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Foreword

The Asian Development Outlook 2006 is the 18th edition of the annual 
comprehensive economic report on the developing member countries of the 
Asian Development Bank.

ADO 2006 provides an assessment of recent economic performance for 
43 developing member countries, and projections for major macroeconomic 
indicators for 2006 and 2007. This year’s ADO features a new format 
for country chapters, including an expanded graphical presentation 
of information. The outlook also reviews medium term (2006–2010) 
opportunities and constraints facing developing countries of Asia and the 
Pacific. 

In 2005, developing Asia grew by 7.4%, well above the recent trend, 
although not quite matching the 7.8% growth rate reached in 2004. Growth 
was again supported by favorable conditions in the global economy and by 
robust growth of global trade. In 2005, the People’s Republic of China and 
India grew rapidly, and Pakistan grew at its fastest rate in over two decades. 
Net oil exporters such as Azerbaijan, Kazakhstan, and Viet Nam benefited 
from high oil prices. In most other countries, growth was healthy. 

So far, developing Asia has been largely resilient to high oil prices, which 
rose by 42% in 2005. In a majority of countries, consumers were shielded 
against rising prices through direct or indirect subsidies. Eventually, these 
costs will have to be met by taxpayers. In countries that determinedly cut 
subsidies, such as Indonesia and Thailand, growth was crimped, but fiscal 
resources have been released for projects that can help support growth over 
the longer term. For the most part, inflationary expectations have been held 
in check and monetary authorities were adroit in raising interest rates. 

The global outlook should again be broadly supportive in 2006 and 2007. 
The upswing in the electronics cycle, which started in 2005, should continue 
through 2006, and benefit Asian producers and exporters of electronics 
goods and parts. Global trade is expected to expand at a robust pace and 
commodity price inflation should taper off. Oil prices are expected to 
average over $60 a barrel, but volatility is also likely because of tight supply 
conditions. Interest rates will probably nudge up in many countries in 2006, 
and there is little scope for fiscal maneuver. Fuller pass-through of higher oil 
prices to end-users is expected to be a priority in many countries in 2006.

In these circumstances, growth in developing Asia in 2006 is expected 
to ease to 7.2% and to come down further to about 7% in 2007 as cyclical 
support for growth recedes. But these aggregate projections are likely to 
mask some diversity. As a result of conscious policy efforts, growth is 
expected to soften a bit in the People’s Republic of China. But stronger 
domestic demand is seen lifting growth in the Republic of Korea in 2006. In 
India, growth may come off a little in 2006, before picking up again in 2007. 
In Southeast Asia, overall growth is expected to change little from 2005, but 
with a checkered pattern across countries. Indonesia may slow in 2006 as 
domestic demand is pinched by higher interest rates, but Thailand’s growth 
should recover as the impact of the tsunami and a bad agricultural harvest 
in 2005 recede. Developing Asia will continue to run a large current account 



surplus with the rest of the world in 2006 and 2007, but there is already 
evidence of some adjustment, with domestic demand picking up and growth 
of international reserves slowing. 

The profile of risks remains much as before, but these risks are probably 
more accentuated. A disorderly unraveling of global payments imbalances, 
an antigen shift of the H5N1 virus (avian flu) to people, yet higher oil prices, 
or a surge in trade protectionism would unsettle the outlook.

Trade will feature prominently in Asia’s medium-term outlook and 
longer-term development prospects. The ADO 2006 explores Asia’s interests 
in a successful conclusion to the Doha trade talks. A key message is that 
developing Asia—a region that has prospered due to its openness—has 
a strong interest in an agreement that paves the way for significant 
multilateral liberalization. Much of the potential gain to developing Asia 
from Doha would come through reducing its own levels of protection. 
Developing Asia’s interests would also be best served by World Trade 
Organization rules that curb contingent protection measures (such as 
antidumping). 

Last year, the ADO 2005 noted the risk to some countries posed by the 
elimination of textile and clothing quotas at the end of 2004. Encouragingly, 
data from the European Union and United States show that large Asian 
textile and clothing suppliers have expanded their market shares in the first 
year of the post-quota era. The textile and clothing industry continues to 
be an important source of export revenue and jobs, particularly for women, 
in low-income developing Asian economies. If the industry is to remain 
competitive, though, governments—especially—need to do more. For 
example, relaxing the restrictions on foreign investment would help improve 
efficiency. 

Finally, bilateral trade agreements that crisscross the globe are 
proliferating, and Asia is being swept along by this trend. Developing Asia’s 
participation in bilateral agreements is motivated by a wide variety of 
commercial and strategic interests that stretch beyond the region. However, 
uncoordinated bilateral agreements risk switching trade from lower- to 
higher-cost producers (trade diversion) and can raise frictions to commerce, 
through, for example, complicated rules of origin. A notable concern is 
the possibility that poorer countries may become marginalized, which 
could stymie their broader reform efforts. The ADO 2006, using a global 
economic model, sets out what is at stake through possible trade diversion. 
It also proposes steps that can mitigate risks. Measures such as better 
port infrastructure or improved customs facilitation offer possible gains 
to low-income countries by allowing them to get their products to world 
markets faster, and more cheaply. Initiatives like these, complemented by 
trade liberalization on a broader front, could confer substantial benefits on 
developing Asia.

HARUHIKO KURODA
President
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Definitions

The economies discussed in the Asian Development Outlook 2006 are classified by major analytic or 
geographic groupings. For purposes of ADO 2006, the following apply:

• Association of Southeast Asian Nations (ASEAN) comprises Brunei Darussalam, Cambodia, Indonesia, 
Lao People’s Democratic Republic, Malaysia, Myanmar, Philippines, Singapore, Thailand, and Viet Nam.

• Developing Asia refers to 43 developing member countries (DMCs) of the Asian Development Bank 
 discussed in ADO 2006. 

• East Asia comprises People’s Republic of China; Hong Kong, China; Republic of Korea; Mongolia; and 
Taipei,China.

• Industrial countries refer to the high-income OECD members defined in World 
Bank, available: http://web.worldbank.org/WBSITE/EXTERNAL/DATASTATISTICS/
0,,contentMDK:20421402~pagePK:64133150~piPK:64133175~theSitePK:239419,00.html.

• Southeast Asia comprises Cambodia, Indonesia, Lao People’s Democratic Republic, Malaysia, Myanmar, 
Philippines, Singapore, Thailand, and Viet Nam.

• South Asia comprises Afghanistan, Bangladesh, Bhutan, India, Maldives, Nepal, Pakistan, and 
Sri Lanka. 

• Central Asia comprises Armenia, Azerbaijan, Kazakhstan, Kyrgyz Republic, Tajikistan, Turkmenistan, 
and Uzbekistan. 

• The Pacific comprises Cook Islands, Fiji Islands, Kiribati, Republic of the Marshall Islands, Federated 
States of Micronesia, Nauru, Papua New Guinea, Samoa, Solomon Islands, Democratic Republic of 
Timor-Leste, Tonga, Tuvalu, and Vanuatu.

• Unless otherwise specified, the symbol “$” and the word “dollar” refer to US dollars. Currency 
abbreviations are given in Statistical Appendix Table A19.

The Statistical Notes give a detailed explanation of how data are derived.
ADO 2006 is based on data available up to 15 March 2006.

http://web.worldbank.org/WBSITE/EXTERNAL/DATASTATISTICS/0,,contentMDK:20421402~pagePK:64133150~piPK:64133175~theSitePK:239419,00.html
http://web.worldbank.org/WBSITE/EXTERNAL/DATASTATISTICS/0,,contentMDK:20421402~pagePK:64133150~piPK:64133175~theSitePK:239419,00.html


Acronyms and abbreviations

AFTA	 ASEAN	Free	Trade	Area
ASEAN	 Association	of	Southeast	Asian	Nations
ATC	 Agreement	on	Textiles	and	Clothing
CAR	 Central	Asian	republic
CEPA	 Closer	Economic	Partnership	Arrangement
CPI	 consumer	price	index
CY	 calendar	year
DMC	 developing	member	country
EU	 European	Union
FDI	 foreign	direct	investment
FY	 fiscal	year
GATT	 General	Agreement	on	Tariffs	and	Trade
GDP	 gross	domestic	product
GEMAT	 General	Equilibrium	Model	of	Asian	Trade
GNP	 gross	national	product
GSP	 Generalized	System	of	Preferences
GST	 goods	and	services	tax
IMF	 International	Monetary	Fund
IT	 information	technology
Lao	PDR	 Lao	People’s	Democratic	Republic
MFA	 Multifibre	Arrangement
NAMA		 Non-Agricultural	Market	Access
OECD	 Organisation	for	Economic	Co-operation	and	Development
OPEC	 Organization	of	the	Petroleum	Exporting	Countries
PBC	 People’s	Bank	of	China
PRC	 People’s	Republic	of	China
PRGF	 Poverty	Reduction	and	Growth	Facility
R&D	 research	and	development
RBI	 Reserve	Bank	of	India
SARS	 severe	acute	respiratory	syndrome
SME	 small	and	medium	enterprise
SOCB	 state-owned	commercial	bank
SOE	 state-owned	enterprise
T&C	 textiles	and	clothing
UN	 United	Nations
US	 United	States
VAT	 value-added	tax
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Developing Asia and the world

Developing Asia and the Pacific:  
Performance and prospects

Economic growth in developing Asia and the Pacific surprised on the upside in 2005. In September last 
year, the Asian Development Outlook (ADO) 2005 Update forecast aggregate regional growth of 6.6%. The 
ADO 2006’s estimate of growth is now 7.4%, well above the average rate of growth in the region since 
2000. If purchasing power parity weights, rather than weights based on market exchange rates, are used 
to aggregate over countries, regional growth in 2005 is estimated to have been even faster, at 8.0%. With 
the release of revised gross domestic product estimates for 2004 in a number of countries, growth in 
2004 has now been raised to 7.8%, from 7.4% in the ADO 2005 Update.

On the basis of a broadly favorable outlook for the international economy, the continuing trend 
toward improved economic management and performance, and apparent resilience to high oil prices, 
the ADO 2006 revises up its aggregate growth projection for 2006, and, to a lesser extent, for 2007 
(Figure 1.1.1). Aggregate regional growth of 7.2% is now expected in 2006, easing to 7.0% in 2007. But 
risks remain, and could yet unsettle a generally positive outlook. These risks include the possibility of a 
disorderly unraveling of global payments imbalances (which are still widening), heightened protectionist 
trade pressures, yet higher oil prices, and the possibility of an antigen shift of the avian flu virus into the 
human population.

Performance in 2005
Headline growth in developing Asia is heavily influenced by the 
performance of the People’s Republic of China (PRC) (which carries a 
weight of about 37%), and by India and the Republic of Korea (Korea) 
(which have a combined weight of 30% of regional income) (Figure 1.1.2). 
In the PRC, following back-to-back years of double-digit expansion, 
growth dipped below 10% in 2005, but only fractionally. Booming exports 
and investment continued to propel demand, and growth of industrial 
output accelerated. In India, growth surged to 8.1%, underpinned 
by strong performances in industry and services, and a rebound in 
agriculture from a weak performance in 2004. Although Korean growth 
slipped in 2005, consumption demand recovered in the latter part of the 
year to lift the annual average to 4%.

1.1.1 GDP growth, developing Asia
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Other countries, too, saw positive developments. In 2005, Pakistan 
grew faster than at any time in the past two decades (its fiscal year 
ended on 30 June 2005). Its performance was helped by an exceptional 
agricultural harvest, but the industry and services sectors also showed 
some vigor. In 2005, growth once again climbed in Cambodia, 
Lao People’s Democratic Republic, and Viet Nam, and was faster than at 
any point since 1999 in all three countries. In Central Asia—a net oil and 
gas exporter—high oil prices supported double-digit economic expansion. 
Although growth in the Pacific remains seriously constrained, 2005 was 
better than most recent years. Solomon Islands consolidated its recovery 
process, and Samoa enjoyed its fastest growth in 4 years. The benefits of 
high oil prices enjoyed by Papua New Guinea and Timor-Leste, both net 
exporters of oil, buttressed the Pacific average.

Resilience was another theme in 2005. The impact of high oil prices 
on growth appears to have been muted. Developing Asia is not only a 
large net oil importer, it is also a comparatively energy inefficient region 
(ADO 2005 Update). In 2005, oil prices were on average about 42% higher 
than in 2004, yet regional growth slowed by just 0.4 of a percentage 
point. And despite the horrific loss of life caused by the December 2004 
tsunami, economic growth in Indonesia and Sri Lanka in 2005 improved 
on 2004’s performance. Pakistan’s tragic earthquake is unlikely to have 
much impact on its economic performance in FY2006. Across the region, 
the number of human deaths from avian flu has now risen to 103 (as of 
17 March), but the main economic impact of the virus has so far been 
confined to the poultry sector. Although this sector is small in most 
countries, poor farmers are the people bearing the brunt of income losses.

Various factors help explain why oil prices did not make a large 
dent on regional growth in 2005. To the extent that fuel prices are 
either directly or indirectly subsidized, as they still are in many Asian 
developing countries, producers and consumers have been shielded from 
the need to make adjustments. In both the PRC and India, and in a 
majority of other countries, the pass-through of higher border prices to 
retail fuel prices was far from complete (Box 1.1.1). Unrelated factors that 
supported growth in 2005, such as better agricultural harvests in some 
countries, also helped mask the impact of higher oil prices. In countries 
that allowed faster and fuller pass-through, such as Indonesia and 
Thailand, there is clearer evidence that rising oil prices did in fact pinch 
growth. But the resources released by reduced subsidies are now available 
for programs that can sustain growth over the longer run, including 
investments in health, education, and physical infrastructure. 

For some countries, 2005 proved a difficult year. The Maldives 
economy contracted. This small island’s tourist industry was laid low by 
the destruction caused by the tsunami, and has yet to recover fully. The 
economy of the Kyrgyz Republic also contracted. Political dislocation 
and production difficulties at a large gold mine took their toll on 
aggregate income. In other countries, growth slowed. In Thailand, the 
conjunction of the tsunami, an unusually poor agricultural harvest, and 
political uncertainty linked to disruption in the south slowed growth. In 
the Philippines, too, bad weather hit agricultural growth and political 
uncertainty crimped investment. Toward the end of 2005, growth slowed 

1.1.2 �GDP �growth �(%)
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Since 2002, international fuel prices have been on an 
uptrend, cumulatively rising by close to 150%. The average 
price of Brent crude has climbed from $25 per barrel in 
2002 to $62 per barrel in 2006 (as of 15 March). Average 
prices of diesel and kerosene in the New York market 
have soared higher than that of Brent crude, increasing 
from about $0.18 per liter to $0.48 per liter over that 
period. Meanwhile, the hike in prices of unleaded 
gasoline, both regular and premium, has been much less 
than that of Brent crude. Average unleaded gasoline prices 

are now $0.42–0.46 per liter, compared with $0.18–0.21 
per liter in 2002.

While fuel prices in the international market are 
continuing to move up, governments in many parts 
of developing Asia have limited the rises in domestic 
retail fuel prices, shielding domestic consumers from 
higher costs. As a result, many Asian governments are 
facing increasing fiscal stresses brought about by direct 
or indirect subsidy provision. Bangladesh, India, Nepal, 
and Sri Lanka all adjusted retail prices upward in 2005. 

Diesel Super gasoline

Retail fuel prices of Luxembourg = approximate minimum entrance level for 10 European Union accession countries. 
Retail fuel prices in the United States = average cost-covering retail prices including industry margin, VAT, and  approximately 10 US cents for 
the two road funds (federal and state). This fuel price, as it has no other specific fuel taxes, may be considered the international minimum 
benchmark for a nonsubsidized road transport policy.
Crude oil prices on the world market (Brent at Rotterdam).

50 100 150 200050100150200

4076107 40 77 125

Sources: National press reports; surveys by ADB resident missions; Fuel Price Report, February 2006, available:
http://www.theaa.com/onlinenews/allaboutcars/fuel/2006/February2006.doc; Energy Information Administration, available:
http://www.eia.doe.gov, downloaded 22 March 2006.
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Nevertheless, these countries continue to have relatively 
large direct or indirect subsidies (in relation to gross 
domestic product), mainly due to large subsidization of 
household-use products such as kerosene and liquefied 
petroleum gas. Governments have indicated that subsidies 
will be reduced in 2006 and 2007. The PRC raised gasoline 
and diesel ex-refinery prices in March 2006.

The box figure, which provides an indication of the 
extent of government subsidies, shows retail prices of 
transportation fuels—super gasoline and diesel—during 
the first 2 weeks of February 2006 for selected developing 
Asian economies. Following the methodology adopted 
by the German Technical Cooperation (GTZ), the box 
figure shows three sets of colored vertical lines defining 
benchmark prices (see Box 3.4 of the Asian Development 
Outlook 2005 Update). The red lines (40 US cents per 
liter) indicate the cost per liter of crude oil, which was 
$63 per barrel at that time. The green lines are the US 
retail prices plus 10 US cents per liter of taxation for 
road infrastructure (77 US cents per liter for gasoline and 
76 US cents per liter for diesel). The yellow lines represent 
Luxembourg product prices (125 US cents for gasoline and 
107 US cents for diesel). Only Hong Kong, China and the 
Republic of Korea priced their gasoline and diesel close to 
the yellow benchmark lines of Luxembourg.

For gasoline, a large number of economies (14) in 
developing Asia charged the US retail price benchmark 
or more, while a smaller number (5) charged the US 
retail price benchmark net of the 10 US cents allowance 
for taxation. This does not necessarily indicate that full 
cost recovery was practiced in these countries’ pricing 
mechanisms, as cost recovery depends on refining 
and distribution efficiency as well as on infrastructure 
maintenance costs. Economies pricing up to the green 
benchmark line likely recovered at least their crude and 
refining costs. 

Indonesia used to cover only crude costs, but even 
as gasoline prices were put up by 149% since February 
2005, retail prices remained below the green benchmark 
line. In Turkmenistan, which is one of the net oil and 
gas exporters of Central Asia, retail prices covered a very 

small fraction of crude costs. Azerbaijan priced almost 
up to the red benchmark line. Malaysia and Uzbekistan 
covered crude oil costs, but retail prices remained heavily 
subsidized. In late February 2006, gasoline prices were 
raised by 19% in Malaysia, but the Government estimates 
that the new prices would be 28% higher still if subsidies 
were removed. Retail prices in Myanmar fell short of crude 
oil costs, even as gasoline prices were raised more than 
eightfold in October 2005 to curb a thriving trade in the 
black market.

For diesel, several countries—Azerbaijan, Kazakhstan, 
Malaysia, Myanmar, Turkmenistan, and Uzbekistan—
charged less than the indicative crude costs. As with 
gasoline, most of the countries that did not charge up 
to the red benchmark line are oil producers and net oil 
exporters. Myanmar, despite having lifted diesel prices 
more than ninefold in the last quarter of 2005, still has 
heavily subsidized retail prices. Malaysia estimates that 
domestic retail prices of diesel would be 25% higher 
if government subsidies were removed. Still, another 
19 countries did not price up to the US retail price 
benchmark. 

More economies provided greater subsidies for diesel 
than for gasoline. This is because diesel is commonly used 
by public utility vehicles, and the poor stand to benefit 
from the subsidy by way of lower transport fares. However, 
an unintended effect is that private car owners who use 
diesel-run vehicles also benefit from the government 
subsidy.

Since 15 February 2006, crude oil prices have risen 
further, but these increases have not been fully reflected 
in domestic retail prices of most developing Asian 
economies. Instead, subsidy bills continue to grow, fuel 
tax revenues are generally on the slide, and losses of state 
owned and controlled petroleum distribution companies 
continue to rise.

Sources: Surveys by ADB resident missions; Fuel Price Report, 
February 2006, available: http://www.theaa.com/onlinenews/
allaboutcars/fuel/2006/February2006.doc; Datastream; Energy 
Information Administration, available: http://www.eia.doe.gov; 
national press reports.

sharply in Indonesia as the impact of reductions in fuel subsidies caused 
inflation to jump and rising interest rates sapped domestic demand. 

Inflation in developing Asia moderated a little in 2005, but the picture 
varied across subregions and countries (Figure 1.1.3). Inflation eased in 
both East Asia and South Asia, largely as a result of favorable agricultural 
developments that subdued rises in food prices. But it accelerated in 
Southeast Asia and in Central Asia on account of higher oil prices, 
though for different reasons. In Southeast Asia, higher oil prices added 
to costs that percolated through to prices, while in Central Asia inflation 
was spurred by the impact of a booming oil sector on demand, as 

http://www.theaa.com/onlinenews/allaboutcars/fuel/2006/February2006.doc
http://www.theaa.com/onlinenews/allaboutcars/fuel/2006/February2006.doc
http://www.eia.doe.gov
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government spending expanded and oil wealth filtered through to other 
parts of the economy. 

Across the region, the monetary authorities took steps to respond to 
the threat of heightened inflationary expectations. Policy interest rates 
were raised in quite a few economies, including Azerbaijan; Bangladesh; 
India; Indonesia; Kazakhstan; Korea; Malaysia; Pakistan; Philippines; 
Sri Lanka; Taipei,China; and Thailand. Nevertheless, real interest rates 
remained quite low.

In most countries, fiscal positions in 2005 remained little changed 
relative to 2004. However, measures to limit growth of expenditure helped 
reduce the deficit in the Philippines, and in India fast growth helped buoy 
fiscal revenues. In Indonesia and Malaysia, public expenditure targets 
were missed because of slow disbursements on planned investments. 
In Pakistan, a larger deficit reflected a sharp increase in development 
expenditures aimed at sustaining growth. In some countries, the fiscal 
cost of fuel subsidies have triggered cuts in their levels, with subsidies 
on gasoline reduced the most and those on diesel and kerosene less so. 
Thailand moved to eliminate gasoline and diesel subsidies altogether. In 
October, the Indonesian Government slashed subsidies. Other countries 
have moved more slowly. In Bangladesh, PRC, and India, liabilities 
accumulated on the balance sheets of state-owned oil distribution 
companies that purchase fuel at world prices but that are compelled to 
sell in domestic markets cheaply. These losses must eventually be met by 
taxpayers.

Developing Asia’s trade surplus with the rest of the world widened by 
$52 billion in 2005 to $192 billion; the PRC’s trade surplus alone widened 
by about $74 billion. Had oil prices not risen, Asia’s trade surplus would 
have been much larger. Although the growth of merchandise exports 
from the PRC tailed off a little in 2005, imports grew at only half of 
their 2004 pace. Slower import growth in 2005 reflected an expansion 
of domestic capacity that replaced imports of some commodities and, 
possibly, a drawdown of inventories of imported commodities that had 
been accumulated in earlier years. Korea’s trade surplus in 2005 almost 
matched 2004’s as large-scale enterprises continued to perform strongly 
in overseas markets. In Southeast Asia, an overall rise in the current 
account surplus disguised a widening trade deficit in both the Philippines 
and Thailand. Central Asia posted a 75% increase in its trade surplus as 
a result of higher oil prices. In South Asia, trade deficits widened in all 
countries but Bangladesh and Nepal (Figure 1.1.4).

Generally, current account movements in 2005 tracked closely those 
of the trade balance. But strong remittance inflows in Bangladesh, 
Pakistan, and Philippines in 2005 either offset or reversed trade deficits. 
To some degree, remittances were buoyed by strong oil revenues in the 
Middle East, which is host to many immigrant workers from Asia. As a 
percentage of gross domestic product (GDP), the current account surplus 
widened in East Asia, and narrowed in Southeast Asia (Figure 1.1.5). 
In Central Asia, the deficit switched to a surplus. South Asia’s current 
account deficit widened substantially. Largely as a consequence of current 
account surpluses, developing Asia’s foreign exchange reserves increased 
in 2005 to around $1.86 trillion (Box 1.1.2). Foreign direct investment 
(FDI) inflows in 2005 remained brisk but were a little less than in 2004, 
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Developing Asia’s foreign exchange reserves rose by about $252.4 billion 
during 2005 to $1.86 trillion at year-end, according to preliminary data 
(Box table). Despite its size, the advance was much lower than the 
$369.4 billion seen in 2004, and represented a break in the increasingly 
outsized gains made by the region since 2001 (Box figure 1). Only a 
handful of countries recorded declines in reserves in either year and 
they were marginal. The lower accumulation in 2005 was due mainly 

to smaller reserve increases 
among large holders such 
as India; Republic of Korea; 
Malaysia; Singapore; and 
Taipei,China. Early balance-
of-payments data suggest that 
these smaller gains reflect 
developments in the capital 
and financial accounts rather 
than in the current account. 

The absolute increase 
in the People’s Republic 
of China (PRC) in 2005 
was about the same as in 
2004, despite a marked 
improvement in its current 

account surplus for the year. At $819 million, the PRC accounted for 
about 44% of developing Asia’s stock of foreign exchange reserves at 
end-2005, up from about 27% at end-2001, accumulating about 56% of 
the region’s increase in reserves over this period.

Box figure 2 indicates that the region’s share in the United States 
(US) merchandise trade deficit remained essentially stable in 2005—as 
it has since 2000. Within this trend, the PRC has gained share. This 

is in contrast to Southeast 
Asia, reflecting both the 
country’s development as 
the lowest-cost producer 
of many goods and the 
growth of intraregional trade 
(which features exports of 
components and supplies to 
the PRC for assembly into 
goods for export). 

In 2005, developing Asia’s 
trade deficit with the US 
amounted to $289.6 billion, 
or 37.8% of the total 
US trade deficit, up by 
0.6 percentage points from 

2004. In East Asia, the PRC accounted for $201.6 billion, or 26.3% of 
the total deficit, up by 1.4 percentage points, while the share of Korea 
and Taipei,China fell by a combined 1.2 percentage points, to produce 
a net 0.2 percentage point increase for the subregion. A deeper US 
trade deficit with Southeast Asia accounted for nearly all the balance 
(0.4 percentage points) of 2005’s increase. 

1.1.2 Developing Asia’s foreign exchange reserves and the United States trade deficit
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Foreign exchange reserves ($ billion)

Stock 
end-2005

Change over the year
   2005          2004

Central Asia 8.7 -2.0 4.9

Armenia 0.7 0.2 0.1

Azerbaijan 1.2 0.1 0.4

Kazakhstan 6.1 -2.4 4.2

Kyrgyz Republic 0.6 0.1 0.2

Tajikistan 0.2 0.0 0.0

East Asia 1,406.8 233.2 290.6

China, People's Rep. of 818.9 208.9 206.7

Hong Kong, China 124.2 0.7 5.2

Korea, Rep. of 210.0 11.8 43.7

Mongolia 0.4 0.2 0.0

Taipei,China 253.3 11.6 35.1

South Asia 148.1 6.3 27.1

Bangladesh 2.8 -0.4 0.6

Bhutan 0.4 0.1 -0.1

India 131.0 5.9 27.5

Maldives 0.2 -0.0 0.0

Nepal 1.5 0.0 0.2

Pakistan 9.8 0.3 -1.1

Sri Lanka 2.5 0.4 -0.1

Southeast Asia 297.0 15.0 46.5

Cambodia 1.0 0.0 0.1

Indonesia 32.8 -1.9 -0.0

Lao People's Dem. Rep. 0.2 0.0 0.0

Malaysia 72.0 6.6 21.9

Myanmar 0.8 0.1 0.1

Philippines 15.8 2.8 -0.5

Singapore 115.3 3.8 16.5

Thailand 50.5 2.0 7.5

Viet Nam 8.6 1.6 0.8

The Pacific 1.4 -0.0 0.2

Fiji Islands 0.3 -0.1 0.1

Micronesia, Fed. States of 0.0 -0.0 -0.0

Papua New Guinea 0.7 0.1 0.1

Samoa 0.1 -0.0 0.0

Solomon Islands 0.1 0.0 0.0

Tonga 0.0 -0.0 0.0

Vanuatu 0.1 0.0 0.0

Developing Asia 1,862.0 252.4 369.4

Note: Foreign exchange reserves exclude gold, special drawing 
rights, and the reserve position in the International Monetary 
Fund. 

Sources: International Monetary Fund, International Financial 
Statistics, and Asian Development Bank staff estimates.

http://ifs.apdi.net/imf/ifsbrowser.aspx?branch=ROOT
http://ifs.apdi.net/imf/ifsbrowser.aspx?branch=ROOT
http://www.cbc.gov.tw/EngHome/Eeconomic/Statistics/FS/history/ERESERVE-H.xls
http://www.cbc.gov.tw/EngHome/Eeconomic/Statistics/FS/history/ERESERVE-H.xls
www.census.gov
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while portfolio inflows climbed sharply. However, 2005 saw net credit 
outflows, prompted perhaps by revised expectations of the likelihood of 
regional currency appreciation. 

Developing Asia’s aggregate current account surplus mirrors an excess 
of Asia’s saving over investment. This has been referred to as a “savings 
glut,” but as the ADO 2005 Update noted, outside the PRC, widening 
surpluses are more closely associated with stunted levels of investment. 
In 2004, evidence of a broad pickup in business investment was observed, 
particularly in South Asia and Southeast Asia. The PRC’s investment 
rate, which has trended up for over two decades, also increased in 2004. 
But in 2005, investment performance was somewhat mixed. Yet again, 
the aggregate investment rate rose in the PRC, despite the presence of 
substantial excess capacity in some sectors. In South Asia, investment 
rates remained largely unchanged on 2004. In Southeast Asia, investment 
spurted in Thailand and its ratio to GDP increased by 4.5 percentage 
points. In Indonesia, the investment rate held steady. Investment rates fell 
in Malaysia, Philippines, and Singapore. With the exception of Cambodia, 
PRC, and Viet Nam, investment rates in East Asia and Southeast Asia are 
still well below their average precrisis levels (Figure 1.1.6).

On the eve of the abolition of quotas on textiles and clothing on 
31 December 2004, concerns had been expressed that some countries in 
developing Asia could lose significantly (for example, Mlachila and Yang 
2004). The textile and clothing industry is an important source of foreign 
exchange revenue, income, and employment in many of Asia’s developing 
countries. A detailed examination of the impact of the end of the quota 
regime is provided in Textiles and clothing in the post-quota era: The 
outlook for Asian suppliers, later in Part 1, drawing on recent European 
Union (EU) and United States (US) customs data on the quantity and 
value of imports from exporting countries. This analysis suggests that 
for competitive, well-positioned Asian suppliers, such as Bangladesh, 
Cambodia, India, Indonesia, and Pakistan, the end of quotas has, overall, 
resulted in expansion and increased market shares, despite reversals in 
some market segments. But for smaller, marginal producers, such as 
Fiji Islands, Mongolia, and Nepal, the end of quotas has meant that it is 
no longer profitable to produce readymade clothes for distant markets 
in Europe and America, and has led to factory closures and downsizing. 
For those countries where unit labor costs are comparatively high, such 
as Malaysia, Philippines, and Thailand, some reductions in market share 
have occurred but prospects have been helped by the reintroduction of 
“safeguard” quotas on the PRC’s textile and clothing exports in the latter 
part of 2005. Viet Nam’s market share also held up in the EU and US. 
The country’s prospects will depend on its World Trade Organization 
(WTO) accession and the development of its intermediate textiles 
industry. 

Outlook for 2006 and 2007
The outlook for developing Asia in 2006 and 2007 will clearly depend 
on global economic prospects (Table 1.1.1). As explained in Prospects for 
the World Economy in 2006–2007, below, these are seen as remaining 
broadly favorable and supportive of growth in the region. Collectively, 
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the major industrial economies are forecast to grow close 
to their potential, and global trade is expected to expand 
at about its recent historical average. The upswing in the 
global electronics cycle, which began in 2005, should 
continue through most of 2006, supporting growth in a 
number of regional economies, in East Asia and Southeast 
Asia especially. Fast growth is again expected in the PRC 
and India. Risks to the regional outlook would, however, be 
mitigated if domestic demand were to play a more supportive 
role going forward. 

The baseline assumptions on which the country 
projections rest are set out in each of the country chapters 
(see Part 2). Although it is difficult to generalize across 
such an expansive and diverse region, it seems reasonable 
to expect that macroeconomic policy settings will remain 
broadly neutral in terms of their impact on demand. In a 
number of countries, interest rates are likely to continue 
to climb in a context where global interest rates are also 
likely to rise. The room for fiscal maneuver is limited in 
many countries of developing Asia. Indeed, in a number of 
countries, it is expected that governments will take measures 
to rein in deficits. In those countries where fuel subsidies are 
directly or indirectly adding to fiscal burdens, subsidies are 
likely to be gradually rolled back and retail prices brought more closely 
into line with border prices. Hidden subsidies to other energy prices, such 
as electricity, may also be gradually removed as the cost of fuel inputs 
rises.

Against a backdrop of favorable global conditions, of marginally 
less accommodative macroeconomic policy settings, and of continued 
adjustments to high oil prices, aggregate growth in 2006 is expected to 
soften a little to 7.2%, and by some more in 2007 to 7.0%. By historical 
standards, these growth rates in developing Asia are robust (Figure 1.1.7). 

In the PRC, growth is set to ease in 2006. In its recently announced 
11th Five-Year Program (2006–2010), the Government has set its sights on 
a lower growth trajectory for the economy. The Government now intends 
to pay more attention to some of the social and environmental stresses 
that have emerged as a consequence of the prolonged rapid growth that 
has largely been concentrated in urban and coastal areas. However, given 
the existence of gaps in market institutions and signaling processes, and 
the difficulties in changing incentives and reining in spending at the local 
level, it is unlikely that the momentum of growth can be slowed quickly. 
Growth of about 9.5% is forecast for 2006, softening to about 8.8% in 2007. 
In Korea, growth in 2006 is expected to accelerate to 5.1%, supported by 
a continued recovery in consumption demand, and strong investment 
demand by large-scale enterprises. A combination of slower growth in the 
PRC and an acceleration of growth in Korea should just about cancel each 
other out, leaving the average for East Asia at about 7.7%, matching 2005’s 
performance. 

India has ambitions to lift its growth rate to over 9% in the medium 
term. This is likely to require that it increase the ratio of its investment 
to GDP and that it raise capital productivity. Both will need determined 

1.1.7 GDP growth, developing Asia
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1.1.1 Selected economic indicators, developing Asia, 
2004–2007

2004 2005 2006 2007

Gross domestic product (annual % change)
Developing Asia 7.8 7.4 7.2 7.0
  Central Asia 10.6 10.9 10.3 9.8
  East Asia 8.3 7.7 7.7 7.1
  South Asia 7.2 7.8 7.3 7.5
  Southeast Asia 6.3 5.5 5.5 5.7
  The Pacific 3.1 2.7 2.9 3.0

Consumer price index (annual % change)
Developing Asia 4.1 3.4 4.0 3.7
  Central Asia 5.8 7.4 7.9 6.3
  East Asia 3.3 2.0 2.4 2.7
  South Asia a 6.2 5.3 6.1 5.4
  Southeast Asia 4.3 6.3 7.3 4.9
  The Pacific 3.4 2.6 2.9 2.8

Current account balance (% of GDP)
Developing Asia 3.6 4.3 3.9 3.4
  Central Asia -1.8 1.7 2.9 4.8
  East Asia 4.3 5.8 5.5 4.8
  South Asia -0.5 -2.3 -3.0 -3.1
  Southeast Asia 6.3 6.1 5.6 5.2
  The Pacific -0.8 -0.6 - -
a India reports on a wholesale price index basis.

Sources: Asian Development Outlook database; staff estimates.
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reform efforts. However, it is unlikely that growth in 2006 can match 
2005’s strong performance. The base effect that lifted agricultural growth 
in 2005 will be removed, the Reserve Bank of India is likely to continue 
to nudge interest rates up over the next 12 months, and the program of 
fiscal consolidation that is now under way is set to continue. As part 
of this program, the economy will likely have to adjust to the effects of 
higher global oil prices so that subsidies can be reduced. In Pakistan too, 
growth is expected to soften as agricultural conditions revert to normal. 
Outside agriculture, particularly in the large-scale industrial sector and in 
services, Pakistan’s economy should continue to perform strongly. Softer 
growth in India and Pakistan will clip the average for South Asia, which 
is put at about 7.3% in 2006, but with some upside potential in 2007 as 
investment expands to relieve infrastructure bottlenecks. 

The performance of Southeast Asia in 2006 and 2007 is likely to change 
little from recent economic performance, with growth projected at 5.5% in 
2006 and rising marginally to 5.7% in 2007. Until there are clear signals 
that inflationary threats have abated, domestic demand in Indonesia 
will probably be contained by high interest rates. Thereafter, possibly in 
the second half of 2006, growth should begin to pick up. Medium-term 
prospects will hinge on an improvement in the business investment 
climate, and on an easing of infrastructure bottlenecks. In Malaysia 
and Thailand, it is expected that public sector investment programs will 
address critical bottlenecks and support growth. Both economies may also 
benefit from the current upswing in the electronics cycle. Over the near 
term, growth in the Philippines is expected to stay largely unchanged. The 
Philippines faces a difficult reform agenda, which has upfront costs but 
which should deliver durable benefits over the longer term. 

As a net oil exporter, Central Asia will continue to benefit from high 
oil prices. Robust growth in Kazakhstan should continue. Azerbaijan in 
2005 became one of the fastest-growing economies in the world, with 
momentum set to build further as new investments in oil and gas fields 
and export pipelines come into full operation. An important challenge 
in Azerbaijan and in other oil-exporting countries is to manage windfall 
gains in a way that provides a basis for balanced and sustainable growth 
over the long term. Uzbekistan has enjoyed strong growth in the past 2 
years and this momentum will likely be carried forward, aided by greater 
FDI. Growth in the Kyrgyz Republic, which is a net oil importer, should 
bounce back after 2005’s difficulties. In both 2006 and 2007, growth in 
Central Asia is expected to remain close to 10%. 

In the Pacific, high oil prices will help sustain subregional growth in 
2006 as both Papua New Guinea and Timor-Leste are comparatively large 
economies and net oil exporters. Timor-Leste will see growth boosted by 
higher public investment financed by petroleum revenues. In contrast, 
Papua New Guinea’s growth prospects remain hobbled by a difficult law-
and-order situation. The small economies, which are entirely dependent 
on fuel imports, will continue to face pressures, but Solomon Islands is 
expected to consolidate its recovery. In the Fiji Islands, growth of tourism 
and opportunities in some niche sectors will help offset difficulties 
created through the loss of clothing quotas and reductions in sugar 
subsidies by the EU. Growth in the Pacific is predicted to remain at about 
3.0% in 2006 and 2007. 

1.1.8 Inflation, developing Asia
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The inflation outlook for developing Asia in 2006 and 2007 
is generally favorable (Figure 1.1.8). In most countries, authorities 
are expected to respond adroitly to inflationary threats. Slowing 
price inflation—or even declining prices—for commodities, a mild 
appreciation of regional currencies, and stiff competition in the market 
for manufactured goods are all likely to help keep price rises in check. 
However, a gradual pass-through of earlier oil price rises seems set to 
continue in 2006 and will seep into inflation numbers. Food prices may 
also rise if agricultural conditions turn out to be less favorable than in the 
recent past. For these reasons, inflation is expected to edge up in some 
countries, but should pose little threat to overall prospects. As the impact 
of earlier oil price rises should have largely faded by 2007, and higher 
interest rates will have had more time to work on demand, it is envisaged 
that inflationary pressures will subsequently recede. Further sharp rises 
in oil prices would, of course, pose a risk to the outlook for inflation.

Developing Asia is expected to continue to run a substantial current 
account surplus over the next 2 years (Figure 1.1.9). As a proportion of 
GDP, though, it is likely that the current account surplus will begin to 
edge down (Figure 1.1.10). In the PRC, measures to support domestic 
demand and greater exchange rate flexibility should start to narrow its 
trade and current account surpluses. Korea’s current account surplus 
may also close as domestic demand plays a stronger role in supporting 
growth. In South Asia, deficits are likely to persist or may even widen as 
large infrastructure projects get under way. Thailand, which ran a current 
account deficit in 2005 for the first time since 1997, is expected to maintain 
deficits in 2006 and 2007 as domestic investment picks up further. 

A narrowing current account surplus suggests that, on average, 
domestic demand will play a more important role in supporting growth 
in developing Asia in 2006 and 2007. In some countries, the growth of 
consumption spending is set to pick up and, in others, there is greater 
optimism about investment. Public investment programs will be ramped 
up in some countries to address deficits in areas such as roads, ports, 
power, and the environment. Ongoing efforts to improve the business 
climate for private investment, and improved corporate balance sheets, 
should also contribute to capital spending. 

The moves toward greater currency flexibility against the US dollar 
taken by the PRC and Malaysia in 2005 have so far resulted in only small 
appreciations of the dollar value of their currencies. In recent months, 
the Korean won and the Singapore dollar have appreciated by more. The 
likelihood of continued current account surpluses, robust FDI inflows, 
and—possibly—sustained portfolio interest in developing Asia is likely to 
keep exerting pressures for an appreciation of many regional currencies 
through 2006. Additional exchange rate flexibility of key currencies would 
help adjustments and could give a fillip to domestic demand. 

Medium-term prospects and challenges
The medium-term outlook (2006–2010) for developing Asia is broadly 
favorable. The region benefits from its geography and demographics, and 
from the conviction among leading policy makers that integration with 
the global economy will be beneficial. Nevertheless, further progress 
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cannot be taken for granted and, in many countries, sustaining growth 
will require a concerted effort on reforms. Not only will reforms expand 
opportunities, but they should also help economies better cope with any 
future turbulence and shocks that they may have to face. 

Part 2 of ADO 2006 notes that a key challenge (outside the PRC) is 
to raise investment rates to sustain or accelerate growth. More public 
sector resources will be needed to help close gaps in physical and social 
infrastructure provision. This is likely to require taxation and other 
revenue reforms, as well as closer scrutiny of what governments spend 
public money on. Closer partnerships will also be needed between 
the private and public sectors to meet burgeoning infrastructure 
needs, though the private sector will not find partnerships attractive 
if they entail unreasonable risks. At one level, risks can emanate from 
macroeconomic instability. At another, inadequate legal and regulatory 
provision, and unreliable enforcement, represent a deterrent to private 
investment. The absence of markets in long-term debt and in instruments 
for hedging and managing risk also impede private investments in 
projects where revenue streams extend far into the future. And there is 
still much that can be done to improve the climate for small domestic 
private entrepreneurs, including simplifying business registration 
processes (Table 1.1.2). 

A later section in Part 1, The Doha Development Agenda, asks: What is 
at stake for developing Asia in the Doha Round trade talks? It makes the 
point that the region has a strong interest in a positive conclusion to the 
Doha Round, and that developing countries in Asia can contribute to this. 
This is likely to require them to trade off concessions on liberalization in 
“sensitive” sectors for expanded market access in other sectors, special 
assistance to support structural adjustment, and measures to ensure that 
poor countries can actually get their exports to market. The benefits of 
trade liberalization will be maximized where complementary domestic 
reforms ensure positive supply responses to changes in relative prices. The 
idea that there can be a “round for free” for least-developed countries is 
misplaced. These countries will only benefit from the Doha Round if they 
take an active part in the talks. Although meaningful trade liberalization, 
particularly in agriculture, can do much to help expand opportunities 
for the poor, in some cases safety nets may be needed to provide social 
protection and mitigate adjustment costs. 

Part 3 of ADO 2006 looks beyond the Doha Round and examines 
the opportunities offered by possible multilateral, regional, and bilateral 
routes to trade liberalization in Asia (see also Box 1.1.3 in this section). 
There has been a close association between burgeoning trade, FDI, and 
deepening regional trade integration, particularly in East Asia and 
Southeast Asia. The evidence, however, suggests that these processes are 
being driven more by technology, markets, and the private sector than 
by formal preferential trading agreements such as the Association of 
Southeast Asian Nations (ASEAN) Free Trade Area (AFTA). Looking 
to the future, opportunities for trade creation in Asia as well as in the 
rest of the world would be maximized by a multilateral approach to 
liberalization, especially one that includes low-income Asian countries 
that are currently outside the WTO framework. 

Developing countries in Asia are now, though, being swept along on 

1.1.2 Ease of doing business

Rank Economy

2 Singapore
7 Hong Kong, China

20 Thailand
21 Malaysia
27 Korea, Rep. of
31 Maldives
34 Fiji Islands
35 Taipei,China
36 Tonga
39 Samoa
45 Kiribati
46 Armenia
48 Marshall Islands, Rep. of
49 Vanuatu
50 Palau, Rep. of
53 Solomon Islands
55 Nepal
56 Micronesia, Fed. States of
60 Pakistan
61 Mongolia
64 Papua New Guinea
65 Bangladesh
75 Sri Lanka
84 Kyrgyz Republic
86 Kazakhstan
91 China, People’s Rep. of
98 Azerbaijan
99 Viet Nam

104 Bhutan
113 Philippines
115 Indonesia
116 India
122 Afghanistan
133 Cambodia
138 Uzbekistan
142 Timor-Leste, Dem. Rep. of
147 Lao People’s Dem. Rep.

Note: The ease of doing business index ranks 
economies from 1 to 155 and is calculated as 
the ranking on the simple average of country 
percentile rankings in each of the following 
indicators (covered in Doing Business in 2006): 
(i) starting a business, (ii) dealing with licenses, 
(iii) hiring and firing workers, (iv) registering 
property, (v) getting credit, (vi) protecting 
investors, (vii) paying taxes, (viii) trading across 
borders), (ix) enforcing contracts, and (x) closing a 
business.

Source: Doing business web site, available: http://
www.doingbusiness.org/EconomyRankings/, 
downloaded 24 March 2006.

http://www.doingbusiness.org/EconomyRankings/
http://www.doingbusiness.org/EconomyRankings/
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Developing Asia’s trade in goods and services has grown 
at an unrivalled rate. Between 1984 and 2004, the region’s 
exports expanded almost 10-fold. Over the same period, 
it enjoyed rapid growth of income, and made significant 
gains in terms of poverty reduction and other social 
objectives. Of course, aggregate regional trends mask 
considerable geographic diversity. East Asia led the way 
and began experimenting with trade liberalization in the 
1960s. Gradually, these experiments were broadened, 
and East Asia was followed by Southeast Asia and 
more recently by the People’s Republic of China. These 
experiences have had a powerful demonstration effect and 
South Asia is now embarking on its own liberalization 
agenda. In Central Asia, trade has grown from a low base, 
after a virtual dissolving of economic structures at the 
breakup of the Soviet Union. In the small Pacific states, 
location and size have been an impediment to deeper 
integration. 

It would be naïve to suggest that trade liberalization 
can of itself ignite and sustain growth, but the balance of 
evidence (Winters 2004) provides a strong “presumption” 
that trade liberalization has been an important element 
in a broader package of factors that has helped lift 
productivity and incomes in developing Asia. One 
reason for this is, perhaps, that trade openness stimulates 
investment by expanding markets abroad and by reducing 
the cost of imported machinery. Another is that trade 
liberalization may help trigger or “lock in” other beneficial 
institutional and policy changes. In contrast, significant 
trade protection has never been associated with fast 
economic growth for extended periods of time. 

Part 3 develops the point that growing trade integration 
within Asia, and between Asia and the rest of the world, 
reflects a confluence of factors. Trade integration has been 
driven both by multilateral and unilateral liberalization 
initiatives, on the one hand, and by technological changes 
and market opportunities that have created new avenues 
for trade, on the other. Developing Asia benefited from 
expanded market access for manufactured goods that 
resulted from multilateral trade liberalization under the 
sponsorship of the General Agreement on Tariffs and 
Trade and then the World Trade Organization (WTO). 
But in East and Southeast Asia, unilateral efforts to 
liberalize trade were critical and helped pave the way for 
foreign direct investment looking for low-cost, export-
production platforms. These trends were apparent before 
the establishment of preferential trade agreements, such 
as the Association of Southeast Asian Nations Free Trade 
Area. Other evidence (ADB 2002) suggests that, unlike 
in North America and Europe, preferential agreements in 
developing Asia have had little impact on trade integration. 

Yet the landscape of preferential trade agreements is 
changing globally and in Asia. Perhaps disillusioned by 
the slow pace of progress on multilateral liberalization 
trade talks, policy makers in recent years have generated 
an avalanche of bilateral trade agreements that have 
been notified to WTO. Increasingly, these bilateral 
agreements will influence the volume and pattern of 
trade and investment flows, globally and within Asia. 
Such agreements liberalize trade on a reciprocal basis 
between two countries and their scope can go beyond 
WTO mandates to include investment, trade in services, 
and other issues, including trade facilitation. Essentially, 
like-minded partners can agree on anything they would 
like to, provided that this does not abrogate their WTO 
obligations. The potential that bilateral agreements have 
to expand into areas not yet covered in multilateral 
agreements holds promise for gains. But bilateral 
agreements are also inherently discriminatory, leaving 
countries that do not receive preferences at a disadvantage 
to those signing up to them. 

