 
This is a limitation, and one should be aware of the fact that the levels of protection faced by non-WTO members could be higher than the ones 
displayed in the analysis. In cases where information on tariffs is not available at 6-digits, we employ averages at 4-digits.
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If we consider the case of China, we observe that countries such as Turkmenistan, Azerbaijan, 
and Belarus face the highest levels of protection (see Appendix). In the case of Turkmenistan, 
exports of guts, bladders, and stomachs of animals, which represent 34.1% of the exports of 
group 1, have a tariff of 88.57%. Trade policy barriers faced by Azerbaijan are associated to 
tariffs of 70% on hazelnuts, tomatoes, and potatoes, which account for 40% of the exports of 
group 1. Belarus’s average tariff, 72.9%, reflects trade protection on exports of truffles (tariff 
of 75%), which explain 27% of the external sales of food. Tariffs on products that belong to group 
3 are lower than that corresponding to group 1, but higher than the tariffs related to petroleum. 
Uzbekistan and Turkmenistan are the countries that face a higher level of protection. In both 
cases, exports of cotton, not carded or combed, mostly explain the average tariffs of 78.23% and 
76.62%, respectively. Exports of petroleum are associated to tariffs of 20%, approximately, for 
most of the non-WTO members.

The conclusions regarding Korea’s level of protection are similar to the ones drawn from 
China. However, contrary to the case of China, trade policy barriers do not seem to generate 
substantial differences between the average tariffs applied to products that belong to group 2 
and those imposed on group 3. This fact is important, as it suggests the potential benefits of 
diversifying towards goods that are neither food nor petroleum. Countries such as Azerbaijan, 
Uzbekistan, and Belarus face average tariffs in food that exceed 74% (see Appendix). In the 
case of Azerbaijan, tariffs on potatoes, fresh or chilled (304%), and those on tomatoes, fresh or 
chilled (45%), explain the high level of protection, accounting for 21% of the exports of group 
1. Moldova is the country with the highest level of protection in products that belong to the 
third category, with goods such as sunflower seeds and wine paying tariffs of 25% and 15%, 
respectively. Tariffs on petroleum do not exceed 5%.

The EU’s tariff scheme displays the same pattern as the one observed for China and Korea. 
That is, trade protection is biased against food products. The export structure of Eurasian countries 
shows that Belarus and Kazakhstan are the countries that face the highest levels of protection, 
with average tariffs of 10.69% and 12.20%, respectively (see Appendix). In the case of Belarus, 
exports of truffles, fresh or chilled, which account for 33.24% of the exports of group 1, have 
an import duty of 11.55%. The results for Kazakhstan are mainly driven by exports of frozen 
fish fillets (53.9% of the total exports of group 1), which pay a tariff of 15%. Average tariffs for 
category 3 vary between 1.44% for Kazakhstan and 8.09% for Moldova. The latter tariff is mainly 
explained by exports of wine, which represent 5.6% of the exports of group 3, and have a tariff of 
32%. Average tariffs corresponding to petroleum are, for the majority of the countries, lower than 
the rest of the tariffs. They vary between 0.02% for Armenia and 2.58% for Belarus.

Tariff barriers in Japan present similar characteristics to those in China, Korea, and the 
EU. However, differences between MFN and non-MFN tariffs are lower than in China. The 
protectionist bias against food is important in cases such as Belarus and Ukraine (see Appendix). 
Average tariffs corresponding to group 1 are 15.01 and 12.28 percentage points higher than 
those associated to group 3, respectively. In the case of Belarus, the tariffs related to the main 
four products of group 1 vary between 5.16% for truffles and 35% for butter and other fats. The 
barriers that Ukraine faces are explained by import duties of 14.9% on cheese, which account for 
40.2% of its exports. The levels of protection for group 3 range from 1.07% for Russia to 6.73% 
for Moldova. In the last case, exports are quite dispersed across different product categories. The 
result is driven by tariffs of 15% on products such as wine.

The case of Indonesia is interesting because protection seems to be larger for non-food and 
non-petroleum products. Countries such as Moldova and Kyrgyzstan face differences of 4.08 
and 2.74 percentage points between the average tariffs applied on goods that belong to group 3 
and those imposed on products of group 1, respectively (see Appendix). Bars and rods, the most 
important products of group 3 in Moldova, face tariffs of 7.1%. In Kyrgyzstan, exports of natural 
uranium and its compounds, which represent 36.8% of the exports of group 3, pay an import duty 
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of 5%. Men’s or boys’ trousers and women’s or girls’ blouses (9.5% of exports of group 3) face 
tariffs of 15%. Tariffs on petroleum range from 0.07% for Azerbaijan to 5% for Armenia.

Malaysia appears to be the least protectionist country. Similar to Indonesia, the tariff structure 
reflects higher trade barriers for goods that are neither food nor petroleum. Countries such as 
Moldova pay an average tariff of 10.32% as a result of import duties of 15% on bars and rods 
(5.8% of the exports) and 21.7% on ignition wiring sets (3.5% of the exports) (see Appendix). 
Azerbaijan also faces higher levels of protection compared with other countries. The average 
tariff of 8.48% corresponds to exports of polyethylene (9% of the exports), and U sections, not 
further worked than hot-rolled, hot-drawn or extruded, of a height of 80 mm (7% of the exports). 
Both products have import duties of 20%. Average tariffs for food vary between 0.41% for Russia 
and 7.41% for Azerbaijan. The last result is due to exports of some fruits (41%), which pay an 
import duty of 16.25%. Burdens on petroleum are lower than 2.4%.

3. NON-TARIFF MEASURES

NTMs represent another type of trade policy barrier. NTMs are broadly distinguished into 
technical measures, including sanitary and phytosanitary standards (SPS) measures and technical 
barriers to trade (TBTs), and non-technical barriers. The latter are distinguished into quantitative 
controls, pre-shipment inspections, and price control measures. The large incidence of SPS 
measures and TBTs raise concerns for developing countries’ exports. The costs of compliance 
of SPS measures and TBTs are higher for low-income countries, and can erode the competitive 
advantage that these nations have in terms of lower labor costs and preferential access (Cadot 
et al., 2012). Only a small proportion of these NTMs are still in the form of quotas and export 
restrictions, since most quantitative restrictions are illegal under WTO rules. In the cases where 
quantitative measures are allowed, they materialize in the form of non-automatic licensing, 
often necessary to administer the importation of goods where SPS- and TBT-related issues are 
of particular importance. Pre-shipment inspections are, in many cases, necessary to assure the 
quality and quantity of a shipment, thus facilitating trade, but they do add to the costs of trading. 
Price control measures are one of the least used forms of NTMs. These barriers affect only a small 
share of goods and are largely related to anti-dumping and countervailing duties, as well as some 
forms of administrative pricing for staple food and energy or other sensitive products.

NTMs can have different effects on trade. “On the one hand, requirements on marking, 
labeling, and packaging, although adding to costs of production, generally are not discriminatory. 
On the other hand, quotas, voluntary export restraints, and non-automatic import authorizations 
often have much more significant effects” (Gourdon and Nicita, 2012). To analyze the extent 
to which NTMs constitute an important barrier to trade, we use the indicators constructed by 
Gourdon and Nicita (2012), which employ a newly collected dataset on NTMs constructed by the 
World Bank, the International Trade Center, and UNCTAD. The analysis relies on two indicators: 
the frequency and coverage ratio of NTMs. The frequency ratio accounts only for the presence or 
absence of an NTM, and summarizes the percentage of products to which one or more NTMs are 
applied. In more formal terms, the index for country j is calculated as follows:

 F
M

D M
100j

i

i i
= > H/
/

 Eq. (1)

where D is a dummy variable reflecting the presence of one or more NTMs affecting product i, and 
M indicates whether country imports good i (also a dummy variable). To capture the relative value 
of the affected products, we use the coverage ratio. In formal terms, the measure is given by:



Ana Paula Cusolito, Claire H. Hollweg • Journal of Banking and Financial Economics 2(4)2015, 91–129

DOI: 10.7172/2353-6845.jbfe.2015.2.6

102102

 C
V

V D
100j
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i i
= > H/
/  Eq. (2)

where D is defined as before, and is the value of country’s imports of product i. Table 6 presents 
the results.

Table 6
NTMs: Frequency and Coverage Ratio

Country Frequency Coverage ratio

China 100% 100%

European Union 90.1% 86.2%

Indonesia 43.5% 36.8%

Japan 39.4% 59.5%

Source: Gourdon and Nicita (2012) and authors’ calculations for China using data from UNCTAD accessed through WITS (2012).

It is important to acknowledge that this analysis assumes that all NTMs are applied on a non-
discriminatory basis. This implies that if a country applied a particular NTM to the imports of 
a product from a single country, it will do the same with the imports of the same product from all 
countries. 

China imposes at least one NTM in 100% of the about 5,000 products at the HS 6-digit 
classification level, followed in incidence by the EU (90.1%), while Indonesia and Japan have 
less than 50% of the product lines affected by these types of measures. The coverage ratios show 
high levels of protection in China (100%) and the EU (86.2%).

To conduct the analysis at the sectoral level, we group NTMs into nine categories: A: SPS 
measures; B: TBTs; C: Pre-shipment inspection and other formalities; D: price control measures; 
E: licenses, quotas, prohibitions, and other quantity control measures; F: charges, taxes, and other 
para-tariff measures; H: anti-competitive measures; N: intellectual property; and P: export related 
measures. Tables 7-10 present frequency ratios. 

The study reveals that China applies SPS measures, TBTs, price control measures, and 
quantitative controls to 100% of its products in sectors such as food; chemical; rubber, plastics, 
wood & paper; textile & footwear; base metal; and machine & equipment (Table 7). 

Table 7
NTMs in China

NTM 
category Food Chemicals

Rubber, 
plastics, wood, 

paper

Textile & 
footwear Base metals Machinery & 

equipment

A 100% 100% 100% 100% 100% 100%

B 100% 100% 100% 100% 100% 100%

C   0%   0%   2%   0%   2%  78%

D 100% 100% 100% 100% 100% 100%

E 100% 100% 100% 100% 100% 100%

Source: Authors’ calculations using data from UNCTAD accessed through WITS (2012).

In the EU, most of the NTMs are SPS measures or TBTs (Table 8). In particular, 86.7% of 
the product lines associated to food are affected by SPS measures, while 85.4% of them have 
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at least one TBT. For the rest of the sectors, TBTs are the most common measure. For example, 
more than 90% of the product lines corresponding to chemical, textile & footwear, and machine 
& equipment have at least one TBT. The rubber, plastics, wood & paper sector has the lowest 
percentage of products affected, 60.7%. Pre-shipment inspections are relatively important in the 
base metal and textile & footwear sectors, affecting 15.9% of the product lines in each of these 
categories.

Table 8
NTMs in the European Union

NTM 
category Food Chemicals

Rubber, 
plastics, wood, 

paper

Textile & 
footwear Base metals Machinery & 

equipment

A 86.7%  2.5%  5.6%  1.9%  5.1%  6.4%

B 85.4% 92.4% 60.7% 90.6% 86.3% 91.0%

C  3.2%  1.7%  0.9% 15.9% 15.9%  0.3%

D  0.0%  0.0%  0.0%  0.0%  0.0%  0.0%

E  0.0%  0.0%  0.0%  0.0%  0.0%  0.0%

Source: Gourdon and Nicita (2012).

Indonesia applies different categories of NTMs depending on the sector (Table 9). Contrary to 
what is observed in the case of the EU, there is not a particular type of NTM that predominates. 
Most of the NTMs in the food sector are SPS measures, TBTs, and pre-shipment inspections, 
which affect 67.9%, 33.5%, and 12.8% of product lines, respectively. The textile & footwear 
sector has 63.4% of its products affected by pre-shipment inspections and 65.8% by quantitative 
controls. More than half of the about 813 product lines in the chemical category are affected by 
TBTs. Machine & equipment and base metal are the sectors with lower barriers. In both cases, 
quantitative controls are the category of NTMs most commonly applied, 14.3% and 26.3%, 
respectively.

Table 9
NTMs in Indonesia

NTM 
category Food Chemicals

Rubber, 
plastics, wood, 

paper

Textile & 
footwear Base metals Machinery & 

equipment

A 67.9% 1.8% 18.1% 3.6% 0.0% 0.0%

B 33.5% 50.7% 4.3% 17.3% 22.1% 9.1%

C 12.8% 2.8% 1.9% 63.4% 5.0% 6.4%

D 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%

E 2.2% 15.3% 3.0% 65.8% 26.3% 14.3%

Source: Gourdon and Nicita (2012).

Japan’s NTMs are mainly concentrated in two sectors, food and chemical, but the type of 
NTM employed differs between them (Table 10). The food sector registers 90.6% of its product 
lines with an SPS measure, while the chemical sector has 81.9% of its import lines with a TBT. 
Protection in the textile & footwear sector is minor, 3.1% for TBTs and 2.3% for SPS measures. 
TBTs are mainly used in the rubber, plastics, wood & paper sector, as 39.7% of the products 
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belonging to this category are affected by them. Barriers on the machine & equipment sector 
appear mostly in the form of TBTs, affecting 14.2% of the product lines corresponding to this 
category.

Table 10
NTMs in Japan

NTM cat-
egory Food Chemicals

Rubber, plas-
tics, wood, 

paper

Textile & foot-
wear Base metals Machinery & 

equipment

A 90.6% 9.7% 17.0% 2.3% 6.7% 7.2%

B 13.7% 81.9% 39.7% 3.1% 3.6% 14.2%

C 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%

D 5.5% 0.0% 0.0% 0.0% 0.0% 0.0%

E 17.6% 0.0% 0.2% 0.0% 0.0% 0.0%

Source: Gourdon and Nicita (2012).

To analyze the impact of NTMs on Eurasia’s exports, we construct two coverage ratio 
indicators. The first index for country j, destination d, NTM-category c, and product i is calculated 
as follows:
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 Eq. (3)

where C ,i
c d  is a dummy variable reflecting the presence of one or more NTMs in category c 

affecting product i in destination d, and X ,j id  is the value of exports from country j of product i to 
destination d. The second indicator is calculated as follows:
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 Eq. (4)

where X ,j iw  is the value of exports from country j of product i to the world w. Table 11 presents 
the results. Column I presents the value of the first index and column II presents the value of the 
second index.

The analysis for Indonesia shows that technical barriers to trade are one of the most important 
forms of NTMs that affect Eurasia’s exports. Countries such as Belarus, Russia, Tajikistan, 
Ukraine, and Uzbekistan have more than 50% of their exports to this destination affected by 
this type of NTM. Quantitative restrictions such as licenses, quotas, prohibitions, and other 
quantity control measures are also relevant, affecting exports from Armenia (69%), Georgia 
(47%), Kazakhstan (49%), Moldova (39%), and Ukraine (37%). SPS measures are relevant in 
Turkmenistan, Uzbekistan, and Kyrgyzstan, with 86%, 27%, and 18% of their exports affected 
by this policy barrier, respectively. Since Indonesia is not a main destination of Eurasia’s exports, 
the coverage ratios measured with total exports to the world are very low and do not exceed 1%. 

Eurasia’s exports to China are affected by a large variety of NTMs. However, the percentage 
of exports to China subjected to these types of measures within each category is lower than 
in the case of Indonesia. No more than 19% of the exports to China by each Eurasian country 
are affected by any one type of NTM. Charges, taxes, and other para-tariff measures are the 
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less used form of NTMs. The coverage ratios measured with total exports are low, although for 
Turkmenistan the ratio is equal to 11% for multiple NTM categories. 

Most of the NTMs imposed by Japan materialize in the form of SPS measures and TBTs. 
The latter are important for Belarus, Russia, and Turkmenistan. TBTs affect 39% of exports 
coming from Belarus, 38% of exports coming from Russia, and 50% of exports coming from 
Turkmenistan. SPS measures affect 50% of Turkmenistan’s exports. Quantitative controls are 
important for Uzbekistan as 98% of the exports from this country are subjected to this type of 
NTM. Prices control measures only affect exports from Russia, although the magnitude of the 
coverage ratio is very low. But charges, taxes, and other para-tariff measures impact 44% of the 
exports from Russia. Coverage ratios measured with total exports to the world do not exceed 1%. 

Eurasia’s exports to the EU are clearly affected by technical barriers to trade. Countries such 
as Azerbaijan, Kazakhstan, Russia, Tajikistan, Turkmenistan, and Belarus have more than 85% of 
their exports to the EU affected by this type of NTM. Between 50% and 60% of the exports from 
Armenia, Georgia, Moldova, Ukraine, and Uzbekistan are subjected to the same type of trade 
barrier. SPS measures are the second category in importance, affecting 21% of Moldova’s exports 
and 12% of Ukraine’s exports. Pre-shipment inspections and quantitative controls have a minor 
effect. Since exports to the EU account for a large share of Eurasia’s exports, the coverage ratios 
measured with total exports are larger than the ones calculated for the other destinations.

Table 11
Impact of NTMs on Eurasia’s exports

Indonesia

Armenia Azerbaijan Belarus Georgia Kazakhstan Kyrgyzstan Moldova Russia Tajikistan Turkmenistan Ukraine Uzbekistan

I II I II I II I II I II I II I II I II I II I II I II I II

B 31% 0% A   0% 0% B 100% 1% B  5% 0% A  1% 0% A 31% 0% B 24% 0% A  1% 0% B 100% 0% A 86% 0% A  6% 0% A 27% 0%

E 69% 0% B   0% 0% C   0% 0% C 47% 0% B 49% 0% B 18% 0% C 37% 0% B 53% 0% B  5% 0% B 51% 1% B 70% 0%

C   0% 0% E   0% 0% E 47% 0% C  0% 0% C 19% 0% E 39% 0% C  0% 0% C  5% 0% C  0% 0% C  0% 0%

H 100% 6% G  0% 0% E 49% 0% E 32% 0% E  5% 0% E  5% 0% E 37% 0% E  3% 0%

N   0% 0% N  0% 0% N  0% 0% H 40% 0% H  6% 0%

China

Armenia Azerbaijan Belarus Georgia Kazakhstan Kyrgyzstan Moldova Russia Tajikistan Turkmenistan Ukraine Uzbekistan

I II I II I II I II I II I II I II I II I II I II I II I II

A 17% 1% A 17% 0% A 17% 1% A 15% 0% A 17% 4% A 15% 2% A 19% 0% A 17% 1% A 19% 2% A 17% 11% A 18% 1% A 17% 2%

B 17% 1% B 17% 0% B 17% 1% B 15% 0% B 17% 4% B 15% 2% B 19% 0% B 17% 1% B 19% 2% B 17% 11% B 18% 1% B 17% 2%

C  1% 0% C 0% 0% C 1% 0% C 12% 0% C 0% 0% C 9% 1% C 0% 0% C 0% 0% C 0% 0% C 0% 0% C 0% 0% C 0% 0%

D 17% 1% D 17% 0% D 17% 1% D 15% 0% D 17% 4% D 15% 2% D 19% 0% D 17% 1% D 19% 2% D 17% 11% D 18% 1% D 17% 2%

E 17% 1% E 17% 0% E 17% 1% E 15% 0% E 17% 4% E 15% 2% E 19% 0% E 17% 1% E 19% 2% E 17% 11% E 18% 1% E 17% 2%

H 17% 1% F 0% 0% H 17% 1% F 0% 0% H 17% 4% H 15% 2% H 19% 0% F 0% 0% H 19% 2% H 17% 11% F 0% 0% H 17% 2%

P 16% 1% H 17% 0% N 1% 0% H 15% 0% P 14% 4% P 10% 1% P 4% 0% H 17% 1% P 3% 0% P 17% 11% H 18% 1% P 12% 2%

P 13% 0% P 14% 1% P 12% 0% P 7% 0%
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Japan

Armenia Azerbaijan Belarus Georgia Kazakhstan Kyrgyzstan Moldova Russia Tajikistan Turkmenistan Ukraine Uzbekistan

I II I II I II I II I II I II I II I II I II I II I II I II

A 4% 0% A 3% 0% A 6% 0% A 3% 0% A 0% 0% A 0% 0% A 1% 0% A 5% 0% A 50% 0% A 1% 0% A 0% 0%

B 3% 0% B 5% 0% B 39% 0% B 6% 0% B 1% 0% B 5% 0% B 3% 0% B 38% 1% B 50% 0% B 8% 0% B 1% 0%

F 10% 0% F 3% 0% F 0% 0% E 0% 0% F 1% 0% D 0% 0% E 0% 0% E 98% 1%

F 0% 0% E 0% 0% F 1% 0% F 0% 0%

F 44% 2%

EU

Armenia Azerbaijan Belarus Georgia Kazakhstan Kyrgyzstan Moldova Russia Tajikistan Turkmenistan Ukraine Uzbekistan

I II I II I II I II I II I II I II I II I II I II I II I II

A 2% 1% A 0% 0% A 4% 2% A 13% 4% A 1% 0% A 0% 0% A 21% 11% A 1% 0% A 1% 0% A 0% 0% A 12% 4% A 3% 0%

B 65% 28% B 100% 67% B 81% 32% B 60% 20% B 96% 51% B 5% 1% B 62% 32% B 91% 46% B 96% 11% B 99% 9% B 50% 16% B 47% 4%

C 0% 0% C 0% 0% C 6% 3% C 0% 0% C 0% 0% E 0% 0% C 2% 1% C 1% 1% C 0% 0% C 0% 0% C 9% 3% C 0% 0%

E 0% 0% E 0% 0% E 3% 1% E 0% 0% E 0% 0% F 0% 0% E 5% 3% E 1% 0% E 1% 0% E 0% 0% E 11% 3% E 0% 0%

Source: Authors’ calculations using NTM and tariff data from UNCTAD and trade data from UN Comtrade accessed through WITS (2012).