Asia is well represented in the array of bilateral 
agreements that are now in force or are currently 
in negotiation. Many of these actual and potential 
agreements are between Asian countries and countries 
from other regions. Asia’s “noodle bowl” is not only filling 
up quickly, it is spilling across regional boundaries. It 
seems unlikely that bilateralism is a route that will lead to 
a larger Asian free trade area (with or without extending 
benefits to third parties on a most-favored-nation basis). 
A more likely scenario is one in which large Asian trading 
“hubs” negotiate bilateral deals with smaller, isolated 
trading “spokes,” but in which the spokes are not linked 
through reciprocal deals with each other. 

In Part 3, a general equilibrium model of the global 
economy that focuses on Asia’s trade (GEMAT) is used 
to compare and contrast the potential offered to Asia by 
multilateral, regional, and bilateral approaches to trade 
liberalization. The results are striking and illustrate the 
possibility of significant trade diversion under bilateralism, 
and a polarization of benefits favoring large trading hubs 
to the detriment of small Asian countries. Add to this the 
compliance costs entailed by the expanding noodle bowl 
of overlapping and inconsistent rules of origin, as well as 
the fact that bilateralism can deflect interest and energy 
from multilateral processes, then the potential for harm is 
clearly present.

However, the risk entailed by bilateral agreements 
depends on their intentions, their coverage, and their 
details. It also depends on the underlying political 
dynamics. It is conceivable that bilateral liberalization 
initiatives may move these dynamics in some countries 

1.1.3 Routes for Asia’s trade
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toward more expansive, multilateral liberalization 
efforts, but this is not guaranteed. A more purposeful 
approach may therefore be needed to limit damage and 
maximize opportunities. In Part 3, ways of mitigating the 
potentially damaging impacts of bilateral agreements and 
of leveraging their potential benefits are set out. These 
include assuring wide coverage in terms of goods and 
services, adopting harmonized rules, and leaving open the 
possibility of extending preferences to others. Calculations 
presented there suggest (i) that measures reducing 
trade costs and helping ensure that poorer countries 
can get their goods to market more cheaply—through 
simplification of customs procedures, for example—offer 
considerable benefits, and (ii) that these measures are 
inherently nondiscriminatory. As many poor countries 
do not have the capacity to negotiate and design “full-

blown” bilateral trade agreements, technical assistance 
and cooperation are likely to be needed as part of broader 
“aid-for-trade” approaches.

In the final analysis, significant progress on the 
multilateral liberalization of trade under the aegis of 
WTO could do much to reduce bilateralism’s downside, 
through lowering potential margins of preference on a 
most-favored-nation basis. 
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1.1.3 Routes for Asia’s trade—continued

a rising tide of bilateralism in which countries extend preferences on a 
reciprocal basis, but do not extend liberalization on a most-favored-nation 
basis to others. Despite significant bilateral agreements between countries 
within the Asian region, such as the 2002 Economic Partnership 
Agreement between Japan and Singapore, agreements appear to be driven 
by a wide variety of interests and are not limited by geography. At this 
point, it would be difficult to conclude that bilateralism is a stepping 
stone to deeper integration within Asia or its subregions. Asia’s “noodle 
bowl” is getting full, but it is also spilling across regional boundaries. 
Given the compelling political, strategic, and commercial interests 
that appear to be driving bilateralism, the challenge ahead is to ensure 
that crisscrossing bilateral agreements adhere as closely as possible to 
principles that avoid discrimination and that these agreements reduce 
trade frictions and (nontariff) costs, rather than increase them. Faster 
progress on multilateral liberalization, by narrowing potential margins of 
preference, would also help stem possible harm caused by discrimination 
and complex rules of origin. 

Risks
This generally positive outlook for developing Asia could muddy for 
several reasons. Avian flu continues to spread in bird populations, and 
although it is difficult to quantify what the ultimate economic costs 
would be of a global pandemic among humans, the short-term costs are 
likely to be substantial (Box 1.1.4). Poor countries in Asia would face 
immense challenges in coping with the stresses that would be placed on 
health and social infrastructure and on public services. 

Global payments imbalances are, if anything, likely to widen in 2006, 
and maybe beyond. But encouraging signs of a more balanced profile of 
growth are emerging among the major industrial economies and some 
narrowing of the savings and investment gap in Asia may be in prospect. 
Nevertheless, underlying structural imbalances are unlikely to correct 
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The possibility of an influenza pandemic is a major 
uncertainty facing the region’s economy. Since early 2004, the 
H5N1 influenza virus, commonly known as “avian flu,” has 
been spreading quickly in poultry populations throughout 
the region. Avian flu has been detected in birds in more than 
30 countries, from East Asia (where it originated) to Africa, 
Europe, and the Middle East. It has already severely curtailed 
the export of poultry products from a number of countries 
and has led to the deaths of millions of birds. In economic 
terms, estimated costs are in the range of $10 billion–
$15 billion. Since backyard farming is a major source of 
income for many rural households in the region, avian flu 
has contributed to the already high level of rural poverty. 

Public health experts fear that the H5N1 virus could 
mutate and become a human influenza. Around 200 people 
have caught avian flu directly from infected birds and more 
than half of them have died. Each animal-to-human infection 
raises the possibility that the virus will mutate. As humans 
have no natural immunity against this particular virus, it 
would spread quickly across the globe. What would the 
consequences of a human influenza pandemic be? 

The world has little experience with flu pandemics. In 
the 20th century, there were only three. The first, in 1918, 
killed an estimated 2.5–5.0% of the world’s population in a 
short period. It killed more people than the First World War. 
Two other pandemics were milder, although they did kill 
substantially more people than the normal seasonal flu. 

One thing that all of these flu pandemics had in common 
was that they originated with a form of avian influenza that 
subsequently mutated. If the virus mutates, it will take a 
heavy human toll. The World Health Organization’s most 
optimistic estimates are that it will lead to between 2 million 
and 7 million deaths. Other estimates are significantly higher. 
While the human cost would be substantial, it would also 
have important economic ramifications. 

The severe acute respiratory syndrome (SARS) outbreak 
in 2003 caused a major, albeit short-term, economic shock 
localized in the affected economies. This highlighted the 
importance of psychology on the demand side. 

The Asian Development Bank made projections of 
the impact of a SARS-like demand shock coupled with 
the epidemiological estimates of the World Health 
Organization (available at http://adb.org/Documents/
EDRC/Policy_Briefs/PB042.pdf). These estimates suggest 
that avian flu would lead to a severe economic shock in the 
Asia and Pacific region, with economic consequences in the 
range of $100 billion–$300 billion. At its worse, this would 
essentially halt economic growth for 1 year and throw the 
world into an economic recession, the first global recession 
since 1982. 

While the economic impact of avian flu would be severe, 
in all likelihood it would not be long lasting. Economic 
activity would likely return to “normal” within 1 year 
and reach pre-pandemic levels in 2–3 years. Although the 
aggregate impact of avian flu is likely to be brief, its impact 
would not be felt uniformly. 

Services sectors would be severely affected, as people 
reduce their “face-to-face” contact. Internationally traded 
services, such as tourism, management consulting, and 
international banking, would be especially hard hit. 
Investment decisions would be delayed and trade would slow. 

Economies that have a significant share of services 
in their economies would be the most affected—and the 
impact greater and longer lasting. This includes advanced 
economies, such as Hong Kong, China and Singapore, and 
countries that receive significant international tourism, 
such as Cambodia and Thailand. Larger economies, such as 
People’s Republic of China, India, and Indonesia, are less 
dependent on international trade and so would feel a smaller 
economic impact. 

1.1.4 The economic risk of avian flu

themselves quickly and the possibility remains that a shift in investor 
preferences—which are, after all, volatile—will precipitate a sharp fall in 
the real value of the US dollar. Views about the extent of the required 
depreciation, its timing, and whether adjustments are likely to be smooth 
or sharp, vary widely. The most troubling scenario would be one in 
which the US dollar showed an abrupt and sharp depreciation. This 
would almost inevitably be accompanied by an increase in long-term US 
interest rates. Asia could then get caught in a double bind: not only would 
its exports to US markets become more expensive in US dollar terms, 
but domestic demand in the US could sag under the weight of higher 
market interest rates. As developing Asia is still highly dependent on the 
US as a market for its final goods, as seen in Part 3, this could stall an 
important engine of Asia’s growth. In these circumstances, inflationary 
pressures in Asia would be tempered and monetary policy could be eased, 
but opportunities to support demand through fiscal expansion would 
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be constrained. Better coordination of macroeconomic policies at an 
international level could help mitigate this risk. 

Looking further out, the quality of Asia’s growth poses risks. 
Economic growth has taken a high toll on the environment, to the point 
where threats to water and other resources could increasingly constrain 
growth. The incidence of environmental disasters appears to be increasing 
and this has now captured the attention of policy makers in the PRC and 
in other countries. As Asia continues to modernize and industrialize, it 
must find ways to promote cleaner production and technologies as well as 
greater energy efficiency. Markets and incentives, together with controls 
and regulations, have an important role to play.

Finally, the prospects for developing Asia will be imperiled if 
inequality continues to widen and growth does not provide jobs for its 
massive population. At least 500 million people in the region were either 
unemployed or underemployed in 2005, out of a total labor force of 
1.75 billion. Between 2005 and 2015, another 245 million people will be 
added to the labor force. Developing Asia therefore needs to find almost 
three quarters of a billion new jobs in the next decade. If it fails to do 
this, its growth is unlikely to prove durable over the long run as social 
and other stresses—including badly overcrowded cities—increasingly 
consume resources and constrain opportunities. Ultimately, these jobs 
will not be provided if countries retreat into protectionism and turn their 
backs on trade liberalization, or fail to undertake other complementary 
reforms that will elicit the necessary supply responses. 
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Prospects for the world economy in 2006 and 2007

The world economy demonstrated great resilience in 2005, despite rising oil prices, multiple natural 
disasters, and tight commodity markets. Growth in the United States (US), Japan, and euro zone averaged 
2.7%, slowing from 3.2% in 2004. These figures mask important divergences in growth performance—
a rapid recovery in Japan, strong growth in the US, and a faltering recovery in the euro zone. This 
divergence in economic performance among industrial economies is likely to narrow somewhat in 2006 
and 2007. Asia continued to grow rapidly. 

Overall, the outlook for the world economy in 2006 and 2007 is positive, with annual growth in the US, 
euro zone, and Japan forecast to average 2.7%. Inflation in the Organisation for Economic Co-operation 
and Development (OECD) countries is projected to average approximately 2% over the same period, 
reflecting recent and ongoing monetary tightening in the largest industrial economies. The volume of 
trade is anticipated to grow by around 7% a year in 2006 and 2007. Demand for Asian output is therefore 
expected to remain healthy.

Despite the positive outlook, there are downside risks. These include higher energy prices, growing 
protectionist sentiment in the industrial world, avian flu crossing to humans, and the possibility of sharp 
adjustments in exchange and interest rates induced by widening international payments imbalances. 
The Asian Development Outlook 2006 baseline scenario outlined below assumes that these risks do not 
eventuate over the forecast period.

Outlook for major economies

United States
The US economy grew by 3.5% in real terms in 2005, down from 4.2% in 
2004. Headline consumer price inflation was 3.4%, while prices exclusive 
of food and energy rose by 2.2%. Unemployment fell to 5.1% from 5.5% 
in 2004. Average real hourly earnings fell by 0.4%. Industrial capacity 
utilization rose by 1.5 percentage points year on year to December, to 
81.2%, roughly its long-standing historical average rate from 1972 until 
now. Despite its robust performance, the US economy did not display 
signs of significant overheating. Policy interest rate increases (of which 
there were eight in 2005 and two in the first 3 months of 2006) mark a 
return to a more “neutral” monetary policy, and reflect the need to guard 
against energy price increases and strong demand being built into price 
expectations and wages. Inflationary pressures remain restrained.

Figure 1.2.1 shows the importance of consumer spending in driving 
US growth. US consumption growth has, at least until recently, 
been supported by the wealth effects of rapidly rising house prices. 
Consumption braked in the fourth quarter of 2005, slowing growth 
to 1.6% at a seasonally adjusted annualized rate. Rosier recent retail 
and production figures and tentative improvements in employment 
growth suggest that the fourth quarter results were a temporary dip, 
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related to Hurricane Katrina. However, on the downside, tightening 
monetary policy and long-anticipated effects of higher energy prices are 
probably playing a role as well. The former appears to be contributing 
to a softening of the housing market, while the latter has crowded out 
nonenergy consumer spending from 57.5% of gross domestic product 
(GDP) in the second quarter of 2003 to 55.9% in the fourth quarter of 
2005.

The US twin (fiscal and trade) deficits continue to cause concern. The 
fiscal deficit, exclusive of income on the social security trust fund, fell 
to 4.0% of GDP, as tax revenues outpaced spending growth, but the US 
Congressional Budget Office expects the deficit to widen slightly in 2006. 
The US trade deficit widened to 5.8% of GDP in 2005 from 5.3% in 2004, 
and continues to expand, reflecting faster growth of domestic spending 
over domestic output, and low savings. The US savings rate was 14.2% 
of GDP in nominal terms in 2005, roughly its average level of the past 
3 years.

The baseline projection is for US real GDP growth of 3.3% in 2006 
and 3.1% in 2007. This reflects gradually softening consumer demand 
as the effects of recent increases in oil prices and interest rates make 
themselves felt, and an assumption that government spending growth 
slows. This projection also assumes that policy interest rates will be 
raised once again in the first half of 2006. Significant downside risks 
remain if house prices weaken suddenly, oil prices rise much higher, 
or investor demands for dollar assets change in light of accumulating 
international imbalances.

Japan
Japan’s long-anticipated economic recovery took hold in 2005, 
strengthening rapidly in recent months. Real GDP grew by 2.7%, up 
from 2.3% in 2004 (Figure 1.2.2). Investment rebounded in 2005, growing 
by 4.3%. Providing further comfort, the unemployment rate fell to 4.4% 
in 2005 from 4.7%, and average real wages rose slightly. Consumer 
prices fell by 0.3% in 2005, but deflation seems to be coming to an end. 
In December, prices fell by an annualized rate of 0.1%, and in January 
2006 inflation crossed the threshold into positive figures, rising to an 
annualized 0.5%.

The primary fiscal deficit (excluding surpluses on social security 
funds) is estimated by the Economist Intelligence Unit to have fallen from 
4.8% of GDP in 2004 to 4.5% in 2005. The fiscal year 2006/07 budget has 
been passed, and envisages reduced spending and higher revenues as a 
result of renewed economic growth. Both these improvements are good 
news, as Japan’s debt-to-GDP ratio was a striking 160% in the fourth 
quarter of 2005. Meanwhile, monetary policy, which has been extremely 
supportive of the recovery, is likely to tighten. The Bank of Japan ended 
its policy of “quantitative easing” in March 2006. The central bank is 
expected to raise nominal interest rates soon, in order to prevent real 
interest rates from turning negative as prices rise.

Given the strength of the recovery, a recent pickup in both domestic 
and external demand, and considerable pent-up consumer spending 
from the years of deflation, the Japanese economy is expected to grow 
by 2.9% in 2006. In 2007, as the momentum of the recovery begins to 
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subside, the growth rate is projected to fall to 2.4%, closer to its long run 
potential growth rate of around 2.0%. The underlying trend rate reflects 
the maturity of both the economy and its workforce. The baseline forecast 
includes an end to deflation in Japan.

Euro zone
Euro zone GDP grew by only 1.3% in 2005. That said, the euro zone 
economy continues to produce signals that, while frequently mixed 
and interrupted, trend slowly positive. However, the contributions to 
growth of different countries and expenditure components remain in 
flux, as reflected in Figures 1.2.3 and 1.2.4. The external sector of the euro 
zone has performed erratically, and growth of consumption remains 
tentative. Though Spain has been a strong performer, France, Germany, 
and Italy have seen significant fluctuations, with France and Germany 
experiencing a slowdown in the last quarter of 2005. The fourth quarter 
of 2005 saw growth fall to 1% in the euro zone, as consumer and external 
demand contracted. Continued growth in investment supports cautious 
optimism.

All the major euro zone economies face significant fiscal problems. 
French, German, and Italian fiscal deficits have persistently exceeded the 
3% of GDP targeted by the EU’s stability and growth pact. Even with most 
of the smaller European economies within the target range, the scope for 
fiscal stimulus to support the recovery is sharply limited.

Monetary policy in the EU has tightened a little recently, with the 
European Central Bank (ECB) raising rates by a quarter percentage point 
to 2.25% in December. Despite firm handling by the ECB, inflation has 
slightly exceeded its target of 2% for 6 years in a row. In combination 
with the persistence of high unemployment in most of the euro zone 
(Figure 1.2.5), the tendency of the economy to register high inflation while 
showing disappointing growth reflects serious underlying structural 
problems. Until these are resolved, a convincing upswing in performance 
may be delayed.

Growth in the euro zone is forecast at 2.1% in 2006, reflecting 
expectations of somewhat stronger performance in the larger economies, 
and the related modest growth in investment. Little change is expected 
in 2007.

World trade and commodity prices
The volume of world trade grew at a healthy 6.2% in 2005. The data 
reflect further shifts in geographic patterns of trade during 2005 as 
industrial-country exports posted small gains, while the share of the 
People’s Republic of China in world trade continued to grow steadily, to 
an estimated 7% of world exports in 2005, compared with 4.3% in 2001. 
In keeping with the expected rate of global output growth in 2006, and 
a recovery in electronics demand, world trade is expected to grow at 
around 7% in 2006 and 2007.

In 2002, the Brent crude oil price averaged $25 per barrel. Prices 
began to increase in 2003, and have trended ever upward, if at times 
spasmodically, reaching $62 per barrel as of 15 March 2006. Higher 
prices and slower worldwide growth appear to have damped oil demand 
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growth, which fell from a high 3.8% in 2004 to 1.3% in 2005. Price 
increases are widely regarded to reflect increasingly tight capacity 
constraints and expected escalation in oil-field development and 
extraction costs. 

There is significant uncertainty regarding future oil prices, as evident 
from the extent to which futures prices, for delivery up to 7 years from 
now, move in tandem with spot prices (Figure 1.2.6). If futures prices were 
based on long-run fundamentals, they would be more stable than spot 
prices, which reflect short-run shifts in demand and supply. Futures and 
spot prices moving in tandem strongly suggests that expectations of long-
term fundamentals are not well anchored.

Despite this uncertainty, cheap oil may be a thing of the past. Even 
the most optimistic forecasts have prices falling at most to around 
$40 per barrel by 2010. The baseline assumes that average oil prices will 
change little from their current levels (Table 1.2.1). However, because 
production constraints will bind tighter and more frequently, continued 
oil price volatility is expected.

Semiconductor sales grew by 6.8% in 2005, according to data from 
the World Semiconductor Trade Statistics organization. Semiconductor 
and wider electronics demand are volatile, as they are influenced by the 
development of new end-user products, and by the business cycle in 
consuming countries. Demand in 2005 was supported by strong sales of 

 1.2.1 Baseline assumptions for external conditions

2004 2005 2006 2007 2006–2010

Actual Preliminary ADO 
projection

ADO 
projection

Annual 
trend rates

GDP growth (%)
Industrial countriesa 3.2 2.7 2.9 2.6 2.7
United States 4.2 3.5 3.3 3.1 3.3
Euro zone 2.1 1.3 2.1 2.0 2.0
Japan 2.3 2.7 2.9 2.4 2.4

Memorandum items
US Federal Funds rate (average, %) 1.35 3.22 4.75 4.75 4.50
Brent crude oil spot prices 

($ per barrel) (annual average)
38.3 54.4 62.0 60.0 57.0

Nonfuel commodity prices 
(% increase)

17.4 13.5 -5.9 -6.3 0.3

CPI inflation (OECD) (annual 
average)b

1.9 2.7 2.1 2.0 2.0

World trade volume (% change) 10.3 6.2 7.0 6.8 6.3

a Growth rates for industrial countries are a GDP weighted average for the US, EU, and Japan.
b All consumer price index inflation data and forecasts for the OECD are from the Economist 
Intelligence Unit.

Sources: US Department of Commerce, Bureau of Economic Analysis, available: http://www.bea.
gov/bea/dn/nipaweb/SelectTable.asp?Selected=N#S1; Economic and Social Research Institute of 
Japan, available: http://www.esri.cao.go.jp/en/sna/qe054-2/gdemenueb.html; Eurostat, available: 
http://epp.eurostat.cec.eu.int/portal/page?_pageid=1996,45323734&_dad=portal&_schema=PORTAL
&screen=welcomeref&open=/economy/nation/quart/qags_gdp&language=en&product=EU_MAIN_
TREE&root=EU_MAIN_TREE&scrollto=294; Federal Reserve Board, available: http://www.federalreserve.
gov/releases/h15/data/Annual/H15_FF_O.txt; Datastream; Commodity Price Data (Pink Sheet), The 
World Bank, available: http://web.worldbank.org/WBSITE/EXTERNAL/EXTDEC/EXTDECPROSPECTS/
0,,contentMDK:20268484~menuPK:556802~pagePK:64165401~piPK:64165026~theSitePK:476883,
00.html; Prospects for the World Economy, World Bank, available: http://web.
worldbank.org/WBSITE/EXTERNAL/EXTDEC/EXTDECPROSPECTS/EXTGBLPROSPECTS/
0,,contentMDK:20675180~menuPK:612509~pagePK:64218950~piPK:64218883~theSitePK:612501,00.html; 
OECD, available: http://www.oecd.org/dataoecd/42/36/18628078.pdf; staff estimates. 
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MP3 music players and mobile phones. Demand is expected to be robust 
in 2006 and 2007, with industry estimates of billing growth ranging 
from 8% to about 20%. This wide range reflects differing expectations of 
the likely success of new products, especially those not yet widely used 
in emerging markets. Diversity of forecasts also stems from uncertainty 
regarding the future replacement schedules for notebook computers and 
mobile phones in more mature markets. These schedules are susceptible 
to cyclical effects. The expected buoyancy in several electronics markets 
therefore contributes to the bright outlook for electronics exports in 
2006.

On the supply side, industry analyses forecast semiconductor 
production capacity constraints. Because manufacturers place 
semiconductor orders with reasonably long lags (up to 1 year), such 
forecasts are taken seriously. Given tight supply and demand conditions, 
electronics prices are expected to strengthen in 2006, and significant 
investments are anticipated in component-manufacturing countries. 
As Figure 1.2.7 shows, semiconductor export revenues do not rise every 
year, so despite the wide range of forecasts, 2006 is clearly expected to 
be a strong year. The figure also illustrates the emergence of demand for 
semiconductors in Asia (excluding Japan). This is due to outsourcing of 
electronics manufacturing from industrial countries, and to rapid growth 
in demand for consumer electronics in emerging Asia.

Agricultural price rises in 2005 slowed somewhat on strength of 
supply improvements (Figure 1.2.8). Natural rubber prices were propelled 
by rising demand as oil prices drove up the price of synthetic rubber. 
Cotton prices also picked up over the course of the year, though they still 
posted a lower average than in 2004. Prices of raw materials (especially 
minerals and wood) rose on the strength of demand in Asia and the US, 
production bottlenecks, and increases in energy costs. They are expected 
to plateau in 2006 as the bottlenecks ease.

Capital flows and markets
Net private foreign equity flows to emerging Asia continue to grow 
steadily (Figure 1.2.9). While foreign direct investment in Asia has 
remained fairly constant in dollar terms since the Asian financial crisis, 
portfolio investments have increased significantly, rising from 8% of net 
equity flows at the end of the crisis in 1998, to 39% in 2005. Meanwhile, 
flows of credit to the region, particularly those routed through banks, 
are recovering from negative levels in 1998, but have been fitful of late. 
Consequently, when compared to precrisis financing, a shift from credit 
to equity financing can be seen. Figure 1.2.10 shows that the risk spreads 
on both Asian and all emerging market debt fell in 2005. Each of these 
trends is consistent with a resurgence of foreign confidence in Asian 
markets, and in emerging markets generally. 

Credit flows in recent years have moved in sync with world interest 
rate differentials. In 2004, net foreign credit flows to Asia surged in 
response to low interest rates in the US, and perhaps as a result of 
speculation that some Asian currencies would appreciate. In 2005, as US 
interest rates rose and relevant Asian central banks’ currency positions 
were clarified, these credit flows reversed somewhat. However, the 

1.2.9 Capital flows to emerging Asia
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reduction in net foreign credit to Asia was outweighed by strong foreign 
investment in Asian equities, and aggregate capital flows to Asia were 
positive in 2005.

Figure 1.2.11 shows that most Asian currencies have appreciated 
relative to the dollar. The demand for Asian currency is being supported 
by capital and current account trends, with both contributing to 
increases in foreign exchange holdings. If the payments imbalances 
that underpin these movements unravel rapidly, the real adjustment 
costs could be high. The likely outcome would be a depreciation of 
the US dollar relative to Asian currencies, a movement out of dollar-
denominated assets, and an increase in long-term US interest rates. 
Such a rate rise would crimp US demand growth, and could also have 
secondary impacts by bringing down housing prices sharply, reducing 
household wealth and spending. Currency appreciation would have 
adverse effects on Asia’s exports, with potentially serious consequences 
for growth and employment. Policy coordination to ensure an orderly 
transition to a steadier international regime would be desirable. This 
baseline assumes that resolution of the imbalances will not be quick, and 
sudden changes are not anticipated.



Subregional summaries 

Central Asia

Economic performance
Growth in the Central Asian republics (CARs) for 2005 is estimated 
at 10.9% (Figure 1.3.1), higher than the 8.7% projection made in ADO 
2005, with net exports acting as the main driver of growth. Within the 
subregion, however, growth performance varied markedly. The oil-
exporting countries, led by Azerbaijan, saw greater production and 
continued high prices for oil and gas, and consequently expanded rapidly. 
Armenia, a non-oil exporting country, also saw robust growth in 2005, 
owing to rapid expansion of the construction sector for both housing and 
manufacturing facilities. At the other end of the spectrum, the Kyrgyz 
Republic, which underwent a political upheaval in 2005 and suffered 
a drop in gold production (a major export), saw a contraction. High 
growth in some of the countries translated into rapidly rising private 
consumption, for example Kazakhstan, while in other countries that also 
experienced accelerated growth private consumption remained flat, for 
example Uzbekistan. 

Both fiscal and external balances strengthened in 2005. Fiscal 
balances improved mainly because the oil price windfall boosted 
revenues, though streamlining of tax administration also helped in some 
countries. At a structural level, Armenia, Kyrgyz Republic, and Tajikistan 
carried out economic programs supported by IMF arrangements under 
the Poverty Reduction and Growth Facility, and all met their fiscal targets 
and other program objectives for the year. 

The external current account position for the subregion swung into 
positive territory, with Kazakhstan and Uzbekistan posting significant 
surpluses. Hydrocarbon exports continued to dominate in Kazakhstan, 
and cotton, gas, gold, and heavy machinery in Uzbekistan, though the 
latter economy is making progress toward export diversification in light 
industry. In Azerbaijan, the heavy current account deficit in 2004, which 
had been caused by large oil and gas sector investment, improved sharply 
to rough balance in 2005, reflecting the startup of production and exports 
from some new fields. 

Stronger workers’ remittances made substantial contributions to 
strengthening external positions of Armenia, Tajikistan, and Uzbekistan. 
Interestingly, recent studies have noted a rising trend in trade flows 
among some of the CARs, which together have been referred to as a 
“Russia-centric trading bloc.” FDI inflows moderated during the year, 
reflecting completion of some hydrocarbon projects in Azerbaijan 
and Kazakhstan. At the same time, the People’s Republic of China 
and the Russian Federation have been pursuing investment deals in 
several countries in the subregion. Notably, foreign direct investment in 
Uzbekistan’s hydrocarbon sector could pick up as a result of these two 
countries’ quest to secure sources of energy supply. 

1.3.1 GDP growth, Central Asia
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Inflation in the CARs rose from 5.8% in 2004 to 7.4% in 2005, 
but Armenia bucked the trend by bringing inflation down sharply. 
Azerbaijan, Kazakhstan, and Uzbekistan experienced a buildup in 
inflationary pressures with rapid monetary and credit growth and 
substantial wage increases in the public sector. 

Some countries continued to make structural progress. The 
Transition Indicator scores of the European Bank for Reconstruction 
and Development for 2005 show upgrades for Armenia (in large-scale 
privatization, competition policy, and banking reform), Azerbaijan 
(in trade and the foreign exchange system), and Tajikistan (in small-
scale privatization). Yet most of the countries in the subregion need to 
strengthen their “at-the-border” trade liberalization measures (Armenia 
and the Kyrgyz Republic are already WTO members) at the same time 
as reducing “behind-the-border” barriers to trade. These barriers present 
a diverse array among the CARs, ranging from import monopolies to 
large differences between the excise taxes levied on certain imports 
and the same domestically sourced products. Recent progress made in 
policy and institutional reform to reduce behind-the-border barriers 
includes simplification of the tax system (Armenia), acceptance of IMF 
Article VIII convertibility obligations (Azerbaijan), draft legislation to 
boost competition and investment and to lower costs in infrastructure 
(Kazakhstan), labor market reform (Kyrgyz Republic), allowing more 
competition in the banking sector including entry of foreign banks 
(Tajikistan), and commitment to remove cash restrictions (Uzbekistan). 
Still, the remaining agenda in domestic policy reform, particularly in the 
area of market competition, remains long.

While strong growth has generally translated into lower poverty 
incidence in Armenia, Kazakhstan, Kyrgyz Republic, and Tajikistan, 
this pattern is less evident in Uzbekistan. A possible explanation may be 
found in trends in inequality: in countries that have achieved a reduction 
in poverty incidence, income inequality as measured by their gini 
coefficients have also experienced a decline. 

Prospects for 2006 and 2007
The near-term outlook remains favorable, albeit with some downside 
risks. Growth in the subregion is expected to slow marginally to about 
10% in 2006 and 2007, reflecting easing in growth in a few countries. The 
exceptions are Azerbaijan, which is expected to see another growth spurt 
in 2006 with a ramping up of its oil and gas production, and the Kyrgyz 
Republic, where the economy should recover from the 2005 downturn. 
Inflation is likely to continue at over 7% in the subregion in 2006 with 
relatively minor variations in country performance from 2005. However, 
inflation in Azerbaijan is expected to jump due to a very large increase 
in government expenditure. The subregional current account surplus is 
forecast to increase moderately. 

Medium-term outlook
Over the medium to long term, the outlook for the oil- and gas-producing 
countries will depend on how well they manage their windfall and 
diversify their economies to a broader base. For the other countries, 
prospects will rely heavily on how much headway the subregion makes 
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in reducing barriers to trade, transport, transit, and investment. A 
recent study has attempted to quantify the costs of noncooperation 
and the benefits from cooperation, and suggests that potential benefits 
could raise per capita incomes by 50–100%, but over the next few 
years, at least, subregional cooperation is likely to remain limited with 
greater cooperation achieved in certain country groupings (among, for 
example, Kazakhstan, Kyrgyz Republic, and Tajikistan). Over the longer 
term, the demonstration effects of such cooperation may foment closer 
collaboration among the less cooperative countries.

East Asia 

Economic performance
Economic growth for East Asia as a group was 7.7% in 2005, 
0.6 percentage points below that of 2004. All five economies in the 
subregion posted lower expansion rates than in 2004. The deceleration 
was slight in the PRC, the biggest economy, and sharp in Mongolia, the 
smallest (Figure 1.3.2). 

Growth in the PRC, at 9.9%, was slightly below that in 2004 and, 
once again, was driven by investment and export-oriented industrial 
production. Gross fixed capital formation increased by 16%, supported 
by expanding liquidity and credit. Merchandise exports grew by about 
30% thanks to robust global demand and increasing market penetration 
of PRC-manufactured goods in foreign markets, while import growth 
decelerated to 17.6%, as a result of the use of inventories accumulated in 
earlier years and increasing domestic substitution for imports. 

Mongolia grew by 6.2%, still a robust rate but slowing sharply 
from an exceptionally strong 10.7% in 2004, when GDP surged on the 
rebuilding of livestock herds and the expansion of mining. The services 
sector made the biggest contribution. Agriculture also contributed, but 
industrial production was hit by cutbacks in the clothing industry after 
the end of global quotas in major export markets. In Korea, growth of 
4.0% was led by a recovery in private consumption, following a 2-year 
slump, and a strong performance by exports (though they grew far more 
slowly than in 2004). Growth of fixed capital formation remained weak. 
Taipei,China’s expansion decelerated to 4.1% as export growth slowed. 
Merchandise import growth also fell (more than exports), reflecting weak 
domestic investment demand. Although public investment strengthened 
significantly, private investment fell, so the overall contribution of 
capital formation to GDP growth was negligible. Hong Kong, China 
registered growth of 7.3% in 2005. This rapid pace was mainly the result 
of an acceleration in net exports, reflecting the linkages between the 
economy and that of the PRC. Private consumption contributed the 
rest; government consumption detracted from growth as a result of a 
conservative fiscal stance, and investment made a minor contribution.

The impact of soaring global oil prices on inflation was muted, in 
part because fuel subsidies in the PRC shielded its consumers from the 
full effect. Inflation in the PRC eased from 3.9% in 2004 to 1.8%, and in 
the subregion as a whole from 3.3% to 2.0%. In Mongolia, consumer price 
inflation accelerated to 12.7% as the money supply grew at a significantly 

1.3.2 GDP growth, East Asia
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faster pace than nominal GDP. Korea’s inflation eased to 2.7%, damped 
a little by interest-rate rises. In Taipei,China, inflation was held to 2.3% 
by currency appreciation and imports of low-priced manufactured goods 
from the PRC. After years of deflation, prices rose by 1.1% in Hong Kong, 
China, largely in response to the broad-based economic pickup.

Prospects for 2006 and 2007
East Asia’s growth in 2006 in aggregate is expected to remain at 7.7%, 
and in 2007 it is seen decelerating by about a half percentage point to 
7.1%. Growth in the PRC will abate slowly, to 9.5% in 2006 and to 8.8% in 
2007. Under the recently approved 11th Five-Year Program for 2006–2010, 
the authorities there have provided an indicative average target of 7.5% 
for 2006–2010. It seems unlikely, however, that growth will slow to that 
rate in the near term, since for this to occur, investment would have 
to decelerate significantly, which is difficult as the country is facing 
rising unemployment, and local governments and state enterprises face 
incentives that are biased toward investment. 

Mongolia’s economy is expected to expand by about 6% in 2006 and 
by about 5% in 2007, after the livestock sector returns to its trend growth 
rate. In the case of Korea, growth is expected to increase significantly in 
2006 to 5.1%, supported by the upswing in global electronics demand, 
and remain close to 5% in 2007. Expansion in Taipei,China is expected to 
pick up to 4.4% in 2006, also as a result of a stronger global electronics 
industry, before decelerating in 2007. Hong Kong, China’s growth is 
expected to slow in 2006 and 2007 to about 5.5% and 5%, respectively, 
mainly as a result of the increase in domestic interest rates, but also due 
to the slight deceleration in growth in the PRC. 

The subregional current account surplus is expected to decline to 5.5% 
of GDP this year, from 5.8% in 2005. The PRC’s current account surplus 
will fall a little as export growth moderates and the trade surplus is partly 
offset by a services deficit. Korea’s trade and current account surpluses 
will decline as stronger domestic demand and recent appreciation of the 
won push up imports.

Inflation is seen edging up in the PRC in the next 2 years to about 
2–3%, as administered prices of electricity, gas, water, and petroleum 
products increase. In contrast, the prices of some manufactured products 
may decline. Price rises in Mongolia are expected to ease to about 5–5.5%, 
reflecting likely lower upward pressure from oil prices and steps taken by 
the Mongolian central bank. Inflation in Korea is expected to remain at 
about 2.8–3%, and in Taipei,China to moderate to 1.6% and to 1.3% over 
the next 2 years. Finally, prices are expected to continue creeping up in 
Hong Kong, China on the back of tightening labor and land markets and 
of rising energy prices. 

Medium-term outlook
The major challenge for the PRC in the medium term is how to guide its 
economy to a more sustainable growth path where private consumption 
plays a more prominent role. After many years of phenomenal expansion, 
several structural weaknesses have surfaced, including—especially—
overcapacity (in various industries) and income inequalities (primarily 
between rural and urban areas). Unemployment and underemployment 
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are also on the rise. Finally, the environment has suffered from heavy 
industrialization. To address these problems, the Five-Year Program aims 
to achieve more balanced, equitable, and sustainable growth through 
strategies designed to boost private consumption and rebalance the 
composition of aggregate demand, and to promote rural development, 
protect the environment, and reduce income inequality. 

Over 2006–2010, the average growth rate for the PRC is likely to be 
about 9%. Growth in Mongolia over this period is forecast to average 
about 5%, with the primary sector a more significant contributor to 
growth. For Korea, the estimated growth rate in the medium term 
is 4.5–5.0%, substantially higher than most other economies in the 
Organisation for Economic Co-operation and Development, but lower 
than rates achieved by Korea in its earlier stages of development. 
Taipei,China is expected to grow in the range 4.0–4.5%, on the 
assumption of stable cross-strait relations and continued efforts to 
address structural reforms, while Hong Kong, China is seen expanding by 
an average of 5% in the medium term. 

South Asia

Economic performance
South Asia’s GDP growth is estimated to have reached 7.8% in 2005, 
which is higher than the projected growth of 6.7% in ADO 2005 and the 
subregion’s actual growth rate of 7.2% in 2004. The higher growth was 
driven by the strong performance of the Indian and Pakistan economies. 
In fact, the majority of countries performed better than in 2004 (the 
exceptions were Bangladesh, Maldives, and Nepal) (Figure 1.3.3).

India has been able to maintain its high growth momentum with 
an 8.1% expansion of GDP in 2005, significantly above trend and 
0.6 percentage points higher than in 2004. The broadly favorable 
monsoon and robust growth in the industry and services sectors 
consolidated high growth. Aggregate demand was strong, private sector 
investment picked up, and consumer spending remained buoyant.

The Pakistan economy registered impressive economic growth of 8.4% 
in 2005, the highest in the last two decades and 2 percentage points above 
the previous year. Private consumption increased by 16.8% in real terms, 
and led GDP growth for the second consecutive year. However, for the 
first time in 4 years, the balance of payments was in deficit. 

Bangladesh experienced a decelerating GDP growth rate of 5.6% 
in 2005. Still, it was above trend, despite devastating floods, escalating 
international oil prices, and the end of textile and clothing quotas. Steady 
expansion in industry and services continued to support growth. The 
strong increase in workers’ remittances virtually matched the increase in 
the cost of petroleum imports, but a larger trade deficit moved the current 
account balance to a deficit. 

Growth of the formal economy in Afghanistan again reached 
double-digit levels (estimated at 13.8% in 2005) as higher rainfall pushed 
agricultural output higher. The reconstruction effort kept rapid growth 
rolling in the construction, trade, transport, and telecommunications 
sectors. It was also the first time since 2001 that opium production 
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declined, though only slightly. The country is undertaking slow, but 
measured, sound macroeconomic policy and structural reforms. 

Sri Lanka’s GDP growth at 5.7% in 2005 was higher than trend and 
better than the previous year, despite the devastating Asian tsunami of 
December 2004. The engine of growth was nontourist-related services 
industry (import-related trade, telecoms, and financial services). The end 
of the quota system did not generate a large number of bankruptcies 
and closures in the textile industry (as earlier feared), but export growth 
still slowed sharply, to 3.1%. The trade gap widened with oil payments 
accounting for 50% of the overall growth in imports in 2005.

Nepal’s economic performance declined largely as the result of 
domestic insurgency and strikes. Light monsoon rains brought down 
paddy production, adding to price pressures that brought up annual 
average inflation to 4.5%. The tourism industry also saw a downturn 
because of the conflict. GDP grew by only 2.3%. The economy of the 
Maldives contracted by an estimated 5.5% in 2005, primarily due to a 
reduction in tourism as a result of tsunami-related damage. Increased 
expenditure associated with the restructuring of the Government raised 
the budget deficit. The external current account deficit is projected to 
have increased to about 40% of GDP. Bhutan’s economic growth remained 
strong and was estimated at 8.8% for 2005, with construction of a major 
hydropower project the major economic driver. 

Prospects for 2006 and 2007
South Asia’s growth is projected to moderate to 7.3% in 2006 as a result of 
some slowing in India and Pakistan. Bangladesh, Bhutan, and Maldives 
are projected to achieve higher economic growth than the previous year. 
In 2007, the subregion’s growth rate is forecast to rise to 7.5%, when India 
and Pakistan are seen resuming their recent growth trajectory.

India’s economy is likely to continue its high-growth trend, though 
expansion is expected to slow to 7.6% in 2006 before picking up to 
7.8% the following year. Both the industry and services sectors should 
maintain strong growth. Import growth is likely to slow but still outpace 
export expansion, thereby increasing the current account deficit to about 
3% of GDP in 2006. Inflation is set to pick up to 5.5% in 2006, reflecting 
the need to raise domestic prices of petroleum products to eliminate large 
subsidy costs.

In Pakistan, economic growth of 6.5% is in prospect for 2006, about 
2 percentage points weaker than 2005, but still robust. After an unusually 
strong gain in 2005, agriculture is expected to grow by only 3.0% in 2006, 
reflecting smaller cotton and sugarcane crops. High domestic oil prices 
will also limit economic growth, as will (to some extent) the effects of the 
8 October earthquake.

Economic prospects in Afghanistan are favorable, with GDP growth 
estimated at 11.7% and 10.6% in 2006 and 2007, respectively. This good 
performance is projected on the basis that another drought does not hit 
agricultural production. The current account deficit (excluding grants) is 
projected to improve as grant aid tapers down while the deficit (including 
grants) increases slightly, reflecting somewhat greater foreign direct 
investment and public loan inflows. In Bangladesh, GDP growth is 
projected to increase to 6.5% in 2006 as a result of strong domestic and 
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external demand. Healthy private consumption and buoyant workers’ 
remittances will continue to underpin growth. However, growth is seen 
moderating to 6.0% in 2007 amid the political uncertainty of the January 
2007 election.

Economic growth in Sri Lanka will likely decline somewhat to 5.3% 
in 2006 and 5.2% in 2007, which is in line with the country’s long-term 
economic growth trend. The private sector will continue to buttress 
growth, especially in textile and clothing manufacturing and in services. 
Nepal’s economic outlook includes a modest pickup in economic 
performance. GDP growth is projected to be 2.0% in 2006 and 3.4% 
in 2007. The low growth rates reflect the continuing domestic conflict; 
political instability; a slowdown in reform momentum; and growing 
polarization between the Government on the one hand, and the political 
parties and the insurgents on the other. In the Maldives, prospects are for 
an economic recovery to 9.0% growth in 2006 (but deceleration to 6.0% 
the following year). Persistence of the fiscal crisis that began in 2005 and 
a drop in foreign exchange reserves constitute significant risks over the 
next few years. 

Bhutan’s GDP growth is expected to accelerate to 10.0% and 12.0% 
in 2006 and 2007, respectively. The completion of the Tala hydroelectric 
project, which is being brought online in March through June this year, 
will substantially boost exports and the country’s budget revenues. 

South Asia’s export growth decelerated in 2005 to 14.9% from 21.4% 
in 2004. With the exception of Afghanistan and Pakistan, all countries in 
the subregion registered lower export growth. Subregional import growth 
also decelerated, to 28.2% from 40.5% in 2004. The current account deficit 
on the balance of payments widened sharply to 2.3% of GDP. India’s 
current account deficit increased to 2.5% of GDP. It is expected that in 
2006, the subregion’s balance-of-payments deficit will increase to 3.0% of 
GDP. 

Average inflation for South Asia in 2005 moderated to 5.3%, from 
the high of 6.2% in 2004. However, Pakistan and Sri Lanka experienced 
substantial increases in inflation in 2005. Adjustments in domestic prices 
of petroleum products (to dilute or remove subsidies) will likely be the 
main factor lifting the subregion’s inflation rate to 6.1% in 2006, even in 
a context of tightening monetary policy. Countries with high inflation 
in 2005 (Afghanistan, Pakistan, and Sri Lanka) should be able to reduce 
inflation somewhat, but inflation in Bangladesh, India, and Nepal will 
likely rise. 

Medium-term outlook 
The medium-term outlook for growth in India is for GDP to expand 
by 8–8.5% over 2006–2010. This will require a sizable pickup in gross 
fixed capital formation from about 26% to 30% of GDP and making 
substantial improvements in the physical infrastructure. In addition, 
various structural changes are required to improve the investment 
environment. The main imperatives are to direct greater investment 
into agriculture to raise productivity and living conditions for the rural 
poor, and to rapidly expand manufacturing industry to generate much-
needed employment opportunities and underpin strengthening in the 
balance of payments. 
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Pakistan faces similar challenges. However, planned substantial public 
sector investment in agriculture and private investment in mechanization 
should continue to boost incomes, productivity and growth in the sector. 
Capacity expansion, balancing, and modernization in key industries 
(such as textiles and clothing) will also need to be sustained. Greater 
investment, particularly in the infrastructure sector, is a key challenge.

Substantial progress has been made in recent years in structural 
reform that have been supported by international financial institutions. 
Despite this, medium-term economic prospects in Afghanistan, Nepal, 
and Sri Lanka rest heavily on achieving solutions to political conflicts that 
threaten to retard development. Bhutan’s economy will remain dependent 
on the performance of hydropower.

Southeast Asia

Economic performance
The economies of Southeast Asia expanded by 5.5% in aggregate last 
year, above the average of the previous 5 years, but easing from a rapid 
6.3% in 2004. In a notable performance, Indonesia ramped up its growth 
rate, despite some major hurdles. Growth in the smaller economies—
Cambodia, Lao People’s Democratic Republic (Lao PDR), and Viet Nam—
accelerated and topped the subregional list (Figure 1.3.4). However, the 
pace slowed in four of the five biggest economies, namely Malaysia, 
Philippines, Singapore, and Thailand. 

Indonesia had to deal with the impact of the December 2004 tsunami, 
and later in 2005, a slump in the rupiah, a sharp rise in fuel prices, and 
a resulting surge in inflation and interest rates. Even then, growth in 
Southeast Asia’s biggest economy picked up by 0.7 percentage points 
to 5.6% in 2005, having accelerated over 4 years from 3.8%. Private 
consumption and fixed investment contributed most to last year’s 
expansion. 

Viet Nam’s economic performance continued to be robust, with 
growth accelerating above 8%, fueled by surging private investment 
and strong domestic demand. (As a net oil exporter, the economy has 
benefited from higher world oil prices.) However, inflation has also 
accelerated. Cambodia’s economy, too, expanded by more than 8%, 
bolstered by stronger agricultural production that partly reflected a 
recovery from drought and an increase in clothing exports. The Lao PDR 
grew by an estimated 7.2%, with its industry sector the main source of 
expansion, driven by gold and copper mining. 

Thailand’s growth slowed to 4.5% in 2005. This economy was hurt by 
a drought in the first half that reduced agricultural production, the effects 
of the tsunami on tourism, and high global oil prices. Consumption 
remained the major contributor to GDP growth. Higher oil prices and 
buoyant demand for capital goods pushed up imports, and the surplus on 
the trade and current accounts swung into deficit. In Malaysia, growth 
decelerated to 5.3%, mainly because of weaker external demand for the 
country’s electronics products. Private consumption was the main driver 
of growth, supported by low interest rates, easy access to credit, and firm 
commodity prices that lifted rural incomes. The Philippines was also 
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affected by drought in the first half of the year, and, to a lesser extent, by 
slower growth in services. GDP grew by 5.1%. Buoyed by a strong flow of 
remittances from overseas workers, personal consumption spending was 
the largest contributor to growth. Government consumption was weak as 
the Government reined in its fiscal deficit.

Singapore benefited late in the year from the upswing in global 
demand for electronics products and from a recovery in domestic 
demand, which was buttressed by strengthening employment and a 
pickup in the property market. GDP grew by 6.4%, although this was well 
below the high rate recorded in 2004. 