4. ANTIDUMPING, SAFEGUARDS, AND COUNTERVAILING DUTY POLICIES

Antidumping, safeguards, and countervailing duty policies are other types of trade policy 
barriers.8 After the global financial crisis of 2008+, many developed and developing countries 
increased the use of TTBs to protect domestic industries, thereby constraining trade. Between 
2007 and 2009, seven major emerging economy G20 members collectively increased by roughly 
40% the share of non-oil import product lines affected by this type of restriction (Bown, 2012). 
Table 12 summarizes newly constructed indicators of TTBs, which have been assembled by Bown 
(2012). Column 2 of Table 12 reports the share of import product lines, at the 6-digit Harmonized 
System level, over which the policy-imposing economy had at least one import-restricting TTB in 
effect in 2011. This measure captures the stock of products covered by the accumulation of TTBs 
over time and were in effect in 2011. Columns 4 through 8 present other indicators constructed 
with trade data.

8 Anti-dumping duties are allowed under GATT’s Article 6 to be imposed on goods that are deemed to be dumped 
and causing injury to producers of competing products in the importing country. Safeguard measures are actions 
taken to protect a specific industry from an unexpected build-up of imports – generally governed by Article 19 of 
GATT. Countervailing measures are actions taken by the importing country, usually in the form of increased duties, 
to offset subsidies given to producers or exporters in the exporting country.
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Table 12
TTB Policy-Imposing Economies and Affected Imports in 2011

Country

Product line share 
of importsa 2011 trade-weighted share of importsa

All TTBsc 
in 2011b

All TTBsc 
in 2001b All TTBsC,b ADd onlyb From China

From other 
emerging 
economies

From high-
income 

economies

China 1.4 0.3 3.2 3.2 . 1.1 3.9

Indonesia 1.8 0.9 1.2 0.8 2.4 1.5 0.8

Malaysia <0.1 <0.1 0.2 0.2 <0.1 0.4 0.1

European 3.1 2.3 1.8 1.7 4.2 1.2 0.8

Korea 0.6 0.6 0.4 0.4 0.6 0.9 0.1

Japan <0.1 0.1 <0.1 <0.1 <0.1 <0.1 <0.1
a shares of nonoil imports. b includes India, Turkey, China, Argentina, Brazil, Indonesia, South Africa, Mexico, Pakistan, Peru, Thailand, 
Colombia, Malaysia, Philippines, Chile, United States, European Union, Canada, Australia, South Korea, Japan, New Zealand, Israel, Taiwan. 
c emporary trade barriers. d antidumping.
Source: Bown (2012).

The EU is the trading partner that subjects the highest percentage of import lines to at least one 
TTB, 3.1%. Indonesia and China follow in the list, with 1.8% and 1.4% of the products affected 
by antidumping, safeguards and/or countervailing measures. Korea, Malaysia, and Japan are the 
least protectionist countries. Less than 0.1% of the product lines have at least one TTB. If we 
compare the share of goods affected by at least one TTB between 2001 and 2011, we observe that 
half of the trading partners increased their coverage during the period analyzed. The increment 
varies between 0.8 and 1.1 percentage points for the EU and China, respectively.

China is the trading partner with the largest proportion of imports affected by a TTB, 3.2%, 
followed by the EU, 1.8%. Antidumping measures are very important in the EU as more than 90% 
of the share of imports affected by at least one TTB is subjected to an antidumping policy. The 
percentage of imports coming from an emerging economy (excluding China) that are affected by 
a TTB varies between 0.1% for Japan and 1.5% for Indonesia. The percentage varies between 
0.1% and 3.9% if the imports come from a high-income economy.

Russia and Ukraine lead, together with Vietnam, the list of emerging economies whose 
exports are subjected to a TTB. Table 13 presents the percentage of export values affected by 
foreign-imposed TTBs. In the case of Russia, 5.8% of exports oriented to the countries of the 
sample received a TTB in 2011. This includes 7.9% of exports to G20 high-income countries, 
1.8% of exports to G20 emerging countries, and 0.7% of exports to other economies. In the case 
of Ukraine, 5.7% of overall exports were affected by a TTB. As was observed for Russia, exports 
to G20 high-income countries were the most affected (7.9%), followed by those to G20 emerging 
economies (1.8%), and those to other countries (0.7%). Kazakhstan presents a lower percentage 
of exports subjected to foreign-imposed TTBs (1.7%), but it registers a higher fraction of exports 
to non-G20 countries affected by this type of policy barrier, 36.9%. Almost all exports to the G20 
emerging economies are not subjected to TTBs.

For Kazakhstan, Ukraine, and Russia, a lower percentage of overall exports were affected by 
TTBs in 2011 than in 2001. The difference is significant in Ukraine: 7.1 percentage points for total 
exports and 17 percentage points for exports to G20 emerging countries. The case of Kazakhstan 
is different because a larger share of exports to non-G20 countries is exposed to TTBs. In 2001, 
only 11.4% of the exports to those destinations were subjected to at least one TTB, while that 
percentage jumped to 36.9% by 2011.
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Table 13
Economies with Significant Exports Subjected to Foreign-Imposed TTBs: 2001 vs. 2011 

Country

TTB-affected share of exports  
in 2011 to…a

TTB-affected share of exports  
in 2001 to…a

Allb G20 
high-income

G20 
emerging Otherc Allb G20 

high-income 
G20 

emerging Otherc

Vietnam 6.2 8.1 1.3 <0.1 0.2 0.2 0.4 <0.1

Russia 5.8 6.3 5.5 1.4 7.0 7.6 6.2 1.6

Ukraine 5.7 7.9 1.8 0.7 12.8 12.2 18.8 1.3

China 4.9 4.7 10.8 1 3.2 3.4 4.2 0.2

India 2.5 2.8 2.5 0.5 4.4 5.1 1.8 <0.1

Thailand 2.5 2.7 3 0.5 3.2 3.9 1.4 0.1

Pakistan 2.4 1.6 5.3 1.3 7.8 9.1 0.4 <0.1

Mexico 2.1 2.3 0.5 <0.1 1.1 1.1 2.1 0.4

Kazakhstan 1.7 2.8 0.2 36.9 4.1 5 2.4 11.4

Indonesia 1.7 1.2 3.4 1.1 3.7 4.6 1.5 0.4

Brazil 1.1 1.5 0.7 <0.1 2.1 1.9 3.4 0.4

Malaysia 0.9 0.9 1.2 0.3 1.2 1.5 0.2 <0.1

South Africa 0.4 0.3 0.4 1.0 1.0 1.1 0.8 <0.1

Argentina 0.4 0.4 0.2 0.8 3.5 2.2 2.7 10.4

Turkey 0.1 0.1 <0.1 0.3 1.1 1 2.4 0.8

Other emerging economies 0.2 0.2 0.4 0.1 0.7 0.6 1.9 0.3
a shares of nonoil imports. b all includes India, Turkey, China, Argentina, Brazil, Indonesia, South Africa, Mexico, Pakistan, Peru, Thailand, 
Colombia, Malaysia, Philippines, Chile, United States, European Union, Canada, Australia, South Korea, Japan, New Zealand, Israel, Taiwan. 
c other policy-imposing economies include Pakistan, Peru, Thailand, Colombia, Malaysia, Philippines, Chile, New Zealand, Israel, and Taiwan, 
China.
Source: Bown (2012).

Data on antidumping investigations show that EAP countries have not opened antidumping 
investigations against Eurasian economies. But this is not the case with the EU, as most of the 
countries of the region have been exposed to antidumping investigations. Russia is the country 
with the highest number of investigations opened by the EU, 32, followed by Ukraine, 21, and 
Belarus, 9. In the case of Russia, 84.3% of the cases were associated to a final affirmative dumping 
decision, while for Ukraine it was 76.2%. For the rest of the economies, the rate of affirmative 
cases varied between 0% for Uzbekistan, Turkmenistan, and Georgia, and 100% for Moldova 
and Kyrgyzstan. Safeguards in the EU are related to products such as steel, mandarins, salmon, 
strawberries, and wireless wide area networking (World Bank’s Global Antidumping Database, 
2012). Indonesia applies safeguards to a larger set of products, for example, lighters, glass, 
aluminum foil food containers, wire of iron, cotton yarn, woven fabrics of cotton, tarpaulins, 
articles of iron or steel wire, conveyor belts, articles of finished casing and tubing, polypropylene 
in granule form, and mackerel. The rest of Eurasia’s trading partners considered in this note do 
not apply any safeguards against Eurasia. Countervailing measures against the region are absent 
from China, Japan, and the EU.
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Table 14
Antidumping Investigations

Country 
under investigation

Antidumping investigationsa

China Indonesia Japan Korea Malaysia EU

Armenia 0 0 0 0 0 1

Azerbaijan 0 0 0 0 0 0

Belarus 0 0 0 0 0 9

Georgia 0 0 0 0 0 2

Kazakhstan 0 0 0 1 0 6

Kyrgyz 0 0 0 0 0 1

Moldova 0 0 0 0 0 1

Russia 0 3 0 5 0 32

Tajikistan 0 0 0 0 0 0

Turkmenistan 0 0 0 0 0 1

Ukraine 0 2 0 0 0 21

Uzbekistan 0 0 0 1 0 2
a data available to 2011.
Source: World Bank’s Global Antidumping Database (2012). 

5. PREFERENTIAL TRADE AGREEMENTS

Following the dissolution of the Soviet Union in 1991, the economies of Eurasia concluded 
a plethora of trade agreements with countries throughout the world but primarily among themselves 
in an effort to maintain the economic integration of the region. The result was a ‘spaghetti bowl’ 
of trade agreements. In fact, 31 out of the 39 bilateral free trade agreements (FTAs) that Eurasian 
economies have concluded are between two countries in the region, and 26 of these entered 
into force in the 1990s. This is in addition to four plurilateral regional trade agreements (RTAs) 
concluded solely between Eurasian countries with another in early announcement. Figure 3 
provides a pictorial representation of the ‘spaghetti bowl’ effect; each oval represents a distinct 
RTA, and the countries contained within each oval are those countries party to the RTA. The 
appendix provides a more detailed list of regional and bilateral trade agreements signed by 
Eurasian economies. In addition, other regional organizations have been used as platforms to 
build regional integration and trade facilitation initiatives.9 Bilateral and plurilateral RTAs also 
exist between Eurasian countries and parties outside the region, although Moldova and Ukraine 
have been the most successful in negotiating these. Many are in early announcement, suggesting 
Eurasian countries are just beginning to shift their focus for preferential trade initiatives to outside 
the region.

Trade agreements can potentially result in trade creation through tariff reductions, 
trade diversion from third parties through increased preference margins, and export market 
diversification within and outside the region. In the case of Eurasia, most of the RTAs are not fully 
implemented or enforced, have narrow coverage, overlapping membership, and complex origin 

9 For example, Armenia, Azerbaijan, Georgia, Moldova, Russia, and Ukraine are members of the Black Sea Economic Cooperation Organization, 
established in 1992, together with Albania, Bulgaria, Greece, Romania, and Turkey. Other examples include: Collective Security Treaty 
Organization (1992), Union State of Russia and Belarus (1997), CAREC (1997), Shanghai Cooperative Organization (2001), and The Central 
Asian Cooperation Organization (2002-5).
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requirements. Trade policies can change frequently and are unpredictable for non-WTO member 
countries in Eurasia. This creates barriers to trade as it increases the scope for corruption and 
creates uncertainty and distrust among the members. In addition, the list of products exempted 
from the free trade regimes is extensive. Where RTAs have been implemented, various non-tariff 
barriers (NTBs) often hamper trade among the signatory countries. These include licensing, 
export bans and implicit tariffs in the form of various taxes on imports that are not levied on 
domestically produced goods or have discriminatory rates. Although average tariffs for most 
countries remain low, they remain relatively unchanged over the past decade. Border management 
remains inefficient, particularly for small traders (Gillson and Reyes, 2011; World Bank, 2011).

The major plurilateral RTAs concluded by Eurasian countries include the following (see Asian 
Development Bank (2006) for a more complete summary).
• The Commonwealth of Independent States (CIS) was established in 1991 to strengthen 

traditional economic links by coordinating economic policies and institutional 
arrangements. In 1993, the CIS countries committed themselves to the gradual creation of 
an economic union – a common economic space with free movement of goods, services, 
capital, and labor. It was to start with a plurilateral FTA and culminate in an economic 
union with the same monetary unit. In 1994, CIS member states signed the Agreement 
on the Establishment of a Free Trade Area so as to implement the provisions of the treaty, 
but were not able to agree on a common list of exemptions from the free trade regime. In 
1999, they amended the agreement, whereby the list of exemptions could be agreed upon 
on a bilateral basis, but not all countries were able to achieve this. Thus, the agreement has 
not been fully implemented. There is now another proposed FTA in early announcement 
between eight members of the CIS.

• The Eurasian Economic Union or Community (EEU or EAEC) started in 1995 when 
Russia, Kazakhstan, and Belarus agreed to establish a customs union. Kyrgyzstan joined 
in 1996 and Tajikistan in 1998, and were to establish a common external tariff schedule by 
2006. Kazakhstan, Belarus, and Russian Federation, however, were able to achieve this in 
2010, and is considered the most successful attempt at regional integration. Although, it 
has been documented that Kazakhstan’s external tariffs increased after joining the customs 
union with Belarus and Russia.

• In 1996, Georgia, Ukraine, Azerbaijan and Moldova set up the Organization for Democracy 
and Economic Development, a mutual support group with the main goal of setting up transit 
routes and military assistance, and Uzbekistan joined in 1999. In 2000 these GUUAM 
countries announced they would establish an FTA.

• Despite the EAEC, in 2004 the Common Economic Zone or Single Economic Space 
(CEZ or SES) was set up between Belarus, Kazakhstan, Russian Federation, and Ukraine. 
The agreement was to establish a free trade zone with the ultimate goal of creating an 
economic union.

• In 1992, six Eurasian economies joined the Economic Cooperation Organization (ECO) 
and in 2003 signed an ECO Trade Agreement with Afghanistan, Iran, Pakistan, and Turkey. 
The agreement envisioned a reduction of tariffs to a maximum of 15% for at least 80% of 
the traded goods within eight years after its entry into force, which occurred in 2008 after 
five countries signed the agreement.

• The Central European FTA (CEFTA) was originally signed by Poland, Hungary, Czech 
Republic and Slovakia in 1992 and put into force in 1994, to later include Slovenia, 
Romania, Bulgaria, Croatia and Macedonia. After many of its original member had left 
when joining the EU, it was extended in 2006 and put into force in 2007 to include Albania, 
Bosnia and Herzegovina, Moldova, Montenegro, Serbia and Kosovo, with the aim of 
establishing a free trade zone in the region by 2010.
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Eurasian countries’ major trading partners of the EU and EAP have successfully negotiated 
trade agreements with many parts of the world. Such agreements have the potential to divert 
trade from Eurasian economies to third parties with preferential access to these markets. The EU, 
itself a customs union, has 33 RTAs in force and notified to the WTO with three additional in 
early announcement.10 To date, however, Ukraine is the only Eurasian country to have negotiated 
an FTA with the EU, which is in early announcement. Iceland, Liechtenstein, Norway, and 
Switzerland have an FTA with Ukraine and another with Belarus, Russia, and Kazakhstan in 
early announcement. EAP countries have also been successful at creating trade initiatives both 
within and outside the region through regional institutions such as ASEAN and APEC. Many 
FTAs have been forged between these countries and, for example, Australia, India, Peru, Mexico, 
New Zealand, and India. Singapore and Malaysia have been particularly successful at negotiating 
agreements outside of the region. However, no agreements exist between EAP and Eurasian 
countries with the exception of Ukraine and Singapore in early announcement.

Despite two decades of Eurasian countries implementing significant trade policy initiatives, 
few or no RTAs exist between these countries and the EU or those in EAP. We reconcile this 
in part by the strong preference for regional integration following the dissolution of the Soviet 
Union. Integration initiatives have been mainly directed at re-establishing the economic links that 
existed before the fall of the communist bloc. Most of these countries are economically small and 
some are landlocked. In this context, deeper regional integration is not only important to secure 
market access in neighboring markets, effectively increasing the market size for any country in the 
region and allowing the realization of scale economies, but also to encourage foreign investments 
in vertical specialization and regional value chains for sales to global markets (Gillson and Reyes, 
2011). Only recently have Eurasian countries shifted focus to outside the region.

The inability to effectively implement RTAs within the Eurasian region and the limited scope 
of RTAs outside of Eurasia suggest that multilateralism through WTO accession would have 
considerable benefits. Multilateral initiatives could erode such preference margins. Half of the 
countries in Eurasia have successfully acceded to the WTO; Kyrgyzstan was the first in 1998 
and Russia the latest in 2012, as well as Armenia (2003), Georgia (2000), Moldova (2001), 
and Ukraine (2008). Five other countries currently have ongoing accessions, with applications 
received over ten years ago (Azerbaijan 1997, Belarus 1993, Kazakhstan 1996, Tajikistan 2001, 
and Uzbekistan 1994). Turkmenistan is the only country in the region that has not acceded or 
begun accession to the WTO. All members of the EU are WTO members as well as 18 EAP 
countries.11

10 Countries for which the EU has concluded trade agreements include: Albania, Algeria, Andorra, Bosnia and Herzegovina, Cameroon, 
CARIFORM states (Antigua and Barbuda, Bahamas, Barbados, Belize, Dominica, Dominican Republic, Grenada, Guyana, Jamaica, St. Kitts and 
Nevis, St. Lucia, St. Vincent and the Grenadines, Suriname, Trinidad and Tobago), Chile, Cote d’Ivoire, Croatia, Eastern and Southern African 
States (Madagascar, Mauritius, Seychelles, Zimbabwe), Egypt, Faroe Islands, Macedonia, FYR, Iceland, Israel, Jordan, Korea, Lebanon, Mexico, 
Montenegro, Morocco, Norway, Overseas Countries and Territories (British Indian Ocean Territory; Cayman Islands; Falkland Islands (Islas 
Malvinas); French Polynesia; French Southern Territories; Greenland; Mayotte; Montserrat; Netherlands Antilles; New Caledonia; Pitcairn; Saint 
Helena; Saint Pierre and Miquelon; South Georgia and the South Sandwich Islands; Turks and Caicos Islands; Virgin Islands, British; Wallis and 
Futuna Islands), Palestinian Authority, Papua New Guinea and Fiji, San Marino, Serbia, South Africa, Switzerland the Lichtenstein, Syria, Tunisia, 
Turkey, European Economic Area (Iceland, Liechtenstein, Norway), Canada, India, Ukraine.
11 Including: American Samoa, Brunei Darussalam, Cambodia, China, Korea, Fiji, Indonesia, Japan, Lao PDR, Malaysia, Mongolia, Myanmar, 
Papua New Guinea, Philippines, Thailand, Timor-Leste, Vanuatu, and Vietnam.
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6. TRADE POLICY BARRIERS IN SERVICES

We start the analysis of trade policy barriers in services with the examination of trade barriers 
in the Eurasian region, as domestic policy constraints may dampen competition and create anti-
export bias. To conduct the analysis, we employ a new dataset constructed by Borchert et al. 
(2012a; 2012b), which provides trade restrictiveness indexes and detailed information on policy 
restrictions in the services arena. Restrictions to services trade considered in the dataset include: 
i) cross-border supply of services (mode 1), ii) supply of services through commercial presence 
(mode 3), and iii) temporary presence of natural persons (mode 4). The perspective is one of 
a foreign service provider that wishes to provide services to consumers in a foreign country, and 
therefore it considers policy measures that affect both domestic and foreign service provides as 
well as measures that discriminate against foreign service providers.

The database covers 103 countries across all regions and income groups of the world. For each 
country, five major service sectors are covered that encompass a total of 19 subsectors: i) financial: 
retail banking (lending and deposit acceptance) and insurance (automobile, life, and reinsurance); 
ii) telecommunications: fixed-line and mobile; iii) retail distribution; iv) transportation: air 
passenger (international and domestic), maritime shipping, maritime auxiliary, road trucking, 
and railway freight; and v) professional: accounting, auditing, and legal services (advice on 
foreign/international law, advice on domestic law, and court representation). Each subsector in 
turn covers the relevant modes of supplying the respective services, yielding overall 34 subsector-
mode combinations: mode 1: financial, transportation, and professional; mode 3: all subsectors; 
and mode 4: professional. 
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The Services Trade Restrictions Index (STRI) takes a value between 0 and 100, with higher 
values indicating more restrictive regimes. Policy regimes are divided into five broad categories: 
i) completely open, i.e., no restrictions at all (0); ii) completely closed, i.e., no entry allowed at all 
(100); iii) virtually open but with minor restrictions (25); iv) virtually closed but with very limited 
opportunities to enter and operate (75); and v) a final residual “middle” category of regimes that 
allow entry and operations but impose restrictions that are neither trivial nor stringent (50). 