Prospects for 2006 and 2007
Growth in 2006 is forecast to remain at around 5.5% for Southeast Asia 
as a group, with a slight increase to 5.7% penciled in for 2007. Cambodia 
and Viet Nam, the economies that grew the fastest last year, are likely to 
moderate their expansion rates. Growth is expected to be slightly stronger 
in Lao PDR, Malaysia, and Thailand, and a little lower in the other 
subregional economies. Consumption in several of the bigger economies 
will be damped by continuing high oil costs and firming interest rates. 
Investment, though, is forecast to pick up. 

Indonesia will be constrained for much of 2006 by high inflation and 
interest rates. Increased fiscal spending allowed by a reduction in fuel 
subsidies last year will start to counteract this weakness, leaving full-
year growth at about 5.4%. The authorities are pushing to improve the 
investment climate, which will help pave the way for a pickup to 6.0% in 
2007, when inflation and interest rates should be lower than now.

Thailand is projected to grow by 4.7% in 2006, with a moderate 
increase in public investment, better performance in agriculture, and 
robust exports. The trade and current account deficits are expected to 
widen. Growth is seen accelerating to 5.5% in 2007 when the Government 
is scheduled to increase spending on a megaprojects program. In 
Malaysia, growth is forecast to rise to 5.5% this year and 5.8% in 2007, 
driven by robust consumer spending, a lift in private investment, and 
higher public spending related to the start of the Ninth Malaysia Plan. 
Growth in the Philippines could soften to 5.0% this year, partly because 
crop production may be reduced by forecast heavy rains. Also, investment 
and exports are expected to weaken. In 2007, growth is seen recovering to 
5.3%, when agriculture should have a better year (because of more normal 
weather) and investment is likely to rise. 

Singapore, the most export-dependent economy in Asia, is benefiting 
from stronger exports of electronics and from a continued recovery of 
domestic demand. The full-year 2006 expansion rate is forecast at 6.1%. 
Growth is expected to soften later in 2006, and further into 2007, when it 
is seen at 4.6%.

Viet Nam’s growth is projected to consolidate at around 8% in the 
next 2 years. Exports will probably grow at slightly below recent rates 
as world prices retreat for some of its commodities. The momentum for 
domestic demand is likely to be maintained through sustained expansion 
of FDI, private remittances, and tourism receipts. The country is expected 
to join WTO in the forecast period, which should assist its export efforts 
and maintain its momentum toward domestic market-oriented reforms. 
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Cambodia is expected to post an average growth of around 6.3% in 
2006–2007. Agriculture will return to slightly lower growth rates after 
the rebound from drought, while clothing exports will face intensified 
competition. In the Lao PDR, growth is underpinned by investment 
in a major hydroelectric project and in mining. This economy is seen 
expanding by 7.3% this year, and by 6.5% in 2007.

Medium-term outlook
In the 2006–2010 period, Indonesia is expected to grow by about 6% on 
average, so long as the investment environment continues to improve. For 
Thailand, the outlook is for growth in the 5–6% range, with assistance 
from major public investment projects. Malaysia is seen growing at 
around 5.5%. In the Philippines, average growth is projected at 5%, but 
this could be boosted if momentum builds behind reforms and the capital 
stock expands much faster than in recent years. Viet Nam will continue 
to grow at the fastest rate in Southeast Asia, averaging 7.5–8.0%, provided 
that it pushes ahead with market-oriented reforms. The Lao PDR is 
expected to grow by 6–7.0% and Cambodia by perhaps 6.0% over the 
medium term. Singapore, at a much higher level of development, is seen 
growing at 4.5–5.0%.

The Pacific

Economic performance
Economic growth picked up in about half the Pacific developing member 
countries in 2005, though the aggregate growth rate slipped to an 
estimated 2.7% from 3.1% in 2004. This was the result of a slowdown 
in the Fiji Islands (the second-biggest subregional economy accounting 
for a quarter of output). Hurt by the end of clothing quotas in the US 
and slower growth in some other industries, growth in the Fiji Islands 
decelerated to 1.7% in 2005 from 4.1%. 

Papua New Guinea, the biggest subregional economy, recorded 
marginally improved growth of 3.0%, consolidating its better performance 
of the previous 2 years. Agriculture performed particularly well, assisted 
by stronger global prices for commodities such as coffee and rubber. 
Growth would have been stronger still but for a landslide at the large 
Porgera gold mine, which reduced mineral production. Political stability 
and supportive fiscal, monetary, and trade policies have helped to 
revive this economy, reflected in a buildup of foreign reserves, fiscal 
consolidation, a stable exchange rate, and lower interest rates and 
inflation. The surge in global oil prices is a factor, too, given that Papua 
New Guinea is an oil exporter. So is Timor-Leste, the number three 
economy in the Pacific. Its growth rate stepped up to 2.5% from 1.8% a 
year earlier as the country recovered from an earlier steep contraction in 
the economy. Growth is supported by rising government income from the 
country’s share of oil and gas production in the Timor Sea.

Many of the smaller Pacific economies rely on fishing (including 
license fees from fishing fleets) and on income from remittances, tourism, 
aid flows, and trust funds. The continuing strength of international 
capital markets boosted the market value of trust funds in Kiribati, 
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Marshall Islands, Federated States of Micronesia, and Tuvalu. Income 
from remittances remained at high levels in Samoa, Tonga, and Tuvalu. 
For the Fiji Islands, remittances have become the second biggest source 
of foreign exchange. International aid continued to be a key factor in 
underpinning economic activity. The Marshall Islands and the Federated 
States of Micronesia benefited from funds provided by a renewed 
Compact Agreement with the US. Compact funds also underwrote 
development in Palau, while aid projects provided important support for 
infrastructure in Papua New Guinea, Solomon Islands, Timor-Leste, and 
Tuvalu. 

Fish products and fishing license fees are sources of income for many 
Pacific countries. However, fish harvests were generally low in 2005, 
raising concerns about falling stocks, particularly of some species of tuna. 
Prices for some subregional export commodities, such as coconut oil and 
copra, weakened later in the year, but are still considerably higher than 
the low points of several years ago. One industry doing well across much 
of the Pacific is tourism, helped in part by the entry of budget airlines 
into the subregion. Tourism stimulates the construction industry and a 
range of services including hotels, restaurants, and transport. In the Fiji 
Islands, tourist arrivals have increased for 4 years and this industry is 
a pillar of the economy. Tourism also is important to the Cook Islands, 
Palau, Samoa, Tonga, and Vanuatu, but provides limited income for 
Kiribati and Solomon Islands. Australia and New Zealand are the two 
major source countries, but Japan, United Kingdom, and US are also 
important, while organized tours from the PRC are beginning to generate 
revenues for some island economies. Tourism has strong potential for 
further growth, provided that it does not ruin the natural environment, 
which is a major pull for many tourists.

High world oil prices continue to have an adverse impact (other 
than on the two oil exporters). Most of the subregion relies on imported 
petroleum products for air and sea connections and for generating 
electricity. The increased oil prices led to a pickup in inflation in some 
countries, though for the subregion as a whole inflation moderated to 
2.6% in 2005, down nearly 1 percentage point from 2004. (Inflation was 
much higher in Samoa, Solomon Islands, and Tonga than elsewhere.)

Budgetary positions were relatively stable in 2005, though several 
countries need considerable fiscal consolidation. Tonga faces the largest 
adjustment, following a decision to increase civil servants’ salaries by 
some 60–80%. The fiscal position of Timor-Leste has been bolstered 
by income from petroleum production; it has more of a problem with 
disbursing funds. Several countries made strides in implementing 
structural reforms last year: Papua New Guinea continues to implement a 
tax and tariff reduction policy; Solomon Islands established an economic 
reform unit in the Ministry of Finance; and Vanuatu is developing an 
economic regulatory framework to improve efficiency and lower costs of 
utilities. 

Prospects for 2006 and 2007
In 2006–2007, subregional growth is forecast to pick up to 2.9–3.0% 
(Figure 1.3.5). Growth is expected to edge higher in most countries, for 
varying reasons. The Fiji Islands will benefit from growth in tourism, but 



Asian Development Outlook 2006    3�

it faces major adjustments in its clothing and sugar industries because 
of declining preferential trade concessions in major markets. Papua New 
Guinea has a building growth momentum, and government spending 
could rise ahead of 2007 elections. Timor-Leste’s government spending, 
financed by oil revenues, will support growth. Cook Islands and Vanuatu 
are forecast to lift earnings from tourism. Palau, Marshall Islands, and 
Tuvalu will see more public investment, and Solomon Islands is still 
pulling out of its deep decline. Weaker growth is seen in Tonga, because 
of fiscal adjustments, and in Samoa, partly because of weakness in 
manufacturing. Kiribati is likely to record marginal GDP growth, but 
GNP should continue to receive support from buoyant capital markets 
in Australia where trust fund assets are invested. The Federated States of 
Micronesia is forecast to grow at a similar rate to 2005. Nauru is expected 
to remain in a vulnerable condition because of its very limited sources of 
income and lack of arable land for food production.

Inflation over the next couple of years should remain in the 2–3% 
range for most countries, if oil prices are fairly steady. However, Solomon 
Islands and Tonga are expected to record inflation of about 7–8%, 
mirroring recent trends and ongoing fiscal and current account pressures. 
Inflation should abate in Samoa to about 4% in the next 2 years. 

Medium-term outlook 
External conditions are projected to remain favorable, and transport 
and telecoms costs have fallen over a long period. This setting should 
offer the subregion an opportunity to accelerate economic development 
and improve social indicators. Despite this, the environment for 
rapid private sector development is unfavorable in most of the Pacific, 
and governments dominate many of the economies. Key constraints 
to the private sector include traditional communal land-ownership 
arrangements; governance problems, including in some cases those of law 
and order; government aversion to privatization; and policy uncertainty 
and investment restrictions, especially for foreign investors. The recently 
formulated Pacific Plan for strengthening cooperation and integration 
may facilitate better policies. However, it will take some time to raise 
economic growth so that per capita incomes improve significantly, 
particularly as population growth of around 2.4% is likely to continue in 
the medium term. 



Textiles and clothing in the post-quota era:  
The outlook for Asian suppliers

The end to quota restrictions at the end of 2004 on textile and clothing exports of developing countries 
was expected to provide substantial market access benefits to competitive Asian suppliers led by the 
People’s Republic of China (PRC) and India. Indeed, over the course of 2005 shipments from the PRC to 
the United States and the European Union surged in volume and value terms. This led authorities in these 
two large markets to invoke the special safeguards clause in the PRC’s World Trade Organization accession 
agreement and to restore quantitative limits on fast-growing categories of PRC shipments in the latter part 
of 2005 through 2008. 

While marginal Asian and Pacific developing country suppliers, along with former large quota holders, 
have seen market shares in these two markets evaporate in 2005, a number of competitive Asian suppliers 
have done relatively well. In fact, they have outperformed non-Asian preferential suppliers in both markets 
with Bangladesh, Cambodia, India, Indonesia, Pakistan, Sri Lanka, and Viet Nam all competing effectively. 
Going forward, it is likely that the PRC will lose some of the rapid gains it made in market share in 2005 
and preferential non-Asian suppliers will continue to see contraction while other Asian suppliers increase 
their market shares. This suggests that the fears of the collapse of the industry with the end of quotas 
were exaggerated.

Introduction: An end to quotas?
The liberalization of the global system of trade restraints on exports of 
textiles and clothing from developing countries, which had operated 
for more than four decades, was accomplished on 31 December 2004 
with the full implementation of the Agreement on Textiles and Clothing 
(ATC). The freeing-up of trade in textiles and clothing from nontariff 
barriers was heralded as one of the most significant outcomes of the 
Uruguay Round negotiations that led to the founding of the World Trade 
Organization (WTO). This crucial agreement affects nearly 4% of world 
trade in manufactures, worth $453 billion in 2004 (WTO 2005). Benefits 
from the ATC were expected to be divided between competitive Asian 
suppliers and consumers in the markets of Europe and North America. 
Expected losers were the protected suppliers in the domestic markets of 
those two regions, and marginal exporters that had emerged in many 
locales in the developing world purely as a result of “quota-hopping” 
investments in footloose clothing factories.

“Temporary” quantitative limits on exports of textile and clothing 
products from developing countries were first imposed in the late-1950s 
on Asian economies.1 Quantitative restrictions on textile and clothing 
exports from developing countries generally were formalized in 1962 
under the Long-Term Agreement on Cotton Textiles. These restrictions 
on cotton textiles were extended to products from man-made fiber, wool, 
silk, and vegetable fiber under the Multifibre Arrangement (MFA), which 
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became effective in 1974, through 1994. The quotas negotiated between 
industrial and developing countries were administered by exporting 
countries, and the rents generated led rapidly to the emergence of interest 
groups, in both sets of countries, which had a strong motive in seeing the 
system remain intact. Hence the breakthrough in the Uruguay Round, 
which led to the ATC as of 1 January 1995, can be viewed as one of the 
triumphs of free trade advocates across the globe. 

The ATC was gradually implemented in four phases over a 10-year 
period beginning on 1 January 1995 and ending on 31 December 2004. 
The liberalization had two dimensions: first, the phased integration of 
harmonized system tariff codes or lines into the General Agreement 
on Tariffs and Trade (GATT) (16% in 1995, 17% in 1998, 18% in 2002, 
and 49% in 2005); and second, higher growth rates in remaining quota-
constrained categories (6.96% in 1995–1997, 8.7% in 1998–2001, and 11.05% 
in 2002–2004) (James et al. 2003).2 In this way, the ATC gradually but 
progressively liberalized world trade in textiles and clothing in these two 
dimensions of integration and growth in the remaining quotas. 

During those 10 years, however, several unforeseen developments 
occurred that have important consequences for the outcome of the 
liberalization. The first of these is the post-Uruguay Round proliferation 
of preferential trade agreements around the major trading hub countries 
of the European Union (EU)—Belgium, France, Germany, Italy, and 
United Kingdom—and North America. These agreements include 
programs aimed at providing new life to the textile complexes in the 
older industrial economies through “outsourcing” and “production 
sharing” arrangements with neighboring developing countries and 
countries in transition from central planning to market economies. The 
preferential agreements include so-called “free trade agreements” as well 
as unilateral preference treaties such as the General Preferential Tariff 
program of Canada, the Everything But Arms initiative of the EU, and 
the African Growth and Opportunities Act of the United States (US). All 
of these discriminatory agreements are enforced by rules of origin that 
usually encourage exclusive use of textile intermediate products (yarn 
and fabric) from the hub countries. That these agreements have had a 
substantial impact on the direction and composition of trade is not in 
doubt. What is in doubt is whether they will continue to allow high-cost 
textile producers in the hub countries to survive. 

The second unforeseen development during the negotiation of the 
ATC was the dramatic emergence of the PRC as an industrial power 
and its accession to WTO in late 2001, near the end of the second phase 
of the implementation of the ATC. The fact that the PRC would benefit 
from the relaxation of quotas meant that the benefits expected from the 
agreement by other large Asian suppliers of textiles and clothing would, 
at a minimum, have to be shared with it. The extent to which the PRC 
would gain, however, remains uncertain. This is because the accession 
agreement includes a special textile safeguard arrangement that is valid 
through 2008.3 

The imposition of safeguard quotas on the PRC in mid-2005 by the 
EU and US (followed by other WTO members including Argentina, 
Brazil, Peru, and Turkey) is significant in that the PRC is the world’s 
leading producer and exporter of clothing and is a major producer and 
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exporter of intermediate and made-up textile products. As the PRC’s 
shares of the EU (30%) and US (25%) imports of all textile and clothing 
products in 2005 were large, imposition of quota restraints may erode 
gains to consumers through prices higher than would otherwise have 
been charged. This also means that the world is not completely quota 
free (except for a brief interlude in early 2005). Hence, one may refer to 
the “almost” post-quota era between the present and the end of 2008. 
Even then the outcome is not determinate because the PRC’s accession 
agreement allows WTO members to treat the PRC as a nonmarket 
economy for another extended period (up to 2016). This allows any WTO 
member to enact antidumping measures by comparing import prices 
of PRC goods with prices of similar goods in a representative market 
economy rather than domestic prices of these goods in the PRC.4 In any 
case, normal WTO safeguards and other contingent forms of protection 
remain available.5 

In this section of the Asian Development Outlook, the historical 
significance of production and trade in textiles and clothing in the 
economic development of the Asian Development Bank (ADB) developing 
member countries is discussed and past performance is briefly reviewed. 
Then new statistical data that are collected on a “real time” basis in 
the EU and US for the entire year of 2005 are examined in order to 
understand the trends under the (almost) quota-free trading environment 
and, in particular, to compare the situations of preferential and 
nonpreferential suppliers. Finally, an agenda for future reform of trade 
policy in this important area of world trade is considered, an agenda that 
may be influential both in the current Doha negotiations and in crafting 
other trade agreements.

Historical perspective on textiles and clothing  
in Asian development 

The reintegration of textile and clothing trade into the system of 
world trade at the completion of the ATC on 31 December 2004 was of 
particular significance to Asian developing economies and had prompted 
much speculation of what the possible effects could be. These economies 
had seen large increases in exports of textiles and clothing—especially 
clothing—as they moved up the ladder of industrialization from largely 
agricultural economies to modern manufacturing and services-based 
economies over a 30–40-year period. In the last two decades, textiles and 
clothing have been the second-fastest growing segment of world trade 
(after electronics), despite the presence of the quota system (Hayashi 
2005). Of course, in the decade after the ATC was agreed upon, market 
access improved, foreign investment flows rose, and buyers and suppliers 
began to reposition themselves in light of the PRC’s WTO accession, the 
end of quotas, and the proliferation of preferential trade agreements. 

The success that economies like Japan; Hong Kong, China; Republic of 
Korea; Taipei,China; and Singapore had with textiles and clothing in the 
early stages of their industrialization, particularly before the quota system 
became embedded in the GATT in 1974, was outstanding, with export-
led growth leading to rapid gains in production, employment (especially 
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of younger female workers), and technological and management skills. 
These economies tended to develop large textile complexes and labor-
intensive clothing industries, the latter dominated by small and medium 
enterprises. 

Following Japan’s earlier experience, the East Asian newly 
industrialized economies that held large quotas in recognition of their 
large capacity and competitiveness in textiles and clothing in the 1960s 
and early 1970s, gradually became uncompetitive in the most labor-
intensive segments of the industry. The rising labor and energy costs of 
the 1970s and early 1980s helped prompt the migration of these industries 
to Southeast Asia, a process that was accelerated by currency appreciation 
after the Plaza Accord of 1985 (Thee 1991 and 2003). 

Once reforms took hold in the PRC, textile and clothing factories 
from higher-cost locations in East Asia and Southeast Asia began to 
relocate production either there or to other locations where preferences 
were large enough and costs competitive enough to justify the 
investments. Hong Kong, China; Korea; and Taipei,China still retain 
niches in high-end fashion wear requiring very skilled sewing and 
design operations and in high-quality and capital-intensive segments of 
the textile industry, such as expensive man-made fabrics and industrial 
textiles. Korea and Taipei,China retain some of the largest textile capacity 
in Asia, with only the PRC, India, Pakistan, and Indonesia (ranked by 
size) having larger mill capacities (USITC 2004, Table 3.1). Thailand 
also has large textile capacity, exceeding that of Mexico in 2003 (USITC 
2004). Pakistan has the third-largest cotton textile industry, after the PRC 
and India. Viet Nam is now developing a modern textile industry but 
it is in the early stages of development. USITC (2004) shows that large 
Asian countries have the lion’s share of textile mill capacity in knitting, 
spinning, and weaving among all regions of the developing world. 
Outside Asia, Turkey, Mexico, and Egypt (ranked by size) have the most 
significant capacities among developing countries. 

The data for 2003 indicate that Asian-based textile mills accounted 
for 60% of world fiber consumption. Estimates of spinning and weaving 
capacities indicate that Asian mills accounted for 66% and 68%, 
respectively, of all machinery in these textile segments globally (USITC 
2004).6 Member countries of the Organisation for Economic Co-operation 
and Development (OECD) imported about 31% of textile imports from 
non-OECD sources in 2001, of which 79% came from Asia. For the larger 
category in imports, namely clothing, two thirds of OECD imports were 
from non-OECD countries. Asian suppliers accounted for 44% of total 
OECD clothing imports or two thirds of all imports of clothing from 
non-OECD countries in 2001 (OECD 2004). 

The migration of textile production has been to large developing 
Asian countries; smaller countries almost exclusively assemble clothing 
but rely on imported intermediate textile fabrics. This process is still 
taking place as the largest textile company in Taipei,China—Formosa 
Plastics—has recently chosen to invest in a large-scale textile complex 
in Viet Nam.7 Later, it will be seen that the presence or absence of large-
scale production capacity in intermediate textile products is a critical 
factor in the emerging trading environment. One consequence is that 
the textile industry is likely to be increasingly dominated by a few large 
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Asian players. However, because of fragmentation, small countries 
that are competitive with low labor costs or highly skilled sewers, and 
have low trade costs because of smooth customs operations and good 
infrastructure, are likely to survive and may even thrive in the (almost) 
quota-free trading environment.

For some Asian countries, the textile and clothing industry has 
become the leading source of manufactured exports and, indeed, total 
merchandise exports. Over 80% of the merchandise exports of Cambodia 
(85%) and Bangladesh (83%) are clothing. For Sri Lanka (55%), Nepal 
(51%), and Lao People’s Democratic Republic (42%), clothing exports are 
also by far the largest item in merchandise exports. For Pakistan, 70% of 
merchandise exports are in textiles or clothing.8

It is hard to overstate the significance of the employment and incomes 
that accrue to female workers, often new entrants to the labor force. 
Without these jobs, there would be little alternative formal employment 
of young female workers in manufacturing. The opening of the formerly 
closed economies of South Asia and the transitional economies of 
Southeast Asia would not have been as rapid, had it not been for the 
growth of a strong export-oriented industrial lobby based in the clothing 
sector. 

As pointed out in Part 3 of the Asian Development Outlook 2006, the 
development of export-oriented manufacturing industries under open 
trade regimes has had important social benefits for Asian countries 
related to employment, participation rates, household formation, and 
female status in society. It has also had some beneficial impacts on labor 
standards and human rights, as experience in Cambodia demonstrates. 
Cambodia, for example, has adopted International Labour Organization 
codes and conventions and has taken their enforcement quite seriously as 
a result of the critical position of the export-oriented clothing industry 
and its reliance on markets in the EU and North America.9 Some fear 
that these benefits may be lost if the industry collapsed. This anxiety 
has been repeatedly expressed for the small clothing exporters in the 
region, but is the concern—expressed in such articles as the Far Eastern 
Economic Review (2003)—valid? An attempt is made to address this issue 
in the following section. 

Before turning to recent trade performance, it is important to note 
briefly the industrial structure of textiles and clothing and to understand 
the various factors thought to be important in determining where 
production takes place. Viewed as an integrated whole, the value chain 
in textiles and clothing consists of the following five production stages 
(Figure 1.4.1): (i) spinning of fibers into yarn; (ii) knitting or weaving 
of yarn into gray fabric; (iii) dyeing, printing, and finishing of fabrics 
for clothing production; (iv) cutting of fabric into clothing parts; and 
(v) assembly or sewing operations (combined with accessories like buttons 
and zippers) to create finished clothing. 

The presence of large domestic supplies of cotton or wool as in 
PRC, India, Pakistan, and Egypt provides a basis for cotton and wool 
textile production, but cotton or wool may also be imported from other 
suppliers of raw material (e.g., Australia and New Zealand). Man-made 
fabric (MMF) is produced from polyester filaments. Finishing operations 
are capital intensive (particularly dyeing and fabric finishing) and require 
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large supplies of freshwater and power in addition to chemicals, dyes, and 
paints. Cutting and assembly operations for clothing are often subdivided 
as well, with simple sewing being the most labor intensive of all the 
production stages. 

A developing country typically begins with importing cut clothing 
pieces for sewing into clothing items. As the industry develops, cutting of 
fabrics and sewing the pieces into clothing represents a second phase of 
development. As the producers become more sophisticated, standard trim 
and accessories are added to production (e.g., white buttons on men’s 
dress shirts). Finally, a full-package clothing producer does the sourcing 
of the fabric and contracts for the cutting, sewing, and trim operations 
along a global supply chain or production network. 

The ability to fragment production allows the full-package producer 
to place each operation in the most cost-effective location. The big 
differences in factor prices are what enable low-income developing 
countries to enter these global production networks. For example, 
clothing workers in Indonesia (earning $0.27/hour), India ($0.38/hour), 
Bangladesh ($0.39/hour), Pakistan ($0.41/hour), and Sri Lanka 
($0.48/hour) can compete with those in the PRC ($0.78/hour) in labor-
intensive sewing operations, provided that productivity is adequate, while 
workers in Mexico ($2.45/hour) may have difficulty doing so for markets 
as distant as Japan or Europe (USITC 2004). However, it takes only 2 days 
to ship clothing from Mexico to US retail outlets, but 21 days for clothing 
from the PRC to reach retail markets in Los Angeles, and time is literally 
money (Hummels 2001).10 Hence, in certain clothing categories, the labor 
cost advantage of the PRC may be offset by geographic proximity, if trade 
costs are low in the competitor country.

The following factors must also be taken into account in addition 
to time, distance, and labor cost adjusted for productivity (unit labor 
costs): business climate in the supplying country (including policies and 
conditions for trade, investment, and the financial and labor markets); 
infrastructure (including use of electricity, informatics, ports, roads, 
telecommunications, water, and human resource-related infrastructure 
in, for example, health and education); and, most important, market 
access (whether a supplier is entitled to preferential tariff treatment or is 
subject to discriminatory tariff and nontariff barriers). All of these factors 
must be taken into consideration to understand the outcome of the 
liberalization that was completed under the ATC.11 While space prevents 

1.4.1 Major production stages for textiles and clothing
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this brief review from conducting an evaluation of these factors in the 
developing Asian countries, it can be assumed that those that perform 
well in the post-quota trading environment are likely to have satisfied the 
requirements in most dimensions of these factors.

Recent performance under the ATC and in the 
(almost) post-quota era 

In 2003 and again in 2004, growth in world textile and clothing trade was 
in double digits (WTO 2005), averaging 12–13% in value. Asian exports of 
textile and clothing products to Europe and North America increased at 
an annual rate of 18% during these 2 years in dollars and euros (Anson 
and Brocklehurst 2005). 

In 2005, growth was anticipated to expand in volume terms (as all 
quotas are on the volume of exports and not on the value, which is 
determined by prices and quantities) but the outcome in value terms was 
indeterminate because it was not known if increases in volumes would 
outpace decreases in prices. Then again, it was only at the midnight hour 
of the fourth and final phase of the ATC that binding quotas on nearly 
half of all textile and clothing tariff lines in the harmonized system were 
finally ended for all WTO contracting member states by Canada, EU, 
and US. 

The elimination of quotas is a double-edged sword for developing 
countries because of the existence of discriminatory preferential trade 
agreements with industrial countries. These agreements provided a large 
“margin of preference” to beneficiaries prior to 2005 because the tariff 
equivalent of the quotas imposed on large Asian nonpreferential suppliers 
was substantial. The elimination of quotas therefore implied a significant 
erosion of the margin of preference enjoyed by preferential suppliers as 
the tariff equivalents fell to zero as of 31 December 2004. This meant that 
shifts in market shares away from preferential suppliers and downward 
pressure on prices were likely to be seen as 2005 progressed.

The United States Office of Textiles and Apparel was empowered 
to rapidly collect import data on textile and clothing imports by quota 
categories, even after quotas were eliminated, through electronic data 
processing. It increased its efforts beginning in 2005 to monitor imports 
from the PRC in view of the special safeguard agreement that was part 
of the WTO accession agreement with that country. Data therefore 
became available by product and source country of imports with only a 
2-month lag. Similarly, Eurostat put in place a system to monitor textile 
and clothing imports on a “real time” basis for the same purpose.12 In 
the US case, detailed data on imports under special import programs are 
available so that preferential imports may be distinguished from imports 
facing most-favored nation tariffs. These data allow for the separation 
of what is happening in terms of volume and value (and, consequently, 
unit prices) in various categories of textile and clothing imports from 
preferential and nonpreferential suppliers, as well as for more aggregate 
measures of imports such as market share.

The following sections offer an overview of Asian exporters’ recent 
performance to the US and EU markets.
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United States market

Clothing
The annual volume changes of US imports from all major suppliers for 
clothing in million square meter equivalents for 2002–2005 are shown 
in Table 1.4.1, which indicates a 10.3% increase in 2005 over 2004 and 
represents a sharp acceleration of growth compared with the previous 
year. The value of US imports of clothing in millions of current US dollars 
rose by about 6%—indicative of falling unit prices in 2005 compared with 
2004 (Table 1.4.2). Clothing imports from the PRC increased by nearly 
100% in volume and by about 70% in value—revealing a steep cut in unit 
values of the PRC’s products. The full-year increase in the PRC’s share of 
the US import market of about 12% in volume and 8% in value cements the 
PRC’s position as the lead supplier of US imports of clothing, despite the 
imposition of safeguard quotas in the second half of the year. 

In contrast, former major quota holders like Hong Kong, China; 
Taipei,China; and Korea (ranked by size of quota holdings) saw a 
cumulative drop in market share from 9.7% in 2004 to 6.1% in 2005 in 
volume and a drop from 11.1% to 8.4% in value over the same period. 
Preferential suppliers overall saw a decline in market shares in clothing 
shipments in volume of about 5% and in value by a little more than 4% in 
2005 compared with 2004 (Tables 1.4.1 and 1.4.2). A group of competitive 
Asian suppliers more than held their own in the US market in 2005 led 
by Bangladesh, India, Indonesia, Cambodia, Pakistan, Sri Lanka, and Viet 
Nam, cumulatively increasing volume share by about 1 percentage point 
to about 24% in 2005 versus 23% in 2004, and increasing value share to 
22.7% from 20.5% over the same time frame. This group managed this 
performance mainly because their unit values kept pace or grew faster 
than volumes. In fact, in Viet Nam and Sri Lanka, volumes rose more 
slowly than the world average but values increased more rapidly than the 
world average. 

Moreover, in the case of Indonesia growth of value (nearly 20%) 
clearly outpaced volume growth (17%), indicating that rather than 
competing directly with the PRC, producers moved into higher-quality 
clothing lines. In particular, high growth in shipments of cotton clothing 
figured prominently in the success of these Asian suppliers, offsetting a 
generally weaker performance in shipments of MMF clothing. The latter 
category has much higher tariffs than cotton clothing (typically over 20% 
as against 10% for cottons) that may have priced some of them out of 
the market for certain products, compared with the PRC. The PRC lifted 
the volume of MMF clothing shipments by 140% in 2005 but increased 
value by half that, indicating a sharp reduction in its prices of MMF 
clothing. Even though the PRC also faces high tariffs on these items, its 
price competitiveness was strong enough to overcome them. Preferential 
suppliers were also able to preserve their market share in MMF clothing 
(a decline of 3.5% in volume but only 1.7% in value) better than in cotton 
clothing (a decline of 7.8% in volume and 7.2% in value).

In some contrast to competitive Asian suppliers, Malaysia, 
Philippines, and Thailand continued to have fading performances in 
clothing shipments in both volume and value terms relative to the world 
average. This suggests that producers in these cases failed to adjust in the 
manner of the more competitive suppliers.
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Small and marginal suppliers in the US market, such as the 
Fiji Islands and Nepal, which had already been losing ground before the 
ending of quotas, were hard hit in 2005. Most of the countries in Central 
Asia as well as Maldives and Mongolia saw their market shares evaporate 
in 2005. These were cases where distance and geography now count for 
more than other factors and, with the end of quotas, footloose producers 
have packed up and moved on.

In the main, however, many countries’ fears of being squeezed out 
of the US market—by a combination of the rising strength of the PRC 
on the one hand and the proliferation of US preferences with non-Asian 
suppliers on the other—were not realized. 

Textiles
Intermediate textile products include yarns and fabrics used in the 
manufacture of clothing. The trade in intermediate textile products is 
concentrated in fewer countries than trade in clothing, reflecting the 
large scale-economies in production of textiles compared with clothing. 

1.4.1 United States imports of clothing, by volume

Volume change over previous year (%) Market share (%)

2002 2003 2004 2005 2001 2002 2003 2004 2005

Nonpreferential suppliers  12.64  14.40  10.40  21.87  52.19  54.87  57.41  59.93  66.20 
Asia-Pacific DMC suppliers  12.88  14.73  11.43  26.46  47.23  49.75  52.21  55.01  63.05 

People’s Republic of China  60.35  46.32  29.81  97.93  6.06  9.07  12.14  14.90  26.73 
Bangladesh  -3.96  -1.58  3.14  19.45  6.00  5.38  4.84  4.72  5.11 
Indonesia  0.15  3.92  13.83  17.07  3.69  3.45  3.28  3.53  3.74 
India  26.29  4.59  14.52  29.68  2.50  2.95  2.82  3.05  3.59 
Viet Nam  1,022.36  134.38  5.12  3.13  0.17  1.83  3.92  3.89  3.64 
Cambodia  22.67  19.97  20.28  11.87  2.23  2.55  2.80  3.18  3.23 
Thailand  8.32  1.20  7.45  0.69  2.81  2.84  2.63  2.67  2.44 
Hong Kong, China  -10.43  -4.36  -5.92  -19.27  5.69  4.76  4.16  3.70  2.71 
Pakistan  10.10  16.12  17.06  11.28  2.15  2.21  2.35  2.60  2.63 
Philippines  -0.49  -0.90  -5.87  1.00  3.44  3.19  2.89  2.57  2.36 
Sri Lanka  -2.31  0.28  5.08  9.32  2.50  2.28  2.09  2.08  2.06 
Republic of Korea  2.86  -11.43  8.48  -42.44  3.92  3.77  3.05  3.13  1.63 
Taipei,China  -6.25  2.61  -3.18  -31.56  3.81  3.34  3.13  2.87  1.78 
Malaysia  -0.14  -0.67  10.09  0.36  1.20  1.12  1.01  1.06  0.96 
Mongolia  23.12  3.34  12.35  -35.53  0.27  0.31  0.29  0.31  0.18 
Turkmenistan  2.39  43.95  -2.46  -6.51  0.09  0.09  0.12  0.11  0.09 
Nepal  -28.93  3.51  -11.26  -44.85  0.33  0.22  0.21  0.17  0.09 
Uzbekistan  90.23  39.59  -36.72  26.29  0.02  0.04  0.05  0.03  0.04 
Kyrgyz Republic  485.97  176.51  -11.26  -33.92  0.00  0.01  0.03  0.02  0.01 
Armenia  -18.46  -25.48  23.69  -68.54  0.03  0.02  0.01  0.02  0.00 
Kazakhstan  67.39  166.48  36.32  -91.59  0.01  0.02  0.06  0.07  0.01 
Fiji Islands  -14.21  -7.97  21.38  -80.46  0.14  0.11  0.09  0.11  0.02 
Maldives  49.28  11.92  -3.83  -93.74  0.15  0.20  0.21  0.19  0.01 
Tajikistan  - 10,544.65  -33.44  -99.75  -  0.00  0.02  0.01  0.00 
Excluding People’s Rep. of China  5.89  7.69  5.86  -0.09  41.17  40.68  40.07  40.11  36.32 

Other nonpreferential suppliers  10.36  11.15  0.05  -29.39  4.97  5.12  5.20  4.92  3.15 

Preferential suppliers  2.12  2.98  2.30  -4.50  43.12  41.09  38.71  37.44  32.41 
Central American Free Trade Agreement  4.90  5.46  2.87  -0.09  20.69  20.25  19.54  19.00  17.21 
Mexico  -5.81  -8.34  -4.10  -10.17  14.22  12.50  10.48  9.50  7.74 
Others  8.86  13.95  8.72  -7.82  8.21  8.34  8.69  8.94  7.47 

World  7.15  9.32  5.76  10.32  100.00  100.00  100.00  100.00  100.00 

DMC = developing member country of the Asian Development Bank.

Notes: Sum of nonpreferential and preferential suppliers does not add up to world total because some minor suppliers are not included; numbers may not sum 
precisely due to rounding.

Source: United States Department of Commerce, Office of Textiles and Apparel, available: http://www.otexa.ita.doc.gov/, downloaded 10 March 2006. 

http://www.otexa.ita.doc.gov/
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1.4.2 United States imports of clothing, by value

Value change over previous year (%) Market share (%)

2002 2003 2004 2005 2001 2002 2003 2004 2005

Nonpreferential suppliers  2.48  11.32  8.69  15.12  56.37  57.26  59.36  60.93  66.11 

Asia-Pacific DMC suppliers  2.48  12.06  9.60  19.90  48.25  49.00  51.15  52.93  59.83 
People’s Republic of China  21.54  29.75  23.01  69.61  8.15  9.82  11.87  13.78  22.04 
India  10.74  5.26  10.77  34.24  3.04  3.34  3.27  3.42  4.33 
Hong Kong, China  -7.93  -4.53  3.98  -8.79  7.46  6.81  6.05  5.94  5.11 
Indonesia  -7.81  5.69  11.36  19.67  3.92  3.58  3.53  3.71  4.18 
Viet Nam  1,768.80  165.29  7.91  6.33  0.08  1.57  3.88  3.96  3.97 
Bangladesh  -10.38  -1.86  7.01  19.93  3.72  3.31  3.02  3.05  3.45 
Cambodia  11.58  18.92  15.27  19.86  1.65  1.83  2.03  2.21  2.49 
Thailand  -5.44  -0.40  5.13  0.47  3.22  3.02  2.80  2.78  2.63 
Philippines  -4.02  2.11  -3.66  2.51  3.35  3.19  3.03  2.76  2.66 
Sri Lanka  -6.04  1.60  7.92  6.51  2.66  2.48  2.35  2.39  2.40 
Pakistan  -5.71  15.61  12.04  10.65  1.65  1.54  1.66  1.76  1.83 
Republic of Korea  -5.49  -12.39  0.15  -36.17  3.86  3.62  2.95  2.79  1.68 
Taipei,China  -12.98  2.21  -3.86  -26.76  3.21  2.77  2.63  2.39  1.65 
Malaysia  -5.42  -4.77  3.84  -4.79  1.35  1.26  1.12  1.10  0.99 
Mongolia  11.97  13.40  28.56  -40.78  0.25  0.27  0.29  0.35  0.20 
Nepal  -27.56  20.00  -24.31  -37.59  0.26  0.19  0.21  0.15  0.09 
Turkmenistan  10.46  42.28  -4.09  -20.38  0.05  0.06  0.08  0.07  0.05 
Uzbekistan  63.05  80.00  -53.16  62.54  0.01  0.02  0.03  0.02  0.02 
Fiji Islands  -18.54  9.48  7.90  -77.74  0.16  0.13  0.13  0.13  0.03 
Kyrgyz Republic  162.02  227.62  -28.79  -43.67  0.00  0.00  0.02  0.01  0.01 
Kazakhstan  -5.36  357.72  -15.66  -75.07  0.01  0.01  0.03  0.02  0.00 
Armenia  -13.95  -23.04  -1.38  -80.91  0.02  0.02  0.01  0.01  0.00 
Maldives  20.30  -9.52  -10.73  -94.18  0.15  0.18  0.15  0.13  0.01 
Tajikistan  -  10,247.18  -46.20  -99.45  -  0.00  0.01  0.00  0.00 
Excluding People’s Rep. of China  -1.40  7.63  5.54  2.40  40.09  39.18  39.28  39.15  37.79 

Other nonpreferential suppliers  2.47  6.92  3.03  -16.54  8.12  8.25  8.22  7.99  6.29 

Preferential suppliers  -0.06  1.96  4.01  -6.46  39.52  39.15  37.18  36.52  32.20 

Central American Free Trade Agreement  1.77  0.98  3.57  -4.26  15.82  15.96  15.01  14.68  13.25 
Mexico  -4.95  -7.01  -3.17  -9.07  13.83  13.03  11.29  10.32  8.85 
Others  3.87  15.03  12.08  -6.91  9.87  10.16  10.88  11.52  10.11 

World  0.89  7.37  5.90  6.09  100.00  100.00  100.00  100.00  100.00 

DMC = developing member country of the Asian Development Bank.

Notes: Sum of nonpreferential and preferential suppliers does not add up to world total because some minor suppliers are not included; numbers may not sum 
precisely due to rounding.

Source: United States Department of Commerce, Office of Textiles and Apparel, available: http://www.otexa.ita.doc.gov/, downloaded 10 March 2006. 

Only seven Asian suppliers have a market share in US imports of textile 
intermediates of more than 1%, compared with double that number for 
clothing (Tables 1.4.3 and 1.4.4). Similarly, only three preferential suppliers 
(Canada, Mexico, and Israel—ranked by size) have a share exceeding 
1% of US imports of intermediate textile products compared with seven 
preferential suppliers of clothing. Imports of intermediate products are 
aggregated in Tables 1.4.3 (volume) and 1.4.4 (value). 

The volume of trade measured by US imports increased by only 3% in 
2005 from the previous year and the increase in value was even smaller, 
at only 2%. Only three big Asian suppliers had growth in shipments 
of intermediate textile products to the US after 2004 large enough to 
increase market share: the PRC (up 83% in volume and 56% in value); 
India (up 79% in volume and 22% in value); and Indonesia (up 7% in 
volume and 4% in value). Other significant Asian suppliers such as Korea 
and Taipei,China increased the volume of shipments but saw values fall, 

http://www.otexa.ita.doc.gov/
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1.4.3 United States imports of textile intermediate products, by volume

Volume change over previous year (%) Market share (%)

2002 2003 2004 2005 2001 2002 2003 2004 2005

Nonpreferential suppliers  29.98  -2.45  12.24  9.08  53.31  58.09  56.95  58.94  62.39 

Asia-Pacific DMC suppliers  38.40  -2.48  14.80  15.55  34.38  39.89  39.09  41.38  46.41 
People’s Republic of China  82.66  16.06  29.52  82.70  3.56  5.45  6.35  7.59  13.45 
Republic of Korea  58.26  15.42  20.88  5.85  6.41  8.51  9.87  11.00  11.30 
Pakistan  32.01  -12.59  17.99  -10.48  7.59  8.40  7.38  8.03  6.97 
Taipei,China  59.45  -14.71  4.27  1.20  4.04  5.39  4.62  4.45  4.37 
Indonesia  19.46  -17.46  16.38  6.74  2.94  2.95  2.44  2.62  2.72 
India  18.10  -3.35  14.35  79.30  1.65  1.63  1.59  1.67  2.91 
Thailand  8.38  -19.31  -3.21  -7.23  3.87  3.52  2.85  2.55  2.29 
Malaysia  41.04  11.30  2.16  -25.55  0.91  1.07  1.20  1.13  0.82 
Viet Nam  11,536.75  184.12  23.74  16.85  0.00  0.12  0.33  0.38  0.43 
Philippines  46.86  17.64  -18.49  -60.59  0.78  0.95  1.13  0.85  0.32 
Hong Kong, China  -30.04  -48.21  24.13  10.87  1.40  0.82  0.43  0.49  0.53 
Sri Lanka  -1.40  -10.00  -27.16  -39.93  0.43  0.36  0.32  0.22  0.13 
Bangladesh  -28.02  20.67  -1.89  -63.85  0.11  0.06  0.08  0.07  0.02 
Cambodia  309.43  -39.72  37.96  -53.23  0.02  0.06  0.04  0.05  0.02 
Uzbekistan  13.53  -26.98  -33.43  -57.87  0.56  0.54  0.39  0.24  0.10 
Nepal  233.99  67.40  100.90  626.41  0.00  0.00  0.00  0.00  0.00 
Mongolia  -34.03  -99.67  -41.85  6,343.94  0.00  0.00  0.00  0.00  0.00 
Turkmenistan  -41.56  23.99  -41.37  -45.77  0.10  0.05  0.06  0.03  0.02 
Kyrgyz Republic  -  -  -  -  -  -  -  -  0.00 
Armenia  -  -  -  -  -  -  -  -  0.00 
Kazakhstan  -  -100.00  -  -100.00  -  0.00  -  0.00  - 
Fiji Islands  808.88  -89.08  616.36  -88.08  0.00  0.00  0.00  0.00  0.00 
Maldives  -  -  -  -  -  -  -  -  - 
Tajikistan  -92.63  64.55  2,825.57  -77.67  0.01  0.00  0.00  0.02  0.00 
Excluding People’s Rep. of China  33.29  -5.41  11.94  0.48  30.82  34.44  32.74  33.79  32.95 

Other nonpreferential suppliers  14.70  -2.38  6.64  -6.19  18.93  18.20  17.86  17.56  15.99 

Preferential suppliers  4.36  0.83  3.18  -5.87  43.75  38.27  38.78  36.90  33.71 

Mexico  8.58  -4.27  12.87  -5.93  10.55  9.61  9.24  9.62  8.78 
Central American Free Trade Agreement  -18.33  14.45  24.76  -32.95  0.58  0.40  0.46  0.53  0.34 
Others  577.29  2.38  -0.24  -5.32  32.61  28.27  29.08  26.75  24.59 

World  19.28  -0.49  8.45  3.03  100.00  100.00  100.00  100.00  100.00 

DMC = developing member country of the Asian Development Bank.

Notes: Sum of nonpreferential and preferential suppliers does not add up to world total because some minor suppliers are not included; numbers may not sum 
precisely due to rounding.

Source: United States Department of Commerce, Office of Textiles and Apparel, available: http://www.otexa.ita.doc.gov/, downloaded 10 March 2006. 

losing market share in value terms. Only Canada, Mexico, and Israel, 
among all preferential suppliers, ship large amounts of intermediate 
textile products to the US and all of them saw decreases in the volume of 
shipments in 2005 of 5–6%. However, Mexico increased the value of its 
shipments enough to increase market share marginally. Indeed the market 
share of preferential suppliers as a group fell hardly at all in value (by 
only about two tenths of a percentage point), indicating that preferential 
rules of origin are likely at work, diverting trade in these products. This is 
in fact unsurprising, given the stringent “triple-transformation” (covering 
the second through fifth major steps in production shown in Figure 1.4.1 
above) rules of origin in the North American Free Trade Agreement 
(NAFTA) as regards textiles and clothing. 

Asia might benefit by looking at EU and US experience with rules 
of origin in negotiating and designing rules for its own bilateral and 
regional trade agreements that will influence the future textile and 

http://www.otexa.ita.doc.gov/
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1.4.4 United States imports of textile intermediate products, by value

Value change over previous year (%) Market share (%)

2002 2003 2004 2005 2001 2002 2003 2004 2005

Nonpreferential suppliers  9.32  -1.50  11.25  2.27  63.98  65.66  65.45  67.14  67.30 

Asia-Pacific DMC suppliers  14.02  -4.68  10.23  5.32  36.69  39.27  37.88  38.50  39.75 
People’s Republic of China  47.74  13.72  23.19  55.80  4.36  6.04  6.96  7.90  12.07 
Republic of Korea  8.31  -6.51  6.13  -0.13  9.71  9.88  9.35  9.15  8.95 
Pakistan  30.39  -2.69  22.29  -19.21  5.14  6.29  6.20  6.99  5.53 
Taipei,China  16.08  -10.41  1.65  -4.00  6.41  6.98  6.33  5.93  5.58 
Indonesia  -1.25  -8.52  17.90  3.61  1.97  1.83  1.69  1.84  1.87 
India  10.33  6.94  6.90  21.96  1.87  1.94  2.10  2.07  2.47 
Thailand  -0.87  -20.38  0.77  -4.64  2.54  2.37  1.91  1.77  1.66 
Malaysia  10.34  -1.85  -2.64  -22.61  0.67  0.70  0.69  0.62  0.47 
Viet Nam  32,745.72  202.55  23.59  -4.02  0.00  0.07  0.20  0.23  0.22 
Hong Kong, China  -31.09  -47.57  -12.66  -32.09  2.52  1.63  0.86  0.70  0.46 
Philippines  28.18  34.19  -11.96  -69.59  0.60  0.72  0.98  0.79  0.24 
Sri Lanka  -8.96  -24.36  -25.31  -40.99  0.40  0.34  0.26  0.18  0.10 
Cambodia  162.33  -50.54  29.04  -25.26  0.02  0.06  0.03  0.03  0.03 
Bangladesh  -24.81  13.70  20.48  -65.45  0.05  0.04  0.04  0.04  0.02 
Uzbekistan  4.52  -29.68  -21.46  -69.04  0.37  0.37  0.26  0.19  0.06 
Nepal  2.60  277.32  -9.14  114.31  0.00  0.00  0.00  0.00  0.00 
Maldives  -  -  -  -  -  -  -  -  - 
Mongolia  -33.84  -96.99  158.90  134.41  0.00  0.00  0.00  0.00  0.00 
Turkmenistan  -13.86  -11.04  -6.31  -44.47  0.04  0.03  0.03  0.02  0.01 
Fiji Islands  249.26  -75.25  192.53  -83.09  0.00  0.00  0.00  0.00  0.00 
Kyrgyz Republic  -  -  -  -  -  -  -  -  0.00 
Kazakhstan  -  -100.00  -  -100.00  -  0.00  -  0.00  - 
Armenia  -  -  -  -  -  -  -  -  0.00 
Tajikistan  -92.15  76.28  2,346.08  -76.50  0.01  0.00  0.00  0.04  0.01 
Excluding People’s Rep. of China  9.47  -8.03  7.31  -7.71  32.33  33.23  30.93  30.60  27.68 

Other nonpreferential suppliers  2.99  3.25  12.65  -1.83  27.29  26.39  27.57  28.64  27.56 

Preferential suppliers  0.38  -0.91  3.35  1.34  32.76  30.88  30.96  29.51  29.31 

Mexico  6.82  -6.04  8.23  3.08  9.44  9.47  9.00  8.98  9.08 
Central American Free Trade Agreement  -18.24  -0.22  36.43  -19.31  0.27  0.21  0.21  0.26  0.21 
Others  -2.04  1.37  1.01  0.84  23.05  21.20  21.75  20.26  20.02 

World  6.52  -1.19  8.45  2.02  100.00  100.00  100.00  100.00  100.00 

DMC = developing member country of the Asian Development Bank.