The STRIs for Eurasia show that the region maintains virtually open regimes with minor 
restrictions (see Table 17 and Appendix for more details). The financial and telecommunication 
sectors are the ones with the highest barriers to trade. The most closed economy is Belarus, 
with an overall index of 35.1, followed by Ukraine (27.2), Russia (25.7), and Uzbekistan (23.4). 
Belarus’s restrictions in telecommunications (mode 3) are associated to virtually closed regimes 
in fixed-line telecommunications. Beltelcom is a state-owned monopoly provider of services. 
If a foreign investor wishes to acquire a share of the incumbent, a resolution by the President is 
required. Constraints in telecommunications are also important in Russia and Uzbekistan. In the 
first case, entrance into fixed-line telecommunications must be done through a subsidiary. The 
radio frequency spectrum may be limited, but licenses are allocated first come, first served or by 
auction. In the second case, a limit on licenses applies. The number of licenses and the method of 
allocation are determined by the Cabinet of Ministers. 

Table 15
Services Trade Restrictions Index in Eurasian Countries

Country Overall Financial Telecomm. Retail Transportation Professional

Belarus 35.1 53.8 62.5 0 36.8 40

Ukraine 27.2 24.4 25 25 26.7 35

Russian 
Federation 25.7 46.7 50 0 14.2 32

Uzbekistan 23.4 24.6 50 0 32.0 31.5

Kazakhstan 17.0 22.1 25 0 16.4 28

Kyrgyzstan 15.2 8.4  0 0 45.7 28

Georgia 11.5 9.0  0 0  8.8 37

Armenia 11.4 2.6  0 0 25.0 32

Source: World Bank’s Services Trade Restrictions Database (2012).

Restrictions in the financial sector are relevant in Belarus and Russia. In the case of Belarus, 
a license for providing some banking services can be obtained two years after registration of 
the bank. There is a limit on licenses, due to a 50% threshold on foreign investment in the 
banking sector. If this limit is reached, foreign investment in banking would not be possible. 
In the case of automobile and life insurance, entry through a branch is not allowed. For entry 
through a subsidiary and acquisition, the foreign ownership limit is 49%. For a single foreign 
investor, the foreign ownership limit is 35%. In the case of Russia, entry in the banking system is 
possible through a subsidiary and/or representative office. There is no limit on foreign ownership. 
However, the limit on overall foreign investment in the banking sector is 12% of the overall assets 
of the bank. Licenses are subject to authorization of the Central Bank on a nondiscriminatory 
basis. At least 50% of the Board of Directors and 75% of the employees of the company should 
be Russian. 

Trade policy barriers in the transportation sector are relatively important in Kyrgyzstan and 
Belarus, with STRI indexes of 45.7 and 36.8, respectively. In both cases, constrains are mainly 
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associated to rail freight as the market is closed under a state monopoly. Trade policy barriers 
for countries with relatively low restrictions have been concentrated in professional services. In 
Ukraine, constraints appear in mode 4. For auditing services, there is an education requirement; 
foreign degrees are recognized if deemed acceptable to the Ukrainian authorities under the 
international treaties to which Ukraine is party to. Three years of work experience in Ukraine 
is required. Applicants must also pass an examination. Legal services (mode 4) in Georgia and 
Russia are completely closed as there is a nationality requirement. In Armenia, accounting 
and auditing services under mode 1 are not allowed. Barriers in Belarus are mainly applied to 
accounting and auditing services under mode 1 and 4. Mode 1 is allowed, but the person who 
signs off on financial statements must be locally licensed. Firms may set up a representative 
office (mode 3), but not a branch. No license is required, but registration is necessary to set up 
a legal entity.

Eurasia’s trading partners considered in this note have intermediate levels of restrictiveness, 
with Indonesia registering the highest overall STRI (Table 18). Restrictions are significant in 
categories such as professional services, transportation, and retail. In the case of professional 
services, barriers appear in the supply of services through commercial presence (mode 3), which 
is not allowed. In the case of transportation, restrictions are high (STRI=100) in rail and road 
freights, which are also closed under mode 3. In retail, the country presents middle levels of 
openness. There is no limit on foreign ownership under mode 3. Entry of foreign suppliers is 
subject to the following conditions: 1) be a large scale retailer, 2) located in the regency/city, with 
a minimum land area of 2,000 m2, and 3) cooperate with local small-scale businesses. Trade policy 
barriers in telecommunications and financial services are low. In the case of telecommunications, 
applicants must form a joint venture. The limit on foreign ownership is 95%, which may be 
reduced to 35%. The number of licenses is not fixed, but allocated at the discretion of the regulator. 
The highest level of protection in the financial sector is associated to insurance services under 
mode 3 (STRI=41.67). Entry is allowed only through subsidiary and acquisition. If the local firm 
is private, the foreign ownership limit is 80%. Subsidiaries must form joint ventures with local 
partners and meet minimum capital requirements. One member of the Board of Directors must be 
Indonesian. 

Table 16
Services Trade Restrictions Indexes of East Asia and the Pacific and the European Union

Country Overall Financial Telecomm. Retail Transportation Professional

Indonesia 50.0 23.4 25 50 66.4 76

Malaysia 46.1 44.6 25 25 55.4 73

China 36.6 34.8 50 25 19.3 66

Europea 26.1 4.2 0 25 37.1 54

Japan 23.4 1.9 25 25 15.6 56

Korea Rep. 23.0 2.3 50 0 20.8 66

a Europe include 20 countries for which data is available.
Source: World Bank’s Services Trade Restrictions Database (2012)

Malaysia is the second most restrictive destination considered according to trade policy 
barriers in services. As in the case of Indonesia, constrains are mainly observed in the professional 
and transportation sectors. Contrary to the Indonesian case, trade policy barriers in the financial 
sector are not minor. In the case of professional services, auditing activities under modes 1 and 
4 are not allowed. Ownership by foreign nationals (accounting and auditing services) is limited 



Ana Paula Cusolito, Claire H. Hollweg • Journal of Banking and Financial Economics 2(4)2015, 91–129

DOI: 10.7172/2353-6845.jbfe.2015.2.6

115115

to 30%. Ownership by non-locally-licensed professionals is not permitted. There must be at least 
one Malaysian partner in the firm. Malaysia is completely closed in rail freight services as rail 
transport is wholly owned by the state. However, there are no restrictions on legal form of entry 
for international airlines to operate international services into Malaysia. In maritime shipping, 
entry is allowed only through a representative office, regional office, or locally incorporated joint 
venture subsidiary, with Malaysian individuals or Malaysian-controlled corporations or both. 
The limit on aggregate foreign ownership in the joint venture and state-owned entity (merger 
and acquisition) is 30%. Regarding road freight services, several types of licenses are available. 
License A is given to companies with a foreign ownership limit of 49% and equity of 30%. The 
license is also given to companies with full foreign ownership if services rendered, including 
renting and hiring for activity, technology, vehicles, and expertise, are not available in Malaysia. 
License C is given to companies with full foreign ownership in the manufacturing sector to 
transport their own freight. Insurance services under mode 1 are the main source of restrictions in 
the financial sector, which is allowed under demonstrations of domestic unavailability.

China’s restrictions are concentrated in the professional, telecommunications, and financial 
sectors. In the professional sector, constraints are related to legal services under modes 3 and 4, 
as legal advice on domestic law and legal representation in court are not allowed. Legal advice on 
foreign law can be conducted only by representative offices (branches), but a separate legal entity 
is not allowed. All forms of telecommunication services have the same score, 50. The limit on 
foreign ownership is 49%. There is a minimum registered capital requirement of RMB 1 billion 
for foreign-invested telecommunications enterprises providing basic telecommunications services 
nationally, and RMB 100 million for such enterprises operating at the provincial level. Constraints 
on financial services are mainly related to cross-border supply of services (mode 1). Life and 
automobile insurance and acceptance of deposits by banks are not allowed. There is no limit on 
foreign ownership for retailers, except in the following case: the limit on foreign ownership is 
49% if (1) the retailer sells books, newspapers, magazines, pharmaceutical products, mulching 
films, chemical fertilizers, processed oil, cotton, grain, vegetable oil, sugar, or pesticides, and 
(2) if the same retailer has set up 30 or more stores that sell goods of different types and brands 
from multiple suppliers. The sale of tobacco is not allowed. If a chain enterprise engages in the 
nationwide distribution of books, newspapers, and magazines, it shall have registered capital 
of no less than RMB 10 million and it shall have 10 or more regular chain stores; if such an 
enterprise operates on a sub-national level the minimum registered capital shall not be less than 
RMB 3 million. The license term is 30 years (40 if established in central/western regions); after 
expiry the firm must re-apply. Restrictions on transport services are mainly due to constraints for 
international air passenger services. The limit on foreign ownership is 49%. The operating term 
is limited to 30 years.

The EU’s policy barriers in services are focused on the professional, transportation, and retail 
sectors. Legal services under mode 4 are the ones with the highest restrictions (STRI=66.67). 
EU/EEA nationality or admission to the Bar in an EU member state is required in about half 
of all member states. Only in a few instances is entry allowed with minor restrictions. Entry 
requirements (education, work experience, training, license recognition, quotas, etc.) are typically 
reduced or simplified for nationals from EU/EEA countries. In the transport sector, road freight 
services under mode 3 is the category with the highest level of protection (STRI=75), as the 
foreign provision of the service is not allowed in Belgium, Czech Republic, Denmark, France, 
Germany, Greece, Hungary, Ireland, Netherlands, Portugal, Spain, and the United Kingdom. 
Retail services are allowed in all member states. With the exception of Finland, countries have no 
systematic difference in policies towards intra-EU and extra-EU suppliers. 

Japan is one of the least protectionist trading partners of Eurasia in the EU and the EAP 
regions. The highest constraints are observed in professional services. Legal advice under mode 
1 is not allowed. Accounting and auditing services under mode 4 face some constraints. Foreign 
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licensed professionals are eligible to practice by meeting certain conditions. They must be 
qualified as ‘Koninkaikeishi’ under Japanese law, which involves the following requirements: 
1) attending the three-year professional accountancy program only available in Japan, 2) two years 
of training is required and, 3) passing a local examination is necessary. The exam is given only in 
Japanese. Service suppliers must stay in Japan for at least 180 days a year. Telecommunications 
services (fixed-line and mobile) are relatively open. There is no limit on foreign ownership in 
other telecommunications suppliers. Retail services are also open. Restrictions may apply to 
the following products: petroleum, petroleum products, rice, tobacco, salt, alcoholic beverages, 
and those supplied at Public Wholesale Market. In rail freight services, entry is allowed subject 
to approval. 

Korea is the least protectionist economy with an overall STRI of 23.1. The highest barriers 
to trade appear in professional services, more specifically legal advice. Legal advice on domestic 
law and legal representation in court (mode 3 and 4) are not allowed. Telecommunication is the 
second sector in importance (STRI=50). There are some restrictions on fixed-lines and mobile 
telecommunications. Both types of services are open except for direct facilities-based services, 
for which the foreign ownership limit is 49% of the voting shares held by a foreign government 
or person or deemed foreign person. Constraints in transportation come mainly from rail freight 
(mode 3). The sector is de facto closed because railroad transportation services are provided 
exclusively by the Korea Railroad Corporation on railroad routes constructed before July 1, 2005. 
Services on the railroad routes constructed thereafter are allowed, subject to an economic needs 
test on the condition of establishing order and discipline in the railroad industry.

7. CONCLUSIONS

Several conclusions can be drawn from the foregone analysis. First, countries such as 
China, Korea, Japan, and the EU impose higher levels of protection on products such as live 
animals, meat & edible meat, fish, dairy products, and products of animal origin. This is a fact 
that may explain the lack of export diversification towards the EAP and the EU regions. It also 
highlights the potential benefits of diversifying the production structure to more sophisticated and 
technologically intensive goods, which are less exposed to the effects of trade protection. Second, 
EAP, mainly China, seems to be more protectionist than the EU, showing more challenges 
in diversifying towards the first region. In the case of China, more protection translates into 
higher tariffs, a higher percentage of products affected by at least one NTM, a higher proportion 
of imports affected by at least one temporary trade barrier, and higher protection on services. 
And third, although Eurasian countries have concluded a significant amount of regional trade 
agreements among themselves, few or no RTAs exist between these countries and the EU or those 
in EAP. We reconcile this in part by the strong preference for regional integration following the 
dissolution of the Soviet Union. Finally, Eurasia maintains virtually open regimes in services with 
minor restrictions.
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APPENDIX

Table 17
Tariffsa

Russia Product description Share China Indonesia Japan Korea Malaysia EU

30310 Frozen Pacific salmon 7.9% 11.05 5.00 3.96 10.10 0.00 10.00

30379 Frozen fish, nes 39.0% 10.00 7.50 5.02 13.12 0.00 11.02

30380 Frozen fish livers and roes 9.6% 10.00 2.50 3.90 10.00 0.00 6.67

30420 Frozen fish fillets 7.0% 10.67 10.00 3.79 13.33 0.00 15.00

270112 Bituminous coal, not agglomerated 3.2% 0.00 5.00 0.00 0.00 0.00 0.00

270900 Petroleum oils and oils obtained 
from bituminou 50.1% 0.00 0.00 0.00 3.00 2.50 0.00

271000 Petroleum oils, etc, (excl. crude); 
preparation 27.0% 6.00 0.39 0.87 4.34 0.19 2.77

271121 Natural gas in gaseous state 16.9% 0.00 5.00 4.10 2.00 0.00 0.00

720712 Semifinished products of iron 
or nonalloy steel 4.0% 2.00 0.00 0.00 0.00 0.00 0.00

740311 Copper cathodes and sections 
of cathodes unwrou 3.4% 0.00 5.00 1.20 3.00 0.00 0.00

750210 Nickel unwrought, not alloyed 5.2% 0.00 5.00 0.00 3.00 0.00 0.00

760110 Aluminium unwrought, not alloyed 4.8% 2.50 0.00 0.00 1.00 0.00 3.00

Belarus Product description Share China Indonesia Japan Korea Malaysia EU*

40210 Milk and cream in solid forms  
of =< 1.5% fat 10.2% 40.00 5.00 20.00 20.00 0.00 .b

40500 Butter and other fats and oils derived 
from mil 14.7% 90.00 5.00 35.00 35.00 0.00 .b

70952 Truffles, fresh or chilled 27.0% 75.00 5.00 5.16 5.16 0.00 11.55

81190 Other fruit and nuts, frozen, nes 17.2% 80.00 5.00 17.70 17.70 5.00 12.04

270300 Peat (incl. peat litter) 1.0% 20.00 5.00 0.00 0.00 0.00 0.00

271000 Petroleum oils, etc, (excl. crude); 
preparation 91.1% 19.52 0.39 1.05 1.05 0.19 2.77

271112 Propane, liquefied 2.9% 20.00 5.00 0.00 0.00 0.00 1.57

271119 Petroleum gases and other gaseous 
hydrocarbons, 1.3% 50.00 5.00 2.50 2.50 0.00 0.00

310420 Potassium chloride 27.2% 11.00 5.00 0.00 0.00 0.00 0.00

720711 Semifinished products of iron 
or nonalloy steel 3.0% 11.00 0.00 0.00 0.00 0.00 0.00

721420 Concrete reinforcing bars and rods 3.8% 20.00 10.00 3.90 3.90 11.25 0.00

870190 Wheeled tractors nes 5.7% 20.00 15.00 0.00 0.00 10.00 1.00

a The table displays the tariffs imposed by the EU and countries in EAP. The shares reflect the weight of each product within the category to 
which it belongs. In cases when the tariff at the 6-digit level was not available, we employ the average tariff at 4- or 2-digits. 
b no data.
* due to missing values for the EU, the shares of exports are the following: 70952 (42.19%), 81190 (26.89%), 71190 (11.68%) , and 30530 
(3.06% with a tariff of 16.35%).
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Georgia Product description Share China Indonesia Japan Korea Malaysia EU

10410 Live sheep 7.6% 5.00 2.50 0.00 4.00 0.00 0.00

80222 Hazlenuts without shells, fresh 
or dried 46.0% 10.00 5.00 6.00 8.00 0.00 3.20

80520 Mandarins, clementines, 
wilkings...etc, fresh o 16.7% 12.00 20.00 17.00 144.00 5.00 16.00

81090 Other fruit, fresh, nes 5.5% 20.78 5.00 5.67 160.30 16.25 7.91

260300 Copper ores and concentrates 15.9% 0.00 0.00 0.00 0.00 0.00 0.00

270112 Bituminous coal, not 
agglomerated 4.1% 0.00 5.00 0.00 0.00 0.00 0.00

270900 Petroleum oils and oils obtained 
from bituminou 32.3% 0.00 0.00 0.00 3.00 2.50 0.00

271000 Petroleum oils, etc, (excl. crude); 
preparation 58.9% 6.00 0.39 0.87 4.34 0.19 2.77

271600 Electrical energy 4.0% 0.00 0.00 0.00 5.00 0.00 0.00

710812 Gold in unwrought forms 
non-monetary 8.2% 0.00 2.50 0.00 3.00 0.00 0.00

720230 Ferro-silico-manganese 15.8% 2.00 0.00 2.50 5.00 0.00 3.70

720449 Ferrous waste and scrap, iron 
or steel, nes 10.5% 0.00 0.00 0.00 0.00 0.00 0.00

Kazakhstan Product description Share China Indonesia Japan Korea Malaysia* EU

30379 Frozen fish, nes 6.4% 40.00 7.50 6.67 13.12 0.00 11.02

30420 Frozen fish fillets 53.9% 70.00 10.00 5.27 13.33 0.00 15.00

70310 Onions and shallots, fresh 
or chilled 15.6% 70.00 6.25 5.00 81.00 0.00 9.60

80710 Melons and watermelons, fresh 4.9% 70.00 5.00 8.00 40.00 .b 6.60

260112 Agglomerated iron ores and 
concentrates 5.6% 0.00 0.00 0.00 0.00 0.00 0.00

270119 Other coal, not agglomerated, 
nes 10.0% 20.00 5.00 0.00 0.00 0.00 0.00

271000 Petroleum oils, etc, (excl. crude); 
preparation 56.2% 19.52 0.39 1.05 4.34 0.19 2.77

271112 Propane, liquefied 11.8% 20.00 5.00 0.00 2.00 0.00 1.57

271119 Petroleum gases and other 
gaseous hydrocarbons, 11.2% 50.00 5.00 2.50 5.00 0.00 0.00

284410 Natural uranium and its 
compounds, etc 12.1% 30.00 5.00 0.00 0.00 0.00 0.00

720241 Ferro-chromium containing 
by weight more than 4 11.2% 8.00 0.00 0.00 3.00 0.00 4.00

740311 Copper cathodes and sections 
of cathodes unwrou 15.5% 11.00 5.00 0.00 3.00 0.00 0.00

* due to missing data for Malaysia, the shares of exports are the following: 30420 (56.7%), 70310 (16.45%), 30379 (6.7%), and 70490 (4.5% with 
a tariff of 22.5%).
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Tajikistan Product description Share China Indonesia Japan Korea Malaysia* EU