Notes: Sum of nonpreferential and preferential suppliers does not add up to world total because some minor suppliers are not included; numbers may not sum 
precisely due to rounding.

Source: United States Department of Commerce, Office of Textiles and Apparel, available: http://www.otexa.ita.doc.gov/, downloaded 10 March 2006. 

clothing trade of its developing countries. The US has demonstrated some 
flexibility in designing rules of origin in preferential agreements as far 
as intermediate textile products are concerned. For example, the US-
Central American Free Trade Agreement (CAFTA) allows cumulation13 
in textiles and clothing between CAFTA and NAFTA so that textile yarns 
and fabrics from Mexico are counted as originating within the CAFTA 
countries. In its free trade agreement with Jordan, either US or Israeli 
fabrics or clothing parts may be used in Jordan’s clothing shipments to 
the US with duty-free treatment.14

European Union Market
Following the PRC’s entry into WTO in late 2001, the country’s access to 
the EU market improved: its shipments of textile and clothing products to 
the EU rose, and its share of the market in volume terms increased from 
17% in 2001 to 26% in 2004 and in value terms from 18% in 2001 to 23% in 

http://www.otexa.ita.doc.gov/
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1.4.5 European Union imports of textiles and clothing, by volume

Volume change over previous year (%) Market share (%)

1996–
2000a

2001 2002 2003 2004 2005 1995–
2000b

2001 2002 2003 2004 2005

Asia 9.14 57.11 -23.88 14.32 5.76 13.94 56.19 65.27 59.92 62.34 62.59 66.78
People's Republic of China 14.04 44.39 3.88 28.37 10.86 36.39 13.73 16.89 21.16 24.71 26.01 33.37
India 5.92 5.94 -6.25 6.41 2.92 4.73 11.64 8.44 9.54 9.24 9.02 8.81
Bangladesh 9.02 401.16 -77.99 26.97 17.68 -1.18 5.26 19.38 5.14 5.94 6.64 6.13
Pakistan 6.38 8.24 11.72 12.98 6.82 -3.03 5.80 4.23 5.70 5.86 5.95 5.31
Hong Kong, China -2.03 40.65 -12.81 -8.92 -16.95 -20.06 2.95 2.37 2.49 2.06 1.63 1.19
Indonesia 7.51 18.65 -6.05 -7.80 -7.95 -7.26 5.04 4.12 4.67 3.92 3.43 3.00
Republic of Korea 25.69 -3.14 -1.81 2.00 -2.89 -19.17 2.83 2.56 3.03 2.81 2.59 1.97
Thailand 3.85 9.01 7.02 3.74 -4.67 4.92 2.85 2.03 2.62 2.48 2.24 2.20
Sri Lanka 7.06 -4.22 5.08 6.64 12.11 -9.00 1.12 0.71 0.90 0.87 0.93 0.79
Taipei,China 17.57 26.77 -19.83 -0.22 -12.05 8.47 2.61 2.48 2.39 2.17 1.81 1.86
Viet Nam 30.42 20.09 -1.71 7.19 6.95 -1.16 0.71 0.92 1.09 1.06 1.08 1.01
Cambodia 33.79 71.12 -9.09 19.70 24.70 -7.97 0.23 0.33 0.36 0.39 0.47 0.40
Philippines 0.31 2.02 -3.60 0.72 14.74 -33.49 0.63 0.36 0.42 0.38 0.42 0.26
Nepal -5.10 -21.68 -20.60 -0.29 9.45 -11.09 0.27 0.10 0.10 0.09 0.09 0.08

Non-Asia 13.79 16.52 -3.10 5.57 5.23 -1.39 18.95 18.04 21.08 20.25 20.23 18.50
Turkey 15.81 17.90 -3.31 7.21 8.14 2.12 10.77 10.67 12.45 12.14 12.47 11.78
Romania 19.31 21.91 9.88 7.80 2.19 -8.96 2.17 2.48 3.29 3.22 3.13 2.66
Tunisia 7.51 8.77 -4.52 -5.11 -3.68 -8.06 2.49 1.96 2.26 1.95 1.78 1.52
Morocco 7.50 6.63 -8.70 3.20 -1.43 -8.27 2.58 1.90 2.09 1.96 1.84 1.56
Bulgaria 17.42 26.54 -19.30 6.86 10.27 3.16 0.94 1.03 1.00 0.97 1.02 0.97

World 8.78 35.55 -17.08 9.89 5.33 7.16 100.00 100.00 100.00 100.00 100.00 100.00
a Average growth rate from 1996 to 2000 relative to previous year. b Average market share in 1995–2000.

Note: Sum of Asia and non-Asia suppliers does not add up to world total because some minor suppliers are not included.

Source: Eurostat, available: http://epp.eurostat.cec.eu.int/portal/page?_pageid=1996,45323734&_dad=portal&_schema=PORTAL&screen=welcomeref&open=/
&product=EU_external_trade&depth=4, downloaded 1 March 2006.

2004 (Tables 1.4.5 and 1.4.6). Most Asian suppliers lost market share but 
the biggest losers were the large quota holders (Hong Kong, China; Korea; 
and Taipei,China). India, Philippines, Sri Lanka, and Thailand had small 
initial losses in 2002 but market shares were quite stable in 2003 and 
2004. Several Asian suppliers with preferential access to the EU under the 
Generalised System of Preferences and the Everything But Arms initiative 
actually improved market shares, including Bangladesh, Cambodia, and 
Pakistan during 2002–2004. Nepal and Viet Nam did not perform well 
despite available preferences. Non-Asian preferential suppliers had a 
similarly mixed performance. Turkey did well between 2002 and 2004 
and firmed up its place as the second-largest developing country supplier, 
after the PRC. However, preferential suppliers in the Mediterranean rim 
and North Africa, such as Tunisia and Morocco, lost market share in that 
period. Romania and Bulgaria, on the other hand, performed reasonably 
well. 

Unit values of EU imports have fallen since the end of 2002, as total 
import volume has increased more than import value. In 2005, growth 
in import volume exceeded that in import value by just 1.6 percentage 
points, so downward pressure on prices in the EU was muted.

The impact of the final phase of quota integration by the EU was 
expected to be less than in the US case, as the liberalization had gone 
further in Europe than in North America under the ATC, largely because 
the EU eliminated quotas for many small supplier countries earlier under 
various arrangements or because the lines it chose to liberalize were 

http://epp.eurostat.cec.eu.int/portal/page?_pageid=1996,45323734&_dad=portal&_schema=PORTAL&screen=welcomeref&open=/&product=EU_external_trade&depth=4
http://epp.eurostat.cec.eu.int/portal/page?_pageid=1996,45323734&_dad=portal&_schema=PORTAL&screen=welcomeref&open=/&product=EU_external_trade&depth=4
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1.4.6 European Union imports of textiles and clothing, by value

Value change over previous year (%) Market share (%)

1996–
2000a

2001 2002 2003 2004 2005 1995–
2000b

2001 2002 2003 2004 2005

Asia 12.42 0.96 -0.35 0.53 8.05 13.37 51.41 51.67 51.64 52.16 53.77 57.91
People’s Republic of China 16.58 6.95 10.48 7.24 12.35 40.07 15.66 17.96 19.90 21.45 22.99 30.66
India 6.70 5.53 -4.74 -1.05 5.14 16.10 7.63 7.14 6.82 6.78 6.80 7.50
Bangladesh 21.48 8.95 -2.76 12.24 20.19 -6.43 3.36 4.41 4.30 4.86 5.57 4.95
Pakistan 7.53 6.80 4.49 3.65 9.64 -11.25 3.38 3.16 3.31 3.44 3.60 3.00
Hong Kong, China 4.70 -16.90 -9.89 -9.81 -6.37 -22.35 5.79 4.09 3.69 3.35 2.99 2.17
Indonesia 11.02 -1.99 -14.48 -11.82 -3.81 -12.66 3.93 3.68 3.16 2.80 2.57 2.16
Republic of Korea 19.08 -8.75 -9.83 -11.59 -7.69 -26.71 2.65 2.75 2.49 2.21 1.95 1.36
Thailand 9.41 -5.84 -1.23 -5.59 4.24 -8.63 2.27 2.02 2.01 1.90 1.89 1.64
Sri Lanka 13.87 -7.74 -3.69 -5.59 13.34 -3.12 1.34 1.27 1.22 1.16 1.26 1.14
Taipei,China 16.55 -10.63 -10.71 -11.77 -16.37 -19.80 1.96 1.70 1.52 1.35 1.08 0.82
Viet Nam 24.44 0.61 -8.62 -20.97 19.38 1.88 1.10 1.30 1.19 0.94 1.08 1.05
Cambodia 48.76 39.69 7.44 -0.72 22.49 -10.02 0.30 0.59 0.64 0.64 0.74 0.64
Philippines 6.04 -10.88 -0.12 -5.60 13.76 -35.85 0.69 0.52 0.52 0.49 0.53 0.33
Nepal 4.66 -27.43 -29.90 -12.28 10.80 -6.56 0.28 0.17 0.12 0.11 0.11 0.10

Non-Asia 12.39 15.32 6.66 2.13 2.07 -1.17 25.47 28.83 30.84 31.65 30.82 28.71
Turkey 12.06 10.50 10.95 5.81 4.48 3.18 11.97 12.86 14.31 15.21 15.17 14.73
Romania 22.17 29.04 11.42 2.97 1.39 -5.72 3.60 5.47 6.11 6.32 6.11 5.46
Tunisia 8.51 13.41 0.69 -5.83 -4.49 -5.56 4.64 4.68 4.72 4.47 4.07 3.61
Morocco 7.51 11.87 -0.56 -5.70 -1.93 -7.74 4.20 4.16 4.15 3.93 3.68 3.20
Bulgaria 22.91 29.90 -7.20 10.11 9.53 1.19 1.06 1.66 1.55 1.71 1.79 1.71

World 10.93 4.32 -0.29 -0.48 4.81 5.52 100.00 100.00 100.00 100.00 100.00 100.00
a Average growth rate from 1996 to 2000 relative to previous year. b Average market share in 1995–2000. 

Note: Sum of Asia and non-Asia suppliers does not add up to world total because some minor suppliers are not included.

Source: Eurostat, available: http://epp.eurostat.cec.eu.int/portal/page?_pageid=1996,45323734&_dad=portal&_schema=PORTAL&screen=welcomeref&open=/
&product=EU_external_trade&depth=4, downloaded 1 March 2006.

of real commercial interest to developing country exporters. However, 
as the PRC was quota constrained in some important categories, some 
significant shifts in 2005 were seen, and its overall market share rose 
sharply from 23% to 31%, or by over one third. India is the only other 
Asian supplier that gained market share following the liberalization in the 
fourth and final phase of the ATC. Every preferential supplier lost market 
share, as did former large quota holders. 

In 2005, the EU introduced a system to monitor imports from the 
PRC and eight other Asian economies (Bangladesh; Cambodia; Hong 
Kong, China; India; Pakistan; Sri Lanka; Taipei,China; and Thailand) in 15 
categories of clothing (similar to the merged categories in the US case) and 
six categories of intermediate textile products deemed to be “sensitive.” 
Indeed, prior to the final implementation of the ATC, the European 
Commission had prepared and published “alert levels” of imports in textile 
and clothing categories that had been used to allocate quotas under the 
ATC, and so forewarned the PRC that it would take action if the alert 
levels (expressed in volume terms) were breached. In the first quarter of 
2005, shipments from the PRC rose at rates of over 100% relative to the 
same period in 2004 in volume terms in eight categories of clothing and 
textiles: knit shirts and t-shirts, sweaters, men’s trousers, blouses, hosiery, 
women’s overcoats, and dresses; and woven flax fabric.15 In two other 
categories, volumes were up by over 60%: brassieres and cotton fabrics. 

Thus, in the second quarter of the year, the European Commission 
started the process of introducing special safeguards on these 10 

http://epp.eurostat.cec.eu.int/portal/page?_pageid=1996,45323734&_dad=portal&_schema=PORTAL&screen=welcomeref&open=/&product=EU_external_trade&depth=4
http://epp.eurostat.cec.eu.int/portal/page?_pageid=1996,45323734&_dad=portal&_schema=PORTAL&screen=welcomeref&open=/&product=EU_external_trade&depth=4
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categories and in June 2005 negotiated a comprehensive agreement 
to restrict these products. However, before the ink was dry on the 
agreement, import shipments that had already been in transit began 
arriving at European ports in amounts that breached the agreed limits. 
Ironically, a trade dispute resulted immediately with angry retailers 
demanding customs release shipments that were technically in violation 
of the negotiated agreement. This incident became known as the 
“bra war” as thousands of brassieres piled up in docks and customs 
warehouses. The comprehensive agreement appeared to be unraveling 
even before the EU negotiators could unpack their suitcases after 
returning from negotiations in Beijing. 

Fortunately, a full trade war was averted when the EU compromised and 
agreed to allow the items to be released but to be counted against the quota 
for 2006. It is too early to tell if the EU safeguard quotas will have the same 
effect of slowing the buildup in the PRC’s market share or even reversing it, 
allowing the other Asian suppliers or preferential suppliers to fill the gap.

Impact of new US restrictions on the PRC’s 
shipments of textiles and clothing

Looking forward, the situation in the US market appears to be favorable 
for continued penetration by Asian competitive suppliers, provided 
that they do not run up against more systematic protection through US 
antidumping measures or other forms of contingent protection.16 Some 
of the new US bilateral free trade agreements may move some trade from 
Asia in the coming years, yet this shift may be offset as several Asian 
suppliers seek bilateral trade agreements with the US to attain preferential 
access of their own (not least of which are Malaysia and Thailand—see 
Table 3.3 in section 3 of Part 3 of Asian Development Outlook 2006). 
Viet Nam may also see its terms of market access improve when it 
becomes a WTO member (possibly this year).

The most significant event influencing market access in the US 
for Asian suppliers in the next 2–3 years, however, is likely to be the 
negotiated new quantitative limits on 21 categories of imports of clothing 
and textile yarns, fabrics, and made-up products from the PRC as set out 
in the 5 November 2005 memorandum of understanding between the US 
and the PRC concerning trade in textile and apparel products. This sets 
out agreed levels of imports by volume for the next 3 years (2006–2008) 
and provides for progressive increases in quota growth but well below 
growth attained in 2005 before the safeguards were invoked (James 2005). 
Most of the restrictions apply to clothing categories that are quite broad 
in the sense that two or even three types of fiber (cotton, wool, MMF) are 
subject to restriction in the merged categories (Table 1.4.7). For example, 
in the categories of sweaters and hosiery, all such items made from cotton, 
wool, and MMF are restricted. For knit shirts, woven shirts, brassieres, 
underwear, and swimwear, restrictions are applied to cotton and MMF 
items. In the case of trousers, coverage includes all possible fabrics: cotton, 
wool, MMF, and silk and vegetable fibers. The coverage of total shipments 
of textiles and clothing to the US in terms of the value and volume of 
shipments in 2005 from the PRC (Table 1.4.7) is significant, but even 
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1.4.7 Restricted imports under the memorandum of understanding between the United States and the People’s Republic of China

Category Value ($ million) Change (%)

2004 2005 Jan 2004 Jan 2005 Jan 2006 2005 from 
2004

Jan 2005 from 
Jan 2004

Jan 2006 from 
Jan 2005

200/301 sewing thread/combed cotton yarn  16.40  28.31  0.98  0.94  2.78  72.67  -3.61  194.84 
222 knit fabric  46.34  73.55  5.40  2.98  9.50  58.72  -44.81  218.49 
229 special purpose fabric  122.26  174.22  6.79  13.25  12.98  42.50  95.17  -1.99
332/432/632 socks  237.51  223.57  11.29  24.25  12.46  -5.87  114.87  -48.62
338/339 cotton knit shirts  216.47  635.65  17.37  48.61  18.22  193.64  179.91  -62.53
340/640 men and boys woven shirts  160.63  295.45  15.11  23.54  8.45  83.93  55.80  -64.10
345/645/646 sweaters  101.28  448.67  8.54  9.71  15.30  343.01  13.68  57.68 
347/348 cotton trousers  271.88  1,066.86  16.86  93.01  25.70  292.40  451.75  -72.36
349/649 brassieres  446.76  516.47  41.17  53.28  45.28  15.60  29.43  -15.01
352/652 underwear  137.13  218.83  11.28  18.07  3.45  59.58  60.16  -80.91
359S/659Sa swimwear  186.03  306.87  12.52  17.22  28.45  64.96  37.52  65.24 
363 pile towels  70.81  176.07  8.29  10.45  26.48  148.64  25.99  153.44 
666ptb window blinds and shades  241.86  293.92  16.93  19.20  24.24  21.52  13.41  26.25 
443 men and boys wool suits  5.20  52.53  0.53  1.70  11.85  909.66  223.18  595.28 
447 men and boys wool trousers  10.77  27.88  1.18  1.72  1.92  158.98  45.29  11.95 
619 polyester filament  3.09  29.70  0.33  0.98  2.63  860.57  195.09  169.77 
620 other synthetic filament  11.64  42.20  0.95  1.83  0.91  262.48  92.88  -50.06
622 glass fabric  12.61  13.93  0.95  0.85  1.05  10.46  -11.10  24.05 
638/639pt man-made fiber knit shirts  235.14  433.35  23.43  48.13  17.68  84.29  105.40  -63.28
647/648pt man-made fiber trousers  287.71  424.49  22.20  38.68  17.80  47.54  74.23  -53.99

847 silk and vegetable fiber trousers  1,034.86  919.48  104.17  100.17  125.70  -11.15  -3.84  25.48 

Subtotal—restricted categories  3,856.41  6,402.00  326.26  528.56  412.82  66.01  62.01  -21.90

Total textile and clothing imports 14,558.08  22,405.22  1,198.21  1,550.25  1,813.97  53.90  29.38  17.01 

Share of restricted categories  26.49  28.57  27.23  34.10  22.76 
a Assumed to be 25% of imports in category.
b Assumed to be 20% of imports in category.

Notes: Items in categories 200 are of cotton or man-made fiber; items in categories 300 are cotton; items in categories 400 are wool; items in categories 600 are 
man-made fiber (synthetic fiber); items in categories 800 are silk or vegetable fiber.

Source: United States Department of Commerce, Office of Textiles and Apparel, available: http://www.otexa.ita.doc.gov/, downloaded 14 March 2006.

more important is that these are high-growth sectors in US imports and 
therefore of strong commercial interest to competitive Asian suppliers. 
This point is confirmed by an examination of data for the first semester 
of 2005 (i.e., post-quota) versus the same period in 2004 (ATC quotas in 
effect). The growth rate of the items that the US restricted was, in value 
terms, 143% from the PRC (Table 1.4.8) and would certainly be nearly 200% 
in volume terms. Overall growth of imports in value terms from the world 
to the US reached 12% and would certainly have reached 20% in volume 
terms. Thus, there is confirmation that the US targeted high growth and 
growth potential categories for application of the safeguards.

Evidence suggests that the quota restrictions may well halt the 
advance of the PRC’s market share in US imports or even reverse some 
of the gains made in 2005. This is because the categories restricted are 
among those with the highest actual growth and potential for future 
growth for the PRC and other competitive Asian suppliers in the US 
market (Tables 1.4.9 and 1.4.10). 

The restriction of imports from the PRC appears to be benefiting a 
number of Asian suppliers based upon data for the first month of 2006, 
with high volume rates of growth in restricted categories for India, 
Cambodia, Indonesia, Bangladesh, and a few others, in contrast to 
contraction for the PRC and for preferential suppliers to the US market 
including CAFTA, Mexico, Sub-Saharan Africa, Jordan, and Andean 

http://www.otexa.ita.doc.gov/
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1.4.8 United States imports of restricted items under the memorandum of 
understanding between the United States and the People’s Republic of China, 
by value

Value ($ million)
Jan–Jun 2004 Jan–Jun 2005 Change (%)

Nonpreferential suppliers  11,458.84  14,150.20  23.49 
Asia-Pacific DMC suppliers  9,661.80  12,539.44  29.78 

People’s Republic of China  1,769.30  4,303.97  143.26 
India  683.76  931.90  36.29 
Hong Kong, China  1,086.29  903.74  -16.80
Bangladesh  548.00  711.01  29.75 
Indonesia  735.02  874.19  18.93 
Viet Nam  834.10  766.74  -8.08
Cambodia  366.20  458.61  25.23 
Philippines  477.52  527.79  10.53 
Sri Lanka  388.23  521.47  34.32 
Pakistan  499.70  567.09  13.49 
Thailand  487.25  585.37  20.14 
Republic of Korea  788.62  617.11  -21.75
Malaysia  230.94  208.00  -9.93
Taipei,China  540.63  442.89  -18.08
Mongolia  57.52  46.63  -18.93
Turkmenistan  20.43  16.70  -18.23
Nepal  48.38  27.33  -43.51
Uzbekistan  7.16  8.61  20.26 
Fiji Islands  38.15  13.42  -64.82
Kazakhstan  6.07  0.41  -93.23
Kyrgyz Republic  3.11  1.64  -47.08
Armenia  1.37  0.09  -93.46
Maldives  41.72  4.72  -88.69
Tajikistan  2.33  -  -100.00
Excluding People’s Rep. of China  7,892.50  8,235.47  4.35 

Other nonpreferential suppliers  1,797.04  1,610.77  -10.37

Preferential suppliers  10,133.24  10,227.18  0.93 
Central American Free Trade Agreement  3,982.55  4,203.18  5.54 
Mexico  2,902.85  2,758.97  -4.96
Others  3,247.84  3,265.03  0.53 

World  22,241.93  24,877.61  11.85 

Notes: Sum of nonpreferential and preferential suppliers does not add up to world total because some 
minor suppliers are not included; numbers may not sum precisely due to rounding. 

Source: United States Department of Commerce, Office of Textiles and Apparel, downloaded 14 March 
2006.

countries (Bolivia, Colombia, Ecuador, and Peru) (Table 1.4.9). India 
(2.15 points), Bangladesh (1.28 points), Indonesia (1.08 points), Cambodia 
(1.01 points), Pakistan (0.91 points), Viet Nam (0.54 points), Thailand 
(0.49 points), Philippines (0.42 points), and Sri Lanka (0.11 points) 
add a cumulative 7.99 percentage points to market share in the US 
import volume in 2006 compared with 2005. These gains come mostly 
at the expense of preferential suppliers that all together suffered a 
6.15 percentage point drop in the first month of 2006 compared with 
the same month in 2005. There were similar changes in value market 
share (Table 1.4.10) and once more the gains by the competitive Asian 
suppliers of 9.87 percentage points cumulatively are mainly at the expense 
of preferential suppliers (down 6.49 percentage points). The PRC’s loss of 
market share by volume was less than by value, reflecting the impact of 
restrictions on unit prices. Hong Kong, China also shows modest gains in 
market share in volume (0.41 percentage points) and value (1.59 percentage 
points) in 2006, reversing losses in 2005 somewhat.  



Asian Development Outlook 2006    53

1.4.9 United States imports of restricted items under the memorandum of understanding between the United States and the People’s 
Republic of China, by volume

Volume change over previous year (%) Market share (%)

2002 2003 2004 2005 Jan 
2006

2001 2002 2003 2004 2005 Jan 
2005

Jan 
2006

Nonpreferential suppliers 26.0 13.3 13.0 19.6 17.7 42.96 47.45 49.61 52.20 57.60 56.62 63.08
Asia-Pacific DMC suppliers 28.9 14.8 14.9 24.1 19.8 35.92 40.60 42.97 45.94 52.59 50.78 57.62

People’s Republic of China 95.1 75.8 49.2 79.2 -2.5 2.87 4.91 7.97 11.06 18.29 16.49 15.23
India 33.4 12.9 19.9 75.2 130.6 1.45 1.70 1.77 1.98 3.20 1.82 3.97
Hong Kong, China -5.7 -6.7 1.6 0.3 22.2 4.00 3.31 2.85 2.69 2.49 2.58 2.99
Bangladesh 4.2 1.8 6.9 18.9 45.6 3.60 3.29 3.08 3.07 3.37 3.38 4.66
Indonesia 1.1 6.8 23.6 12.0 49.3 2.59 2.30 2.26 2.60 2.69 2.60 3.68
Viet Nam 976.6 151.0 -19.6 4.1 29.1 0.13 1.21 2.80 2.09 2.01 2.42 2.96
Cambodia 23.2 8.9 12.5 52.7 117.0 0.79 0.85 0.86 0.90 1.26 0.95 1.96
Philippines 19.6 -1.0 -13.5 3.1 38.2 1.95 2.05 1.87 1.51 1.43 1.37 1.79
Sri Lanka -6.2 -6.6 9.7 28.7 13.7 1.43 1.18 1.01 1.04 1.23 1.41 1.52
Pakistan 26.9 11.4 33.9 15.9 38.8 2.05 2.28 2.34 2.92 3.12 2.89 3.80
Thailand 10.8 0.3 13.2 10.4 25.9 2.38 2.32 2.14 2.26 2.30 2.53 3.02
Republic of Korea 45.8 5.5 9.6 -9.9 -2.7 6.51 8.32 8.10 8.26 6.87 7.85 7.23
Malaysia 15.8 -0.0 12.1 13.4 69.4 0.82 0.83 0.77 0.80 0.84 0.73 1.17
Taipei,China 34.7 -12.7 0.9 -13.3 10.3 4.28 5.05 4.07 3.82 3.06 3.13 3.27
Mongolia 4.3 15.3 6.3 -24.0 -11.3 0.23 0.21 0.22 0.22 0.15 0.20 0.17
Turkmenistan 0.9 36.2 -1.2 -7.6 9.2 0.10 0.09 0.12 0.11 0.09 0.09 0.10
Nepal -19.5 9.6 -17.7 -42.4 -48.7 0.23 0.17 0.17 0.13 0.07 0.11 0.05
Uzbekistan 33.8 -1.8 -22.3 -41.1 -16.4 0.17 0.20 0.18 0.13 0.07 0.03 0.02
Fiji Islands -20.6 4.8 4.3 -78.8 -88.0 0.13 0.09 0.09 0.09 0.02 0.05 0.01
Kazakhstan 83.7 74.1 -10.2 -83.1 259.1 0.01 0.02 0.04 0.03 0.00 0.00 0.01
Kyrgyz Republic 251.9 245.5 -2.6 -50.2 -23.5 0.00 0.01 0.02 0.02 0.01 0.02 0.01
Armenia -42.1 -38.8 65.4 -83.0 3,082.7 0.01 0.01 0.00 0.00 0.00 0.00 0.01
Maldives 47.7 13.1 -3.8 -93.7 -100.0 0.17 0.22 0.23 0.21 0.01 0.12 0.00
Tajikistan - 6,102.9 -33.5 -100.0 - 0.00 0.00 0.01 0.01 0.00 0.00 0.00
Excluding People’s Rep. of China 23.2 6.3 7.1 6.6 30.6 33.05 35.68 35.00 34.88 34.29 34.29 42.39

Other nonpreferential suppliers 11.1 5.0 1.2 -13.0 -1.2 7.04 6.85 6.64 6.26 5.02 5.84 5.46

Preferential suppliers 4.6 3.8 3.6 -2.4 -10.2 53.44 48.99 46.88 45.22 40.72 41.12 34.97
Central American Free Trade 

Agreement
7.4 5.6 5.8 3.3 -11.1 19.58 18.44 17.96 17.69 16.85 14.69 12.37

Mexico 0.1 -5.3 0.4 -9.1 -8.9 15.21 13.35 11.67 10.90 9.14 8.95 7.72
Others 5.2 8.8 3.5 -4.0 -10.1 18.64 17.20 17.26 16.62 14.73 17.48 14.88
World 14.1 8.4 7.4 8.4 5.6 100.00 100.00 100.00 100.00 100.00 100.00 100.00

DMC = developing member country of the Asian Development Bank.

Notes: Sum of nonpreferential and preferential suppliers does not add up to world total because some minor suppliers are not included; numbers may not sum 
precisely due to rounding.

Source: United States Department of Commerce, Office of Textiles and Apparel, downloaded 14 March 2006.

Agenda for future trade reform
Competitive Asian suppliers of intermediate textile products and clothing 
have to continue unilateral reform efforts in reducing “behind the border” 
trade barriers and trade frictions in order to compete successfully in large 
markets that are offering competitors from outside Asia preferential tariff 
access. They also have scope to better integrate the value chain in the 
region through efforts to reduce border barriers to trade in intermediate 
textile products and clothing accessories. High most-favored nation 
tariffs on imports remain in many of the larger countries in textiles 
and clothing tariff lines, particularly those in South Asia and Southeast 
Asia, as well as the PRC. Asian policy makers could help this process by 
making these tariffs lower and more uniform (and setting bound tariff 
rates closer to applied rates). 

This rationalization of the tariff structure for textiles and clothing 
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1.4.10 United States imports of restricted items under the memorandum of understanding between the United States and 
the People’s Republic of China, by value

Value change over previous year (%) Market share (%)

2002 2003 2004 2005 Jan 
2006

2001 2002 2003 2004 2005 Jan 
2005

Jan 
2006

Nonpreferential suppliers 7.6 11.0 8.1 16.2 15.8 47.51 49.00 50.84 52.02 57.25 57.42 64.50
Asia-Pacific DMC suppliers 7.7 11.4 9.2 21.3 18.6 39.45 40.73 42.44 43.89 50.41 49.37 56.80

People’s Republic of China 21.5 31.6 32.3 66.0 -21.9 4.54 5.29 6.51 8.15 12.82 13.60 10.31
India 11.1 6.9 20.5 34.5 78.5 2.42 2.58 2.58 2.95 3.75 2.89 5.01
Hong Kong, China 3.1 -5.0 7.0 16.4 33.4 5.86 5.79 5.15 5.21 5.75 5.41 7.00
Bangladesh -4.1 -2.7 13.1 27.4 60.0 2.91 2.68 2.44 2.61 3.15 2.84 4.41
Indonesia -5.8 9.1 13.1 23.6 44.7 3.29 2.97 3.03 3.24 3.79 3.42 4.80
Viet Nam 1,554.5 175.7 -11.0 7.5 43.2 0.09 1.48 3.82 3.22 3.27 3.24 4.50
Cambodia 19.9 16.0 7.9 36.8 88.5 1.33 1.53 1.66 1.70 2.20 1.63 2.97
Philippines 9.7 3.4 -7.3 16.6 36.1 2.40 2.52 2.44 2.14 2.36 2.15 2.84
Sri Lanka -8.1 -3.3 14.8 24.1 12.9 2.10 1.85 1.67 1.82 2.13 2.43 2.67
Pakistan -4.0 16.5 16.7 13.2 59.6 2.08 1.92 2.09 2.31 2.48 1.75 2.71
Thailand 9.8 -1.6 8.6 12.0 14.8 2.34 2.46 2.26 2.33 2.47 2.76 3.07
Republic of Korea 4.5 -9.6 2.0 -20.9 -12.4 4.35 4.36 3.68 3.56 2.66 3.32 2.82
Malaysia -5.3 -2.3 4.6 3.4 42.5 1.26 1.14 1.04 1.03 1.01 0.77 1.07
Taipei,China -3.5 -0.8 -4.0 -17.4 -10.2 3.43 3.17 2.94 2.67 2.09 2.48 2.16
Mongolia 15.9 19.9 5.7 -22.1 -9.9 0.25 0.28 0.32 0.32 0.23 0.28 0.25
Turkmenistan 11.5 36.7 -3.7 -21.2 50.8 0.07 0.08 0.10 0.09 0.07 0.06 0.09
Nepal -23.9 29.6 -29.0 -42.3 -50.0 0.26 0.19 0.23 0.16 0.08 0.13 0.06
Uzbekistan 37.2 55.6 -44.3 22.6 63.1 0.03 0.04 0.05 0.03 0.03 0.02 0.02
Fiji Islands -19.6 15.2 3.6 -79.5 -85.5 0.20 0.15 0.17 0.16 0.03 0.10 0.01
Kazakhstan 2.4 449.8 -30.7 -71.8 841.9 0.01 0.00 0.03 0.02 0.00 0.00 0.01
Kyrgyz Republic 107.9 241.6 -33.2 -45.3 25.0 0.00 0.01 0.02 0.01 0.01 0.01 0.01
Armenia -32.8 -41.0 55.1 -94.1 1,029.6 0.01 0.01 0.00 0.01 0.00 0.00 0.00
Maldives 19.7 -9.1 -10.7 -94.2 -100.0 0.21 0.24 0.20 0.17 0.01 0.09 0.00
Tajikistan - 7,898.0 -48.1 -100.0 - 0.00 0.00 0.01 0.00 0.00 0.00 0.00
Excluding People’s Rep. of China 5.9 8.4 5.1 11.1 33.9 34.91 35.44 35.93 35.74 37.59 35.77 46.50

Other nonpreferential suppliers 6.8 8.8 2.2 -11.1 -1.3 8.07 8.26 8.40 8.13 6.84 8.04 7.70

Preferential suppliers 1.8 2.7 5.1 -4.9 -13.6 48.73 47.55 45.68 45.45 40.93 40.09 33.60
Central American Free Trade 

Agreement
5.4 1.5 5.5 -2.7 -11.6 18.78 18.97 18.01 17.98 16.57 14.18 12.16

Mexico -3.6 -6.5 -2.4 -8.4 -12.7 17.06 15.76 13.79 12.74 11.06 10.20 8.64

Others 3.8 15.9 12.0 -4.6 -16.0 12.88 12.81 13.89 14.72 13.30 15.72 12.81

World 4.3 6.9 5.6 5.6 3.1 100.00 100.00 100.00 100.00 100.00 100.00 100.00

Notes: Sum of nonpreferential and preferential suppliers does not add up to world total because some minor suppliers are not included; numbers may not sum 
precisely due to rounding.

Source: United States Department of Commerce, Office of Textiles and Apparel, downloaded 14 March 2006.

would stimulate intraregional trade and efficient vertical specialization, 
as has already happened in electronics and office machinery, and it 
could be safely done on a nondiscriminatory basis. Protection could be 
retained on less important textile made-up products. The tariff reforms 
could be carried out on a concerted unilateral basis (e.g., voluntarily) and 
this would assist development of the intermediate textiles and clothing 
value chain. Asian suppliers should also seek to improve the terms 
of their market access to EU, Japan, and US by supporting the Doha 
Round, which offers the potential to lower peak tariffs in the industrial 
countries on a most-favored nation basis. The “Swiss formula” adopted 
at the Ministerial Meeting of WTO in Hong Kong, China in December 
2005 under the nonagricultural market access negotiation is designed to 
accomplish this outcome (see The Doha Development Agenda in Part 1). In 
addition, acting to negotiate improved discipline over antidumping and 
other contingent forms of protection, such as safeguard measures under 
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the Trade Rules component of the Doha Round, would help preempt the 
use of these instruments to take away hard-won gains in Asian suppliers’ 
market shares in world markets for textiles and clothing.

Rules of origin are used to determine which products will or will 
not receive preferential treatment under the many new bilateral trade 
agreements that Asian countries are negotiating. Negotiators should 
strive to adopt simple and consistent rules of origin in order to avoid 
undermining the development of efficient production-sharing networks. 
This will be crucial to maintaining the long-run competitiveness of Asian 
suppliers in the world market for textiles and clothing. As incomes rise 
and consumption-driven growth prospects increase within developing 
Asia, simple and consistent rules of origin will facilitate growth in this 
lucrative segment of intraregional trade.

Endnotes
1 Quantitative limits on Asian exports were first imposed on Japan by the United States in 

1957. The United Kingdom followed with restrictions on Hong Kong (1958), and India 
and Pakistan shortly thereafter (1959). A number of Western European countries insisted 
upon safeguard clauses prior to accepting Japan’s application for membership in the General 
Agreement on Tariffs and Trade in 1960. See Hayashi (2005). Hayashi presents a detailed 
timeline, adapted from Spinanger (2000), of the regimes governing world trade in textiles 
and clothing since these restrictions were first imposed.

2 Table 1 in this source gives the precise formula used to calculate the growth of quotas and 
for the four phases of integration of tariff lines.

3 In the second quarter of 2005, the EU and US began to implement special safeguards on 
merged categories of clothing imports (that is, categories such as cotton and wool sweaters 
that include more that one type of fiber) from the PRC. These resulted in comprehensive 
trade agreements with the PRC that set out quantitative limits on imports in 10 broad 
categories in the EU and 21 categories in the US over the period 2006–2008 (see below for 
discussion and more details on the restrictions). Texts of the agreements are available online 
at http://www.otexa.ita.doc.gov and can also be found at http://europa.eu.int/comm/index_
en.htm or www.emergingtextiles.com.

4 The “nonmarket” designation means that “dumping margins” used to calculate penalty 
tariffs can be extremely large, easily pricing PRC products out of the market of the countries 
that impose such measures.

5 Antidumping measures are imposed with more frequency on the PRC than on any 
other WTO member state (see WTO homepage, at www.wto.org). Most recently, the EU 
has imposed antidumping duties on leather shoes exported by the PRC and Viet Nam, 
and is also conducting an investigation into polyester fibers from the PRC (see www.
emergingtextiles.com for more details).

6 These estimates are for 2000, but USITC also shows that investment (cumulative purchases 
of machinery for spinning and weaving) has also been larger in Asia over 1999–2001 than 
in any other region (USITC 2004).

7 The Formosa Chemical & Fiber Corporation is an affiliate of Formosa Plastics (the parent) 
and initially invested in a textile factory with 200,000 spindles in 2001 in an industrial park 
outside of Ho Chi Minh City and, in anticipation of Viet Nam’s WTO accession, it and 
other textile producers are raising production capacity there in polyester spinning, yarn, 
and fiber. See www.fibre2fashion.com (25 February 2005).

http://www.otexa.ita.doc.gov
http://europa.eu.int/comm/index_en.htm
http://europa.eu.int/comm/index_en.htm
www.emergingtextiles.com
www.wto.org
www.emergingtextiles.com
www.emergingtextiles.com
www.fibre2fashion.com
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8	 Data	are	for	2003	and	are	as	reported	in	USITC	(2004)	and	Hayashi	(2005).	The	data	are	
compiled	from	the	United	Nations	Conference	on	Trade	and	Development.	Pakistan	differs	
from	the	small	clothing	exporters	as	it	has	substantial	capacity	in	textiles,	both	cotton	and	
man-made	fiber.

9	 See	www.emergingtextiles.com,	“Cambodia	apparel	exports	rise	helped	by	improved	
working	conditions,”	31	October	2005.

10	 Hummels	estimates	that	each	day	added	to	shipping	time	is	equivalent	to	a	tariff	of	0.8%,	
hence,	a	20-day	difference	is	equivalent	to	the	more	distant	producer	paying	an	additional	
16%	tariff.

11	 A	very	comprehensive	review	of	these	factors	in	all	of	the	main	foreign	suppliers	(except	the	
PRC)	to	the	US	market	is	USITC	(2004).	By	definition,	if	a	country	prospers	in	the	post-
quota	environment,	it	has	likely	to	have	in	place	the	policies	and	institutions	necessary	to	
compete	in	the	new	trading	environment	for	clothing	and	textiles.

12	 However,	given	the	recent	enlargement	of	the	EU	to	25	member	states,	some	hiccups	in	
implementing	the	monitoring	program	in	some	of	the	new	members	might	be	anticipated.	
As	a	result,	there	is	a	3-month	lag	in	reporting	EU	imports	of	textiles	and	clothing	by	
product	and	source	country.

13	 Or	the	adding	up	of	regional	content	in	more	than	one	partner	country	of	different	
free	trade	agreements—what	is	sometimes	referred	to	as	“diagonal	cumulation”	in	EU	
agreements	such	as	Mediterranean	rim	free	trade	agreements.

14	 Jordan	managed	to	negotiate	a	simple	“single-transformation”	rule	of	origin	for	its	clothing	
shipments	to	the	US.	As	a	result,	Jordan	was	the	only	major	preferential	supplier	with	a	
market	share	of	at	least	1%	of	US	clothing	imports	that	actually	improved	its	market	share	
in	2005	relative	to	2004.	The	liberal	rule	of	origin	is	allowed	because	Jordan	will	never	
threaten	to	take	a	big	share	of	US	imports	given	its	tiny	size	and	remoteness.	

15	 Volume	measures	differ	between	the	US	and	EU	as	the	former	uses	million	square	meter	
equivalents	and	the	latter	uses	weight	in	hundreds	of	kilograms.	Hence,	while	both	
measures	allow	aggregation,	they	are	not	strictly	comparable.	

16	 These	are	types	of	protection	that	remove	concessions	on	a	discriminatory	basis	but	that	are	
allowed	under	WTO	law,	such	as	antidumping	measures.
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The Doha Development Agenda:  
Asian challenges and prospects after the  
Ministerial Meeting in Hong Kong, China

The Doha Development Agenda is the first “round” of multilateral trade negotiations under the World 
Trade Organization and is also the first time that multilateral trade talks have explicitly sought to focus on 
the interests of developing countries. Developing Asia therefore has much at stake in the talks and has 
a strong interest in a positive and ambitious outcome. The key areas of market access negotiations are 
in industrial products, agriculture, and services. Each area raises distinct issues and nuances for various 
groups of developed and developing countries. In addition, the Doha Agenda includes the rules governing 
contingent forms of protection and regional trade agreements. Finally, “aid for trade” and trade facilitation 
are part of the agenda. Asia has a vital interest in multilateral liberalization prospering in the Doha talks.

Introduction
The Doha Development Agenda constitutes the ninth trade “round” 
since the founding of the General Agreement on Tariffs and Trade 
(GATT) in 1947, and the first under the aegis of the GATT successor, the 
World Trade Organization (WTO) (Box 1.5.1). It is also the first set of 
multilateral negotiations that are intended to focus on issues of interest to 
developing countries. 

There is a great deal at stake for Asia at Doha. First, given the 
outward-oriented policy strategy that essentially all Asian countries now 
embrace, the region relies increasingly on a vibrant, open international 
marketplace. All sectors currently being negotiated under the Doha 
Development Agenda are relevant to the economic prosperity of 
the region, including manufactures, agriculture, services, and trade 
facilitation measures. Many of these areas have hitherto been neglected 
or ignored completely in earlier rounds of negotiation, suggesting a 
unique opportunity for the region. Bringing down peak tariffs (known as 
“mega-tariffs” at Doha) in manufactures and pervasive obstacles to trade 
in agriculture are particularly important to Asia. Better rules governing 
the comportment of WTO member states in regulating trade will also be 
extremely useful. Developing member states have often been the target of 
contingent protection (i.e., antidumping duties, countervailing duties, and 
the like). The People’s Republic of China (PRC) has recently been the most 
obvious target of such actions, but it certainly is not alone: practically all 
developing member states have been subject to antidumping duties. Better 
rules are even more important now that Asia has become extremely active 
in creating its own web of free trade areas, for improved rules could lead 
to better agreements and less policy distortions.

Second, the potential negative effects of the recent surge in free trade 

1.5.1 A brief history of the 
World Trade Organization: From 
GATT rounds to Doha

The General Agreement on Tariffs 
and Trade (GATT) was signed in 
1944, with the immediate objective 
of preventing future trade wars and 
inconsistent commercial policies 
that had plagued international 
trade in the 1930s. It was origi-
nally intended to be a temporary 
body: the International Trade 
Organization (ITO) was supposed 
to replace it as a permanent body 
with international legal status, on 
par with other Bretton Woods insti-
tutions, such as the International 
Monetary Fund and the World 
Bank. ITO was never ratified; 
however, GATT came into effect on 
1 January 1948 as an ad hoc orga-
nization that would only have its 
existence enshrined in a permanent, 
legal form in 1994, with the cre-
ation of the World Trade Organi-
zation (WTO).

The raison d’être of GATT was 
to reduce international barriers 
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areas, discussed at length in Part 3 of Asian Development Outlook 2006, 
will be amplified in the case of a Doha failure. This is likely for two 
reasons: (i) the more liberalized the global economy, the less the potential 
impact of discrimination inherent in free trade areas; and (ii) a failure at 
Doha could (and, most likely, will) lead to considerable disillusionment 
with the multilateral system, and starting a new set of negotiations would 
probably only be possible in the medium or long term. Regionalism and 
bilateralism will continue to be important with or without a successful 
conclusion to Doha. However, if there is no progress at the multilateral 
level, these preferential trade agreements will no doubt fill the void. This 
scenario could create spheres of influence and trade blocs that could 
easily work to the region’s detriment. 

Third, since a country will generally gain more from its own 
liberalization, a positive outcome at Doha would facilitate domestic 
reform and restructuring, as well as open foreign markets and create 
a more level trade “playing field.” Negotiators consider offering tariff 
reductions as a bargaining chip that is only to be given in exchange for 
something in return. It is, therefore, ironic that almost all simulations 
of trade liberalization in a global context show the more protected 
economies gaining much more than the more open ones. Hence, a 
successful Doha Round would show greatest gains in agriculture for the 
European Union (EU) and the United States (US), whereas developing 
countries would generally gain more through their own liberalization 
of manufactures (Anderson and Martin 2006). One can expect that 
ultimately Asian countries with the highest trade barriers will tend to 
gain the most through liberalization.

A fourth and related point regards support for the national economic 
reform programs of Asian countries. The linking of a broad array 
of sectors in a concerted, international framework of liberalization 
negotiations under WTO tends to give greater political clout to those 
favoring more open trade. Hence, WTO sets in motion a political-
economy dynamic that makes liberalization easier than, say, on a 
unilateral basis. 

Finally, like GATT/WTO negotiations before it, the Doha 
Development Agenda will be critical in setting the stage for deeper 
liberalization in future rounds. 

However, Doha negotiations have not been smooth sailing. Indeed, 
the waters have been more frequently choppy than smooth. In large part, 
this is a reflection of the complicated nature of the WTO talks, at which a 
wide variety of sensitive issues have been put on the table, including such 
areas as agricultural export subsidies; domestic support for agriculture; 
tariff reductions; and harmonization in labor-intensive manufactured 
goods, trade in services, antidumping duties, and rules governing regional 
trading agreements. 

Indeed, the oft-cited difficulties of Doha are in part a reflection of 
previous successes in multilateral negotiations: earlier GATT rounds 
were able to reduce considerably tariffs on nonsensitive manufactured 
goods, leaving the most difficult items to be tackled. Moreover, the 
nonuniformity of cuts in tariffs and nontariff barriers resulting from 
compromises in earlier GATT rounds has been problematic because they 
can create their own distortions.1 Further, the exigencies of globalization 

to trade on a nondiscriminatory 
(or “most-favored nation”) basis. 
The modality to do this would be 
through concerted, multilateral 
negotiations called “rounds.” Since 
the creation of GATT, there have 
been eight rounds, i.e., Geneva, 
Switzerland, 1947–48; Annecy, 
France, 1949; Torquay, United 
Kingdom, 1950–51; Geneva, 1956; 
the Dillon Round, 1960–62; the 
Kennedy Round, 1963–67; the 
Tokyo Round, 1973–79; and the 
Uruguay Round, 1986–93. The 
ongoing WTO negotiations have 
been dubbed the Doha Devel-
opment Agenda, with the intention 
of underscoring the importance of 
developing countries in this series 
of talks. 

Earlier GATT rounds were suc-
cessful in reducing tariffs on manu-
factured goods. The Uruguay Round 
began to address more complicated 
issues, from quantitative restrictions 
in sensitive areas like agriculture and 
textiles and clothing to trade-related 
areas such as investment measures 
and intellectual property protection. 
The Doha Development Agenda was 
initiated to go further down the road 
of “deep” integration. The process 
has been difficult, given the political 
sensitivity of many of the key areas 
being addressed. In fact, the 2003 
Ministerial Meeting in Cancun 
ended without any agreement.

The Ministerial Meeting in 
December 2005 held in Hong Kong, 
China was successful in keeping 
the Doha negotiations alive. WTO 
members agreed to undertake lib-
eralization negotiations generally 
under four pillars: Non-Agricultural 
Market Access; Agriculture; Services; 
and Rules (such as those pertaining 
to administrative actions, e.g., anti-
dumping and countervailing duties, 
and regional trade agreements). This 
meeting reemphasized the primacy 
of the “development dimension” to 
the talks. The leaders have set April 
2006 as the deadline for the Doha 
package. 
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require far more extensive liberalization packages than in the 
past. 

No doubt another complicating factor concerns the 
necessary emphasis on developing countries, which are 
extremely diverse and often have different priorities and 
interests. The least-developed countries (LDCs), in particular, 
face a complicated situation. The LDCs require open 
international markets in order to boost growth and reduce 
poverty—and, so, a successful Doha Development Round 
would help achieve this. However, as they benefit from 
preferential access to developed-country markets for the lion’s 
share of their exports, a good Doha deal will inevitably have 
the effect of reducing this advantage (“preference erosion”), 
a process that is being exacerbated by the trend toward 
regionalism. Doha is seeking a way to compensate them for 
this (under the “aid for trade” rubric). 

In any event, the going has been tough, and at some 
points, it seemed as if the talks would fail. The successor 
to the Uruguay Round was originally intended to be 
launched in Seattle in December 1999, rather than in Doha 
in November 2001. The Seattle debacle is well known. The 
Cancun Ministerial Meeting in September 2003 ended in 
failure as well, and the negotiations were saved only in July 
2004 when a framework agreement for negotiations (the 
“July Package”) was finalized. Hence, while many believe that 
the Ministerial Meeting in Hong Kong, China in December 
2005 could have gone much further in terms of ambition and 
progress in defining modalities of liberalization, others were 
relieved that the talks are at last moving forward. 

Asia can serve as a key protagonist at Doha. Given 
the less than stellar progress in negotiations, leadership in 
fostering a proactive approach in all areas under discussion 
is essential. As one of the most open regions in the world 
whose outward-oriented development strategy has been 
highly successful, Asia can contribute significantly in this 
regard. Moreover, active participation of Asian countries will 
ensure that the sectors and rules deemed most important to 
the region will be included in the final package. In addition, 
Asia is able to overcome the (usually counterproductive) 
division between “north” and “south.” Most countries in Asia 
subscribe to the same types of outward-oriented policies, and 
while the region does have divergent interests, differences are 
not generally drawn along north-south lines. 

In short, Asia has a strong interest in a positive outcome 
at Doha. The goal of this section of Asian Development 
Outlook 2006 is both to summarize the ongoing Doha 
negotiations, which should be completed in 2007 at the 
latest, and to consider the negotiations’ implications for the 
developing member countries of the Asian Development 
Bank (ADB). First, the evolution of the Doha negotiations 
is considered, followed by a review of the liberalization 

1.5.1 ADB developing member countries and WTO

Joined 
WTO

2005 
population 

(million)

2005 
GDPpc1 

(US$)

2005 
GDPpc2 

(US$)

WTO members, as of December 2005
Myanmar 1995 54.80 1,417.0 106.8
Nepal 2004 25.30 1,471.2 247.5
Cambodia 2004 13.80 2,116.0 371.2
Bangladesh 1995 137.00 1,997.9 401.2
Kyrgyz Republic 1998 5.14 2,061.0 455.5
Solomon Islands 1996 0.48 1,922.5 583.6
Papua New Guinea 1996 5.66 2,414.2 585.5
Mongolia 1997 2.55 2,045.5 671.3
India 1995 1,107.00 3,315.7 686.6
Pakistan 1995 153.96 2,549.3 777.3
Armenia 2003 3.22 4,048.1 1,077.6
Sri Lanka 1995 19.68 4,144.7 1,110.8
Philippines 1995 85.24 4,770.2 1,111.2
Indonesia 1995 221.26 3,939.5 1,232.5
PRC 2001 1,310.00 6,193.4 1,461.6
Maldives 1995 0.30 7,639.5 2,465.9
Thailand 1995 65.30 8,542.4 2,562.8
Fiji Islands 1996 0.83 6,282.1 3,206.5
Malaysia 1995 26.70 11,159.6 5,110.4
Taipei,China 2002 22.65 27,512.8 14,447.0
Korea 1995 48.29 22,665.7 16,492.9
Hong Kong, China 1995 6.94 32,292.2 24,714.9
Singapore 1995 4.35 28,228.0 26,252.7

Observers
Tajikistan 6.77 1,373.3 368.6
Lao People's Dem. Rep. 5.61 2,049.0 456.5
Uzbekistan 26.00 1,834.4 419.3
Viet Nam 83.10 2,782.2 567.5
Bhutan 0.77 3,329.8 801.9
Azerbaijan 8.44 4,500.3 1,434.9
Vanuatu 0.21 3,415.4 1,487.1
Samoa 0.19 6,389.9 1,820.9
Tonga 0.10 7,689.9 2,141.7
Kazakhstan 15.17 8,252.4 3,592.3
Afghanistan 24.70 - -

Non-WTO Members
Timor-Leste, Dem. Rep. of 0.83 - 371.6
Kiribati 0.10 2,590.9 686.7
Turkmenistan 6.59 7,854.0 3,516.3
Marshall Islands, Rep. of 0.06 - -
Micronesia, Fed. States of 0.11 - -
Palau 0.02 - -
Tuvalu 0.01 - -
Cook Islands 0.02 - -
Nauru - - -

Notes:

GDPpc1 = GDP per capita at purchasing power parity;  GDPpc2 = GDP per 
capita at current exchange rates.

Sources: World Trade Organization, available: http://www.wto.org/
english/thewto_e/whatis_e/tif_e/org6_e.htm; International Monetary 
Fund, available: http://www.imf.org/external/pubs/ft/weo/2005/02/data/
dbginim.cfm; Asian Development Outlook database.

http://www.wto.org/english/thewto_e/whatis_e/tif_e/org6_e.htm
http://www.wto.org/english/thewto_e/whatis_e/tif_e/org6_e.htm
http://www.imf.org/external/pubs/ft/weo/2005/02/data/dbginim.cfm
http://www.imf.org/external/pubs/ft/weo/2005/02/data/dbginim.cfm
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strategies currently being discussed. The subsequent section offers some 
estimates of the economic effect of Doha on the region’s economies. 
Finally, prospects for the global system after Doha are considered. 

Key issues in the Doha Development Agenda
The majority of ADB developing member countries are WTO members. 
Of the rest, a little over half have applied to join and are at various phases 
in the accession process; Viet Nam should join in 2006. Table 1.5.1 presents 
ADB developing member countries by increasing order of per capita 
gross domestic product (GDP)2 and offers details regarding when (or if) 
they joined WTO. These countries are quite dispersed among the many 
existing coalitions, a reflection of the diversity in trade regimes in the 
region (Table 1.5.2). Columns 1 to 5 of Table 1.5.2 present the coalitions that 
are centered on developing countries’ role in WTO. These countries tend 
to seek exemptions from various WTO disciplines and commitments for 
their members, e.g., the “Least-Developed Countries” (LDC) group, the 
“Small and Vulnerable Economies” (SVEs) coalition, and the “Like-Minded 
Group” (LMG). Columns 6 to 9 focus on coalitions ranked by their position 
on agricultural liberalization, from a group that opposes liberalization 
(G10) to one that promotes open global markets (the Cairns Group).3 

There follows a brief survey of the key issues articulated at the 
Ministerial Meeting in Hong Kong, China, namely Non-Agricultural 
Market Access (NAMA), Agriculture, Services, and Rules. Select aspects 
of the Doha Development Agenda of particular interest to developing 
Asia, i.e., aid for trade and trade facilitation, are stressed. 

Non-Agricultural Market Access 
As noted above, trade in manufactures has been the traditional area 
of focus at previous multilateral rounds, with considerable success: 
developed-country tariffs tend to be quite low on average in this area. 
However, tariff levels in developing countries continue to be quite high 
(though they also have come down considerably over the past 10 years); 
hence, there is considerable asymmetry in tariff levels between countries, 
as well as across sectors within countries. 

An important facilitating format established at the Ministerial 
Meeting in Hong Kong, China was the agreement to use the 
“Swiss formula” (Box 1.5.2) as the main vehicle of liberalization and 
harmonization under NAMA. The beauty of the Swiss formula lies in its 
simplicity: negotiators need only to agree on one element of the formula 
(the reduction factor); the rest of the process is automatic and completely 
transparent. And there is no need to have a common reduction factor 
for all economies; several reduction factors could be used, with such 
indicators as per capita GDP determining which reduction factor could 
be applied to which country group. It allows the process to eschew the 
definition of what is a “developing economy” and to apply “special and 
differential treatment” (SDT), a concept that was not only accepted but 
emphasized at the Hong Kong, China meeting. The Swiss formula’s 
transparency and simplicity also empower even the least-developed 
member states to participate actively in the negotiations. 

From an economic point of view, the Swiss formula cuts higher tariffs 

1.5.2 The “Swiss formula” and 
Doha

The process of reducing tariff discrep-
ancies between countries, as well as 
within countries, is known as tariff 
harmonization. As the main goal of 
Non-Agricultural Market Access is to 
reduce and harmonize tariffs between 
countries, the Ministerial Meeting 
in Hong Kong, China approved the 
adoption of the “Swiss formula,” which 
was first introduced by Switzerland and 
subsequently adopted during the Tokyo 
Round (1973–79). Such harmonization 
is effective not only in reducing global 
tariffs and making them more even 
across the board but also in avoiding 
unintended distortions stemming from 
divergent tariff levels within coun-
tries (the “effective rate of protection” 
problem). 

The simple Swiss formula is 
expressed as T = [rt/(r+t)] where 
t refers to initial tariff rates, T the 
post-negotiation tariff rates, and r 
the reduction factor (there is also 
a “weighted” version of the Swiss 
formula that combines each country’s 
tariff average with the reduction factor, 
but the Ministerial Meeting in Hong 
Kong, China did not specify which 
type should be used). 

An example might illustrate how 
the Swiss formula would both har-
monize and reduce tariffs. Suppose 
there are two countries, A and B, 
who apply tariffs on automobiles of 
150% and 10%, respectively. Further, 
suppose that the reduction factor (r) 
is 25 (“Swiss 25”) and the period of 
adjustment would be over 6 years. 
At the end of the tariff reduction 
period, country A would have a 21.4% 
(= 150x25/150+25) tariff on automo-
biles, whereas country B would have 
a 7.1% (= 10x25/10+25) tariff. Hence, 
while there would continue to be a 
discrepancy, the country A tariff would 
fall to only three times that of country 
B, whereas before liberalization the 
corresponding difference was 15 times. 
Moreover, tariffs have fallen across the 
board.

The key question, of course, relates 
to what the reduction factor should be. 
Doha Development Agenda negotiators 
are currently working out possible 
options. 
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1.5.2 Membership of ADB member countries in WTO coalitions and other country groupings

G77 LDC G90 SVEs LMG G10 G33 G20 Cairns ACP CIS

WTO Members, as of December 2005
Nepal 1 1 1
Cambodia 1 1 1
Bangladesh 1 1 1
Kyrgyz Republic 1
Solomon Islands 1 1 1 1 1
Mongolia 1 1 1
Pakistan 1 1 1 1
India 1 1 1 1
Papua New Guinea 1 1 1
Sri Lanka 1 1 1
Philippines 1 1 1 1
Armenia 1
Indonesia 1 1 1 1 1
PRC 1 1 1
Maldives 1 1 1
Thailand 1 1 1
Fiji Islands 1 1 1 1 1
Malaysia 1 1 1
Taipei,China 1
Korea 1 1
Hong Kong, China
Singapore 1 1
Myanmar 1 1 1

Observers
Tajikistan 1
Lao PDR 1 1
Uzbekistan 1
Viet Nam 1
Bhutan 1 1
Azerbaijan 1
Vanuatu 1 1 1
Samoa 1 1 1
Tonga 1 1
Kazakhstan 1
Afghanistan 1 1

Non-WTO members
Timor-Leste, Dem. Rep. of 1 1
Turkmenistan 1
Kiribati 1 1
Marshall Islands, Rep. of 1 1
Micronesia, Fed. States of 1 1
Palau 1 1
Tuvalu  1         1  
Cook Islands 1
Nauru 1

ACP = African, Caribbean and Pacific countries; Cairns = a group of agricultural exporting nations lobbying for 
agricultural trade liberalization; CIS = Commonwealth of Independent States; LDC = least-developed countries 
(as defined by the United Nations); G10 = a coalition of countries lobbying for agriculture to be treated as 
diverse and special because of nontrade concerns; G20 = a coalition of countries pressing for ambitious 
reforms of agriculture in developed countries with some flexibility for developing countries; G33 = a group of 
countries advocating that developing countries be granted flexibility to self-designate a number of “special 
products” on which they would not have to make any tariff reduction or tariff-rate quota commitments; 
G77 = a coalition of developing countries G90 = coalition of African, ACP, and least-developed countries; LMG 
= Like-Minded Group (a loose coalition of WTO members with similar concerns about the WTO agenda); SVEs 
= small vulnerable economies. 

Source: World Trade Organization, available: http://www.wto.org/english/thewto_e/minist_e/min05_e/brief_
e/brief25_e.htm.

http://www.wto.org/english/thewto_e/minist_e/min05_e/brief_e/brief25_e.htm
http://www.wto.org/english/thewto_e/minist_e/min05_e/brief_e/brief25_e.htm
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by more than the smaller tariffs. By doing so, it enhances economic 
benefits from trade liberalization in two ways: it delivers higher welfare 
gains than in the case of, say, a straight-line approach,4 and it may 
improve tariff revenues.5 Moreover, from a political point of view, the 
Swiss formula tends to reduce domestic bickering regarding post-
liberalization tariffs between domestic vested interests because it does not 
change the ranking of the domestic protection by industry, though it does 
reduce differentials. 

The tariff structures of 18 countries actively involved in the Doha 
negotiations are summarized in Table 1.5.3. As these countries together 
account for over three fourths of world GDP, a deal between them has 
the potential to trigger a successful outcome of the Doha Development 
Agenda. Table 1.5.3 is based on the detailed tariff rates available at the 
Harmonized System six-digit level (HS6) of disaggregation, usually 
including some 4,000 products. It differentiates “bound” tariff rates,6 
above which a country cannot raise its tariffs, from “applied” tariff rates, 
i.e., those that were in effect as of 2001. Negotiators focus on bound 
tariffs; to the extent that the bound tariffs exceed the applied tariffs, 
there is said to be “water” in the tariffs. Water in the tariffs is spread 
widely across WTO member states. This is problematic; if a formula has a 
country reduce its (bound) tariff to a level that is above the actual applied 
tariff, it will have no effect on trade. 

Table 1.5.3 shows that the developed countries have little to offer in 
the NAMA negotiations, as their tariff structures are characterized by 
low bound and applied tariffs, with the exception of “mega-tariffs,” i.e., 
products with tariffs of 20% or higher. The developed countries also tend 
to have far less water in their tariffs. Hence, it is clear that the developed-
country negotiators are keen to promote liberalization in NAMA (as 
“demandeurs,” in WTO-speak) and certain developing countries’ 
negotiators are less anxious to do so (as “demandées”). The compromise 
would have to be in the developed countries offering up more in 
agriculture, services, and certain aspects of “rules” (discussed below).

As previously noted, the compromise is an ironic one. Developing 
Asian countries resisting NAMA cuts have the most to gain from 
an ambitious Swiss formula, as liberalization would lead to greater 
welfare gains due to their higher levels of protection. Such a “sacrifice” 
is the economic equivalent of “crocodile tears.” Still, negotiators view 
“concessions” as negotiating chips, which they hope will be successful 
in eliciting “sacrifices” from developed countries under agriculture. 
Successful negotiations lead to a “prisoner’s delight” scenario in which all 
countries gain, though not due to the intentions of the negotiators (who 
tend to focus on the interests of producers alone). 

In the 2004 July Package, negotiators agreed on “flexibility” 
provisions, with the intent to take into account the “special needs and 
interests of developing countries.” A first provision refers to longer 
implementation periods; this approach is traditional in GATT/WTO 
negotiations and so is not particularly controversial. The two other 
provisions are much more complicated, that is: (i) the possibility of 
excluding a certain percentage of total import value from the formula 
cuts; and (ii) the possibility of excluding a certain percentage of tariff 
lines from the formula cuts. Critics stress that these two flexibility 
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1.5.3 Uruguay Round tariffs, selected countries

  Total 
number of 
tariff lines 

(HS6)

 All tariffs  Mega tariffs (higher than 20%)  Maximum tariffs

Average 
applied 

tariff

Average 
bound 
tariff

Average 
tariff 
water

Number of 
tariff lines

Average 
applied 
tariffs

Average 
bound 
tariffs

Average 
tariff water

Maximum 
applied 

tariff

Maximum 
bound tariff

Maximum 
tariff water

Number of 
prohibitive 

tariffsa

Industrial economies
Japan 4,327 1.6 2.3 0.8 16 17.1 23.8 6.7 25.0 28.5 13.3 0
US 4,428 2.6 3.4 0.8 47 20.7 26.0 5.3 33.1 38.6 21.3 0
EU 4,441 3.9 4.0 0.0 17 23.1 24.1 1.0 42.8 57.5 14.7 1
Canada 4,427 3.3 5.3 2.0 25 14.9 21.3 6.5 20.1 25.0 25.0 0
Australia 3,911 3.5 11.0 7.4 506 13.7 34.7 21.0 25.0 55.0 45.0 101
New Zealand 4,095 3.1 11.1 8.0 1,208 8.2 26.5 18.3 40.0 45.0 40.0 0

Developing economies
PRC 4,330 9.1 9.2 0.1 286 24.4 24.6 0.2 50 50 5.9 3
Korea 4,347 6.7 10.2 3.5 336 13.2 30.4 17.3 30.0 36.8 28.8 0
Singapore 4,306 0.0 4.1 4.1 0 n.a. n.a. n.a. 0.0 10.0 10.0 2
Taipei,China 4,266 4.5 4.7 0.2 50 25.4 27.4 1.9 40.0 60.0 22.5 0
South Africa 4,247 8.3 11.0 2.8 1,082 24.7 29.1 4.4 60.0 60.0 32.1 72
Malaysia 4,247 8.6 11.2 2.6 1,467 21.4 25.9 4.5 215.6 300.0 100.2 18
Philippines 4,053 9.2 16.7 7.4 1,877 13.9 26.5 12.6 40.0 50.0 47.0 127
Thailand 3,522 13.4 20.2 6.8 2,247 17.1 27.0 9.9 80.0 80.0 50.0 24
Brazil 4,233 15.1 29.4 14.3 3,768 16.1 31.4 15.3 35.0 85.0 72.5 1
Mexico 4,374 17.2 34.8 17.6 4,316 17.4 35.1 17.8 50.0 50.0 47.0 76
Indonesia 4,229 8.3 35.0 26.6 3,861 8.7 37.6 28.9 80.0 125.0 125.0 21
India 3,736 33.9 37.0 3.1 3,504 35.9 39.2 3.2 52.0 150.0 108.0 715

Least-developed countries
Bangladesh 4,437 21.7 22.7 1.0 2,391 31.6 33.4 1.9 37.5 200.0 200.0 62

a Defined as tariff rates higher than 50%; n.a. = not applicable. HS6 = Harmonized System six-digit level.

Note: Country classification is based on the Integrated Tariff Analysis System.

Source: Australian Government Productivity Commission, 2004, An Integrated Tariff Analysis System: Software and Database, Productivity Commission Staff Working 
Paper, available: http://www.pc.gov.au/research/swp/itas/itas.pdf. 

provisions could undermine the negotiating, economic, and political 
advantages of the Swiss formula.7 It certainly would not be to the 
advantage of developing Asian countries.

Without a successful conclusion to NAMA talks, the Doha 
negotiations will not progress. Also, the ultimate substance of NAMA 
will be critical to the effectiveness of Doha and in setting the stage 
for future WTO negotiations. While NAMA needs to be ambitious in 
cutting tariffs, it is essential that it be symmetric in its applications. It 
could absolve the system of many of its past sins by creating a far more 
uniform tariff structure within and between countries. The structural 
adjustment that will result from such a process will make future WTO 
rounds that much easier. The Swiss formula approach offers an excellent 
opportunity to do this. However, a “flexible” compromise in which sectors 
are excluded could significantly reduce the potential gains from Doha, 
postpone once again liberalization in key sectors, and set another bad 
precedent for future rounds. 

Agriculture
Agriculture has traditionally been one of the most difficult sectors 
to liberalize, for reasons familiar to both developed and developing 
countries. In the main, this is due to various political and political-
economy-related issues. Politicians will often resist liberalization on 

http://www.pc.gov.au/research/swp/itas/itas.pdf
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the basis, among other things, of “food security,” “national security,” 
cultural preservation, the need to maintain a beautiful countryside (the 
“multifunctionality” of agriculture), and health-related issues. While 
some of these arguments may be legitimate in theory, in practice they 
tend not to be. Instead, they are often merely finely wrapped excuses 
hiding old-fashioned protectionism. 

Farm lobbies are extremely strong in most developed countries, 
especially the EU, US, and Japan. It is an easy application of the political 
economy of protectionism (see, for example, Baldwin 1982); farmers tend 
to be geographically concentrated, have a well-defined producer interest, 
and can use politically popular slogans to mask the higher prices, fiscal 
cost, and other distortions created by agricultural protectionism. Less 
than 5% of the labor force is employed in agriculture in developed 
countries. Yet protection of this sector in the Organisation for Economic 
Co-operation and Development (OECD) costs over $300 billion a year 
(a multiple of the value of development assistance, for example) and has 
often caused modest results in trade negotiations of all kinds. Disputes 
pertaining to trade in agriculture almost scuttled the Uruguay Round; 
it was in part responsible for the failure at Cancun in 2003, and experts 
who are skeptical about the future of Doha generally point to the 
powerful protectionist forces in this area. 

The Uruguay Round was not particularly successful in liberalizing 
farm trade. Today, the level of agricultural protection in the OECD 
countries is still close to its level in 1986–1988, the reference years used by 
the Uruguay Round negotiators. Nevertheless, the Uruguay Round was 
instrumental in introducing the minimal level of transparency necessary 
to prepare for profound future changes in OECD agricultural markets.8 
In particular, it helped to place farm liberalization at the forefront of the 
Doha negotiations and reinforced the steady decline of OECD public 
support for a highly subsidized farm sector. 

Moreover, the emergence of developing countries as key negotiators 
at Doha has also helped place agriculture at the top of the agenda. Net 
exporters of farm products with a long-term comparative advantage in 
agriculture, such as Brazil or Thailand, have been effective in applying 
and organizing pressure at Doha for agricultural liberalization. And many 
other developing countries have realized that they are at the stage where 
farm exports are essential to their development because their farm sector 
is large and labor intensive. Agriculture accounts for 40% of GDP, 35% of 
exports, and 50–70% of total employment in LDCs (12%, 15%, and 15–40%, 
respectively, in the other developing countries). Three quarters of the 
world’s poorest people live in rural areas, with the proportion in LDCs as 
high as 90%. This being the Doha Development Agenda, agriculture must 
be part of a final package. 

Farm negotiations in the Doha Round are taking place under three 
pillars: (i) rules on export subsidies; (ii) rules on domestic support; and 
(iii) tariff cuts. This structure is a source of difficulty in negotiation 
because the use of these instruments is asymmetrical. Most OECD 
countries use all three instruments, while developing countries protect 
their farm sector only behind tariffs. Negotiating on the combined 
effects of these instruments would be ideal, but is not technically 
possible. 
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Export subsidy elimination

The Ministerial Meeting in Hong Kong, China confirmed the need 
to eliminate farm export subsidies by 2013 (2006 for cotton export 
subsidies). This decision has received considerable publicity, despite the 
fact that export subsidies only represent roughly 5–6% of total farm 
subsidies, and that it simply binds the reduction of export subsidies 
unilaterally undertaken by the EU since the late 1990s.9 Nevertheless, 
economic calculations, e.g., Anderson and Martin (2006), have shown 
that eliminating export subsidies without cutting tariffs and domestic 
support will generate noticeable welfare losses in many of the developing 
countries that are net importers of subsidized farm products. These 
calculations have also consistently shown that the only way to (more 
than) counterbalance this negative impact is to reduce domestic support 
and tariff rates in order to boost world production.

In the export subsidies domain, the Hong Kong Ministerial 
Declaration may prepare for future WTO negotiations by expanding the 
definition of export subsidies to include the export subsidy elements of 
export credits, food aid, and state trading enterprises. These instruments 
are currently of marginal importance (Hoekman and Messerlin 2006); 
nevertheless, such disciplines are significant in inhibiting their intensive 
use in the future, perhaps to fill the void left by the elimination of 
existing export subsidies. 

Domestic support
Domestic support is an area where the OECD countries have de facto 
benefited from a “reverse” special and differential treatment (SDT) under 
the Uruguay Round. Whereas there is an outright legal prohibition 
against trade-distorting subsidies in manufacturing (and countries 
importing subsidized goods are allowed to impose countervailing duties), 
in agriculture domestic support is only disciplined by rules against highly 
distorting subsidies and practices. These tend to be extremely expensive, 
which explains to some extent why only developed countries tend to use 
them. The US and EU together represented over three fourths of global 
farm domestic support in the early 2000s (Anderson et al. 2006a). 

Table 1.5.4 presents the reform proposals put forward by the EU, G20, 
and US at the Ministerial Meeting in Hong Kong, China, focusing on 
the two largest subsidizers, the EU and US. It shows that the proposed 
subsidy cuts (applied to Uruguay Round commitments) may look huge 
in percentage terms, but in effect they reflect a good deal of “water” 
in the subsidies. For instance, the EU has made a proposal, which is a 
mere binding at WTO of its already-completed reforms of the Common 
Agricultural Policy (CAP) undertaken since 2000 (Kutas 2006). 

The EU approach in particular has been very much criticized for 
several reasons. First, there is a long WTO tradition (that the EU has 
always supported) that unilateral liberalization should not be credited as 
WTO concessions. Second, the EU proposal in farm tariff cuts is viewed 
as weak (see below) whereas its requests for tariff cuts in NAMA are 
substantial (see above). Last, but not least, the 2003 CAP reform did not 
really liberalize the EU farm sector. All other things being constant, the 
overall level of EU protection has decreased marginally from 57% to 56% 
after the 2003 reform (OECD 2004). 
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1.5.4 Farm domestic support in the United States and European Union

Unit US EU

The Amber Box (the most trade-distorting subsidies)   
Uruguay Round commitments $ billion 19 89
Effective amounts in 2004 $ billion 13 42
Estimated amounts in 2006–2010 (EU CAP) $ billion — 26
Doha proposals

EU proposal % cut 60 70
US proposal % cut 60 83
G20 proposal % cut 70 80
EU proposal $ billion 8 27
US proposal $ billion 8 15
G20 proposal $ billion 6 18

Overall trade-distorting support (sum of AMS, de minimis and Blue Box)
Uruguay Round commitments $ billion 55 149
Effective amounts in 2004 $ billion 23 74
Estimated amounts in 2006–2010 (EU CAP) $ billion — 40
Doha proposals in terms of subsidy cuts

EU proposal % cut 60 70
US proposal % cut 53 75
G20 proposal % cut 75 80
EU proposal $ billion 22 45
US proposal $ billion 26 37
G20 proposal $ billion 14 30

— = not available; CAP = Common Agricultural Policy.

Notes:

Amber box—contains a list of subsidies that WTO members have agreed to reduce under the WTO 
agriculture negotiations. 

Blue box—a category of domestic subsidies specific to the Agreement on Agriculture permitted only 
because they are believed to distort trade less than amber box subsidies. 

AMS—Aggregate Measure of Support. An index that measures the monetary value of the extent of 
government support to a sector. 

De minimis—minimum threshold below which spending on domestic support does not need to be 
included in AMS classification. 

Sources: EU, US, and G20 proposals at the Ministerial Meeting in Hong Kong, China; Penn 2005; Jales 
and Nassar 2006; Kutas 2006.

Tariff cuts and the “Big Bargain”

Tariff cuts are crucial to agricultural liberalization because they are the 
best way to reduce and control subsidies, as lower tariffs make existing 
subsidies more visibly expensive.10 Unfortunately, the ongoing Doha 
negotiations on farm tariff cuts face a much more complicated format 
than did the NAMA negotiations, with the risk they will reduce the level 
of ambition in farm liberalization, already fragile because of the political 
importance of the farm sector to almost every WTO member.

First, complicated modalities in farm negotiations flow from the fact 
that the proposals on tariff cuts for the Ministerial Meeting in Hong 
Kong, China have adopted a tiered format, with four ranges of tariffs, 
each range being subjected to a different percentage cut, as shown in 
Table 1.5.5. These proposals differ with respect to the figures defining 
the various ranges and percentage cuts. As a result, negotiators need to 
strike deals on the three thresholds defining the four tariff ranges, on 
the four percentage cuts for each range, and on the use and definition 
of a tariff cap. If there are different cuts for developed and developing 
countries (an almost certain situation), negotiators have to agree on 16 
figures at least, which is no mean feat. The fact that “specific tariffs” 
(i.e., a tariff based on a fixed value and/or quantity, rather than a 
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percentage-based “ad valorem” tariff, which are almost always applied 
in manufactures) exist on agricultural products complicates matters, as 
they would likely need to be converted to an ad valorem equivalent in 
order to be liberalized. This presents a problem in that the conversion 
can lead to greater protection.11 

Such a difficult format for negotiators could prove counterproductive. 
Thus, there is a strong incentive to look for more simplified parameters 
for negotiations, keeping in mind that the Hong Kong Ministerial 
Declaration (paragraph 24) says: “[..] we instruct our negotiators to ensure 
that there is a comparably high level of ambition in market access for 
Agriculture and NAMA.” Importing the Swiss formula from NAMA to 
the farm negotiations seems a first condition to ensure a comparably 
high level of ambition by using the same instrument for tariff cuts in 
farm and NAMA negotiations. There is no extra cost for such a move; 
the Swiss formula requires that specific tariffs be transformed into ad 
valorem tariffs, but this exercise will be necessary anyway for the tiered 
proposals articulated at the Ministerial Meeting in Hong Kong, China. A 
Swiss formula approach would have the same advantages of transparency 
and symmetry as in the case of NAMA, to much greater effect given 
the greater divergence in tariff rates within and between countries in 
agriculture. It would also be instrumental in setting the stage for effective 
future WTO rounds and would reduce the “exceptionalist” mentality 
regarding agriculture that has always accompanied WTO negotiations. 
Finally, the Swiss formula opens the possibility of a clearer linkage 
between the NAMA and farm negotiations; that is, it opens the door to a 
transparent “Big Bargain” with trade in goods. 

In sum, Doha negotiations particularly in the areas of domestic 
support and tariff cuts continue to be controversial, and the outcome is 
unclear. However, past experience has shown that developing countries 
in particular are placing a high priority on this area. An underestimation 
of the seriousness of developing countries in this regard was in evidence 
at the Cancun Ministerial Meeting, at which a compromise agreement 

Table 1.5.5 Tabled proposals on farm tariff cuts, 2005

EU proposal G20 proposal US proposal

Definition of the 
tiers (%)

Tariff cut (%) Definition (%) Tariff cut (%) Definition (%) Tariff cut (%)

Tariff cuts to be imposed on developed countries     
Highest tier >90 60 >75 75 >60 85–90
Medium high 60–90 50 50–75 65 40–60 75–85
Medium low 30–60 45 20–50 55 20–40 65–75
Lowest tier 0–30 35 0–20 45 0–20 55–65

Tariff cuts to be imposed on developing countries
Highest band >130 40 >130 40 >60 a

Medium high 80–130 35 80–130 35 40–60 a

Medium low 30–80 30 30–80 30 20–40 a

Lowest band 0–30 25 <30 25 0–20 a

Other elements of tariff rates
Cap tariff (developed countries) n.a. 100 n.a. 100 n.a. 75
Cap tariff (developing countries) n.a. 150 n.a. 150 n.a. 100

n.a. = not applicable.
a Reference to “slightly lesser reductions” without more precision.

Source: The EU, G20, and US proposals at the Ministerial Meeting in Hong Kong, China.
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between the EU and US in agriculture was rejected by developing 
countries (under the leadership of the G20). This should not happen 
again. These three areas of agriculture will also have to be an important 
part of a final Doha package. 

Still, agriculture is complicated and faces strong resistance at the local 
level in developed and developing countries. As farm interests in the 
EU, for example, attempted to keep any commitments at the Ministerial 
Meeting in Hong Kong, China as modest as possible, Korean farmers 
also actively sought to influence their country’s position. However, WTO 
has matured such that it needs to tackle trade in agriculture seriously, 
unlike in the past. Doha presents an opportunity to do this, that is, to 
treat agricultural trade more like trade in manufactures, in which trade-
distorting subsidies are eliminated and tariffs are lowered and made more 
uniform. The adoption of the Swiss formula to agricultural tariffs would 
help to achieve this. 

Trade in services
Globally, services represent more than 50% of the GDP of any country, 
and more than 70% of many developed economies. International trade 
in services is becoming commensurately important; in 2003, it came to 
$1.8 trillion, about one quarter the value of merchandise trade (WTO, 
International Trade Statistics, 2004, Table 1). Although data on barriers 
to trade in services are notoriously rare and often incomplete, in-depth 
studies on specific services sectors suggest that protection in this sector 
is much higher than is the case for trade in goods, suggesting that trade 
liberalization in services has significant potential for all WTO member 
states.

While services are not included in the Doha liberalization scenario 
reviewed below using ADB’s General Equilibrium Model of Asian Trade 
(GEMAT), Francois et al. (2003) do estimate the potential gains from 
various scenarios of liberalization in services trade. Assuming a 50% 
reduction in their estimated barriers to trade in services and increasing 
returns to scale, they calculate a $68 billion global gain, double that of 
a similar reduction in protection in manufactures and about one fourth 
more than in agricultural liberalization. Developing countries almost 
gain as much as the OECD countries, with the PRC and India accounting 
for over three fourths of this share. Clearly, the potential economic gains 
from services liberalization are high. 

Nevertheless, negotiations under services have hitherto produced very 
little at Doha. As of July 2005, less than half of WTO’s member countries 
had tabled proposals of any kind. Moreover, the content of these offers 
seems thin, especially in Mode 3 (commercial presence, see Box 1.5.3), 
which is of special interest to the industrial economies, and in Mode 4 
(that is, trade in labor services), which is of special interest to some 
developing countries (for example, in Asia, Bangladesh, India, Pakistan, 
Philippines, and Sri Lanka).

A first reason for this deadlock is the negotiating process per se, 
which is complicated in part due to measurement problems. In trade in 
goods, negotiators balance the concessions granted to trading partners 
via tariff cuts at home with those they receive in return, a straightforward 
calculation. In services, it would make little sense to balance, say, the 
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The complicated and diverse nature of trade in services 
explains why liberalization in this sector can be far more 
difficult than trade in goods. Services can be high tech or 
low tech; inputs and/or final products; publicly provided or 
privately provided; and closely related to other areas, such 
as foreign direct investment (FDI) and immigration. Trade 
in goods internationally tends to be almost always privately 
provided, with strong GATT/WTO controls on state 
intervention, including the technical prohibition against 
state subsidies and constraints in the form of state-owned 
enterprises having to abide by market principles (GATT 
Article XVII). Many services areas, however, still include 
government involvement, and state prerogatives in certain 
areas are recognized by the General Agreement on Trade 
in Services (GATS). Moreover, trade in goods tends to be 
separate from FDI, though clearly there exist indirect links 
between trade and FDI. In the area of services, however, 
trade can be intricately linked to FDI; in some subsectors, 
trade in services is impossible without FDI. 

The Organisation for Economic Co-operation and 
Development defines four “modes” of trade in services: 

(1) cross-border supply, in which a company exports 
the service from its home country, e.g., by fax or email; 
(2) consumption abroad, in which the user of the service 
consumes it outside his/her home country, e.g., tourism; 
(3) commercial presence, in which a company directly 
supplies the service to foreign customers (this involves 
establishment of an affiliate abroad and constitutes over 
three fourths of all trade in services); and (4) presence of 
natural persons, in which the service-exporting country 
sends personnel abroad to supply services.

In the Doha Development Agenda, key areas of 
contention in trade in services relate to Mode 3 and Mode 
4, which is no doubt why little has been offered. Mode 
3 is a high priority for developed countries; in fact, after 
the “Singapore issues” were taken off the agenda after the 
2003 Cancun Ministerial Meeting, Mode 3 is the main 
area in which facilitating FDI policies are being discussed. 
Liberalization in Mode 4 is an important priority for 
labor-exporting developing Asian countries, which are 
especially concerned about working visa policies and other 
immigration-related procedures in developed countries.

number of licenses granted to foreign insurance companies with the 
number of visas obtained for domestic nurses willing to work outside the 
country. Moreover, until the Ministerial Meeting in Hong Kong, China, 
negotiations were exclusively based on bilateral offers and requests, a 
cumbersome procedure that complicates the negotiations. So does the 
fact that substantial services liberalization can require behind-the-border 
changes (e.g., changing a law or bureaucratic regulations). 

To simplify things, services negotiations under WTO in the past have 
focused on national treatment, that is, on the elimination of measures 
that discriminate against foreign service providers. Such an approach 
allows regulatory flexibility, but this comes at a price: there is no “forced” 
regulatory efficiency. The failure of countries to adopt “best practices” 
in this regard has been estimated to be high (OECD 2005, Estevão 
2005). In order to allow for deeper integration in the services context, 
the Ministerial Meeting in Hong Kong, China decided that countries 
could pursue services negotiations on a “plurilateral,” rather than the 
usual bilateral, basis. That is, more than two countries can negotiate 
a liberalization package in a certain sector, a result which would be 
extended on a most-favored-nation basis.12 

Although there could be some breakthroughs in the less controversial 
areas, the paucity of proposals on services thus far does not bode well for 
a breakthrough in this area. Nevertheless, it is an increasingly important 
sector with great potential. A successful conclusion to the Doha 
negotiations would also likely produce a strong commitment to focus on 
services in future rounds of multilateral negotiations. 

Rules 
The Doha discussions on “rules” focus on several issues; for developing 

1.5.3 The four modes of services liberalization
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Asia (and other developing regions) it is argued that the most important 
areas relate to contingent protection (antidumping and countervailing 
duties) and regional trading agreements. (Aid for trade, including trade 
facilitation, is handled in the next subsection.)

During the last decade, WTO has been unable to monitor effectively 
the use of nontariff barriers (NTBs). The success of the Uruguay Round to 
eradicate “gray measures” (such as quotas and voluntary export restraints) 
has been somewhat diminished by the increased use of contingent 
protection, especially antidumping measures. Hitherto there has been no 
major systematic effort by WTO to delineate and quantify major NTBs 
imposed by WTO member states. Table 1.5.6 provides an illustration of 
the use of antidumping duties and other NTBs gleaned from recent trade 
policy reviews13 of selected WTO members. It suggests that the NTB 
problem continues to be important.

Doha discussions on reforms addressing antidumping and 
countervailing duty procedures have not yet reached the negotiating 
stage, but such topics tend to be handled in the final negotiating phase. 

Contingent protection could represent a growing threat to open 
trade. While, technically, antidumping measures and countervailing 
duties are justifiable in certain cases, in practice they have been used as 
a protectionist tool, all the more problematic because applications are 

1.5.6 WTO notifications of nontariff barriers, selected economies

Year of 
trade 
policy 
review

Import nontariff barriers Export 
prohibition, 
restrictions, 

licensing

State-
owned 

enterprises
Import 

prohibition, 
restrictions

Contingent protection Technical 
barriers to 

trade

Sanitary, 
phytosan. 
measures

Government 
procurement

Safeguard Antidumping Countervailing

Industrial economies
Japan 2004 Low Yes 0 0 Low Low Low Low Low
US 2003 — Yes 85 23 High High High High Low
EU 2004 High Yes 156 18 High High High Average Low
Canada 2003 — No 43 10 High Low High High High
Australia 2002 Low No 19 5 High High High Average —
New Zealand 2003 Low Yes 0 0 High Low Low Low High

Developing economies
Korea 2004 Low Yes 21 0 Low High Average Low High
South Africa 1998 High No 35 0 Low Low High High Low
Malaysia 2005 Low No 12 0 High Low Low Low Low
Singapore 2004 Low No 0 0 Low High Low Low High
Philippines 2005 High Yes 5 0 Low Low Low Low Low
Thailand 2003 Low No 26 0 Low Low Low Low Low
Brazil 2004 High Yes 48 6 High High Low Average High
Mexico 2002 Low No 90 1 High Low Low Low Low
Indonesia 2003 Low No 7 0 Low Average Low Average Low
India 2002 High Yes 131 0 Low Low Low Low High

Least-developed countries
Bangladesh 2000 High No 0 0 Low Low Low Average Low

Notes:

Country classification is based on the Integrated Tariff Analysis System.

— = no pages devoted to the particular NTB; Low = below average number of pages devoted to the particular NTB; High = above average number of pages devoted 
to the particular NTB; Average = equal to the average number of pages devoted to the particular NTB; Yes/No = has/has not applied safeguard measures.

For Singapore and Malaysia, state-owned enterprises refer to government-linked companies; for the columns referring to antidumping and countervailing measures, 
the figures refer to the number of measures in force.

Source: Trade Policy Reviews (various issues), available: www.wto.org/english/tratop_e/tpr_e/tpr_e.htm.

www.wto.org/english/tratop_e/tpr_e/tpr_e.htm
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firm- or country-specific. Enforcement of rules governing contingent 
protection has also been relatively lax. Hence, discussions regarding the 
need to make contingent protection more transparent and symmetric 
between countries will likely become a significant issue at Doha, though 
it is not clear exactly what will be put forward. Still, the regulatory nature 
of this area, as well as the increasing use of contingent protection even 
by developing countries, will render progress difficult. Little progress is 
expected in this regard outside clarification of rules, as was basically the 
case during the Uruguay Round. 

As is noted at length in Part 3, the trend toward the creation of 
preferential trade agreements (e.g., free trade areas or customs unions) 
has become increasingly important in driving international commercial 
policy over the past 10 years. By their very nature, these agreements 
discriminate in favor of partner countries, to the disadvantage of 
nonpartners. This is a violation of the heart and spirit of the GATT/
WTO, i.e., most-favored-nation treatment, enshrined in Article I. 
However, Article XXIV allows for preferential trade agreements, 
provided that they meet certain general criteria. In GATT’s early years, 
preferential trade agreements were relatively few in number. As of March 
2006, however, almost 200 such agreements had been reported to WTO, 
double that of just a decade earlier. Many more are in the works; the vast 
majority of developing Asian countries are party to such agreements. 

Recognizing that this trend poses an important challenge to 
nondiscrimination, WTO members have been discussing the need 
to revamp the organization’s policies toward regionalism. The 1994 
Understanding on the Interpretation of Article XXIV of GATT was an 
attempt to enhance the compatibility of regionalism with multilateralism 
at a time when the trend was beginning to grow, but it did little to 
clarify the issues. Under the Doha Development Agenda, further 
revisions of interpretations of Article XXIV were to be part of its “single 
undertaking.” But little was accomplished at the Ministerial Meeting in 
Hong Kong, China in this regard, except a commitment to improve the 
transparency of free trade areas and encouragement to negotiators to 
arrive at “appropriate outcomes” by the end of 2006. 

Because the global trend toward bilateralism and regionalism is new 
and just about all WTO member countries are involved, it is unlikely 
that substantial progress will be made in this area at Doha, outside 
of some minor points on definitions and transparency. However, the 
problems that are being created by this trend—such as inevitable trade 
and investment diversion, “noodle bowl ” (or “spaghetti bowl”) issues, 
and the clear threat to the multilateral system—will become evident 
in time, and the threat to the multilateral system will be taken more 
seriously. This will no doubt be a key area of discussion in subsequent 
rounds, if not sooner. 

Special and differential treatment and aid for trade
The 6 years between the ministerial meetings held in Seattle and 
Hong Kong, China witnessed an intense debate on whether and 
how developing countries should be granted special and differential 
treatment (SDT). Importantly, at the Ministerial Meeting in Hong Kong, 
China developed countries agreed to end tariffs and quotas on 97% of 
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the tariff lines exported by the LDCs by 2008. This was hailed as an 
important success. However, it has been criticized as not being extensive 
enough.14 

To begin, it should be noted that the pursuit of SDT has often been 
counterproductive for developing countries. As noted above, countries 
tend to gain most from their own liberalization, and the quest for 
exclusions, drawn-out timetables for the implementation of reform, and 
lack of active participation in global trade talks (meaning that protection 
remains relatively high in LDCs) have postponed or even stifled 
liberalization. The possibility of a “round for free” was discussed earlier 
in the Doha talks, ostensibly suggesting that LDCs should be exempt 
from everything at Doha. This approach, though well meaning, would 
have been highly detrimental to LDC development, as it would have 
precluded the need for domestic reform and restructuring. Moreover, 
active participation ensures that the issues they really care about will 
be addressed. Some aspects of SDT can be useful, but in no way should 
it serve to exclude LDCs and developing countries more generally from 
being true partners in the global trading system.

Since the 1970s, SDT has been mostly delivered through preferential 
(low or zero) tariffs granted to a limited number of developing countries 
defined on an ad hoc basis by developed countries (on an individual 
basis). However, the value of SDT preferences has been falling over 
time. For example, beneficiaries are currently suffering from “preference 
erosion” and associated adjustment costs. During the last decade, 
the differences between the most-favored-nation tariff rates and the 
preferential tariff rates have been reduced by a long series of trade 
agreements, under the GATT/WTO and in regional trade agreements. 

“Aid for trade” has become a buzzword in the Doha negotiations, and 
as a result, deserves to be defined with some precision. The preference 
erosion issue, for example, is often included under the aid for trade 
heading. What follows limits aid for trade to issues increasingly related to 
governance in general (and not necessarily to trade directly).

First, aid for trade can be linked to “trade facilitation,” that is, to the 
activities undertaken by customs and logistics procedures, e.g., improving 
the movement, release, and clearance of goods, including goods in transit. 
The Doha Development Agenda has a program of negotiations on trade 
facilitation intended to buttress developing-country capacity to implement 
trade liberalization and structural change in general. A particularly 
important aspect of this program relates to transit conditions (for 
example, fees, delays, and transparency), which is of prime importance to 
landlocked countries.

Second, as the above definition of trade facilitation is quite narrow 
(it covers only public governance at the borders), this approach could 
potentially be extended to all activities involved in the international 
movement of goods and services, such as building the corresponding 
infrastructure (ports, roads, and other transport facilities), or operating 
trade-related services (mail and parcels, telecoms, specialized legal and 
insurance services, storage, and the like). This “trade facilitation plus” 
concept is very close to services negotiations since de facto it relies on a 
cluster of services on which developing countries need to focus in order 
to reap effectively gains from trade liberalization. 



��    Asian Development Outlook 2006

Gauging the gains of Doha trade liberalization 
for the region 

Viewed from a historical perspective, global free trade would appear an 
idealistic goal. As noted above, negotiations in the Doha Development 
Agenda have focused on a more modest agenda. To conjecture about 
the outcome in Doha, this section examines the economic impact in the 
context of a model that brings Asia into sharper relief. This exercise is 
conducted using an Asia- and trade-focused general equilibrium model 
(GEMAT), described more fully in Part 3.

Since the parameters (and, indeed, likelihood) of an agreement 
at Doha remains uncertain, the simulations adopt the ambitious 
assumptions about Doha outcomes that have been made by Anderson 
et al. (2006b) (Box 1.5.4). While a successful Doha package could spur 
further multilateral liberalization initiatives, these are not considered 
here. 