30420 Frozen fish fillets 13.4% 70.0 10.0 5.3 13.3 0.0 15.0

70310
Onions and shallots, fresh 
or chilled 23.5% 70.0 6.3 5.0 81.0 0.0 9.6

81310 Dried apricots 22.4% 70.0 5.0 15.0 45.0 5.0 5.6

81350
Mixtures of dried fruit  
and nuts, nes 18.6% 70.0 5.0 15.0 45.0 10.4 7.2

270300 Peat (incl. peat litter) 90.7% 20.0 5.0 0.0 1.0 0.0 0.0

271000
Petroleum oils, etc, 
(excl. crude); preparation 0.4% 19.5 0.4 1.0 4.3 0.2 2.8

271121 Natural gas in gaseous state 6.8% 20.0 5.0 5.0 2.0 0.0 0.0

271600 Electrical energy 2.1% 8.0 0.0 .b 5.0 0.0 0.0

520100 Cotton, not carded or combed 16.0% 125.0 0.0 0.0 0.0 0.0 0.0

620342
Men’s or boys’ trousers, 
breeches, etc, of cott 1.7% 90.0 15.0 13.6 13.0 20.0 12.0

760110
Aluminium unwrought, not 
alloyed 60.4% 14.0 0.0 0.0 1.0 0.0 3.0

760120 Aluminium unwrought, alloyed 7.4% 14.0 0.0 0.0 1.7 0.0 6.0

Kyrgyz Rep. Product description Share China Indonesia Japan** Korea Malaysia EU

71333
Dried kidney beans, incl. 
white pea beans, shel 16.7% 3.8 2.5 5.3 27.0 0.0 0.0

80610 Fresh grapes 10.6% 13.0 5.0 1.2 45.0 5.0 12.5

80910 Apricots, fresh 8.1% 25.0 5.0 6.0 45.0 5.0 12.0

80920 Cherries, fresh 13.1% 10.0 5.0 8.5 24.0 5.0 12.0

270112
Bituminous coal, not 
agglomerated 1.5% 0.0 5.0 0.0 0.0 0.0 0.0

270900
Petroleum oils and oils 
obtained from bituminou 20.6% 0.0 0.0 0.0 3.0 2.5 0.0

271000
Petroleum oils, etc, 
(excl. crude); preparation 75.3% 6.0 0.4 0.9 4.3 0.2 2.8

271600 Electrical energy 2.0% 0.0 0.0 .b 5.0 0.0 0.0

284410
Natural uranium and its 
compounds, etc 36.8% 5.5 5.0 0.0 0.0 0.0 0.0

620343
Men’s or boys’ trousers, 
breeches of synthetic 3.7% 17.5 15.0 9.6 13.0 20.0 12.0

620640
Women’s or girls’ blouses, 
shirts, etc, of man- 5.8% 17.5 15.0 8.8 13.0 20.0 12.0

740400
Waste and scrap, copper 
or copper alloy 4.6% 0.0 0.0 0.0 0.0 0.0 0.0

* due to missing data for Malaysia, the shares of exports are the following: 270300 (92.6%), 271121 (6.9%), 271000 (0.4%), and 270500 (0.02%, 
with a tariff of 0%).
** due to missing data for Japan, the shares of exports are the following: 271000 (76.8%0, 270900 (21%), 270112 (1.5%), 270400 (0.5%, with 
a tarif od 1.6%).
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Moldova Product description Share China Indonesia Japan* Korea Malaysia EU

80232 Walnuts without shells, fresh 
or dried 25.2% 20.0 5.0 10.0 30.0 0.0 5.1

80610 Fresh grapes 10.6% 13.0 5.0 1.2 45.0 5.0 12.5

80810 Apples, fresh 33.0% 10.0 5.0 17.0 45.0 5.0 7.2

80940 Plums and sloes, fresh 6.8% 10.0 5.0 6.0 45.0 5.0 12.0

120600 Sunflower seeds 3.9% 7.5 5.0 0.0 25.0 0.0 0.0

220421 Wine (not sparkling); grape 
must with by alcoh. 5.0% 14.0 .b 15.0 15.0 .b 32.0

271000 Petroleum oils, etc, 
(excl. crude); preparation 11.8% 6.0 0.4 0.9 4.3 0.2 2.8

271113 Butanes, liquefied 3.4% 8.0 5.0 0.0 2.0 0.0 0.4

271114 Ethylene, propylene, 
butylene and butadiene, li 0.0% 5.0 2.5 0.0 5.0 0.0 0.0

271600 Electrical energy 84.7% 0.0 0.0 .b 5.0 0.0 0.0

721331 Bars and Rods Of circular 
cross section 5.8% 4.0 7.1 0.0 0.0 15.0 0.0

854430 Ignition wiring sets&oth 
wiring sets of a kind 3.5% 7.5 10.0 2.4 8.0 21.7 1.9

Uzbekistan Product description Share China Indonesia Japan Korea Malaysia** EUg

70200 Tomatoes, fresh or chilled 12.2% 70.0 5.0 5.0 45.0 0.0 .b

80610 Fresh grapes 11.9% 80.0 5.0 2.0 45.0 5.0 12.5

80710 Melons and watermelons, fresh 11.9% 70.0 5.0 8.0 40.0 .b 6.6

81090 Other fruit, fresh, nes 10.1% 80.0 5.0 10.0 160.3 16.3 7.9

270300 Peat (incl. peat litter) 73.2% 20.0 5.0 0.0 1.0 0.0 0.0

271000 Petroleum oils, etc, (excl. 
crude); preparation 15.2% 19.5 0.4 1.0 4.3 0.2 2.8

271121 Natural gas in gaseous state 7.9% 20.0 5.0 5.0 2.0 0.0 0.0

271290 Other paraffin wax... and 
similar products, nes 2.3% 45.0 2.5 3.2 8.0 0.0 0.6

284410 Natural uranium and its 
compounds, etc 14.6% 30.0 5.0 0.0 0.0 0.0 0.0

520100 Cotton, not carded or combed 22.2% 125.0 0.0 0.0 0.0 0.0 0.0

710812 Gold in unwrought forms 
non-monetary 4.2% 0.0 2.5 0.0 3.0 0.0 0.0

740311 Copper cathodes and sections 
of cathodes unwrou 10.7% 11.0 5.0 0.0 3.0 0.0 0.0

* due to missing data for Japan, the shares of exports are the following: 271000 (77.2%), 271113 (22.37%), and 271114 (0.31%). Due to missing 
values for Indonesia and Malaysia, the share of exports are the following: 721331 (6.7%), 120600 (4.5%), 854430 (4.05%), and 640399 (3.59%).
** due to missing data for Malaysia, the shares of exports are the following: 70200 (13.8%), 80610 (13.5%), 81090 (11.4% with a tariff of 
16.25%), and 809105 (5% with a tariff of 7.2%). Due to missing data for the EU, the shares of exports are the following: 80610 (13.6%), 80710 
(13.5%), 81090 (11.5%), and 80910 (7.3%).
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Turkmenistan Product description Share China Indonesia Japan* Korea Malaysia EU

50400 Guts, bladders and stomachs 
of animals (excl. f 34.1% 88.57 5.00 0.00 27.00 0.00 0.00

70700 Cucumbers and gherkins, 
fresh or chilled 11.1% 70.00 5.00 5.00 27.00 0.00 12.80

80610 Fresh grapes 20.8% 80.00 5.00 2.00 45.00 5.00 12.47

80810 Apples, fresh 17.4% 100.00 5.00 20.00 45.00 5.00 7.20

270300 Peat (incl. peat litter) 5.8% 20.00 5.00 0.00 1.00 0.00 0.00

271000 Petroleum oils, etc, 
(excl. crude); preparation 35.2% 19.52 0.39 1.05 4.34 0.19 2.77

271121 Natural gas in gaseous state 56.5% 20.00 5.00 5.00 2.00 0.00 0.00

271600 Electrical energy 1.0% 8.00 0.00 .b 5.00 0.00 0.00

390210 Polypropylene, in primary 
forms 12.9% 45.00 15.00 .b 6.50 6.67 6.50

520100 Cotton, not carded or combed 33.3% 125.00 0.00 0.00 0.00 0.00 0.00

520512 Uncombed single cotton yarn, 
with >= 85% cotton, 15.1% 40.00 5.00 4.20 6.67 10.00 4.00

520812 Unbleached plain cotton 
weave, with >= 85% cotto 5.4% 70.00 10.00 5.60 10.00 10.00 8.00

Azerbaijan Product description Share China Indonesia Japan Korea Malaysia EU**

70190 Other potatoes, fresh or chilled 9% 70.00 20.00 5.00 304.00 0.00 9.60

70200 Tomatoes, fresh or chilled 12% 70.00 5.00 5.00 45.00 0.00 .b

80222 Hazlenuts without shells, 
fresh or dried 19% 70.00 5.00 10.00 8.00 0.00 3.20

81090 Other fruit, fresh, nes 41% 80.00 5.00 10.00 160.30 16.25 7.91

271000 Petroleum oils, etc, 
(excl. crude); preparation 72% 19.52 0.39 1.05 4.34 0.19 2.77

271119 Petroleum gases and other 
gaseous hydrocarbons, 7% 50.00 5.00 2.50 5.00 0.00 0.00

271121 Natural gas in gaseous state 8% 20.00 5.00 5.00 2.00 0.00 0.00

271311 Petroleum coke, not calcined 6% 11.00 5.00 0.00 5.00 0.00 0.00

390110 Polyethylene having a specific 
gravity < 0.94, i 9% 45.00 11.67 4.10 6.50 20.00 6.50

440710 Coniferous wood sawn 
or chipped lengthwise, sli 6% 14.00 0.00 1.67 5.00 0.00 0.00

711319 Art. of jewellery and pts 
thereof of/o prec mtl 5% 130.00 10.00 6.47 8.00 10.00 2.50

721631
U sections, not further worked 
than hot-rolled, hot-drawn or 
extruded, of a height of 80 mm 

7% 14.00 15.00 3.90 0.00 20.00 0.00

* due to missing data for Japan, the shares of exports are the following: 271120 (54.4%), 271000 (33.8%), 270300 (4.1%), and 270900 (3.5% 
with a tariff of 0%).
** due to missing data for the EU, the shares of exports are the following: 81090 (46.4%), 80222 (21.65%), 70190 (9.9%), 80810 (9.65% with 
a tariff of 7.2%).
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Armenia Product description Share China Indonesia* Japan Korea Malaysia* EU