Under the “Deep Doha” scenario, world income rises by $155.2 billion 
in 2025, measured in 2001 prices (Table 1.5.7). However, liberalization 
benefits developing Asia disproportionately. Around 70% of the estimated 
gains from Deep Doha accrue to Asia (including Japan). Box 1.5.5 
compares ADB current estimates with those of earlier World Bank 
studies. Caveats about these exercises and their estimates are set out in 
Part 3. Importantly, as is further discussed in Part 3, the absolute values 
of these estimates tend to have a strong downward bias, and, of course, 
are a function of the assumptions and parameters underlying the model. 
Hence, the absolute values are arguably less important than the rank 
ordering of the results and the relative magnitudes. 

As Table 1.5.7 shows, the estimated gains from Doha are not evenly 
distributed either globally or within Asia. The disproportionately large 
gains accruing to Asia follow from Asia’s openness and larger initial 
trade shares, as well as the assumption of a significant reduction in Asian 
import protection, especially in agriculture. Japan and Korea, which are 
large economies in absolute size, capture the bulk of the gains. Relative to 
income, Korea and Thailand gain most. Korea benefits significantly from 
a sharp reduction in its own agricultural tariffs as well as from growing 
export opportunities in the PRC. Thailand benefits as its agricultural 
exports are boosted by reduced distortions in the global agricultural 
trading system. 

Although Deep Doha is a positive-sum game, there are prospective 
losers as well as winners. In Asia, Bangladesh and Viet Nam would 
appear to face the prospect of income losses. And Deep Doha would 
appear to offer no benefits to the Philippines and few to the PRC. As 
the possibility of prospective losses may impede or slow multilateral 
liberalization initiatives, it is important to look behind these results. 

An important aspect of the Doha negotiations, reflected in this 
scenario, is that negotiations are about reductions in members’ legally 
bound tariffs, not the actual tariffs that they apply. Therefore, where there 
is water in the tariffs, nominal reductions in bound tariffs may mean little 
or no reduction in actual levels. In the Deep Doha scenario assumptions 
presented here, this is the case for both Bangladesh and the Philippines. 
An important result from standard economic theory is that liberalization 

1.5.7 Welfare gains from Deep Doha 
(change compared to baseline in 2025)

Real 
income  

($ billion)

Real 
income  

(% of GDP)

Japan 21.26 0.33

China, People’s Rep. of 11.57 0.21
Korea 36.76 3.49
Hong Kong, China 4.90 1.19
Taipei,China 5.32 0.79
Indonesia 2.98 0.57
Malaysia 3.20 1.09
Philippines 0.22 0.09
Singapore 3.47 1.67
Thailand 8.47 2.14
Viet Nam -0.79 -0.58
Bangladesh -0.03 -0.02
India 12.50 0.67
Sri Lanka 0.24 0.54

Developing Asia 88.81 0.76
Asia including Japan 110.07 0.61
United States 8.13 0.04
Europe 19 32.56 0.24
Australia and 

New Zealand
3.43 0.38

Latin America 2.15 0.05
Rest of the world -1.13 -0.02

World Total 155.20 0.24

Note: Europe 19 comprises 15 countries of the 
EU plus Iceland, Liechtenstein, Norway, and 
Switzerland.

Source: Staff estimates.
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Deep Doha. This is essentially scenario 5 in Anderson et al. 
(2006).1 It assumes significant agreement in Doha by 2006 in 
a number of areas: nonagricultural tariff bindings are cut by 
50%, and agricultural tariffs are cut using a tiered formula. The 
marginal cut is set at 45% for agricultural tariffs below 15%, 
70% for tariffs within the 15–90% bracket, and 75% for tariffs 
above 90%.2 Agricultural export subsidies are eliminated for 
all countries. Domestic support for agriculture is also cut for 
the United States (by 28%), the European Union (by 16%), and 
Australia and New Zealand (by 10%). Special and differential 
treatment (SDT) is not applied and developing countries are 
assumed to liberalize to the same degree as developed coun-
tries. All these trade reforms are phased in over the 5-year 
period of 2007–2011. Possible reforms in services sector and 
trade facilitation are not incorporated in this scenario. 

Doha-SDT. This scenario examines the consequences of 
including SDT. Specifically, there are four agricultural tariff 
brackets for developing countries, with inflexion points placed 
at tariff levels of 20%, 60%, and 120%. Their marginal rates 
of reduction are 35%, 40%, 50%, and 60% within each of 

the four bands. On NAMA, the cut in nonagricultural tariff 
bindings for developing countries is 33%. Least-developed 
countries are not required to undertake any reduction com-
mitment. On the other hand, the required reductions in both 
agriculture and nonagriculture sectors for developed coun-
tries are the same as that in the Deep Doha scenario. The 
assumption regarding cuts in domestic support and export 
subsidies are also the same as those in Deep Doha.

Doha-SDT excluding sensitive agricultural products. 
Building on Doha-SDT, this “Doha Light” scenario further 
assumes a less ambitious agricultural agenda that excludes 
sensitive farm products. The developed countries are 
assumed to treat 2% of their HS6 agricultural tariff lines as 
sensitive and subject to just a 15% tariff cut. For developing 
countries, the corresponding figure is 4%.

1 See Anderson et al. (2006b) for the details of the design of this Doha 
scenario. The Doha scenario used here corresponds to their “Doha-All” 
scenario.
2 Since the cut is applied on bound tariffs, the cuts in applied rate may 
be small for some developing countries due to binding overhang.

gains depend largely on the boosts to efficiency and productivity that 
occur when countries liberalize their own trade (Figure 1.5.1), not from 
tariff reductions by their trade partners. By volunteering cuts in bound 
tariff rates that would lower applied tariffs, countries such as Bangladesh 
and the Philippines would also benefit. The negotiating approaches of 
WTO obfuscate this fundamental point.

Of course, even if countries do reduce their own tariffs, multilateral 
liberalization may not lead to gains in all cases. If liberalization means 
that a country loses preferential access to important markets, or export 
subsidies are removed on goods that have a large weight in the import 
basket, or subsidized entry into other markets is halted (as, for example, 
in the case of the Fiji Islands’ sugar exports to the EU), countries may 
face the prospect of significant losses. The model suggests that the erosion 
of preferential access for clothing and textiles to the EU, with the EU 
lowering its most-favored-nation tariffs, could dampen Bangladesh’s 
exports, resulting in losses in income and terms of trade. Bangladesh 
also loses from terms-of-trade effects driven by higher agricultural prices 
(including cotton). Also, given that the PRC already has substantially 
reduced its tariffs on merchandise trade, a deterioration of its terms 
of trade may be needed to sustain fast export growth. The case of Viet 
Nam, which is not yet a member of WTO, illustrates another point. In 
the Doha scenario, levels of protection in nonmember countries are 
assumed unchanged. Consequently, as WTO member countries liberalize, 
nonmember countries such as Viet Nam suffer from a diversion of 
their trade to other locations where costs are now lower. If Viet Nam 
successfully concludes negotiations to enter WTO, it too would benefit 
from Doha, raising estimated impacts. 

Under the scenario of Doha-SDT (Table 1.5.8), the global gain in 2025 
shrinks by around 30% in comparison with the Deep Doha scenario, to 

1.5.1 Tariff reductions and income gains
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1.5.4 Various Doha scenarios
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$110.6 billion. But for developing countries,15 the gain would 
be only $56.4 billion, only 63% of that in the Deep Doha 
scenario. If higher-income Asian countries (Hong Kong, 
China; Korea; Singapore; and Taipei,China) are excluded, 
the gain of developing countries is only $19.3 billion, or less 
than half of that in the Deep Doha scenario (Figure 1.5.2). 
This exercise suggests that no regions (as defined) would 
be better off from the introduction of SDT, even for LDCs 
like Bangladesh. This result squares with the theoretical 
proposition that developing countries need to cut their 
own trade protection to reap the benefits of multilateral 
trade liberalization. SDT does not serve the interests of 
developing countries. 

If the Doha-SDT scenario is further weakened by 
assuming that the sensitive agricultural products are 
subject to lower tariff cuts, global gains in 2025 would 
be reduced to $68.4 billion, reflecting the importance of 
agricultural liberalization in the Doha trade liberalization 
agenda. In Asia, the exception of sensitive agricultural 
products are important for Japan, Korea, Thailand, and, 
to a lesser extent, Viet Nam, given their high interests in 
agricultural trade liberalization. However, for other Asian 
economies, the exception of sensitive agricultural products 
only have marginal impacts on their welfare gains from 
Doha.

Beyond Doha
The outcome at Doha is uncertain. It is hard to predict at 
this point whether there will be a successful package that 
emerges in time for the April 2006 deadline, whether the 
deadline will be extended and subsequently completed, or whether the 
negotiations will fail. Moreover, it is unclear what the package will look 
like. Will it be a comprehensive set of liberalization initiatives or “Doha 
Light”? 

In terms of economics, Doha Light could potentially be worse than a 
failure at Doha. For example, a “flexible” package under NAMA in which 
many sensitive products are excluded, minimal “value added” in terms 
of progress in agriculture, and mere rhetoric in services and “rules,” 
with some compensation under “aid for trade,” is not an inconceivable 
outcome. However, it would be regrettable. First, nonuniform tariff cuts 
could lead to distortions in the value-added chain that could potentially 
negate any gains from liberalization. Mere patchwork in agriculture 
would repeat the mistakes of previous GATT/WTO rounds, since it 
would thwart necessary structural reform in developed and developing 
countries, and would leave much for future rounds (discussed below). 
And lack of progress in reforming contingent protection rules would 
leave fully loaded an important (and increasingly dangerous) protectionist 
weapon. 

From a political perspective, Doha Light might be considered 
preferable to no agreement at all, as it would at least be a “success” 

1.5.8 Welfare gains from two less ambitious Doha scenarios 
(change compared to baseline in 2025, real income)

Doha-SDT Doha-SDT excluding 
sensitive farm 

products

($ billion) (% of 
GDP)

($ billion) (% of 
GDP)

Japan 18.57 0.29 7.86 0.12

China, People’s Rep. of 10.11 0.18 9.00 0.16
Korea 26.93 2.55 10.69 1.01
Hong Kong, China 3.52 0.85 3.42 0.83
Taipei,China 4.00 0.59 3.89 0.58
Indonesia 2.08 0.40 2.10 0.40
Malaysia 1.67 0.57 1.47 0.50
Philippines 0.15 0.06 0.11 0.05
Singapore 2.57 1.24 2.53 1.22
Thailand 5.87 1.49 3.71 0.94
Viet Nam -0.71 -0.52 -0.48 -0.35
Bangladesh -0.10 -0.07 -0.08 -0.06
India 6.32 0.34 6.25 0.33
Sri Lanka 0.13 0.29 0.06 0.14

Developing Asia 62.52 0.54 42.67 0.37
Asia including Japan 81.09 0.45 50.53 0.28
United States 6.81 0.03 6.82 0.03
Europe 19 26.09 0.19 19.61 0.15
Australia and New 

Zealand
2.74 0.31 1.69 0.19

Latin America -0.45 -0.01 -1.14 -0.03
Rest of the world -5.72 -0.08 -8.88 -0.12

World Total 110.56 0.17 68.64 0.11

SDT = special and differential treatment.

Note: Europe 19 comprises 15 countries of the EU plus Iceland, Liechtenstein, 
Norway, and Switzerland.

Source: Staff estimates.

1.5.2 Gains from Doha scenarios:  
Real income changes relative to  
baseline in 2025
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and could keep momentum going for the next round, an important 
consideration given the rise in regionalism. However, this is purported 
to be a development round; lack of progress in comparative-advantage 
areas for developing countries would reinforce the impression in some 
circles that the international trading system is rigged against the poor. 
Enthusiasm for global trade could wane, and the regionalism trend could 
actually be reinforced.

But a comprehensive Doha package would likely do wonders for 
the global trading system. What such a package would look like is 

Care needs to be taken in comparing different estimates of 
the potential benefits of the Doha Development Agenda. 
Over the years, the World Bank has revised its estimates 
of Doha benefits significantly downward. The estimate 
here is also lower than earlier World Bank estimates (2001 
and 2004). An important reason for this is that use of 
the GTAP V6 (Global Trade Analysis Project) database 
implies a reduction in baseline trade protection compared 
to the earlier GTAP datasets used in the initial World 
Bank studies. The benefits of the cessation of quotas on 
textiles and clothing and the entry of the People’s Republic 
of China into the World Trade Organization are now 
embedded in the baseline, so Doha assumptions now 
remove fewer distortions (van der Mensbrugghe 2006). 

But there are also technical differences between the 
estimate of the General Equilibrium Model of Asian Trade 
(GEMAT) and more recent World Bank estimates. These 
differences illustrate the sensitivity of model estimates to 
differences in technological and behavioral specifications, 
and parametric assumptions. In particular, estimated 
benefits are sensitive to assumptions about trade price 
elasticities (Armington elasticities), returns to scale and 
product variety, and to sector and geographic aggregation. 

The most recent World Bank estimates are based on 
trade price elasticities that are about one third higher than 
those used here. The elasticities in GEMAT are closer to 
the traditional GTAP values, which have been estimated 
econometrically (Hertel et al. 2003). This difference in 
parameter assumptions tends to boost the World Bank’s 
estimates of trade benefits. 

On the other side of the coin, GEMAT’s assumption 
of increasing returns and imperfect competition generates 
larger benefits than those derived in a perfect competition 
model with constant returns technology, such as that used 
by the World Bank. Aggregation also matters. Higher 
commodity and geographic aggregation in GEMAT cuts 
estimated benefits. For essentially an identical scenario, 
GEMAT’s construction trims about 15% of the global 
benefits reported in recent World Bank studies.1 

A recent study by the International Food Policy 
Research Institute shows that ambitious Doha round 
trade liberalization can induce a global real income gain 

of $104 billion in 2019, around 0.19% of world GDP in 
2019. This study was conducted using MIRAGE, a global 
computable general equilibrium (CGE) model which also 
incorporates scale economy and firm-level productivity 
variety (Bchir et al. 2002). The lower estimates, in 
comparison with the GEMAT results, may be due to its 
assumption about the imperfect mobility of unskilled labor 
between agricultural and nonagricultural activities, which 
limits the gains from more efficient resource reallocation. 

Another recent study by Polaski (2006) (the “Carnegie 
model”), using a static global CGE model, estimates 
global gains of $58.6 billion, or 0.19% of 2001 world 
GDP, according to its Central Doha scenario. This gain is 
larger than the equivalent static impact in GEMAT. The 
difference may be found in scenario design and model 
specification. The Central Doha scenario in Polaski (2006) 
assumes relatively modest agricultural trade liberalization 
and more ambitious manufacturing trade liberalization, 
which would induce larger gains from manufacturing 
liberalization and smaller gains from agricultural 
liberalization. Moreover, Polaski (2006) assumes 
unemployment in the urban unskilled labor market and 
a rural-urban wage differential in developing countries. 
This further magnifies the gains of some developing 
countries from manufacturing trade liberalization, as their 
manufacturing sector expands following the increased 
export opportunities induced by trade liberalization, but 
may induce losses for developing countries from Doha 
agricultural liberalization, which diverts unskilled labor 
away from manufacturing and into agriculture. 

Simulation approaches clearly have limitations and 
until there is better information, estimates of the benefits 
of trade liberalization will necessarily be subject to 
important qualifications. However, the relative magnitude 
of the welfare impacts and the sources of gains and losses 
obtained from these modeling exercises do provide useful 
insights for policy analysis.

1 For Asian countries, the estimated income gains from GEMAT 
are generally larger than the World Bank estimates, reflecting that 
the impacts of low trade elasticities are more than offset by the 
introduction of scale and variety effects.

1.5.5 Gains from Doha: A Comparison with other quantitative estimates
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outlined above: a balanced Swiss formula applied to both NAMA and 
agriculture with as few excluded sectors as possible; some progress in 
services, particularly in terms of Mode 3 and Mode 4; fairer and more 
transparent rules on contingent protection; better definitions and rules 
on transparency in regional trade agreements, as well as commitments to 
develop means to ensure that Article XXIV agreements will be consistent 
with multilateralism; and generous offers in terms of “aid for trade” and 
“trade facilitation plus.” Certainly, this scenario is far more sensitive at 
the national political level. 

Perhaps the negotiated outcome will be a combination of these two 
scenarios. Given the stakes for Asia, the region’s WTO member countries 
should be proactive in molding the negotiations in favor of the latter 
scenario. Above it is argued that the unique situation of Asia suggests that 
it has strong leadership potential. Hopefully, the political will to assume 
such a role will be forthcoming.

What will the global trading system need to tackle in future WTO 
rounds? As the Doha outcome is still unknown, prediction is doubly 
difficult. However, it is suggested that the following six areas will be 
important features of the next round: 

1. As the Swiss formula under NAMA will likely achieve a good deal 
of progress, it will be the least controversial area, at least relative to earlier 
rounds. Average tariffs are already quite low; Doha should reduce them 
further and create greater symmetry. Mega-tariffs should be a thing of 
the past. Hence, reductions in tariffs in manufactures will likely be on 
the agenda but will not be as important as in previous rounds. Could 
a complete phaseout of tariffs in developed countries be a goal? And 
perhaps 10% maximum tariffs in developing countries?

2. Regardless of the outcome of current negotiations, agriculture 
will still be important. How important will depend on progress made at 
Doha. Export subsidies will be gone, but tariffs will continue to be high 
and domestic support trade-inhibiting. The next round will seek to lower 
tariffs and put further constraints on domestic support. This sector will 
continue to be difficult; reform of the EU’s Common Agricultural Policy 
will be particularly significant in defining the next round’s potential. 

3. Given the importance of the services sector and the fact that it 
will likely see modest progress at best at Doha, this will be one of the 
most important focus areas at the next round. It will require significant 
preparation, as trade in services is extremely complex. But as a priority, it 
should receive considerable attention. And its potential to stimulate trade 
appears to be even greater than that in agriculture and manufactures. 

4. Trade and investment issues, trade and competition policy, 
government procurement, and trade facilitation will also be a high 
priority on the negotiation agenda. These were known prior to Cancun 
as the “Singapore issues.” However, they proved too controversial for the 
Doha Development Agenda. Indeed, the failure at Cancun was blamed 
on them (and lack of progress in agriculture) and they were subsequently 
dropped, with the exception of trade facilitation. Look for them to be 
reincorporated, particularly since they continue to be a high priority for 
developed countries (as is evident by their incorporation in bilateral free 
trade areas with developing countries). Aid for trade, in particular trade 
facilitation, will also become a more salient feature of the global talks. 
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5. Contingent protection will also receive much higher priority in 
the future. Since there is not much hope that significant progress will 
be reached in controlling (particularly) antidumping and countervailing 
duties, countries will no doubt try to use them in order to protect sectors 
facing significant structural change due to liberalization in agriculture 
and manufactures. Moreover, by the next round, the PRC’s transition 
period will be over (precluding the imposition of import quotas on its 
exports of textiles and clothing, recently applied so firmly by, especially, 
the EU and US) and new, labor-abundant, competitive economies like 
Viet Nam should be full-fledged members. The trend toward greater 
usage of contingent protection will surely continue, and its threat to 
international trade will become increasingly significant. 

6. The most important area will probably pertain to regional 
and bilateral free trade areas. As noted above and more extensively 
documented in Part 3 of Asian Development Outlook 2006, regionalism 
has been growing rapidly, with Asia becoming an active and enthusiastic 
participant. This trend will likely continue for at least another few years. 
At that time, the trade effects of these agreements will start to be felt, 
and the costs associated with the “spaghetti bowl” will be increasingly 
recognized. The need for more effective rules and best-practices will 
become increasingly evident. 

To conclude, much is at stake at Doha for Asia and the world. Much 
is riding on a successful outcome. The negotiators have their hands full, 
as the issues are complex and controversial in some quarters. But with 
the right leadership and political will, a successful conclusion to the Doha 
Development Agenda is certainly feasible.

Two final remarks on the strategies of developing Asia in Doha. First, 
there is no “round for free”; active participation is not an option but a 
necessary condition to reap the gains from multilateral negotiations. 
This is because offering to liberalize hitherto protected sectors allows not 
only for concessions in exchange but also for gains from trade. Countries 
tend to gain most from their own liberalization. Second, developing 
member countries of ADB that are not yet members of WTO need to 
focus on accession. Without WTO membership, they will never fully be 
able to take advantage of the new trade architecture that is being created. 
Even if they receive most-favored-nation status or even preferential 
treatment from key trading partners, they are still outside the system. 
And one cannot change the system from outside. Moreover, a focus on 
WTO accession means that negotiating capacities—often limited in the 
developing member countries—should not be diverted to other areas, 
for example, in negotiating bilateral and regional trade agreements. The 
opportunity cost is too high. 

Endnotes
1 For example, tariff cuts on capital goods imports have been very successful in past rounds, 

whereas textiles and clothing remain highly protected in countries that do not have a 
comparative advantage in this area. Since textiles and clothing use capital goods in the 
production process, this reduction in input costs will have the tendency to increase the 
protection of value added in the textile and clothing industry, thereby creating an incentive 
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for additional resources to be allocated to this inefficient sector. This is known as the 
problem of the “effective rate of protection” in economics. 

2 Per capita income will be the most likely criterion used to determine whether a country 
should benefit from “special and differential treatment.” 

3 More specifically, the G10 is opposed to substantial opening in agriculture; the G33 
supports easy exceptions from liberalization, e.g., via the notions of special products or 
safeguards; the G20 focuses on the opening of the farm markets of developed countries; and 
the Cairns Group is dedicated to global opening of agricultural markets. 

4 As the welfare costs of tariffs increase disproportionately as the tariff level rises, larger 
reductions in the highest tariffs have a more than proportional positive effect on efficiency 
and welfare. 

5 In general, moderate tariffs provide larger revenues than high tariffs. This is in large part 
due to the decrease in import volume associated with high import prices generated by steep 
protection. The fiscal aspect of the tariff is particularly important for developing countries 
with a narrow domestic tax base.

6 “Bound” tariff rates for individual products are those that a WTO member has committed 
not to exceed in past GATT rounds or as part of their protocol of accession.

7 First, exclusions of sectors give an advantage to countries with better negotiators, creating 
an advantage for developed countries over many developing countries. Second, countries 
will likely exclude the sectors with the largest potential for trade creation. And third, the 
symmetry of liberalization imposed by the Swiss formula would be distorted.

8 It should be noted that Australia and New Zealand have liberal farm policies already in 
place.

9 The EU is by far the main user of this instrument; it accounts for more than 80% of all 
global export subsidies in agriculture. 

10 Subsidies are used in order to maintain a certain standard of living for farmers. If tariffs 
are cut, either the country needs to increase subsidies to maintain those standards, or allow 
for a reduction in living standards. The former policy would in part negate any gains from 
liberalization, whereas the latter would help achieve the necessary structural adjustment. In 
any event, if the decision is made to maintain standards by increasing subsidies, this is more 
“transparent” than tariff protection because it comes at a quantifiable fiscal cost. 

11 Arguably this happened in certain cases at the Uruguay Round, when import quotas had to 
undergo “tariffication”. 

12 Among other things, plurilateral negotiations facilitate negotiations by allowing a critical 
mass of like-minded countries to pursue liberalization in areas that would be difficult for 
other countries. This approach has already been used with success in the complex 1996 
WTO Information Technology Agreement.

13 Trade policy reviews involve periodic assessments of the trade policies of WTO member 
states. 

14 There are at least three major criticisms. First, it represents no additional commitment 
for the EU, as part of its Everything But Arms initiative has a 100% coverage, and a very 
marginal one for the US, which grants duty-free and quota-free access to its market for 83% 
of imports from LDCs. Second, the remaining 3% of tariff lines (roughly 300–400 lines) 
could easily cover all the crucial exports of most LDCs, which tend to have a limited range 
of exportable products. Third, the agreement covers only the LDCs, so excluding many 
poor countries that are not classified as LDCs. 

15 Developing countries here refer to Asian developing economies, Latin America, and the rest 
of the world.
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Armenia

Rapidly rising per capita incomes and falling poverty rates abetted by well-sequenced economic reforms 
are the country’s current hallmarks. A systematic reduction in the fiscal deficit has been accompanied by a 
narrowing current account deficit. Following average growth of about 12% over 2001–2004, gross domestic 
product grew by about 14% in 2005 owing to substantial construction activities and a good harvest. 
The year also saw increases in public expenditure, remittances, and investment, which boosted domestic 
demand. Inflation was only 0.6%, aided by exchange rate appreciation and a tight monetary policy. Over 
the next 2 years, growth is likely to slow somewhat as the pace of construction slackens. Medium-term 
prospects are broadly favorable if economic reform momentum is sustained. Prospects would brighten 
considerably if an agreement to resolve the conflict over Nagorno-Karabakh were concluded favorably 
and if Armenia’s borders with Azerbaijan and Turkey were reopened to trade.

Economic performance
Armenia continued along its double-digit growth path in 2005, as it 
had for several years. Per capita GDP in United States (US) dollars 
has shown a significant and consistent increase from $592 in 2000 to 
$1,107 in 2004 and further to an estimated $1,513 in 2005. The growth of 
gross domestic product (GDP) was almost 14% in 2005, driven by the 
fast-growing construction sector and a solid agricultural performance. 
Booming construction activities, reflecting new investment in housing 
and industries such as mining and energy, were important elements. 
Growth in construction reached 35.1% against a relatively modest 13.4% 
in 2004, though that in other services such as trade, and transport 
and communications, slackened. With improved market access and a 
good crop of cereals, fruit, and vegetables helped by favorable weather 
conditions, agricultural output grew by 11.2%. After a slowdown to a mere 
7.2% in 2004 from double-digit rates in 2002–2003, industrial growth 
picked up to 7.4% in 2005. This is attributable to a solid performance of 
the energy sector as well as machine-building, metallurgy, and electrical 
industries, which outweighed a poor performance in mining and 
agroprocessing. 

Structural and institutional reforms, implementation of a poverty-
reduction strategy from 2002, and strong growth brought down poverty 
from 55% in 1996 to 39% in 2004. Extreme poverty fell from 27.7% to 7.2% 
over this period. The official unemployment rate also fell, from 10.1% 
in 2003 to 9.6% in 2004 and further to 8.1% in 2005; however, it may 
understate labor market problems (as discussed below). 

The Central Bank of Armenia maintained its anti-inflation stance 
in 2005. Having reached 4.7% and 7.0% in 2003 and 2004, inflation fell 
to just 0.6% in 2005, well below the target of 3.0%, and the 3.0% average 
in 2000–2004. Exchange rate appreciation, tight monetary policy, 
prudent fiscal policy, and a good agricultural harvest helped lower 
inflation. Over the medium term, the central bank will shift toward a 
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monetary policy framework based on inflation targeting. Broad money 
growth (Figure 2.1.1) reflected higher demand for money as a result of 
slowly improving confidence in the banking system. Rapidly growing 
remittances and a strengthening of the capital and financial account led 
to an appreciation of the domestic currency, the dram, by 16.6% between 
2004 and 2005 (Figure 2.1.2). There are fears that the dram’s appreciation 
may erode the country’s competitive advantage. A new law that requires 
certain transactions to be conducted only in drams, as part of the 
Government’s drive toward de-dollarization of the economy, as well as 
the dram’s appreciation, has increased demand for the local currency. 

Fiscal consolidation has been a crucial element of the Government’s 
solid macroeconomic management of the economy. In 1999–2004, the 
fiscal position improved markedly with the overall central government 
budget deficit falling from 5.2% of GDP in 1999 to 1.7% in 2004 
(Figure 2.1.3). Preliminary estimates for 2005 indicate a deficit of about 
2% of GDP against the originally programmed 2.9%. This is primarily 
attributable to lower than planned capital expenditure, stemming from 
credit disbursement delays and procurement constraints. However, 
although budget deficits are now lower, both revenue and expenditure 
present problems. Revenue mobilization, though picking up slowly, 
has been limited for several reasons including low tax buoyancy, tax 
exemptions and tax holidays, administrative weaknesses adding to tax 
arrears, and low tax rates. In line with the ongoing structural reforms, 
the Government has proposed streamlining the tax system, and tax 
and customs procedures include widening the tax base, reducing tax 
evasion, improving tax audits, abolishing exemption to grant-financed 
construction and to tax holidays for new foreign investors, and installing 
computerized information systems. On the expenditure side, the reforms 
will cover better budgeting procedures and expenditure management. In 
an attempt to enhance the quality of public spending, the Government 
plans to include a public investment program in its 2006–2008 
Medium-Term Expenditure Framework. 

The Government is following a sound debt-management strategy 
with close coordination between its macroeconomic and external debt-
management policies. Prioritized use of concessional external assistance 
and grants has led to a systematic reduction in public debt ratios. Debt 
management remained on track in 2005 as debt continued to fall steadily 
from 47% of GDP in 1999 to 23% in 2005, partly reflecting a debt-for-
equity swap with the Russian Federation (Figure 2.1.4). According to a 
joint International Monetary Fund-World Bank analysis, all external 
public debt indicators for the country are sustainable and below the 
relevant country-specific debt-burden thresholds. Armenia is classified as 
at low risk of debt distress. 

Foreign trade turnover grew rapidly and the current account 
strengthened in 2005. Exports grew by 28.2% and imports 23.8%. Precious 
stones and base metals were the two major export items (about 70% of the 
total). Metallurgy has benefited from an increase in foreign investment 
in recent years, enabling it to sharply lift exports in 2005 to equal those 
of the diamond-polishing trade. Exports of food items also jumped. 
The trade deficit fell by more than half, from about 26% of GDP in 1999 
to about 11% in 2005 (Figure 2.1.5), and with strong growth in current 
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transfers, including greater remittances from workers abroad, the current 
account deficit also narrowed substantially. In 2005, it fell to 3.1% of GDP, 
compared with an average of 8.3% in the preceding 5 years. 

Ongoing strengthening of the business regulatory environment, 
remittances from the Armenian diaspora, a well-educated but relatively 
low-cost labor force, and noninterventionist trade policies have fostered 
greater investment in recent years. Still, the economy faces many 
structural bottlenecks. Productivity and private sector wages have 
risen sharply, but employment growth has been much less pronounced, 
especially outside Yerevan; and though employment in foreign-invested 
sectors has risen, aggregate employment has stagnated. Unofficial 
estimates put unemployment at close to 30%. The lack of employment 
opportunities has led to substantial emigration of workers, and many of 
those left rely on remittances. To help tackle the problem, a new Labor 
Code, in line with the requirements of a market economy, was adopted by 
Parliament in November 2004. 

The key constraints to fair competition and to larger inflows 
of foreign direct investment (FDI) are the unfavorable domestic 
environment for entry and exit of firms and their limited capacity to 
recover debts. The private sector has to deal with corruption, favoritism, 
and an underdeveloped legal system. Banking has been strengthened 
through regulation, privatization, and consolidation, though it continues 
to suffer from inefficiencies, weak risk management, and high lending 
risk. The nonbank financial services market remains underdeveloped. 
In this context, the Government is seeking to address issues such as an 
underdeveloped market infrastructure, weak corporate governance, and 
lack of competition in the banking sector through its economic program 
with the International Monetary Fund. Elsewhere, it will continue to cut 
subsidies and raise tariffs for the power and water utilities. 

The Government is creating an independent regulatory oversight 
agency for most sectors. It is also designing policies to strengthen the 
regulatory and legal environment, the judicial system, and the rule of law, 
while improving tendering procedures.

Armenia has attracted significant levels of domestic and foreign 
investment in the past few years. The majority of private financing comes 
from FDI, which largely originates in the diaspora. FDI averaged 5% of 
GDP in 2000–2004 (as against 4% in the rest of the Commonwealth of 
Independent States) though in 2005 it was lower than in the earlier period 
(Figure 2.1.6). Pursuing ongoing reforms in an open-trade policy regime, 
a well-developed trade facilitation system, a favorable behind-the-border 
business environment, a modernized tax and customs administration, 
appropriate services such as transport and communications, and related 
border infrastructure that facilitates exports and imports are all critical to 
attract more FDI.

Economic outlook
The structural and institutional reforms are expected to continue over 
the medium term. In particular, current developments show that the 
Medium-Term Expenditure Framework (2006–2008) is on track and the 
Government is likely to keep improving its revenue performance and 

2.1.5  Trade indicators
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expenditure targeting in line with its Poverty Reduction Strategy Paper. 
It is assumed that the exchange rate against the US dollar will stabilize at 
the current level, that exporters will face lower global commodity prices 
in 2006 for products such as metals, but that high world oil prices will 
persist. There is also a chance that the Russian Federation will implement 
its plans to phase out its heavy subsidies on gas to the country (a legacy of 
the Soviet era). 

The overall economic outlook is positive. The growth momentum 
built up in recent years will continue into 2006 but perhaps at a slower 
pace given that the base-period growth was strong. As the boom in 
construction activities slows, aggregate growth will slip to somewhere 
between 6.0% and 7.5% over the 2006–2007 forecast period (Figure 2.1.7). 
Per capita GDP is expected to continue rising, given a fairly stable 
population of about 3.2 million. Preliminary estimates suggest that 
income will exceed $1,600 by 2006 and rise to over $1,700 by 2007. Strong 
growth in government consumption and investment, as the authorities 
increase both social and capital spending, will provide a favorable outlook 
for domestic demand. In keeping with the 19.5% increase in dram-
denominated average monthly nominal wages in 2005, further wage 
rises—along with continued strong inflows of workers’ remittances—
should support private consumption and domestic demand.

An escalation in the cost of imported energy is expected to put 
pressure on inflation, which is projected at an annual rate of 3.0% in 
2006 and 2007 (Figure 2.1.8). Uncertainty about money demand in light 
of official efforts to encourage the use of domestic rather than foreign 
currency, given its appreciation, will require both vigilance and flexibility 
on the authorities’ part in setting monetary policy if target inflation is 
to be achieved. Although not predicted, any further appreciation of the 
dram against the US dollar would help subdue the inflationary impacts of 
higher oil prices.

The Government has programmed a budget deficit of 2.9% of GDP 
in 2006 and 2007 to accommodate a sharp rise in spending on social 
programs and infrastructure, in line with the targets in the Poverty 
Reduction Strategy Paper. The 2006 state budget has increased spending 
on infrastructure, health, education, and social protection in addition 
to granting a higher allocation to public sector salaries and pensions. 
To keep the fiscal deficit within target, revenue collection will need to 
strengthen considerably, based on improvements in tax compliance and 
administration, and tax and customs reform.

If the trends of the last few years are maintained, increases in net 
income from abroad and foreign transfers are expected to offset the 
growth in the trade deficit and contain the current account deficit 
to a little over 4% of GDP in the medium term. The proceeds from 
the proposed sale of Armenia’s electricity distribution company to 
Interenergo, a subsidiary of the Russian company Unified Energy 
Systems, as well as continued inflows of foreign grants and concessional 
assistance, are expected to continue financing the current account 
deficit and provide for a moderate increase in official reserves. A 
large $235 million grant under a 5-year Compact with the Millennium 
Challenge Corporation of the US will be spent mainly on upgrading rural 
infrastructure, ultimately to reduce poverty. 

2.1.7  GDP growth
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Despite a projected slowdown in growth in 2006–2007, the medium-
term outlook is broadly favorable on the basis of further improvements in 
infrastructure, institutions, and governance. Prospects, however, would be 
significantly better if an agreement to resolve the conflict with Azerbaijan 
over Nagorno-Karabakh was concluded. This would allow Armenia’s 
closed borders with Azerbaijan and Turkey to reopen, providing “land-
bridge” opportunities that should significantly boost growth in trade, 
investment, and the economy generally. In February 2006, the leaders of 
the two sides met, though they failed to reach agreement on a framework 
to resolve the issue.

Armenia’s reliance on a narrow export basket is a risk to 
growth because of its vulnerability to a slump in global prices for 
these commodities. A large volume of food imports and a narrow 
manufacturing base are other key weaknesses. There is also a potential 
risk of considerably higher imported gas prices if subsidies are ended, 
which would push inflation up and drag growth down. Moreover, the 
country remains vulnerable to devastating natural disasters such as the 
1988 Spitak earthquake, which continues to have an economic impact. 

Behind-the-border barriers to trade
In keeping with its liberal trade outlook, Armenia joined the World Trade 
Organization (WTO) in 2003 and has reduced tariffs and eliminated 
quotas (Table 2.1.2). Even so, trade suffers from significant behind-the-
border barriers. These include (i) administrative barriers that delay 
shipments, such as border procedures involving tax documents and 
signatures for border clearance, and customs and cargo inspections; 
(ii) technical barriers to compliance with the WTO Code of Good Practice, 
such as harmonized technical regulations, international standardization 
processes and infrastructure, and changes to bilateral agreements (mostly 
within the Commonwealth of Independent States); and (iii) physical 
barriers such as inadequate inland transport and trade infrastructure, 
including roads, and border and warehousing facilities. In fact, poor roads 
and other infrastructure account for only a small part of the delay in 
taking goods from the factory gate to the border. The rest is explained by 
the administrative and technical hurdles. Recent studies have shown that 
regional integration of the economy, which would entail removing such 
barriers, lifting trade blockades, and improving transport networks, could 
increase the country’s trade by 30–50% and its GDP by 30%.

2.1.2 Index of trade restrictiveness

Region/Country 1997 2004

Armenia 1.0 1.0

Commonwealth of 
Independent States average

3.7 2.6

Developing countries 5.1 4.0

Note: The index reflects both tariff and nontariff 
barriers and ranges from 1 (most liberal) to 10 
(highly restrictive).

Source: International Monetary Fund. 2005. Growth 
and Poverty Reduction in Armenia: Achievements 
and Challenges.



Azerbaijan

Unprecedented economic growth marked 2005, with momentum set to build further in 2006, driven by 
oil and gas production and exports. Foreign investment is expected to drop off in the immediate future 
as the major investment projects in the hydrocarbon sector move toward a less intensive development 
stage, but this fall will be partially offset by domestic investment. As in previous years, the budget calls 
for a very large increase in spending, but the Government will need to carefully manage expenditure to 
avoid stoking inflationary pressures. Accelerated structural reform is imperative in order to foster greater 
investment and productive capacity in the non-oil economy. Other key challenges are controlling inflation, 
preventing excessive appreciation of the exchange rate, and diversifying the economic base. 

Economic performance
Gross domestic product (GDP) soared by 26.4% in 2005 (Figure 2.2.1). 
The oil and gas sector, accounting for about 42% of GDP, was the key 
contributor to the acceleration as production and the volume of exports 
of hydrocarbons surged by 43.5% and 53.3%, respectively. This was 
mainly due to new production capacity coming on stream from the 
Azeri-Chiraq-Guneshi (ACG) oil fields, operated by the main player 
in the field, the Azerbaijan International Operating Company (AIOC). 
AIOC increased its oil production by 73.8% in 2005. Services also grew 
rapidly, at 11%, with transport, communications, and construction the 
main contributors to growth. Agriculture did relatively well, with a good 
harvest helping push up output by 4.6%.

In recent years investment in hydrocarbons, most of it from 
foreign companies, has been the major driver in rapid expansion of 
total investment, which in turn has been the main stimulus to rapidly 
expanding GDP. In 2005, growth in total investment moderated, but still 
remained strong at 12.7%, reflecting a shift to production and exports 
from newly opened projects as the main source of economic stimulus. 
With completion of the Baku-Tbilisi-Ceyhan (BTC) oil pipeline in 
2005 and the scheduled completion of other major investment projects 
at the ACG oil field and the Shah Deniz gas fields in 2006, foreign 
direct investment (FDI) is expected to be markedly scaled down. The 
Government, however, is optimistic that higher investment by local 
businesses and individuals could cushion this fall. Recent years have seen 
growing non-oil investment, particularly in residential dwellings. 

The Government ran an expansionary fiscal policy in 2005 
(Figure 2.2.2). Rising by 24.4%, state spending went mainly on public 
sector wages, pensions, consumer subsidies for gas and electricity, and 
social services. With substantial gains in both world prices for oil and in 
its production, tax revenue surged by 24.6%, to bring the hydrocarbon 
sector share to about half of the tax take. About one third of budget 
revenue comes from the State Oil Company of the Azerbaijan Republic. 
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The overall budget deficit amounted to 1.8% of GDP. Assets of the State 
Oil Fund of the Republic of Azerbaijan, which receives a part of the 
Government’s oil sector income to accumulate for development purposes, 
reached $1.39 billion at end-2005. 

Average consumer price inflation rose to 9.6% in 2005, from 6.7%, 
representing a significant deterioration from recent years’ performance 
(Figure 2.2.3). Inflation accelerated in the first half of the year, peaking at 
15.4% year on year in March. Several factors ramped up prices, including 
the surge in petrodollars and the limited ability of the National Bank of 
Azerbaijan (NBA) to sterilize much of the inflow, leading to an excess 
supply of manat in the economy (M2 increased by 32%) (Figure 2.2.4) 
and macroeconomic imbalances. Buoyed by larger oil-related revenues, 
the Government stepped up spending substantially, including increasing 
minimum wages by 20%. Monopolies in the distribution sector, especially 
among state-owned enterprises (SOEs), took advantage of the strong 
economy to raise prices excessively.

Recognizing the threat that accelerating inflation could potentially 
derail economic growth, the Government agreed with advice from the 
International Monetary Fund to reduce core inflation to single digits by 
end-2005. Accordingly, monetary policy was tightened as NBA raised the 
discount rate from 7% to 9% in three steps between May and October. 
NBA adopted a more flexible managed floating exchange rate regime, 
ending a period when it informally kept a fixed peg to the dollar. The 
manat gained about 7% in value between February and year-end, and 
nearly 4% on an annual average basis, as most of the change took place 
in the second half (Figure 2.2.5). According to NBA estimates, a 1% 
appreciation of the manat against the dollar would lead to a 0.6–0.7% 
decline in inflation. The Government carried out a redenomination of the 
manat on 1 January 2006, exchanging 5,000 old manat for 1 new manat.

NBA faces two formidable challenges if it is to control inflation. 
First, Azerbaijan is still predominantly a “cash” economy, and therefore 
much economic activity will not be directly responsive to NBA measures 
(outstanding banking system credit is less than 10% of GDP). Up to 
70% of the monetary base is held as cash outside the banking system, 
mainly in the informal economy (which may account for as much as 
60% of officially recorded GDP). Second, NBA has only limited capacity 
to conduct open-market operations, because of the rudimentary 
development of the country’s financial and capital markets. 

The trade account registered a record surplus of $2,701 million in 
2005, propelled by burgeoning oil exports. The oil sector’s large share 
in trade increased further to reach over 85% of exports and over 55% of 
imports. Exports increased by 87% in 2005, due essentially to a rise in 
oil exports from expanded oil production of AIOC and the transport of 
oil through the newly completed BTC oil pipeline. Growth in imports 
slowed to 20% in 2005 (Figure 2.2.6), due mainly to slower imports of 
machinery and equipment for the oil and gas sector as major investment 
projects neared completion. However, strong domestic demand kept 
growth in consumer goods imports on the rise. Although the current 
account recorded a deficit of $152.4 million (1.2% of GDP) in 2005, it was 
significantly below the past 3-year average deficit of about $1.8 billion 
(Figure 2.2.7). The capital account surplus fell significantly in 2005 
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because of the steep drop in oil-driven net FDI. Gross official reserves 
increased to $1.2 billion, 10.3% higher than at end-2004 (Figure 2.2.8). 

The weak development of the country’s financial system was 
interestingly demonstrated during the year: in the space of just 2 hours, 
on 17 September, the manat appreciated by 10–15%, causing a state of 
panic among the many Azeris who hold dollars. NBA intervened to 
stabilize the situation, but the episode highlighted the lack of depth in 
the foreign exchange market. It also called attention to an emerging 
issue, namely that it will be difficult in the period ahead for the monetary 
authorities to assess the exact demand for money, as sharp rises in oil 
revenue are likely to pump up the manat, prompting changes in asset-
holding behavior in Azerbaijan’s highly dollarized economy. 

A raft of major structural issues faces the economy, including market 
distortions arising from anticompetitive behavior of SOEs, lack of 
corporate governance of SOEs, a weak banking and financial system, and 
a poor business environment. Most of the SOEs operate as monopolies 
in their respective markets, such as electricity and gas, agriculture, and 
sea and air transport. They set high prices and restrict output and, in 
many cases, also wield considerable market power when purchasing 
inputs. Such monopoly and monopsony elements tend to distort the price 
mechanism, misallocate scarce resources, and retard development of the 
private sector. 

Most SOEs in Azerbaijan are operating inefficiently, and, as in the 
power sector, are incurring heavy losses that are being subsidized by 
the Government. Many SOEs lack accountability in their financial and 
business practices and fail to record their expenditures and revenues in a 
meaningful, transparent manner. This adversely affects the effectiveness 
of fiscal policy, especially if the enterprise is a large one, such as the 
State Oil Company. Therefore, there is an urgent need for reforming the 
financial and business practices of SOEs, including corporate governance 
reform, to ensure greater transparency and accountability. As a positive 
step, the Government has recently enhanced interministerial exchanges 
between the Ministry of Finance, NBA, and the Cabinet of Ministers with 
regard to state treasury accounts management, and fiscal and external 
borrowing strategies.

The banking and financial sector is still at a rudimentary stage of 
development. In part this is due to the public’s generally low level of 
confidence in the banking system and its lack of understanding of the 
nature and benefit of noncash transactions, such as bank transfers and 
credit cards. It is also the legacy of a banking sector that is dominated 
by two state-owned banks: International Bank of Azerbaijan and Kapital 
Bank, which together control about 50% of the assets in the sector. They 
are significantly undercapitalized and not interested in playing a part 
in modernizing the banking system. While their market dominance is 
being whittled away through rapid growth of private banks, which are 
supported by foreign institutional investors and multilateral development 
banks, the banking and financial sector faces an urgent need to reform, so 
as to promote confidence, efficiency in mobilizing savings for investment, 
and ultimately enhance economic growth. The two banks are in fact 
being considered for privatization, but neither a well-defined timeline nor 
a clear commitment to this exists. 

2.2.7 Current account deficit
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Improving business conditions and the investment climate in the 
non-oil sector is important to promote private sector development and 
create new jobs and, while the Government has taken some steps to do 
this, there are instances where the business operations of some privatized 
firms have come under external influence. Recently, the Government 
has renewed its efforts to improve business conditions. For example, 
it is considering a “white paper” prepared by the American Chamber 
of Commerce in Azerbaijan, which sets out a reform agenda in key 
areas and sectors, such as corporate governance; monetary and fiscal 
policy; banking, finance, and insurance; and protection of intellectual 
property rights. It is also making headway in negotiating World Trade 
Organization accession (Box 2.2.1).

Economic outlook

Prospects for 2006 and 2007
Forecasts of key economic variables are based on the following 
assumptions, namely that: NBA monetary policy will aim to keep 
inflation in check and continue a flexibly managed exchange rate policy; 
the Government, while raising spending, will seek to follow policies that 
are consistent with macroeconomic stability; and production and exports 
of hydrocarbons will increase significantly. 

GDP is forecast to accelerate to 30.5% in 2006, driven by a substantial 
increase in oil and gas production and exports, high domestic investment, 
and an expansionary fiscal policy. With the completion of the BTC oil 
pipeline and a ramping up of oil production from the ACG oil fields as 
well as gas production coming on stream from the Shah Deniz gas field in 
2006, hydrocarbon production and exports are likely to power forward. 
However, GDP growth is seen as slowing slightly in 2007 to 27.3% as 
increases in oil and gas production moderate and FDI falls. In 2006, 
total oil production is put at 28.6 million tons, up 42.4%, and projected to 
expand by a further 21.8% in 2007. Total gas production is expected to be 
6.5 billion cubic meters in 2006, up 15%, and in 2007 jump to 11.0 billion 
cubic meters (up 108.3%). 

Foreign investment is predicted to tail off after 2006 as the 
hydrocarbon sector moves to a less intensive phase of development. Some 
of this downswing will be offset by an increased inflow of concessional 
funds and grants over the next 4 years, estimated at around $3 billion. 
The Government envisages domestic investment as a key driver of growth 
in the coming years. The Ministry of Economic Development foresees 
domestic investment rising by 19.5% a year, particularly in services 
such as transport, communications, and construction. To achieve these 
investment projections, the Government will need to advance the pace 
of structural reforms in order to create an enabling environment that 
will attract domestic investment into non-oil activity. The Government 
forecasts the non-oil sector growing at an average rate of about 12% a year 
through 2009. 

Parliament approved the state budget for 2006 in autumn 2005. 
State spending is projected to increase by up to 65% in 2006. A large 
portion of the increase is to be spent, as in 2005, on public sector wages 

2.2.1 Selected economic indicators
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and on pensions, in addition to defense and infrastructure. A major 
concern is whether the economy has the capacity to absorb this increase. 
The Government aims to finance part of the deficit through selling 
treasury bills, but a lack of demand and a weak secondary market for 
debt will limit its ability to raise funds in this way. Greatly increased 
fiscal spending would put considerable pressure on aggregate demand 
in an already tight economy and the NBA would face a difficult task in 
controlling inflation and maintaining exchange rate stability in 2006. 
Thus there needs to be close coordination between monetary and fiscal 
policies to forestall emerging pressures. The Government has stated that it 
is prepared to trim expenditure if inflation begins to accelerate. 

With the substantial increase in oil and gas export revenues, and as 
import growth is expected to ease—reflecting lower oil and gas-related 
capital investment—the current account is projected to swing into 
surplus. However, the income balance will likely deteriorate as rising 
profits from the oil and gas sector are repatriated.

Medium-term outlook
Prospects are positive. Increased production and exports of oil and gas, 
of domestic investment, and of fiscal outlays will be the key drivers of 
growth. However, large increases in government expenditure will likely 
stoke inflationary pressures if supply-side factors are not tackled—
production capacity needs to be enhanced and productivity improved. 
The Government’s key challenge is to create an enabling environment to 
attract investment into the non-oil sector. To do this, it should lift the 
pace of domestic reforms by, for example, improving fiscal management, 
accelerating the privatization of small- and medium enterprises, speeding 
up trade and price liberalization, and implementing reforms in banking 
and finance. Strengthening the business environment is also important. 
On the foreign policy front, concluding an agreement with Armenia to 
resolve the conflict over Nagorno-Karabakh would benefit both countries. 

The major risk to the bright economic outlook centers on properly 
managing oil revenue to maintain macroeconomic stability and avoid 
excessive appreciation of the exchange rate. The latter would damage 
competitiveness in the non-oil sector and limit its development. A very 
sharp downturn in oil prices, though unlikely, would put pressure on 
the budget and the current account, putting constraints on the rapid 
economic transformation needed to reduce unemployment and poverty.

2.2.1 Joining the World Trade 
Organization 

Azerbaijan is in the process of 
negotiating its accession to the 
World Trade Organization (WTO). 
It already has a trade system free 
of nontariff restrictions and has 
a relatively low average tariff of 
6%. While short-term adjustment 
costs will be felt as the country 
undertakes the necessary domestic 
reforms, in areas such as tariffs, 
customs procedures, taxation, and 
banking and finance, and as it 
opens its markets to greater compe-
tition, benefits of accession will be 
substantial. Joining WTO will help 
accelerate domestic reforms, invig-
orate the domestic business climate, 
improve access to foreign markets, 
and force domestic companies to 
adhere to international quality stan-
dards for exports. Membership of 
WTO will also send a strong signal 
to the international community 
about the Government’s intention 
to develop the economy along open, 
market-oriented lines.



Kazakhstan

High prices for hydrocarbons, ambitious structural changes, foreign investment, and political stability 
have spurred the economy and improved living standards in recent years. The challenge ahead is to 
maintain the trend and ensure equitable development. To do this, the economy needs to increase its 
resilience to adverse external factors and to find sources of growth beyond oil and gas. Expanding 
non-oil manufacturing, raising productivity in agriculture, and extending the reach of small and medium 
enterprises offer potential for this. One warning light is flashing though: rising inflation and rapid real 
exchange rate appreciation have tracked recent robust growth, and sound economic management is 
needed to prevent overheating and to foment private investment in non-oil activities.

Economic performance
In 2005, the economy remained buoyant, boosted by high world 
commodity prices, healthy domestic demand, and strong investment. 
Gross domestic product (GDP) growth continued at a rapid 9.4% 
(Figure 2.3.1).

On the aggregate demand side, growth has been increasingly 
sustained by vigorous private consumption, in turn supported by wage 
rises and expansion of bank credits. Aided by high oil and gas-related 
revenues, government spending also grew strongly, above the trend 
of 23% of GDP. Investment continued to expand rapidly in oil-related 
activity and in the public sector, while overall fixed capital investment in 
manufacturing rose by less than the authorities desired, staying at 3% of 
GDP compared with 15–20% of GDP in the oil sector. This constitutes a 
major challenge for sustainable non-oil output growth. 

On the supply side, industrial expansion dropped to 4.6% in 2005, 
after 4 years of averaging 11%. In hydrocarbons, transport bottlenecks 
trimmed growth. In manufacturing, rapid real appreciation of the 
national currency, the tenge, hit some industries while capacity 
constraints (investment had not foreseen the high demand levels) 
affected others, bringing down subsector growth. In contrast, and despite 
competition pressures from rising imports, the food industry subsector 
appears to be developing well, picking up from its average growth rate of 
9% in 2001–2004 to 13.2% in 2005, reflecting productivity increases from 
new investment. 

Services continued the steady growth that began in 2000 and played 
a lead role in strengthening overall output. Rising at an average of 
10.7% a year, services have been underpinned by a surge in transport, 
telecommunications, real estate, and retail trade, as oil wealth has filtered 
through the economy.

Agricultural growth was impressive at 6.7% in 2005, and much higher 
than the average of 1.6% seen in recent years. Although performance was 
driven largely by favorable weather conditions that yielded a bumper 
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harvest, the sector benefited from higher productivity that stemmed from 
investment made under the aegis of a 3-year state rural revival program.

Though still in single digits (as it has been since 2001), consumer price 
inflation accelerated to an average of 7.6% in 2005, which is appreciably 
above the National Bank of Kazakhstan’s target of 5–7%. By December, 
the year-on-year rate had declined by a half percentage point from 
its 8.2% peak in July, but pushed up again to 8.7% in February 2006 
(Figure 2.3.2). Strong growth in public wages (monthly wages up by 25% 
in nominal terms), buoyant oil-related business incomes, an expansionary 
fiscal policy, and a credit boom (bank credits up by 75%) all contributed, 
as did some increases in administered prices. The producer price index 
rose by 21%, the highest rate in 5 years, partly because the index has 
a heavy weight for oil and mineral export commodities. Real-estate 
prices continued to climb, on the back of a decline in mortgage interest 
rates and gains in household incomes, and are feeding into speculative 
pressures, reinforcing the circle.

The central bank took several measures to tighten monetary 
aggregates and slow lending growth during 2005. It raised both the 
refinancing rate (from 7% to 8%) and the minimum bank reserve 
requirements. These measures helped bring down broad money growth 
sharply from over 60% at the start of the year to 25% by the end. 

High world oil prices and improvements in tax administration helped 
lift 2005’s general budget revenues by 4.7 percentage points to 28.2% of 
GDP. This large gain was somewhat offset by the increase in budgetary 
spending prior to the December presidential election. In the event, the 
general government budget recorded a surplus of 0.6% of GDP, from a 
slight deficit of 0.3% in 2004 (Figure 2.3.3). In view of its strong financial 
position, the Government made early repayments totaling $850 million 
on its external public debt, reducing the total to about 4% of GDP at 
end-2005. The 2006 state budget was approved in November 2005. It 
raised revenues by 2% of GDP from the previous year’s level, reflecting 
government projections for greater receipts from oil. The increase is 
earmarked for public investment and social programs. 

High world commodity prices helped ramp up exports by 40.0% 
to $28.7 billion (Figure 2.3.4); oil and metals accounted for more than 
two thirds of the increase. Imports also leaped, by 37%, driven largely 
by machinery, equipment, and nonprecious metals. The trade surplus 
improved by about 45% to $9.8 billion, but the deficit on the services, 
income, and transfers account worsened sharply. The latter stemmed from 
greater payments for construction, freight, insurance, and information 
technology services, as well as a near doubling of income payments to 
foreign direct investors, nearly all associated with oil sector development. 
Consequently, the current account surplus in 2005 (Figure 2.3.5) improved 
only marginally from a year earlier to $750 million (about 1.3% of GDP). 
For the first time in 5 years, official reserves at the National Bank of 
Kazakhstan declined, though they recovered substantially in the first 
2 months of 2006.

Gross official reserves stood at $7.1 billion at end-2005 (equivalent to 
3.7 months of imports of goods and services) while end-year foreign asset 
holdings of the National Fund of the Republic of Kazakhstan (NFRK), 
which saves a part of the Government’s oil and mineral revenues for 
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future generations, amounted to $8.0 billion (Figure 2.3.6). During the 
year, the total of official reserves and fund assets strengthened by about 
$684 million (about 1.2% of GDP) to $15.1 billion. Outstanding public 
external debt was reduced by about $1.0 billion to $2.4 billion (about 4.2% 
of GDP) in the 9 months to end-September 2005 (Figure 2.3.7). In this 
period, private sector external debt (excluding oil and gas intracompany 
debt) increased sharply by $4.6 billion to $16.6 billion (about 33% of GDP). 
The upsurge in private debt in recent years—mainly local bank borrowing 
for onlending—was largely a response to the differential between available 
foreign borrowing rates and domestic lending rates of about 15% for tenge 
loans and 11% for loans denominated in foreign currency.

The tenge continued to appreciate against the US dollar (2.9%) on an 
average annual basis, reflecting export earnings, foreign direct investment 
(FDI), and private external borrowing. However, tighter market 
conditions in the final months of 2005 resulted in a 2.2% depreciation 
on an end-of-year basis (Figure 2.3.8). As in the previous year, the real 
effective exchange rate rose by about 6% year on year, due to inflation 
differentials. Largely because of future substantial oil-related revenues, 
real appreciation may continue in 2006, further eroding domestic 
producers’ price competitiveness (Figure 2.3.9).

The speed of progress in structural reforms is variable, and the 
momentum of the late 1990s has slowed. Robust economic growth, 
driven by high oil prices, seems to have induced complacency. A law on 
private entrepreneurship was, nevertheless, adopted in November 2005, to 
simplify the many rules facing small businesses. The capital account has 
been liberalized, which should help the private sector. 

The Government has scheduled liberalization in railroads, power, and 
telecoms, and, with one eye on economic diversification, is identifying the 
most suitable sectors for development, including oil and gas engineering, 
construction materials, food, logistics services, metallurgy, textiles, and 
tourism. These efforts form part of the Innovative-Industrial Development 
Strategy to 2015. The Government has also introduced measures to 
systematize relations and the separation of powers and responsibilities 
between the central and regional levels. For example, a new budget code 
brought in significant changes to the budget system in 2005.

Increased credit risk has accompanied the rapid credit growth. 
The share of bank loans classified as doubtful or bad rose from 44% in 
2004 to 49% of total bank loans in 2005. However, about 90% of loans 
classified as doubtful are actually being serviced on a timely basis. The 
oversight agency took several steps to mitigate risks associated with the 
deteriorating quality of banks’ loan portfolios. It increased the banks’ 
liquidity ratio and tightened asset classification requirements. Further, 
concerned by growing risks arising from currency mismatches, it lowered 
the ceiling on banks’ foreign currency-denominated lending from 50% 
to 30%. The first credit bureau was established during the year, to help 
banks obtain information on the credit history and creditworthiness of 
borrowers.

On the governance front, Kazakhstan joined the Extractive Industries 
Transparency Initiative, an important step toward demonstrating greater 
openness in the receipt and spending of the nation’s mineral wealth. This 
will be supported by new rules governing the NFRK (established in 2001), 
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under which all oil-related revenues will accrue to the NFRK through the 
budget. Moreover, an anticorruption law has been adopted that should 
help improve the business environment. 

Economic outlook
The country’s outlook is positive but rests heavily on a few factors: 
continued high world oil prices; a sustained increase in oil production 
and export capacity; strong domestic consumption; continued political 
stability; and government commitment to prudent macroeconomic 
management and market-oriented policy reforms.

Prospects for 2006 and 2007
GDP growth is forecast to average 8.5% in 2006–2007. In light of 
continued high budget revenues from oil, the Government will likely 
maintain an expansive expenditure policy, especially in the social sectors 
and infrastructure. Even then, the 2006 fiscal deficit is unlikely to reach 
the budgeted 2% of GDP, with the likely outcome close to balance. 

The continuation of buoyant domestic demand and growing supply 
constraints in some parts of the economy will keep inflation at the higher 
end of the central bank’s target of 5.7–7.3%. The tight monetary policy, 
acceptance of some real appreciation in the exchange rate, and less need 
for domestic oil-price adjustments should help keep inflation just below 
the upper bound. 

Export growth is projected to slow substantially from the rates of 
the past 3 years but to be sustained at about 8–10% by two main factors: 
maintenance of high world oil prices (coupled with expansion of oil 
production from new fields), and new export transport capacity (relieving 
existing constraints). Exports will expand through diversification of 
the pipeline network by the opening in late 2005 of a new route to the 
People’s Republic of China and by some shipments through Azerbaijan 
via the recently opened Baku-Tbilisi-Ceyhan (BTC) oil pipeline. Rising 
incomes and domestic demand will spill over into imports, including 
capital goods for three major oil investment projects under construction. 
Reflecting the projected expansion in the trade and invisibles deficits, the 
current account surplus is forecast to narrow slightly to 0.5–0.7% of GDP. 

Medium-term outlook
Prospects are encouraging, on the basis of continued oil sector 
development and expanded economic diversification stemming from 
implementation of the Innovative-Industrial Development Strategy. GDP 
is forecast to expand at an annual average of 7% over the medium term.

A decomposition shows that overall growth in 2000–2004 was led 
by strong contributions from capital and total factor productivity (TFP). 
The contribution of labor accumulation declined continuously, suggesting 
that the economy is likely approaching full employment. According to 
government data, the contributions of capital accumulation, TFP, and 
labor growth to the average GDP rate of expansion of 10.4% in 2000–2004 
were 6%, 3.2%, and 1.2%, respectively. 

The hydrocarbons sector has grown at an average of 16% a year since 
2000, and will remain the locomotive of growth in the medium term. Its 
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2.3.1 Behind-the-border  
barriers to trade

Trade has contributed significantly to 
economic development by improving 
the balance of payments, attracting 
FDI, and promoting competition—
but the country trades very little 
with the rest of Central Asia. For 
example, exports to the rest of the 
subregion amount to only 3% of 
the total, while imports are even 
lower, at 2%. The major limiting 
factors for the subregion’s economies 
include a similar commodity-based 
structure, restrictive trade policies, 
high tariffs, heavy transport costs, 
underdeveloped infrastructure, 
and cross-border barriers. Mitigate 
these, and Kazakhstan has the 
potential to be an engine of growth 
in Central Asia. But to do so, all 
governments will have to make the 
necessary political commitment, 
invest adequately in infrastructure, 
and enforce liberal trade and transit 
policies. Kazakhstan’s neighbors 
can benefit from its investment, 
energy exports, and relatively 
advanced financial sector. Greater 
cooperation among the countries in 
the subregion would provide all of 
them with significant opportunities 
for enhanced, sustainable, economic 
growth.

From a wider perspective, greater 
access to non-subregional markets 
remains important. Consequently, 
the Government has been 
pursuing accession to the World 
Trade Organization since 1996. 
Membership should improve exports, 
enhance competition, promote 
enterprises’ cost-competitiveness, and 
increase FDI. 

share in GDP, including production and related services, jumped from 
11% in 2000 to almost 25% in 2005, and is expected to continue rising as 
production capacity increases. Sector growth has been fueled by large 
capital investments; oil and gas have received 60% of total investment, 
equivalent to 15% of GDP over the 2000–2005 period. Two thirds of 
the oil and gas investment came from the private sector. The share of 
hydrocarbons in GDP will increase over the medium term as large 
projects come on stream, though investment in the sector is expected to 
taper off as a share of total fixed investment. 

Non-oil output has risen at an average of 7% a year since 2000 and 
has been sustained at the rate of 25% of total investment, representing 
6.5% of GDP in 2000–2005. Within the non-oil sector, construction and 
services have been the most dynamic. Their combined share in GDP and 
total employment has increased to 65% and 60%, respectively. 

In contrast, the share of manufacturing and agriculture in GDP has 
declined, reflecting low capital investment. Their investment rate stood 
at 3% of GDP a year on average over the period, with half of that from 
the public sector. If the investment rate in the non-oil sector keeps to 
its recent trend, non-oil growth could well stay at 7–8% a year in the 
medium term—and even higher if the Government manages to diversify 
the economy and stimulate the private sector. Removing impediments 
to regional trade and accession to the World Trade Organization would 
advance development of both the non-oil and private sectors (Box 2.3.1).

With the start of oil production from Kashagan oil field—one of 
the world’s largest—scheduled for 2008, prospects for exports are good. 
As construction of large-scale oil projects winds down, demand for 
imports of capital goods will decline, though profit remittances will rise. 
Present projections indicate that the current account would from 2008 
move to a surplus of about 1% of GDP at current world oil price levels. 
While projected oil revenues are expected to keep the overall budget 
balance comfortable, greater price stability will be a key macroeconomic 
ingredient. If inflation targeting is adopted in 2007 as planned, inflation 
should be brought within the targeted level of 4–6% over 2008–2010. 

In view of large oil-related cash inflows in the coming years, risks 
are associated mainly with an overheating economy. The quality 
of spending is also an issue, because escalating pressures to spend 
the greater resources come up against current limited capacity. 
Difficulties in banking may arise if rapid credit expansion continues. 
Also, the Government needs to ensure that the Innovative-Industrial 
Development Strategy is implemented along lines consistent with its 
objective of maintaining both a market-driven economy and long-term 
competitiveness.



Kyrgyz Republic

The “Tulip Revolution” affected the country’s economic performance during the year significantly, such 
that several key macroeconomic variables deteriorated from their recent trends. This was mainly due 
to disruption in economic activity and political uncertainty, and a fall in gold production (gold remains 
a significant contributor to the economy). The new Government did, though, manage to maintain 
macroeconomic stability, and declared its commitment to addressing the three main challenges of low 
living standards, unemployment, and widespread corruption.

Economic performance
Following the fall of the previous administration and the “Tulip 
Revolution” of March 2005, the new Government juggled with various 
crises, which included redistribution of property in a chaotic and at 
times violent manner as various interest groups, including criminal 
elements, scrambled for the country’s assets. The Government’s major 
policy objectives are to improve living standards, reduce unemployment, 
and root out widespread corruption. It faces serious obstacles in 
implementing its economic program, partly reflecting internal policy 
differences.

The unrest and subsequent disruption to economic activity, together 
with a 24% decline in gold production, caused gross domestic product 
(GDP) to fall by 0.6%, well below recent trends (Figure 2.4.1). The 
economy continued to depend on the fortunes of the Kumtor gold mine, 
which is close to being worked out. The mine’s production accounted for 
about 6.2% of GDP and 38.5% of industrial output in 2005. 

Agriculture, accounting for about half of the country’s GDP, 
contracted by 4.2%, mainly because of a delayed start to the harvest 
season, some land disputes, and disagreements over prices between 
farmers and wholesale purchasers of agricultural crops. The decline in 
industry and the poor performance of agriculture were partly offset 
by the activities of small-scale enterprises and services (Figure 2.4.2). 
Textile and clothing production continued to grow, stimulated by earlier 
measures to legalize small-scale enterprise activities, including the 
introduction of a compound tax (called the “patent system”) on small 
businesses, and by efforts to bring services out of the shadow economy. 
Growth in construction slowed to 2.1% from 5.4% in 2004. Although the 
yearly data on the demand-side contributors to GDP are preliminary 
estimates, it appears that private consumption constituted the main 
source of demand in 2005. 

As a result of a continued tight monetary policy, the annual average 
inflation rate as measured by the consumer price index during the year 
was 4.4%, slightly below recent trends (Figure 2.4.3). Inflationary pressures 
stemmed from supply disruptions in the aftermath of the political 
upheavals, an increase in domestic oil prices, and a delayed harvest. 
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Despite the predominance of cash transactions, growth of broad 
money (M2x) decelerated to about 10% in 2005, or much less than 
recently experienced (Figure 2.4.4), mainly because of decreased economic 
activity. The level of financial intermediation is still low, though public 
confidence in the banking sector has improved somewhat in recent years, 
in part due to the entry of foreign banks, which now own more than half 
of the country’s banking assets. 

The fiscal situation remained healthy, and the Government met all 
International Monetary Fund (IMF) benchmarks, even with increased 
government expenditure on wages, which grew by about 12% in nominal 
terms during the year. The Government clearly attaches importance to 
maintaining IMF targets, mainly because of its reliance on multilateral 
funding. IMF favorably reviewed the progress being made under the 
second 3-year Poverty Reduction and Growth Facility arrangement, 
signed in February 2005. 

Better tax administration and measures taken to widen the tax base 
strengthened revenue growth. The fiscal deficit amounted to 4.2% of GDP 
(Figure 2.4.5), slightly above the 4.0% budget target, and is still financed 
exclusively by external assistance. The authorities face the challenge 
of maintaining a balance between meeting the IMF fiscal targets and 
providing a minimum level of services, such as public health care, 
education, transport, and utilities. 

The external debt burden is large but receding. Total external debt at 
end-2005 was slightly less than $2 billion, or 81% of GDP, representing a 
substantial fall from recent levels. The bulk of external debt (about 94%) 
is public, and hence the debt situation is an important determinant of 
fiscal sustainability. A Paris Club agreement in March 2005 improved 
the prospects for achieving external debt sustainability over the medium 
term (Box 2.4.1). Currently, the Government is considering use of the 
Heavily Indebted Poor Countries debt restructuring initiative, under 
which participating countries may obtain a significant reduction in their 
external debt.

The current account posted a deficit of $197 million, equivalent to 
about 8.1% of GDP (Figure 2.4.6). The trade gap widened to $435 million 
during the year, reflecting a significant (40%) decline in gold exports 
and increases in imports largely due to high oil prices (Figure 2.4.7). The 
continuing growth of remittances was partly offsetting. (Estimates of the 
number of people working abroad and annual remittances vary widely, 
in the ranges of 0.5 million–1 million and $200 million–$600 million, 
respectively.) Gross international reserves remained at a comfortable level 
of about 4 months of imports. Thanks to monetary prudence, the som 
remained relatively stable with the nominal exchange rate appreciating 
slightly by 0.7%, to Som41.3/$1 at end-2005.

The new Government, despite being fully constituted only in the third 
quarter of 2005, maintained some reforms, most notably in the area of 
public expenditure management. These included efforts directed at fiscal 
decentralization, tax administration, enforcement of the customs code, 
and preparation of a new tax code that aims to broaden the tax base and 
lower various taxes to promote entrepreneurship. Overall, however, the 
budget formulation process has yet to fulfill its role as a tool for effective 
public service delivery and for efficient resource allocation. 

2.4.1 Paris Club debt relief

Following a first round of debt 
relief on concessional terms in 
2002, the Paris Club creditors 
granted a second round in March 
2005. This was based on the “Evian 
approach,” i.e., writing off 50% of 
commercial debt and rescheduling 
the balance over 23 years with a 
7-year grace period. The repayment 
of official development assistance 
debt has been rescheduled over 
40 years with a 13-year grace 
period. The agreement is expected 
to provide total cash relief of 
about $198 million in 2005–2008. 
The International Monetary 
Fund’s projections suggest that 
the agreement will result in the 
reduction of 36% of the official 
bilateral debt in net present value 
terms. In 2005, the Government 
completed bilateral negotiations 
with all Paris Club creditors, except 
Turkey where an agreement was 
reached in March 2006, and signed 
debt relief agreements with Japan 
and the Russian Federation.
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The political uncertainties and the transitional challenges prevented 
the new Government from focusing on some crucial reforms to improve 
growth prospects, such as diversifying the economy away from gold 
production; improving governance, clarity in property rights, and the 
regulatory framework; ensuring a favorable climate for private sector 
development; and carrying out major sector reforms. 

Indeed, there are some examples of reforms being undone. In energy, 
for example, with the dissolution of the State Energy Agency, the sector 
currently has no government body responsible for policy, strategy, or 
regulation. In agriculture, the Government issued a decree assigning a 
state enterprise to undertake procurement, processing, and marketing 
of agricultural produce. Privatization has made no significant headway, 
except for preparatory activities for the Kyrgyz Agriculture and Finance 
Corporation, which should be taken private late this year. 

Economic outlook
The following discussion on the outlook and the baseline assumptions 
takes, as its starting point, government data and sources, information 
received from meetings with the Government and international 
organizations, and forecasts for the economy used in the Poverty 
Reduction and Growth Facility to which the Government and IMF 
agreed.

The assumptions used for the short- and medium-term economic 
outlook for the country are that: the political situation stabilizes 
through effective constitutional reforms to restore the power balance 
between the executive, judicial, and legislative branches of government; 
law and order improve; the Government continues to demonstrate 
its commitment to announced economic policy goals and reforms; 
the depletion of Kumtor gold mine is partly counterbalanced by the 
commissioning of two new gold mines (Jerui and Taldy-Bulak); the 
world price of gold does not decline; growth stays strong in Kazakhstan 
and the Russian Federation; and cooperation with the People’s Republic 
of China continues, with planned large regional infrastructure projects 
going ahead. 

Prospects for 2006 and 2007
In his recent speeches, the country’s president has instructed the 
Government to target real GDP growth of 8% in 2006, mainly through 
reactivation of old factories and increased production at existing ones. 
Even if the above assumptions hold, it is not clear that investor interest 
and financing will be available in the amounts needed to ensure the old 
factories’ competitiveness.

Based on a review of the Poverty Reduction and Growth Facility 
arrangement in November 2005, the Government’s economic program 
forecasts GDP growth of 5.0% in 2006 and 5.5% in 2007. It targets average 
inflation of 4.5% and 4.3%, and a fiscal deficit (excluding grants) of 2.9% 
and 2.6%, in 2006 and 2007, respectively. With full implementation of 
the program’s economic policies, these macroeconomic objectives are 
within reach.

2.4.1 Selected economic indicators
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Medium-term outlook

The Government has initiated the preparation of the National Poverty 
Reduction Strategy for 2006–2010, for which international financial 
institutions pledged coordinated assistance. This coordinated assistance is 
part of the overall harmonization of activities by international donors in 
the country. Given the Government’s ownership and commitment to the 
strategy, its timely preparation, including its linkage with the budgetary 
process, and maintenance of the country baseline assumptions, achieving 
the strategy’s medium-term objectives for the economy appear solid.

A preliminary assessment by international financial institutions for 
the medium term suggests that the economy will grow at an average of 
5.5%. If the country baseline assumptions hold and structural reforms 
continue, domestic private and foreign direct investment are projected to 
increase, respectively, to over 19% and 2.5% of GDP in the medium term. 

Government efforts to pursue prudent monetary and fiscal policies 
are expected, in the medium term, to keep inflation at about 4% and the 
fiscal deficit below 4% of GDP. Improving revenue mobilization will be 
a major task for addressing increasing priority social and infrastructure 
maintenance expenditures. Therefore, the Government should continue 
reforms for eliminating deficiencies in tax and customs administration, 
especially in the areas of goods subject to excise duty, value-added 
tax, and personal income, profit, and property taxes. Despite some 
opposition, the Government is expected to push ahead with power sector 
reforms, which should result in lower quasi-fiscal deficits and financial 
sustainability of the sector. Efforts to expand regional trade will be 
continued (Box 2.4.2).

Given the favorable external environment, trade flows are forecast 
to increase at rates higher than GDP, with average non-gold export and 
import growth of 8.4% and 7.3%, respectively, over 2006–2010. These will 
help maintain the current account deficit at about 4% of GDP over the 
medium term. If the business climate improves significantly, the share of 
foreign direct investment inflows will increase as a source of financing. 
International reserves will be kept at around 4 months of imports in the 
medium term. 

Poverty reduction will remain an important challenge for the 
Government. Although poverty is declining, it remains a major problem 
in rural areas, where some three quarters of the country’s poor live. 

The risks of continuing political instability remain, stemming from 
preparations for a referendum on constitutional reform (scheduled 
for late 2006); the associated debates on, and possibly the actual 
redistribution of power between, the different branches of government 
and possibly between the north-south centers of power; the deteriorating 
law-and-order situation; and the continuing redistribution of state 
assets. Significantly, the unsettled political situation has diverted the 
Government’s attention to urgent, short-term goals related to maintaining 
its power, and away from strategic, long-term issues. 

2.4.2 Removing behind-the-
border barriers

The Kyrgyz Republic was the first 
in Central Asia to join the World 
Trade Organization, in 1998, and it 
enjoys one of the most liberal trade 
regimes in the region. With no 
significant nontariff barriers (except 
those required for regulatory and 
public health and safety purposes), 
the Trade Restrictiveness Index of 
the International Monetary Fund 
places the country in the most open 
category. However, trade is restricted 
by unfavorable trade and transit 
regimes in the region, including 
physical and nonphysical barriers. 

Trade with immediate neighbors 
and transit facilitation are vital for 
the country because of its relatively 
small economy, landlocked nature, 
and long distances from large 
potential markets. About 40% of 
goods are exported to the People’s 
Republic of China, Kazakhstan, 
Russian Federation, and Uzbekistan. 
It is estimated that over the medium 
term the economy has significant 
potential to expand exports by 
reducing nonphysical barriers related 
to trade and transit. These issues 
also cloud the investment climate. 
Unfortunately, the multilateral and 
bilateral agreements on transit and 
customs that the country has signed 
have been largely ineffective, and 
so regional bodies need to defend 
nondiscriminatory transit. The trade 
and transit agenda for the subregion 
should stress organizational, 
institutional, and technical 
rationalization aspects allowing for 
better use of available infrastructure. 
The Government is encouraging 
its neighbors to allow free transit 
through their accession negotiations 
to the World Trade Organization.



Tajikistan

Following the peace settlement in 1999, the economy has experienced a strong recovery, but per capita 
income remains among the lowest in the world. Progress has been made in implementing a poverty 
reduction strategy, despite the legacy of weak institutional capacity and a limited resource base. The pace 
of economic growth slowed to 6.7% in 2005, due mainly to falling cotton production and deteriorating 
terms of trade. Slippages in implementing structural reforms were also in evidence. Economic prospects 
are promising, though, in view of the start of major foreign-invested projects and renewed efforts at 
implementing the structural reforms outlined in the national development strategy.

Economic performance
A period of strong recovery and economic expansion has followed the 
agreement in 1999 that ended the civil war. Growth of gross domestic 
product (GDP) averaged nearly 10% in the 4 years through 2004. GDP 
growth then slowed to about 6.7% (preliminary estimates), reflecting 
weak performance in agriculture, slower growth in industrial output, 
and less favorable terms of trade caused both by higher import prices 
for oil products and natural gas and by a softening of cotton export 
prices. Cotton and aluminum are the traditional pillars of the economy 
and, even with some diversification in activity, they continue to drive 
outcomes in agriculture and industry, and account for more than three 
quarters of exports (Figure 2.5.1).

Cotton production appears to have declined by about 20% from its 
2004 level, mainly because of a reduction in the area planted (and because 
of poor weather). However, the cotton sector suffers from a slew of 
structural problems, including heavy debt ($280 million) resulting from 
unfavorable credit terms and slow implementation of land and marketing 
reforms. The weaker growth in industry stemmed from a slowdown in the 
growth of aluminum production where growth in output, estimated at 
6%, was about one half that seen in 2004.

On the expenditure side, domestic demand was driven essentially by 
higher private consumption spending, in turn financed mainly by strong 
growth in workers’ remittances and, to a lesser degree, by public sector 
wage rises. Remittances are estimated in the 2005 balance of payments 
to have increased to about $600 million, including small-scale export 
receipts, which are usually 30% of transfers. This amount is likely double 
that, if unofficial inflows are counted. These funds, largely from workers 
in the Russian Federation, have buoyed growth in services activities, such 
as retail trade and light manufacturing. They have also financed some 
investments in small enterprises.

Diversification of the economy continued (though slowly), bringing 
the share of the services sector to nearly 50%, with trade, construction, 
communications, and financial activities the fastest growing. The share 
of agriculture has declined steadily from 36% in 1991 to 22% in 2005. The 
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protracted approach to land reform and resolution of cotton farmers’ 
debt remain major issues that have accelerated the decline of agriculture. 
The Government’s Farm Debt Reduction Strategy advocates land reforms 
and liberalization of cotton production, which together hold the key to 
agricultural growth, but little headway was made on either in 2005.

Reflecting a cautious fiscal policy, and excluding the foreign-financed 
public investment program, a budget deficit of 0.3% of GDP was achieved 
in 2005, according to preliminary estimates (Figure 2.5.2). Having been 
stagnant at about 15% of GDP since 2000, tax revenue exceeded budget 
expectations and rose sharply to 16.6% in 2005, chiefly because of larger 
collection of income taxes and value-added tax. Ongoing reforms in tax 
administration, including a new tax code that came into effect in January 
2005, helped boost revenues. The Government for the most part exercised 
restraint in spending, and the outcome was as budgeted. In an attempt 
to improve the quality of services, though, it raised wages, as it had done 
a year earlier—especially in health care and education—to help bring up 
the prevailing extremely low levels. There has been a substantial reduction 
in the level of external debt, which reduced the strain on the general 
government budget.

International Monetary Fund (IMF) stabilization programs are 
delivering results. For example, average annual inflation was brought 
down from 38.6% in 2001 to 7.1% in 2004, even as the economy expanded 
rapidly. In 2005, inflation was at 7.1%, but stayed within the central bank’s 
7.5% target limit. It reflected unusually high food prices in the summer, 
rises in electricity and petroleum fuel prices, temporary disruptions to 
border trade with Uzbekistan, and exchange rate depreciation.

Monetary policy, directed at fighting inflation, remained cautious in 
2005. In this regard, IMF has indicated that all monetary program targets 
were met in September (and they appear to have been met in December as 
well). The previous relative stability of the national currency, the somoni, 
against the dollar was lessened as the authorities focused on stabilizing 
reserve money growth. Over all of 2005, the somoni depreciated modestly 
in nominal and real terms, reflecting worsening terms of trade and a 
weakening against main trading partner currencies in the second half of 
the year. 

The current account deficit, which had been narrowing consistently 
since 2000, widened to 4.0% of GDP in 2004 and then contracted slightly 
in 2005 to 3.7% (preliminary estimates), as higher remittances more than 
offset the deteriorating terms of trade (Figure 2.5.3). Continued flows 
of development assistance financed most of the current account deficit. 
Gross official reserves increased by $30 million to $219 million (providing 
only about 2 months of import cover) (Figure 2.5.4). Total external public 
and publicly guaranteed debt amounted to $894.9 million, or about 38% of 
GDP, at end-2005.

The Government has secured a substantial reduction in its external 
debt, which as a share of GDP fell by more than half (113% to 38%) 
between end-1999 and end-2005 (Figure 2.5.5). It held direct negotiations 
with bilateral creditors for debt rescheduling, write-offs, and asset 
swaps (most of the creditors were outside the Paris Club), enabling it 
to use its historical ties. The main breakthrough was the restructuring 
of the heavy debt owed to the Russian Federation, through a debt-asset 
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swap in October 2004. This involved exchanging $242.4 million of debt 
against Russian state ownership of the Nurek space tracking station, 
in the process lowering Tajikistan’s external debt by more than 20%. 
IMF’s decision to write off this year, under the Multilateral Debt Relief 
Initiative, 100% of the approximately $100 million that Tajikistan owes it, 
is another major boost to the debt consolidation effort.  

Economic outlook
GDP growth is projected to be 8.0% in 2006 and 6.0% in 2007 
(Figure 2.5.6). This reflects the assumption that export prices for cotton 
and aluminum do not improve substantially over 2005’s levels and that 
cotton production recovers to normal levels. In these circumstances, 
exports are expected to expand by about 6%. The current account deficit 
is projected at about 4.5% of GDP, as growth in workers’ remittances is 
seen as remaining buoyant and offsetting rising imports, including higher 
costs of energy from both price and volume increases. The deficit should 
be financed from expected concessional loans and grants and some rise 
in foreign direct investment associated with the start of construction of 
large-scale, Russian-financed hydropower projects.

Macroeconomic policy is expected to stay cautious within the existing 
framework of the economic program with IMF. Several revenue measures 
were included in the 2006 budget and the overall deficit is limited to 0.5% 
of GDP, excluding the foreign-financed public investment program, which 
will be maintained at 4.0% of GDP. A conservative monetary program has 
been set as part of the overall economic framework, containing inflation 
to 5–7% (Figure 2.5.7).

The Government is currently formulating a National Development 
Strategy (NDS) for 2006–2015. Macroeconomic growth projections for 
the NDS have been developed under three scenarios. Under the most 
ambitious, high-growth, scenario, growth will average 9% in 2006–2010 
and 8.5% in the 5 years to 2015. The assumptions are, between 2005 and 
2015, that: the investment rate rises from 6.7% of GDP to 11–12%; tax 
revenues improve from 16.6% of GDP to 22.0%; the current account 
balance switches from a deficit of 3.7% of GDP to a surplus of 2.0%; 
inflation declines from 7.1% to 3.0%; and the planned multibillion dollar 
investments in new aluminum and hydropower capacity are completed.

Growth averaged nearly 10% in the 4 years through 2004. The 
question is whether this is sustainable given the lag in reform momentum 
in key sectors, and institutional and infrastructure bottlenecks that the 
economy faces, as highlighted by 2005’s sharp reduction in growth. Five 
main structural weaknesses are discernible.

First, national income is still below the level of 1991. In 2003, the latest 
year for which data are available, 64% of the population still lived below 
the poverty line (defined as $2.15 a day using 2000 purchasing power parity 
exchange rates), down from 81% in 1999. The high growth rate, to some 
extent, therefore reflects a catching up with earlier levels. Real progress is 
hampered by the fact that more than 60% of the labor force are employed in 
low-productivity agriculture. Successful policy implementation, especially in 
the areas of land reform and resolution of cotton farmers’ debt, is needed to 
substantially raise agricultural output and help reduce poverty.

2.5.1 Selected economic indicators
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Second, the main drivers of growth are remittances from the Russian 
Federation (and, if transfers outside official channels are included, total 
remittances may well account for some 20% of national income); export 
earnings from cotton and aluminum (these commodities together account 
for about three quarters of export earnings); and construction (primarily 
Russian-financed hydropower plants). When the heavy dependence on 
imported oil and natural gas (Figure 2.5.8), and the landlocked nature 
of the economy, are considered, the economy’s extreme susceptibility to 
exogenous shocks is apparent. 

Third, low inflation and relative exchange rate stability provide an 
auspicious environment for growth, but power and transport bottlenecks 
remain a serious handicap for sustained development. Reforms in the 
energy sector require urgent government attention. While utility rates 
for gas have been adjusted to reflect imported gas prices, electricity rates 
remain significantly below economic viability levels. Together with large 
and still-growing accounts receivables of the power utility, low power 
prices have generated a large quasi-fiscal deficit. On a positive note, 
however, the Government has committed itself to wide-ranging reforms 
for development of indigenous hydropower resources, including greenfield 
hydropower projects with public-private partnerships and a trading and 
transmission infrastructure designed to satisfy domestic energy demand 
and augment export revenues. In transport, air services are particularly 
poor in the absence of competition, with Tajik Air enjoying a virtual 
monopoly.

Fourth, channeling private savings into productive investment faces 
major hurdles. The bulk of savings are “under the carpet” and banks are 
not the usual repository, although financial intermediation via formal 
banking channels has, from a very low base, been growing steadily. 
A significant step-up in bank lending to business would, however, 
require addressing weaknesses in property rights, in the judicial system 
(including contract enforcement), in bankruptcy procedures, and in 
accounting standards. 

Fifth, access to education and to primary health services remains 
limited and of poor quality—the latter rendering the population 
vulnerable to the spread of disease. The main reason is low public 
spending (2.7% on education and 1.0% of GDP on health in 2004) relative 
to international standards. The Government has in fact used most of 
the resources released by external debt relief for the social sectors, and 
public spending on education and health together climbed to nearly 5% 
of GDP in 2005. Public investment in education will also be boosted by 
a recent decision of the Education For All Fast Track Initiative to grant 
$18.4 million over 2006–2007 as budgetary support.

The authorities recognize that they have to undertake sweeping 
reforms to achieve the high-growth scenario. For example, the investment 
climate must dramatically improve, since it is crucial for diversifying the 
sources of growth. Public-private partnership models must be tested and 
adopted for realizing planned investments in generating and exporting 
hydropower. The public administration reform strategy that is currently 
being finalized must be speedily implemented. And the long-awaited 
reforms in agriculture and energy need to be implemented, in accordance 
with the Government’s own commitments. 
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Turkmenistan

According to official statistics, the economy continued to grow rapidly in 2005, but actual growth was likely 
much lower than the official estimate. Government has overstated growth in the past. The medium-term 
outlook is heavily dependent on export prices of a small number of energy and agricultural products, 
which dominate exports and, for energy, heavily influence state revenues. To diversify exports and achieve 
more broad-based and sustainable economic growth, Turkmenistan needs to implement market-oriented 
reforms, improve governance, and reverse recent negative trends in human capital formation.

Economic performance
Official statistics suggest that the economy maintained very strong 
growth momentum in 2005, with aggregate gross output (AGO) growing 
by 20.7%. As in the previous several years, all sectors recorded double-
digit growth rates, with industrial gross output growing by 19.6% and 
agricultural gross output by 19.8%. It was the fifth year in a row in which 
AGO reportedly grew by 20% or more. 

However, official statistics should be treated with caution, as they 
tend to overestimate economic growth for at least three reasons. First, 
the Government uses AGO, rather than gross domestic product (GDP), 
to measure aggregate output growth. AGO generally gives higher growth 
rates than GDP in countries where growth is largely driven by material 
production, like Turkmenistan. In 2003, for example, the official growth 
rate of AGO (23.1%) was 5 percentage points higher than the official 
growth rate of GDP (18.1%). Second, official output statistics remain based 
on reports by enterprises. While private companies generally underreport 
output growth to evade taxes, state-owned enterprises—which account 
for the bulk of the economy’s total output—have a strong incentive to 
exaggerate output because the performance of their managers is evaluated 
primarily on their meeting government-set production targets. Third, 
some industries that appear to be expanding when measured in distorted 
domestic prices may in fact be producing negative value added at 
international prices.

In addition, the officially reported high growth rate of AGO in 2005 
appears inconsistent with official statistics on physical output of energy 
products, cotton, and wheat, which account for a large proportion of 
AGO. As indicated in Figures 2.6.1 and 2.6.2, output of these products 
expanded moderately (or even contracted) in 2005. While necessarily 
based on incomplete data, the Asian Development Outlook estimate for 
2005 GDP is 10.0%, a rate that is broadly in accord with the current 
International Monetary Fund estimate.

While the official exchange rate of the national currency, the manat, 
vis-à-vis the dollar remained fixed at TMM5,200/$1, the black market rate 
stabilized at around TMM24,000/$1 in 2005, after substantial fluctuations 
in 2003 and 2004 (Figure 2.6.3). Official data on inflation in 2005 are not 
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yet available, but the relative stability of the dollar black market exchange 
rate suggests that inflation was most likely kept to single digits.

Preliminary data indicate that the average nominal wage in manats 
continued to grow slowly in 2005 (Figure 2.6.4) and, while the average 
nominal wage in dollars started to rise again after declining in 2004, 
real wage developments are impossible to assess given the lack of data on 
prices. 

As in the previous 4 years, the 2005 state budget was reported 
as roughly in balance. However, the overall fiscal position of the 
Government is difficult to assess because a considerable part of state 
revenue and expenditure is channeled through extrabudgetary funds and 
off-budget accounts of budgetary organizations, for which few data are 
available. 

The merchandise trade surplus widened to $1.3 billion. Although 
both exports and imports expanded considerably (Figure 2.6.5), exports 
grew much faster due largely to greater export volumes and higher 
export prices of natural gas. The current account and the overall 
balance of payments most likely remained in surplus, with gross official 
international reserves exceeding an estimated $3.6 billion, equivalent to 
10 months of merchandise imports. 

Little progress was made in economic reform. The Government 
maintains a policy management system akin to central planning. It 
continues to rely on production targets, mandatory state procurement, 
directed bank credits, and foreign exchange restrictions. Key sectors of 
the economy, including the oil and gas sector and the banking system, 
remain in state hands. As the public enterprise sector continues to 
operate under soft budget constraints, the Government relies on price 
controls and restrictions on cash withdrawals from banks to contain open 
inflation in the consumer goods market.

A central element of the social protection system remains provision 
to the entire population of basic consumer goods and utilities free 
of charge or at subsidized rates. While this enables the population to 
meet the minimum subsistence level and alleviates income poverty, 
nonincome poverty indicators continue to worsen. The quality of, and 
access to, health care and education have been adversely affected by 
underinvestment, low staff salaries, replacement of professional health 
workers with military conscripts, excessive state intervention in school 
curricula, and a steep drop in the number of university students.

Economic outlook
Medium-term growth prospects are subject to considerable uncertainty 
because of the economy’s heavy reliance on exports of only a handful 
of energy and agricultural products, such as natural gas and cotton. If 
Turkmenistan manages to raise the price at which it exports natural 
gas to the Russian Federation and Ukraine (and which are currently 
well below the prices of Russian exports of natural gas to European 
countries, including Ukraine) in the course of 2006, this will provide a 
strong short-term impetus to the economy. GDP should grow by 5–7% a 
year in 2006–2007, depending on the timing and magnitude of the price 
adjustment. However, if the Government fails to secure this increase in 
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the export gas price, the economy is projected to grow by only 1–3% a year 
over the period, driven primarily by state-financed investment demand. 
In both scenarios, for energy, production and exports are expected to 
expand slowly due to capacity constraints, but for agriculture, they are 
forecast to stagnate because of slow progress in rural reform. Nonetheless, 
inflation is likely to be kept in single digits by a combination of tight 
monetary policy, price subsidies and controls, and cash restrictions.

From a longer-term perspective, the Government faces challenges on a 
range of fronts that it needs to tackle if it is to achieve sustainable growth, 
including widening its export base, implementing market-oriented 
reforms, strengthening governance, and allowing greater numbers 
of students to gain the qualifications required in a modern, globally 
competitive economy. More widely, it should curtail its intervention in 
economic activities, rationalize public expenditure, and adjust its social 
policies.



Uzbekistan

With a significant contribution from agriculture and robust external sector performance, Uzbekistan has 
enjoyed strong growth over the past 2 years. The authorities have made progress in macroeconomic 
adjustment, but have further scope for improving the consistency of the macroeconomic policy mix, 
particularly in regard to inflation-control measures and full adherence to provisioning of foreign exchange 
for current account transactions. The reform backlog in structural policies suggests that the economy is 
underperforming, despite its recent above-trend growth. Medium-term prospects, when viewed in an 
accelerated reform scenario, are bright. The main uncertainty is tied to the Government’s commitment to 
undertaking the critical mass of reforms needed for private sector-led growth. 

Economic performance
Economic activity experienced growth significantly above trend over 
2004–2005. Gross domestic product (GDP) grew by 7.7% and 7.0% 
according to official estimates, as against an average of 4.2% in 1999–
2003. Agriculture’s contribution was helped by a record cotton crop 
(Figure 2.7.1). Industrial performance has improved over the past 2 years, 
with significant contributions from machinery, chemicals, and metals, in 
good part based on larger export sales. On the demand side, net export 
growth in 2005 remained resilient. 

The elements in the macroeconomic policy mix lack consistency. 
Fiscal policy remained tight, with a better than budgeted outcome, 
and the external borrowing policy stayed prudent, but some estimates 
show that actual inflation was significantly higher than indicated by 
the official estimates. While the authorities were relatively successful 
in undertaking fiscal adjustment to address one source of inflationary 
pressure, they were less successful in bringing under control growth 
in monetary aggregates, which was the main source of this pressure 
in 2004–2005. Problems in implementing convertibility on the current 
account reappeared last year. 

Fiscal consolidation reflected lower than budgeted expenditure. The 
2005 budget had targeted a loosening of fiscal policy, with a deficit of 3.3% 
of GDP. In the event, a small surplus (0.1% of GDP) was posted owing to 
lower spending (Figure 2.7.2). The Government cut spending to make up 
for shortfalls in external financing and privatization receipts. The burden 
of cuts, as in the past, fell on centralized investment. 

Monetary conditions remained loose. Aggregates expanded faster 
than in 2004, with broad money growing by 56% (Figure 2.7.3). This 
reflected the expansion of net foreign assets in a banking system in 
which the central bank has few options for sterilization. Net domestic 
assets also grew, reflecting primarily credit to the nongovernment sector 
as loans to farmers, which were previously made outside the banking 
system, were now coursed through it. The Government attempted some 
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liquidity-absorbing measures, including the introduction of reserve 
requirements on dollar deposits, but with little apparent effect. 