10410 Live sheep 54.3% 5.00 2.50 0.00 4.00 0.00 0.00

30379 Frozen fish, nes 3.7% 10.00 7.50 5.02 13.12 0.00 11.02

30629 Crustaceans not 
frozen,nes,includ.flours,meals, 10.4% 7.00 5.00 6.00 20.00 4.00 10.88

80610 Fresh grapes 11.6% 13.00 5.00 1.60 45.00 5.00 12.47

220820 Spirits from distilled grape 
wine or marc 13.3% 10.00 .b 0.00 15.00 .b 0.00

271112 Propane, liquefied 0.5% 5.00 5.00 0.00 2.00 0.00 1.57

271113 Butanes, liquefied 0.5% 8.00 5.00 0.00 2.00 0.00 0.35

271119 Petroleum gases and other 
gaseous hydrocarbons, 5.6% 6.50 5.00 2.05 5.00 0.00 0.00

271121 Natural gas in gaseous state 92.8% 0.00 5.00 4.10 2.00 0.00 0.00

720270 Ferro-molybdenum 15.0% 2.00 0.00 3.30 3.00 0.00 2.70

740200 Copper unrefined, copper 
anodes for electrolyti 9.8% 0.00 5.00 0.00 0.00 0.00 0.00

760711 Foil, aluminium, not backed, 
rolled but not fur 10.6% 6.00 20.00 7.50 8.00 25.00 7.50

Ukraine Product description Share China Indonesia Japan Korea Malaysia EU**

40690 Cheese, nes 40.2% 12.0 5.0 14.9 36.0 0.0 7.7

70200 Tomatoes, fresh or chilled 5.4% 13.0 5.0 3.0 45.0 0.0 .b

80232 Walnuts without shells, fresh 
or dried 9.1% 20.0 5.0 10.0 30.0 0.0 5.1

81190 Other fruit and nuts, frozen, nes 6.9% 30.0 5.0 12.2 30.0 5.0 15.1

151211 Crude sunflower-seed and 
safflower oil and frac 4.3% 9.0 5.0 0.0 9.0 0.0 5.3

260111 Non-agglomerated iron ores 
and concentrates 5.1% 0.0 0.0 0.0 0.0 0.0 0.0

260112 Agglomerated iron ores and 
concentrates 2.5% 0.0 0.0 0.0 0.0 0.0 0.0

270111 Anthracite, not agglomerated 13.2% 0.0 5.0 0.0 0.0 0.0 0.0

270400 Coke and semi-coke of coal, 
of lignite or of pe 8.3% 0.0 0.0 1.6 3.0 0.0 0.0

270900 Petroleum oils and oils 
obtained from bituminou 5.9% 0.0 0.0 0.0 3.0 2.5 0.0

271000 Petroleum oils, etc, (excl. 
crude); preparation 57.9% 19.5 0.4 1.0 4.3 0.2 2.8

720712 Semi-fin prod,iron or n-al 
steel,rect/ sq cross 6.0% 2.0 0.0 0.0 0.0 0.0 0.0

* due to missing data for Indonesia and Malaysia, the shares of exports are the following: 720270 (17.5%0), 760711 (12.4%), 740200 (11.4%), 
260300 (8.6% with a tariff of 0%).
** due to missing data for the EU, the shares of exports are the following: 40690 (48.6%), 80232 (11.1%), 81190 (8.4%), and 71310 (5.8% with 
a tariff of 0%).
Source: Authors’ calculations using tariff data from UNCTAD and trade data from UN Comtrade accessed through WITS (2012).
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Table 18
Plurilateral and Bilateral Trade Agreements of Eurasian Countries

Trade agreement 
name

Date of entry 
into force

Current signatories In force Notified 
to WTO

Plurilateral:

Commonwealth of 
Independent States 
(CIS)a

1994 Armenia, Azerbaijan, Belarus, Georgia, 
Kazakhstan, Kyrgyzstan, Moldova, Russian 
Federation, Tajikistan, Turkmenistan, Ukraine, 
Uzbekistan

Y Y

Economic 
Cooperation 
Organization (ECO)

1992 Afghanistan, Azerbaijan, Iran, Kazakhstan, 
Kyrgyzstan, Pakistan, Tajikistan, Turkey, 
Turkmenistan, Uzbekistan

Y Y

Common Economic 
Zone (CEZ)a

2004 Belarus, Kazakhstan, Russian Federation, 
Ukraine

Y Y

Eurasian Economic 
Community (EAEC)a

1997 Belarus, Kazakhstan, Kyrgyzstan, Russian 
Federation, Tajikistan

Y Y

Central European 
FTA (CEFTA)

2007 Albania, Bosnia and Herzegovina, Croatia, 
Former Yugoslav Republic of Macedonia, 
Moldova, Montenegro, Serbia, UNMIK/Kosovo

Y Y

GUUAMa n.a.b Azerbaijan, Georgia, Moldova, Uzbekistan, 
Ukraine

Y N

European 
Community-
Overseas Countries 
and Territories 
(EC-OCT)

1971 European Community, Anguilla, Aruba, 
British Indian Ocean Territory, Cayman 
Islands, Falkland Islands (Islas Malvinas), 
French Polynesia, French Southern Territories, 
Greenland, Mayotte, Montserrat, Netherlands 
Antilles, New Caledonia, Pitcairn, Saint Helena, 
Saint Pierre and Miquelon, South Georgia and 
the South Sandwich Islands, Turks and Caicos 
Islands, Virgin Islands, British, Wallis and 
Futuna Islands

Y Y

Moldova-
Montenegro-Serbia

n.a.b n.a.b N

Ukraine-EFTA 2012 Iceland, Liechtenstein, Norway, Switzerland, 
Ukraine

Y Y

Free Trade 
Agreement between 
members of the 
Commonwealth of 
Independent States 
(CIS)

–c Armenia, Belarus, Kazakhstan, Kyrgyzstan, 
Moldova, Russian Federation, Tajikistan, 
Ukraine

Early 
Announcement

Y

EFTA-Russian 
Federation/Belarus/
Kazakhstan

–c Iceland, Liechtenstein, Norway, Switzerland, 
Russian Federation, Belarus, Kazakhstan

Early 
Announcement

Y

Ukraine-EU –c Early 
Announcement

Y

Bilateral:

Armenia-
Kazakhstana

2001 Y Y
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Armenia-Moldovaa 1995 Y Y

Armenia-Russian 
Federationa

1993 Y Y

Armenia-
Turkmenistana

1996 Y Y

Armenia-Ukrainea 1996 Y Y

Armenia-Georgiaa 1998 Y Y

Armenia-Iran 1997 Expired N

Armenia- 
Kyrgyzstana

1995 Y Y

Azerbaijan-Georgiaa 1996 Y Y

Azerbaijan-Russian 
Federationa

1993 n.a.b Y

Azerbaijan-Ukrainea 1996 Y Y

Belarus-Russian 
Federationa

1993 n.a.b Y

Belarus-Ukrainea 2006 Y Y

Georgia-Kazakhstana 1999 Y Y

Georgia-Russian 
Federationa

1994 Y Y

Georgia-
Turkmenistana

2000 Y Y

Georgia-Ukrainea 1996 Y Y

Georgia-Turkey 2008 Y Y

Kazakhstan- 
Kyrgyzstana

1995 Y Y

Kazakhstan-Russian 
Federationa

1993 n.a.b Y

Kazakhstan-Ukrainea 1998 Y Y

Kyrgyzstan-
Moldovaa

1996 Y Y

Kyrgyzstan-Russian 
Federationa

1993 Y Y

Kyrgyzstan-Ukrainea 1998 Y Y

Kyrgyzstan-
Uzbekistana

1998 Y Y

Moldova-Albania n.a.b n.a.b N

Moldova-Bosnia and 
Herzegovina

n.a.b Y N

Moldova-Croatia 2004 Y Y

Trade agreement 
name

Date of entry 
into force

Current signatories In force Notified 
to WTO
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Moldova-
Macedonia, FYR

2004 Y Y

Moldova-Romaniaa 1995 Y Y

Moldova-Russian 
Federationa

1993 n.a.b Y

Moldova-Ukrainea 2005 Y Y

Russian Federation-
New Zealand

–c Early 
Announcement

Y

Russian Federation-
Tajikistana

1993 n.a.b Y

Russian 
Federation-Ukrainea

1994 Y Y

Tajikistan-Ukrainea 2002 Y Y

Turkmenistan-
Ukrainea

1995 Y Y

Ukraine-Canada –c Early 
Announcement

Y

Ukraine-Estonia 1996 Expired y

Ukraine-Macedonia, 
FYR

2001 Y Y

Ukraine-Singapore –c Early 
Announcement

Y

Ukraine-Uzbekistana 1996 Y Y

a solely between Eurasian economies. b not available. c not applicable.
Source: WTO and the Global Preferential Trade Agreements Library accessed through WITS (2012).

Trade agreement 
name

Date of entry 
into force

Current signatories In force Notified 
to WTO
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Table 19
STRI in Eurasia

Country Sector Overall Mode1 Mode3 Mode4

Armenia Overall 11.4 44.65 4.84 50

Financial 2.6 25.85 0  

Telecommunications 0  0  

Retail 0  0  

Transportation 25 50 25  

Professional 32 66.67 5 50

Belarus Overall 35.1 43.52 28.27 60

Financial 53.8 50.85 50  

Telecommunications 62.5  62.5  

Retail 0  0  

Transportation 36.8 50 27.27  

Professional 40 33.33 20 60

Georgia Overall 11.5 17.59 5.35 65

Financial 9 25.85 9.69  

Telecommunications 0  0  

Retail 0  0  

Transportation 8.8 37.5 0  

Professional 37 0 15 65

Kazakhstan Overall 17 18.96 11.38 60

Financial 22.1 25.85 25  

Telecommunications 25  25  

Retail 0  0  

Transportation 16.4 75 6.82  

Professional 28 0 5 60

Kyrgyzstan Overall 15.2 21.29 8.95 50

Financial 8.4 3.23 6.46  

Telecommunications 0  0  

Retail 0  0  

Transportation 45.7 75 40.91  

Professional 28 33.33 5 50
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Russian 
Federation

Overall 25.7 22.44 18.78 70

Financial 46.7 32.31 50  

Telecommunications 50  50  

Retail 0  0  

Transportation 14.2 50 8.33  

Professional 32 0 0 70

Ukraine Overall 27.2 24.8 25.06 50

Financial 24.4 41.16 25  

Telecommunications 25  25  

Retail 25  25  

Transportation 26.7 37.5 20.83  

Professional 35 0 30 50

Uzbekistan Overall 23.4 27.07 22.48 35

Financial 24.6 29.08 25  

Telecommunications 50  50  

Retail 0  0  

Transportation 32 25 27.27  

Professional 31.5 25 30 35

Source: World Bank’s Services Trade Restrictions Database (2012).

Country Sector Overall Mode1 Mode3 Mode4
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Table 20
STRI in East Asia and the Pacific and the Europe Union

Country Sector Overall Mode1 Mode3 Mode4

China Overall 36.6 39.22 37.27 75

Financial 34.8 71.77 31.46

Telecommunications 50  50

Retail 25  25

Transportation 19.3 37.5 22.22

Professional 66 0 70 75

European Union Overall 26.1 34.17 26.18 60

Financial 4.2 34.69 0

Telecommunications 0  0

Retail 25  25

Transportation 37.1 12.5 45.83

Professional 54 41.67 50 60

Indonesia Overall 50 11.22 56.47 70

Financial 23.4 16.16 25

Telecommunications 25  25

Retail 50  50

Transportation 66.4 25 72.22

Professional 76 0 100 70

Japan Overall 23.4 36.58 23.41 60

Financial 1.9 19.39 0

Telecommunications 25  25

Retail 25  25

Transportation 15.6 12.5 22.92

Professional 56 66.67 50 60

Korea Rep. Overall 23.1 27.08 21.33 75

Financial 2.3 22.62 0

Telecommunications 50  50

Retail 0  0

Transportation 20.8 25 20.83

Professional 66 33.33 60 75

Malaysia Overall 46.1 32.49 46.52 90

Financial 44.6 30.27 50

Telecommunications 25  25

Retail 25  25

Transportation 55.4 37.5 58.33

Professional 73 33.33 65 90

Source: World Bank’s Services Trade Restrictions Database (2012).