Cash shortages were a problem in the first half of 2005, especially for 
the private sector, with restrictions on cash in circulation imposed by 
regulations intended to contain inflation and curb the activities of the 
shadow economy. The restrictions limit commercial banks’ access to their 
correspondent accounts at the Central Bank of Uzbekistan, which in turn 
means that they are unable to meet fully their customers’ needs for cash 
withdrawals. On 5 August 2005, a presidential decree was issued allowing 
commercial banks full access to their correspondent accounts and providing 
for the imposition of penalties on commercial banks that failed to meet 
customers’ requests for cash. The Government has indicated that it is 
committed to containing inflation through control of monetary aggregates. 

The divergence between official and alternative estimates of consumer 
price inflation has widened (Figure 2.7.4). According to the former, 
inflation picked up to 7.8% in 2005; however, estimates by e.g., the 
International Monetary Fund (IMF) indicate that the actual rate was 
higher (around 20%). IMF states that its estimates are consistent with other 
available information, including producer prices, GDP deflators, wage 
increases, growth in monetary aggregates, and utility price increases.

The large surplus on the current account in 2004 was augmented 
in 2005, as exports remained resilient, the trade surplus was sustained, 
and private transfers surged (Figure 2.7.5). Increases in international gold 
prices, combined with volume increases in nontraditional exports, helped 
boost export earnings substantially even though world cotton prices fell. 
Import growth was also significant and would have been larger but for 
apparent problems in accessing foreign exchange. 

The current account surplus for 2005 is estimated at about 10% of 
GDP. The large surpluses from 2003 have contributed to an accelerating 
accumulation of foreign exchange reserves, which are now estimated at 
7 months of import cover. This would seem a comfortable position that 
raises the question of why limitations on foreign exchange availability 
have been imposed. At issue is the matter of reserves adequacy. IMF 
analysis of the balance of payments indicates that the external debt is 
sustainable in its baseline scenario. However, under certain severe but not 
implausible assumptions (lower GDP growth, lower export growth, and 
higher interest rates), stress tests suggest that the country’s external debt 
dynamics could deteriorate rapidly. 

Structural reforms have had a mixed delivery. Areas of progress 
include structural policies in the fiscal arena, with an ambitious 
public finance reform program and measures to improve incentives in 
agriculture. Areas with remaining lacunae between announced policies 
and real outcomes include privatization of large-scale enterprises, steps 
to strengthen the business environment, and banking sector reforms. 
Reduction of trade barriers, particularly nontariff barriers, is one area of 
minimal progress, if not outright regression. 

The Government has mapped out a comprehensive public finance 
reform program and is now putting it into effect. On the revenue 
side, steps initiated include a simplified tax structure (revision and 
consolidation of the tax code with reduction in discretionary rates and 
exemptions) and administration. On the expenditure side, early moves 

2.7.3  Money supply (M2) growth

10

20

30

40

50

60

050403022001

%

Sources: Central Bank of Uzbekistan; International 
Monetary Fund, Article IV Consultation with Uzbekistan, 
June 2005; staff estimates.

2.7.2 Budget balance

-3

-2

-1

0

1

5-year moving average

050403022001

% of GDP

Source: Ministry of Finance.



Asian Development Outlook 2006    113

have been made to set up a single treasury system and to address the 
problem of budget “fragmentation.” All of these measures will help 
improve fiscal transparency and lay the ground for a credible medium-
term budget framework, currently in a rudimentary state. 

Incentives in agriculture are improving. In 2005, there were upward 
adjustments in the state procurement prices for cotton and wheat and 
accelerated restructuring of shirkats (agricultural cooperatives) to private 
leaseholds. While these changes have helped refocus the incentives for 
higher agricultural productivity—as reflected in higher agricultural 
output—headway in reducing state procurement quotas has been modest, 
and is explained by the Government’s concerns about the adverse fiscal 
implications. 

Movement on the restructuring and privatization of large-scale 
enterprises remains slow. The authorities have indeed regularly 
announced achievements in terms of numbers of enterprises privatized, 
but the true extent is unclear as entities earmarked for sale to outsiders 
but remaining unsold are still counted as privatized. So far, only one 
transaction involving the privatization of a large-scale enterprise has 
been brought to closure. The Government’s reluctance to yield controlling 
shares of enterprises it considers strategic and the difficult business 
environment are two factors that have curtailed outside interest, especially 
from industrial-country investors. In 2005, however, the authorities 
responded to many of the issues affecting the business environment by 
issuing decrees, including reform of the inspections system. 

The Government has also acknowledged the prevalence of distortions 
in the banking sector and has said that it plans to eliminate them 
over the next few years. Many of them—such as the requirement that 
all transactions by enterprises must be settled in a noncash form, the 
obligation that all businesses must deposit their cash earnings in a bank 
account on a daily basis, and the involvement of commercial banks in 
tax collection and business oversight functions that are inappropriate 
for financial intermediaries—have contributed to low public confidence 
in the banking system. Another concern is that, while official estimates 
point to an insignificant level of nonperforming loans, the true picture is 
likely to be worrisome, particularly at the National Bank of Uzbekistan, 
the largest commercial bank. In 2005, a presidential decree was issued 
indicating a revised schedule for privatizing both that bank and Asaka 
Bank, the second largest.

Trade policy remains restrictive. Effective rates of protection against 
consumer imports are significant and excise tax rates on a wide range of 
consumer imports are higher than on domestic goods. Other regulatory 
“behind-the-border” barriers to trade include the regulation of wholesale 
and retail trade affecting the domestic marketing of imports. This regime 
imposes a heavy regulatory burden on individual entrepreneurs, in 
particular cross-border shuttle traders, who are an important source of 
supply for the private sector.

It is hard to find real evidence that the growth in GDP in recent years 
has had much impact on poverty incidence. According to household 
budget survey data, it remained at around 26% between 2000 and 2003: 
the headcount ratio declined from 27.5% in 2001 to 25.3% in 2002 before 
picking up again to 26.2% in 2003. This pattern is consistent with a shift 
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in aggregate demand composition from consumption to net exports, 
though the limited reliability of expenditure-side data makes such 
findings conjectural rather than definitive. 

Developments strongly suggest that the economy—despite the 
above-trend growth of 2004–2005—is underperforming relative to its 
potential, largely because of the reform backlog in structural policies. 
Implementation of the August presidential decree to end cash shortages 
will be a helpful step. 

Economic outlook

Prospects for 2006 and 2007
The external environment will, it is assumed, remain favorable over the 
forecast period. Growth in the Russian Federation and other countries 
of the former Soviet Union, which together absorb a significant share of 
Uzbekistan’s exports, is likely to remain strong. Cotton prices are seen as 
improving marginally and world prices for gold should stay high. Foreign 
direct investment inflows to the hydrocarbon sector from the People’s 
Republic of China and the Russian Federation, which have already begun 
to make an impact, are likely to pick up further. The trade policy regime 
seems unlikely to change much in the near term. The convertibility 
restrictions that reappeared in 2005 are likely to be lifted and 
consequently foreign exchange availability should improve. Domestically, 
it is expected that fiscal policy will remain prudent and the recent rapid 
rise in monetary aggregates will be damped. Finally, it is assumed that 
there will be positive follow-through on the business regulatory reforms 
announced in 2005, leading, for example, to fewer business inspections. 

In the absence of major shocks, external or domestic, the growth 
momentum from 2004–2005 is likely to carry over into 2006–2007 
(Figure 2.7.6), albeit at a slackening pace, as the current direction and 
pace of reforms are maintained. On the demand side, net exports should 
continue to make a positive contribution to GDP growth as the external 
environment remains favorable, but imports are projected to pick up 
in 2006, provided that the authorities maintain currency convertibility. 
The contribution of investment will increase moderately as financing 
options remain limited. Government consumption is forecast to increase, 
consistent with the 2006 budget that envisages higher outlays on salaries 
and social sectors. The budget deficit for 2006 is projected at 1.8% of GDP. 

On the supply side, the growth in value added in agriculture is 
expected to moderate over the forecast period as the positive impact of 
transforming cooperative farms to private leaseholds wears off while the 
supply response from any further liberalization of the state procurement 
system for cotton and wheat takes time to gather pace. Industrial growth 
is expected to slow in the absence of significant changes in the investment 
climate, though hydrocarbons will be buoyed by foreign direct investment 
from the People’s Republic of China and the Russian Federation. Services 
are likely to expand, with transport and construction among its fastest-
growing subsectors. Consumer price inflation, following IMF estimates, is 
expected to slow as the Government focuses on controlling the expansion 
in monetary aggregates. 
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Medium-term outlook

Two growth scenarios are possible. In a base-case scenario, 
macroeconomic policies would remain prudent while structural reforms 
continue to move slowly. In this scenario, improvements in the level and 
efficiency of investment would be patchy. With few financing options, the 
investment rate might not rise beyond 25% of GDP. On the efficiency side, 
over the past 2 years of high growth, the incremental capital-output ratio 
has declined. However, in the absence of efficiency-enhancing structural 
reforms, this reduction would not be sustained. Accordingly, the ratio 
would climb back toward the estimated level of 5.8 for 2002, as cited in 
the Government’s Interim Welfare Improvement Strategy Paper. Growth 
would average 5.2% a year over 2008–2010.

In an accelerated-reform scenario, one focusing on strengthening 
both the content and implementation of structural changes, investment 
rates reaching 30% of GDP together with higher-quality investment could 
support a growth trajectory of 8% over the next 5 years. The incremental 
capital-output ratio would fall substantially, as structural reforms 
strengthen the business environment, boosting productivity growth in 
sectors with untapped export-oriented potential. 

Such sectors include the agroprocessing and small-scale light 
manufacturing sectors. The dekhan (or household) farmers/entrepreneurs 
who account for the bulk of the country’s fruit, vegetable, and livestock 
production could penetrate export markets with their products on a 
wider scale if they could strengthen links to processors and if they had 
greater access to investment and working capital. However, to do this, the 
input supply, financing, processing, and marketing systems centered on 
the state procurement system for cotton and wheat need to be revised to 
enable fair competition between state and private farms. 

In the light manufacturing subsector, the share of private, small-scale 
enterprises is low, as is their share in export-oriented production. This 
is mainly due to the capital-intensive, import-substituting orientation of 
national industrial policy. A defining characteristic of this system is the 
market power and state patronage that members of industrial associations 
enjoy, advantages that make it difficult for nonmembers to compete. 
In addition, the heavy regulatory burden makes it costly for small 
private enterprises to operate in the official economy. Distortions in the 
banking system also add to the costs of operating in the official economy. 
Dismantling industrial associations, removing distortions in the banking 
system, and institutionalizing a system of business regulatory reform will 
allow small, private manufacturing enterprises to compete and to engage 
profitably in export-oriented activities. Such changes will also translate 
into higher employment growth. 

The main uncertainty over the medium term is the Government’s 
commitment to undertaking a critical mass of reforms needed for private 
sector-led growth, simply because recent strong and above-trend growth 
may engender complacency as to the need for deepening structural 
reforms. Another source of risk is the authorities’ preoccupation with 
an industry-centric growth strategy that underinvests in agriculture and 
rural development. A third uncertainty is the low public confidence in 
the country’s banks. Unless they are strengthened, they will continue to 
hamper the mobilization of domestic resources required for higher growth.
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People’s Republic of China

Driven by surging investment and exports, the economy grew by 9.9% in 2005. Very high investment 
levels have, though, caused overcapacity in some industries. In 2006–2007, growth is expected to remain 
vigorous, but to ease slightly from 2005’s outcome. Inflation should remain low. Further out, growth is 
seen as converging on a more sustainable trajectory, but this will require a rebalancing of demand in favor 
of private consumption and better use of investment resources. Risks to the outlook include incomplete 
reforms in the financial system, labor market, and state enterprises; widening income inequalities; a 
deteriorating natural environment; and international trade frictions.

Economic performance
Buoyant domestic investment and exports resulted in gross domestic 
product (GDP) growth of 9.9% for the People’s Republic of China (PRC) 
in 2005, extending to 4 years a run in excess of 9%. Since the new 
economic census of 2004 added $284 billion to estimated 2004 GDP, 
growth is now measured from a larger base. The census also suggests that 
services are more important to the economy than previously thought. 
The phenomenal economic expansion has led to various structural 
weaknesses, including overcapacity in certain sectors, widening income 
inequalities, and environmental problems. 

The strong economic performance of recent years has been anchored 
in export-oriented industrial production and powered by investment. In 
2005, the industry sector, primarily manufacturing and construction, 
contributed 7.1 percentage points to the total GDP growth outturn 
(accounting for 71% of overall growth); the contribution of agriculture 
declined to 0.5 percentage points (6%); and that of services was little 
changed at 2.3 percentage points (23%) (Figure 2.8.1). On the demand side, 
vibrant investment again propelled growth, contributing 5.9 percentage 
points to total growth in 2005 (60% of overall growth); consumption 
contributed 3.2 percentage points (32%); and net exports just under 
1 percentage point (8%) (Figure 2.8.2). 

Having stabilized in the second part of 2004 and the first half of 
2005, the investment rate (Figure 2.8.3) began to climb again. For the 
whole year, gross capital formation grew by 13%, and gross fixed capital 
formation increased by 16%, supported by expanding liquidity and 
credit. Investment in real estate development, which the Government has 
attempted to damp in recent years, still grew by 19.8% in 2005. Foreign 
direct investment fell a little relative to 2004, but with inflows of about 
$60 billion it remained near record levels.

Rapid growth of merchandise exports (slightly below 30%) 
continued in 2005, but did not quite match the heady rate seen in 2004 
(about 35%). Robust global demand, growing market penetration of 
PRC-manufactured goods in overseas markets, and the transfer of global 
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manufacturing capacity to the PRC over many years are underpinning 
this trend. On the other side of the account, the rise in merchandise 
imports fell by about half from the 2004 rate, to 17.6% (Figure 2.8.4). 
Softer import growth can be traced to growing domestic substitution 
for imports as new capacity comes on stream, and to a drawdown of 
inventories built up in earlier years. In the first half of 2005, speculation 
of a possible appreciation of the yuan may also have caused some 
importers to delay buying in the hope of a fall in the domestic currency 
price of imports. As a result of the gap between export and import 
growth, the trade surplus widened (according to customs data) to 
$102 billion, triple the level of 2004. Large bilateral surpluses have led 
to trade frictions with the European Union (EU) and the United States 
(US), and in response the Government has undertaken several measures. 
In particular, it has cut most value-added tax (VAT) rebates for exports 
of iron and steel, aluminum, and some other products, and has agreed to 
temporary quotas on textile and clothing exports to the EU and US. 

Despite strong economic expansion, consumer inflation eased to 1.8% 
in 2005. Food prices barely rose and productivity improvements helped 
insulate consumer goods prices from the rising costs of production 
materials and labor. Oversupply of some products and moderate demand 
intensified competition among producers, also discouraging price 
rises. Consumers have not yet felt the full impact of the rise in global 
oil prices because retail prices are subsidized. Average global oil prices 
rose by around 40% in 2005, but retail prices for the PRC’s petroleum 
products rose by just 10–15%. As a result, oil refiners incurred losses of 
$3.7 billion in 2005. Although the Government paid Sinopec $1.2 billion in 
compensation, this failed to cover its refining losses. A more efficient use 
of energy will require a concerted shift to market-based pricing, and even 
to taxes on products that create a negative environmental impact.

The central and local governments’ fiscal position in 2005 was broadly 
neutral. Revenues, buoyed by strong economic activity and more efficient 
tax collection, have brought the deficit down, but in 2005 it widened a 
little to about 1.6% of GDP (Figure 2.8.5). Priorities for public spending 
started to move toward rural development, education, health, and basic 
infrastructure. In an effort to stimulate domestic consumption, the 
tax authorities doubled the minimum tax-exemption level of personal 
income. However, planned reforms to unify corporate taxes on domestic 
and foreign-funded enterprises and to change the VAT system were 
postponed because of concerns about the possible erosion of revenues and 
adverse impact on foreign investment.

Capital inflows abated in 2005. Changes in the exchange rate 
regime in July 2005 appear to have tamed short-term capital inflows, 
but reserves still surged by $208.9 billion (Figure 2.8.6), boosted both 
by a higher trade surplus and by stronger longer-term capital inflows. 
Large foreign exchange inflows led to a rapid increase in liquidity in the 
banking system, and funds flowing into the interbank market in 2005 
drove the interbank rate to a historical low. In the second half of 2005, 
lending for infrastructure burgeoned while that for private consumption 
slowed, going against the Government’s declared intention of stimulating 
consumption and moderating investment. Toward the end of the year, 
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2.8.1 Selected economic indicators
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the People’s Bank of China, the central bank, stepped up sterilization 
operations to drain liquidity from the system.

Economic outlook
This is the first year of the 11th Five-Year Program. This new Program 
turns the spotlight on structural weaknesses. These are largely the 
by-product of a successful strategy of rapid industrialization and 
modernization. Signs of growing stress include significant overcapacity in 
some industries; widening income inequalities, particularly between rural 
and urban areas; and growing threats to the environment. The Program’s 
goal is therefore to promote what it refers to as more balanced, equitable, 
and sustainable growth through strategies directed at boosting private 
consumption, and promoting income equality, rural development, and 
environmental protection (Box 2.8.1). It is expected that this new emphasis 
will influence the composition of aggregate demand and that the growth 
rate of output will slow to a more sustainable level in the long run.

Prospects for 2006 and 2007
GDP growth in 2006 is expected to be about 9.5% and 8.8% in 2007 
(Figure 2.8.7). Assuming normal weather patterns, agriculture is forecast 
to expand by about 5.0–5.5%, supported by higher levels of infrastructure 
investment and other targeted development measures. Industrial growth 
is forecast to slow to 9–10% from about 11% in the past 2 years, as a 
consequence of significant oversupply in some sectors, moderation of 
investment expansion, and deceleration in export growth. The services 
sector is expected to grow by 9.5% in 2006, aided by the Government’s 
efforts to promote private consumption and services. Notwithstanding 
the aim of rebalancing demand toward private consumption and an 
anticipated slowing of growth of capital spending in manufacturing and 
real estate, investment will remain the dominant driver of growth in 2006 
and 2007. Indeed, in real terms, fixed investment may continue to increase 
its share in GDP, and could climb to about 50% in the near future. Unless 
investment loses this strong momentum, measures aimed at increasing 
private and government consumption are unlikely to significantly reorient 
the structure and sources of growth in the short run. 

In 2006, merchandise export growth is likely to moderate to 20%, 
trimmed by voluntary restraint measures on selected exports, reductions 
in indirect subsidies, and higher labor costs (Box 2.8.2). Import growth 
is forecast at a similar rate, as demand for energy, basic materials, 
agricultural products, and intermediate industrial inputs will continue 
to expand rapidly. A rising merchandise trade surplus will be partly 
offset by a deficit on the services account. The current account surplus 
as a share of GDP is expected to be in the range of 5–7% in 2006–2007 
(Figure 2.8.8). 

Inflation is seen edging up in the next 2 years, to 2–3% (Figure 2.8.9). 
Increases are expected in administered prices of electricity, gas, water, 
and petroleum products, though the prices of some manufactured goods 
may fall. (Gasoline and diesel prices were raised slightly in March 2006.)

Fiscal policy, in the near term at least, is seen as offering little or no 
impetus to growth, but the structure of expenditure is planned to shift 
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The National People’s Congress in March 2006 endorsed 
the 11th Five-Year Program (2006–2010), which builds on 
a gradual shift in the Government’s emphasis since 2003 
toward policies aimed at achieving balanced, equitable, 
and sustainable development. This plan, officially called a 
“program,” generally provides indicative targets, rather than 
fixed targets, and gives attention to standards of living and 
the environment as well as to the economy. Of 22 goals, 
just two relate to economic growth—total gross domestic 
product (GDP) and per capita GDP—and four to changes 
in economic structure—share of services in the economy 
and in employment, spending on research and development, 
and the urbanization rate. The other 16 relate to population 
growth, use of resources, the environment, and standards of 
living (box table). The primary economic target is an average 
GDP growth rate of 7.5% over the next 5 years (compared 
with actual average growth of 9.5% over the past 5). Key 
goals are to reduce both energy consumption and discharge 
of major pollutants.

There is a stronger emphasis on rural development. The 
Government pledges to raise farmers’ incomes and promote 

public services in the countryside. In addition to abolishing 
the agricultural tax at the start of this year, it will eliminate 
all tuition fees for 9 years of compulsory education in rural 
areas next year, and trim local government bureaucracies. 
It will increase subsidies for farmers who grow grain, and 
will continue to set prices for grain purchases as a support 
measure. 

For industries, the focus is on strengthening their 
structure rather than on increasing their size. In the 
environmental area, the authorities will push industries to 
upgrade equipment and technology and eliminate processes 
that waste energy, water, and raw materials. They will also 
make efforts to expand the services sector. Recognizing a 
lack of technological innovation, the Government will invest 
$8.9 billion in 2006 to encourage innovation, up nearly 20% 
from 2005. In education, the Government will expand the 
secondary vocational education system to around the same 
size as the general secondary education system; increase 
enrollment rates for senior secondary education and higher 
education to 80% and 25%, respectively; and extend the 
availability of 9 years of compulsory education to all regions. 

2.8.1 Change of emphasis in the 11th Five-Year Program

Key indicators of economic and social development, to 2010

Item Indicators 2005 2010 Target Type of 
target

Economic growth
GDP (CNY trillion) 18.2 26.1 7.5% Indicative

Per capita GDP (CNY) 13,985 19,270 6.6% Indicative

Economic structure

Share of services sector value added in GDP (%) 40.3 43.3 [3 pp] Indicative

Share of employment in services sector (%) 31.3 35.3 [4 pp] Indicative

Share of research and development spending in total GDP (%) 1.3 2 [0.7 pp] Indicative

Urbanization rate (%) 43 47 [4 pp] Indicative

Population, 
resources, and 
environment 

Population (billion) 1.308 1.360 <0.8% Maximum

Energy consumption per unit of GDP [20%] Reduction

Water consumption per unit of industrial value added [30%] Reduction

Coefficient of effective use of water for irrigation 0.45 0.5 [0.05] Indicative

Rate of use of solid industrial waste (%) 55.8 60 [4.2 pp] Indicative

Total area of cultivated land (100 million hectares) 1.22 1.2 -0.3 Minimum

Total discharge of major pollutants [10%] Reduction

Forest coverage (%) 18.2 20 [1.8 pp] Minimum

Public services and 
standards of living

Years of education per capita 8.5 9 [0.5] Indicative

Coverage of urban basic old-age pension (100 million) 1.74 2.23 5.1 Minimum

Coverage of rural cooperative medical care system (%) 23.5 >80 >[56.5] Minimum

New jobs created for urban residents (10,000) [4,500] Indicative

Number of rural laborers transferred to nonagriculture sectors (10,000) [4,500] Indicative

Urban registered unemployment rate (%) 4.2 5 Indicative

Per capita disposable income of urban residents (CNY) 10,493 13,390 5% Indicative

Per capita net income of rural residents (CNY) 3,255 4,150 5% Indicative

CNY = yuan; pp = percentage points.

Notes: (i) GDP, per capita disposable income of urban residents, and per capita net income of rural residents are at 2005 prices; (ii) changes in [ ] refer to cumulative 
figures for 2006–2010; (iii) major pollutants refer to sulfur dioxide and chemical oxygen demand.
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Textiles and clothing are long-standing, internationally 
competitive industries in the People’s Republic of 
China (PRC), accounting for nearly 18% of total 
exports in 2001–2005 and providing employment for 
around 10 million people. The Multifibre Arrangement, 
established in 1974, introduced limits on exports of 
these items. Following the establishment of the World 
Trade Organization (WTO) in 1994, these quantitative 
restrictions were phased out over a 10-year period, ending 
on 31 December 2004. However, when the country’s 
exports of textiles and clothing shot up in the first 
quarter of 2005, the EU and US took steps to invoke 
a “safeguard clause”—as allowed for in the PRC’s 2001 
WTO commitment—to again control the increase in such 
exports (box figure). In subsequent agreements, the PRC 
agreed to limit export growth of 10 categories of textile 
products to the EU to a range of 8–12.5% in 2005–2007. 
The agreement with the US limits export growth of 21 
categories of textile products to a range of 10–15% in 
2006, 12.5–16% in 2007, and 15–17% in 2008. Because 
of the safeguard clause, over 2005–2008, and based on 
an extrapolation of their annual growth momentum in 
2002–2004, annual growth in exports of textiles and 
clothing may well be lower than it would have been if the 
clause had not been invoked. 

Clothing will feel the impact of these new restrictions 
more than textiles, as about 70% of the restricted exports 

are clothing products (the rest are textiles). This increases 
the impact of the export controls on employment creation 
since clothing is the more labor intensive.

The prospects for the PRC’s exports in textiles and 
clothing are not rosy. Although the new agreements have 
helped ease potential trade conflicts with major trading 
partners, the PRC will most likely become the target of 
antidumping actions and other special trade safeguards in 
other countries. Other WTO members can initiate product-
specific safeguard measures for imports from the PRC 
until 2013, and can treat the PRC as a nonmarket economy 
requiring antidumping and surveillance actions until 2016.

Market shares of PRC textile and clothing 
exports in the United States and European 
Union
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2.8.2 Trade in textiles and clothing

in favor of rural areas and the social sector. It is also expected that the 
Government will raise civil service salaries and take other measures to 
stimulate private consumption. 

Speculation on a sharp appreciation of the yuan has faded since the 
new exchange rate regime was introduced. The new mechanism offers the 
authorities more flexibility in setting monetary policy. It is envisaged that 
interest rates will remain low (Figure 2.8.10) and that the authorities will 
allow the yuan to appreciate gradually in 2006 and beyond (Figure 2.8.11). 
In late 2005, the central bank conducted a swap transaction with 
commercial banks, the pricing of which implied that the yuan may 
appreciate by 3% this year. 

As a result of fast growth in the labor supply and a decline in the 
amount of employment for every percentage point of GDP growth, urban 
unemployment and underemployment have become a serious concern 
for policy makers (Figure 2.8.12). According to the National Development 
and Reform Commission, urban areas will need to create around 
25 million jobs in 2006 to soak up newcomers to the labor market. Of 
these 25 million people, about 9 million will be joining the labor market 
for the first time (including some 4 million new graduates), 3 million 
will be migrants who have recently moved to cities, and the remaining 
13 million will be workers made redundant by their employers, mainly 
state enterprises. It is worrying that the Commission’s estimates suggest 

2.8.10 Interest rates
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that the economy will be able to create only about 11 million jobs for these 
workers. Fast growth will be needed to create jobs and to minimize the 
social risks that a growing number of unemployed and underemployed 
workers could present.

Medium-term outlook
After decades of central planning, the PRC is abandoning most numerical 
economic targets and intends to allow the market to play a greater role. 
With this in mind, the average growth rate for 2006–2010 is expected 
to be about 9%. Although the authorities recognize the necessity to 
continue growth at a fast pace, they also acknowledge the problems that 
the strategy of rapid industrialization and modernization has generated. 
Three main structural weaknesses have surfaced. First is the existence of 
significant overcapacity in some industries. Second are widening income 
inequalities, particularly between rural and urban areas. Third are 
growing threats to the environment. 

For decades, many implemented policies induced an imbalance 
between private consumption and investment. Many of the mechanisms 
used to promote investment in the past need to adapt to today’s changed 
circumstances. In this context, there is an issue as to whether it is optimal 
for the PRC to devote such a large share of income to capital formation 
and so forgo current consumption (Box 2.8.3). Very high levels of 
investment have led to industrial overcapacity, which in turn has brought 
about rising inventories and declining prices in sectors that have invested 
excessively over the last few years, including aluminum, automobiles, 
cement, and steel. 

Despite overcapacity, further expansion is still under way. Steel 
capacity, for example, is already 120 million tons greater than demand, 
but capacity of an additional 70 million tons is being built. In addition, 
more than a quarter of the nation’s 10.3 million tons of aluminum 
capacity was idle in early 2006. The concern is that as supply outstrips 
demand, prices may fall. Poor returns on new projects in industries that 
are already oversupplied could put a financial strain on the enterprises 
involved as well, and, by extension, on their creditor banks.

Several factors have contributed to overinvestment and inefficiency, 
including directed lending by banks, subsidies to some inputs such as 
energy, and incentives geared to inputs (like capital investment) rather 
than outputs. Local governments, which control 70% of fiscal spending, 
also contribute to the investment drive by spending on new factories and 
“trophy” projects in their areas, often regardless of whether expansion 
is warranted on economic grounds. Incentives and rewards at local 
government level are often still linked to physical growth targets rather 
than to more meaningful economic and social objectives. Likewise, state 
enterprises face incentives that are biased toward investment. They do 
not pay dividends and direct their retained profits (estimated at more 
than $70 billion in 2005) toward capital expansion that may not satisfy 
basic economic tests. In a context of investment-led growth, investors’ 
expectations may have exacerbated difficulties. In lifting short-run output 
and income, high investment rates may have provided unreliable signals 
of the longer-term viability of capital spending. 

Income inequalities form the second structural weakness. For 
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2.8.12  Labor indicators
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The 11th Five-Year Program calls for a rebalancing of the 
economy. In this context, a recent debate has arisen about 
the need to shift the contributions of private consumption 
and investment in aggregate demand, especially with a 
view to increasing the role of the former. There are two 
important issues to consider in evaluating the likelihood 
of significant rebalancing in a relatively short period of 
time. 

The first is that, as Box figure 1 shows, the shares of 
private consumption and investment in GDP have moved 
in opposite directions for many years, with the share 
of investment increasing from an average of about 20% 
in the 1950s and early 1960s to about 45% recently. In 
contrast, the share of private consumption has decreased 
from an average of about 60% of GDP during the earlier 
period, also to about 45%. A relatively low consumption 
ratio is one factor in the country’s widening trade surplus 
and buildup of foreign exchange reserves. 

A high level of domestic investment has been 
supported by an even higher rate of savings. For many 
households, lack of reliable social welfare (e.g., old-
age pensions, medical insurance, and unemployment 
protection) and rising costs of education and housing 
compel saving and constrain consumption spending. 
Bank lending has leaned largely toward industry 
and infrastructure. Eventually, bank credit allocation 
practices will need to be guided by commercial and 
risk considerations. If state enterprises are required to 
pay dividends instead of reinvesting all profits, their 
government owners will have an additional source 
of funds to channel toward social development and 
consumption. Credit services for consumers (e.g., 
mortgages, credit cards, and financing for household 
appliances and cars) are rarely available outside major 
cities, and even there, market penetration is limited. 

This large transfer of resources from consumption 
into investment was in part the result of a conscious 

effort by economic managers, whose main objective 
was to maximize growth. Reversing this trend will be a 
considerable challenge. 

The second issue is that, having lifted investment 
over a protracted period, the economy is now faced with 
declining capital productivity (Box figure 2). Without 
improved allocation and greater efficiency of capital, a 
greater rate of investment will, paradoxically, be needed 
to underpin the capital accumulation required to create 
jobs. This would be better achieved through emphasizing 
the quality and efficiency of investment rather than its 
quantity.

2.8.3 Consumption-investment imbalance in the PRC economy
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example, the income ratio between urban and rural residents widened 
from 2.9:1 in 2001 to 3.2:1 in 2005 (Figure 2.8.13). To some extent, 
inequalities reflect the uneven geographic distribution of economic 
advantages, but these have been magnified by underinvestment in poor 
rural areas and restrictions on emigration of workers and their families 
from the countryside to the cities through the hukou (or residential 
registration) system. Although the growth of rural income outpaced 
that of urban areas in 2004, this was abnormal and 2005 saw a reversion 
to the pattern of previous years, as weaker grain prices and rising costs 
of agricultural inputs became a drag on rural incomes. The impact of 
new support measures, including the abolition of agricultural tax from 
1 January 2006, will increase fiscal transfers to the rural sector, and larger 

http://cama.anu.edu.au/Working%20Papers/Papers/Fan_Felipe_222005.pdf
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investments in rural infrastructure will also help. Inequality, together 
with the poverty and human suffering that it breeds, is one of the major 
challenges facing the PRC.

Although income disparities cannot be eliminated, more needs to 
be done to connect poor areas to more vibrant parts of the economy. 
This will require policies designed to improve rural productivity and 
social infrastructure. Policies that “tax” agricultural and poor regions 
and tilt the terms of trade in favor of urban areas aggravate inequalities. 
The movement of resources from the rural to the urban economy will 
continue, but better conditions and opportunities in the countryside will 
facilitate a smoother transition.

Fast growth and high investment rates have taken their toll on 
the environment—the third structural weakness. Annual average 
energy consumption rose faster than GDP in 2001–2005 (Figure 2.8.14) 
and, since coal is the primary energy source, fossil-fuel burning has 
caused widespread air pollution. It is estimated that about two thirds 
of urban residents are now living in a medium or seriously polluted 
environment. Threats to water resources and to land appear to be as 
serious. More generally, growth that favors industry and infrastructure 
has been relatively resource intensive, drawing heavily on energy and 
other commodities. For many years, the environmental impacts of 
industrialization have been exacerbated by the underpricing of land, 
energy, and water, which has encouraged overuse; by minimal investment 
in environmental infrastructure; and by weak enforcement of regulations 
governing the environment. 

Risks and uncertainties to the above medium-term growth scenario 
stem from five main sources. First are incomplete reforms in banking, 
capital markets, social security, protection of private property rights, and 
state enterprises. If the economy is to make the transition to one that 
is better balanced and efficient, these support structures for a modern 
market economy must be fully constructed. High rates of growth will 
be in jeopardy without further improvements in these areas. Second 
is the unquantifiable but potentially serious impact of avian flu. Since 
an estimated 70% of the poultry stock is raised on small farms, with 
animals and humans in close proximity, lower-income farmers are the 
most vulnerable to both the economic and health impacts of further 
outbreaks. Third, as the November 2005 leakage from the Jilin chemical 
factory proved, an environmental catastrophe can have damaging 
consequences for the economy. Fourth are growing supply shortages in 
natural resources, especially energy. These could lead to pronounced price 
rises that could seriously affect economic performance. Finally, trade 
protectionism pressures in the EU and US may yet crimp the potential for 
export growth.

2.8.14  Growth rates of energy and  
electricity consumption and of GDP
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Hong Kong, China

An acceleration in net exports led rapid economic growth in 2005, with support from domestic demand. 
Consumer price deflation—which has persisted since the Asian financial crisis—ended, while labor market 
conditions improved following several years of weakness. Economic conditions were buoyed by strong 
growth in the People’s Republic of China and by generally favorable conditions in the global economy. In 
2006 and 2007, growth is expected to edge down, in line with moderation on the mainland and rising 
domestic interest rates.

Economic performance
Gross domestic product (GDP) grew by 7.3% in 2005 and consumer prices, 
on a downward trajectory since 1998, rose by 1.1% in response to the 
broad-based economic pickup. In 2004, GDP had surged 8.6%, boosted 
by a low-base effect caused by the outbreak of severe acute respiratory 
syndrome (SARS) the year before. 

The external sector was again a key driver of growth in 2005. 
Merchandise exports rose by 11.2% in nominal United States (US) dollar 
terms, while imports grew by 10.2%. Strong merchandise trade growth 
reflects, in part, the importance of Hong Kong, China as an exit point 
for exports from the People’s Republic of China (PRC). These exports 
surged by just over 28% in 2005. Services exports, which are particularly 
important for Hong Kong, China, grew by 11.8% in nominal terms, 
outstripping 4.2% growth in services imports. As usually happens, the 
surplus on services trade (16.4% of GDP) exceeded the merchandise trade 
deficit (4.3% of GDP). The improvement in the overall trade balance is in 
line with a trend that has seen the trade balance turn from a deficit of 
3.4% of GDP in 1997 to a surplus of 12.1% of GDP in 2005. Net exports 
contributed 5.5 percentage points to the 7.3% GDP growth rate in 2005 
(Figure 2.9.1).

Export-driven growth was supported by a long-awaited and broad-
based recovery of domestic demand. Private consumption grew by 3.7% 
(contributing 2.0 percentage points to growth) and fixed capital formation 
rose by 3.9% (contributing 0.9 percentage points), picking up strongly 
toward the end of the year. Capital investment was focused largely on 
machinery and software, rather than on buildings. However, reflecting a 
conservative fiscal stance, government consumption fell by 3.0%.

On the production side, services, which constitute 87% of real GDP, 
grew by 8.0% in 2005 (Figure 2.9.2). Among services activities, the key 
drivers of growth were import and export trade (which accounts for about 
23% of real GDP); financial services and insurance (14%); transportation 
and storage (8%); and business services (4%), each of which grew by 
7.5–14.3%. Both the rising shares of these activities, and changes in the 
shares of its trading partners (Figure 2.9.3), show that the economy is 
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increasingly oriented to the provision of financial, commercial, and 
logistics services to PRC companies, especially exporters. Increased 
trading on the Hong Kong stock exchange also points to the expanding 
role of Hong Kong, China in raising finance for mainland companies 
(Figure 2.9.4).

Tourism remains important to the services sector, and arrivals rose 
by 7.1% to 23 million in 2005. An increase in arrivals in the past 2 years 
marks, among other things, a rebound from the SARS outbreak in 2003 
and the liberalization of PRC travel restrictions on visits to Hong Kong, 
China. Rising prosperity in the PRC has also contributed to rising tourist 
numbers, while growth in the number of non-PRC tourists remains 
robust as well.

In the earlier part of the year, expectations for appreciation of the 
yuan fueled capital inflows into Hong Kong, China and the mainland. 
Under the linked exchange rate system, these capital inflows led to 
an expansion of the monetary base and hence lower domestic interest 
rates. In order to anchor market expectations on the strong side of the 
exchange rate link, the Hong Kong Monetary Authority introduced 
three refinements to the system in May. It introduced an undertaking 
to sell Hong Kong dollars for US dollars at HK$7.75/US$, while the 
undertaking to buy Hong Kong dollars was shifted from the rate of 
HK$7.8/US$ to HK$7.85/US$, creating a convertibility zone defined by the 
two undertakings. These refinements are conducive to currency stability, 
and experience since the introduction suggests that they are effective in 
ensuring that domestic interest rates track US rates more closely. Local 
rates rose following their introduction. Over 2005, the prime lending rate 
rose from 5.00% to 7.75%, reflecting rising US interest rates and the Hong 
Kong dollar’s link to the US dollar. 

Property prices, which bottomed out in the second half of 2003, 
rebounded in 2004 and continued to climb through the first half of 2005, 
before softening a bit later in the year in response to rising interest rates. 
Purchase prices for residential property rose by 5.8% in December from a 
year earlier, while corresponding rental rates grew by 12%. Rents for retail 
space rose modestly, in contrast to falling purchase prices. Commercial 
property prices appreciated, as rents for “grade A” office space rose by 
39% year-on-year to December, clearly reflecting a tightening market. 
Concurrently, the construction sector contracted by 4.4%. This sector’s 
share in output has been on a downward trend since the Asian financial 
crisis of 1997–98. There is a wide array of views on the causes of the 
property price movements and the slump in construction. Some analysts 
view the recent price increases as a shift toward a sustainable equilibrium 
in the property market, others as evidence of a growing problem. 
Accordingly, there is significant uncertainty regarding the future pace of 
construction activity and forward path of property prices.

On the back of strong economic growth, unemployment fell from 
6.6% in the last quarter of 2004 to 5.3% a year later. Real hourly earnings 
in most sectors have declined since 2003, though 2005 saw some signs 
of stabilization (Figure 2.9.5). The decline in real hourly earnings is 
more pronounced among wage earners, rather than salaried workers. (A 
depiction of the payroll index, which includes increasingly widespread 
bonuses, would however show a moderate increase in real earnings.) 
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No matter which payroll index is used, real earnings showed signs of 
stabilizing, or improving, in 2005. Unemployment also continues to 
be of greater concern in blue-collar occupations (Figure 2.9.6). These 
trends reflect increasing pressure from low-skill labor and abundant 
infrastructure to support manufacturing in the PRC, and the consequent 
shift of the local economy into higher-skill services.

The Closer Economic Partnership Arrangement (CEPA) between 
the two economies, implemented in January 2004, was expanded in 
2005 and again in 2006. Under the latest version, all Hong Kong, China 
merchandise that meets CEPA rules of origin enjoys tariff-free access 
to the mainland market. Even though the PRC is to reduce tariffs on 
imports from other sources so as to meet its World Trade Organization 
(WTO) commitments, Hong Kong, China firms can benefit both from a 
first mover advantage in the PRC, and from below-WTO tariff levels in 
some product categories under CEPA. 

Banks have increased offerings of yuan-denominated personal 
banking, currency exchange, and credit-card services. The authorities 
are in discussion with those on the mainland regarding proposals for 
settlement of cross-border trade in yuan and issuance of yuan bonds 
in Hong Kong, China. Meanwhile, the revenue mix of banks has 
continued to shift in favor of services rather than interest earnings. 
Local capital markets saw a record HK$165.7 billion raised through 
initial public offerings in 2005, mainly by mainland companies. An 
aging local population, and the rapidly growing wealth of clients in the 
PRC with easier access to Hong Kong, China, have led to an upsurge in 
wealth-management services.

The authorities expect fiscal surpluses in FY2006 (ended 31 March 
2006) in both the operating and consolidated accounts for the first time 
in 8 years. Cuts in the public payroll together with higher than forecast 
tax revenues, supported by rapid economic growth and land and property 
appreciation, underpin the expected surplus. Land sales and stamp duties 
account for about one fifth of revenues.

Economic outlook
In addition to the baseline assumptions for the world economy outlined 
in Part 1, the forecasts assume that the PRC economy will continue its 
robust growth in 2006 and 2007 and that its merchandise trade volumes 
will continue to expand at close to 20% (see the chapter on the PRC in 
Part 2). Further interest rate increases in the US in the first half of 2006 
are expected to put upward pressure on domestic lending rates. 

Prospects for 2006 and 2007
An end to consumer price deflation, rising incomes, and the tightening 
labor market all point to support for private consumption spending in the 
next 2 years, though growth of domestic investment may be tempered by 
higher real interest rates and other cost factors. Government consumption 
spending is unlikely to show significant growth. Overall, domestic 
demand will provide a firm foundation for demand growth, and domestic 
spending is forecast to grow by 3.5% in 2006 and by 3.3% in 2007. External 
demand, particularly for services, will continue to drive growth, as the 

2.9.1 Selected economic indicators

2006 2007

GDP growth 5.5 5.0 

Inflation 2.5 2.5 

Current account balance 
(% of GDP)

11.0 10.0 

Source: Staff estimates. 

2.9.6 Unemployment rate by previous 
industry, 3-month moving average

0

5

10

15

20

Overall
Financing, insurance, real estate, and
business services
Construction
Manufacturing

05032001 9997 1995

%

Source: Census and Statistics Department, available: http://
www.censtatd.gov.hk/hong_kong_statistics/statistical_
tables/index.jsp?charsetID=1&subjectID=2&tableID=009, 
downloaded 17 February 2006.



12�    Asian Development Outlook 2006

economy continues to enjoy the advantages of being a financial and 
commercial portal for the PRC. This year is expected to be another 
good year for listings by mainland companies, and the steady stream of 
multinational and PRC companies establishing corporate offices in Hong 
Kong, China is likely to be sustained. Trade flows will once again be 
fortified by reexports to and from the PRC. On the strength of solid trade 
and income surpluses, the current account surplus is forecast at 11.0% of 
GDP in 2006 and 10.0% in 2007 (Figure 2.9.7).

The Government should be able to meet its goal of keeping the fiscal 
account balanced in 2006 and 2007, as tightened spending and economic 
growth will at least partially offset cuts in tax rates. The authorities also 
propose launching a public consultation on the introduction of a goods 
and services tax. The levy would shift the tax burden away from income, 
land, and profits, and would widen the tax base.

In these generally favorable conditions, GDP growth is forecast to 
soften to 5.5% in 2006 and to about 5.0% in 2007, a level roughly equal to 
the economy’s medium-term growth potential (Figure 2.9.8). For the most 
part, the easing of growth reflects the maturing recovery domestically, a 
gradual slowing of trade and income growth in the PRC, and the effects 
of higher interest rates in the US. Consumer price inflation of 2.5% is 
expected for the next 2 years as a result of tightening labor and land 
markets, and rising energy prices (Figure 2.9.9).

These projections are subject to various risks. Clearly, if there were 
to be an unexpected downturn in global growth and trade, the economy 
would be particularly susceptible as an international trade and financial 
hub. Higher than anticipated interest-rate rises in the US, which might 
occur if inflationary threats flare up in the US or a US dollar depreciation 
raises long-term interest rates, are another risk. And, while local 
companies are generally in good financial shape, a significant softening 
of external demand would hit earnings and the increased tightness in the 
market for office space would be more likely to have adverse effects. 

If avian flu becomes easily transmissible from human to human, the 
high population density could lead to a particularly high infection rate. 
Also, as seen in the 2003 SARS epidemic, the dominance of the services 
sector and tourism, both activities that rely on person-to-person contact, 
would likely mean that the economy would suffer disproportionately. 
According to ADB estimates, the Hong Kong, China economy suffered 
an output loss of approximately 2.9% of GDP due to the SARS epidemic, 
much of which can be attributed to its defensive and psychological effects 
on economic behavior.

2.9.8 GDP growth
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Republic of Korea

A recovery in private consumption, spurred by rising real earnings, supported 4.0% growth in 2005. Larger, 
export-oriented firms are likely to expand fixed capital investment this year, but some smaller firms face 
constraints in lifting investment. Growth in 2006–2007 is expected to pick up to average 5.0%, provided 
that investment strengthens. In the medium term, trend growth is forecast at 4.5–5.0%.

Economic performance
Consumer credit problems in 2003 caused a sharp deterioration in 
consumer finances and confidence, pulling down the growth rate and 
leaving household debt at approximately 130% of household disposable 
income—a level that remains broadly unchanged today. Although the 
economy rebounded in 2004, registering 4.6% gross domestic product 
(GDP) growth on the strength of a 19.7% expansion in exports, domestic 
private demand remained weak.

In 2005, private consumption staged a robust recovery, growing 
by 3.2% and contributing 1.6 percentage points to GDP growth of 4.0% 
(Figure 2.10.1). Government consumption expanded by 4.0%, and the 
external sector provided further momentum, driven by 8.8% export 
growth. But capital investment growth in 2005 remained weak. Soft fixed 
capital investment, coupled with yet higher oil prices, and somewhat 
softer support from exports than in the previous year, explain the modest 
deceleration in growth in 2005.

Robust growth in the volume of world trade and improvements 
in the competitiveness of large firms in the Republic of Korea (Korea) 
underpinned growth in exports. Korean electronics and automobiles 
continue to make inroads into markets with newly forming middle 
classes—People’s Republic of China (PRC), India, and Mexico were 
among the countries with which Korea’s trade position improved 
substantially in 2005. Despite solid export performance though, high 
import growth, due in large part to rising oil prices and the recovery of 
domestic demand, squeezed the trade surplus to $33.5 billion and reduced 
the current account surplus to 2.1% of GDP. Meanwhile, a bullish stock 
market, as well as optimism over the economy and currency, contributed 
to an appreciation of the won, which strengthened by 2.4% against the 
dollar in 2005 and appreciated further against both the dollar and yen in 
early 2006 (Figure 2.10.2).

Investment has largely been supported by the capital spending 
of large, export-oriented firms. By contrast, investment by small and 
medium enterprises (SMEs), which employ more than 80% of the 
workforce, continues to lag. The large firms have strengthened their 
balance sheets following corporate restructuring. They have increasingly 
turned to cheaper suppliers in the PRC for inputs that were previously 
sourced from Korean SMEs. The heightened competition is inhibiting 
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investment by those Korean SME parts manufacturers and service 
providers that serve the large exporters. Meanwhile, SMEs selling services 
to domestic consumers have been restrained in their investments, due to 
delays in the normalization of demand for services. However, domestic 
demand for services is now recovering.

Real monthly earnings rose by 1.3% in 2005, continuing an upward 
trend, and the length of the work week fell by 1.2%, implying a 2.5% 
increase in real wages. The unemployment rate rose to 3.7% in 2005 from 
3.5% in 2004 (Figure 2.10.3). These trends suggest that, while the labor 
market is supporting growth in earnings, which should help maintain 
economic expansion, it is not tightening. Accordingly, despite higher 
prices for imported oil, price pressures were moderate in 2005. Consumer 
price inflation fell by nearly 1 percentage point to 2.7%, in part reflecting 
recent increases in interest rates. 

Economic outlook
Projections for the next 2 years rest on four assumptions. First, 
international semiconductor and electronics demand will provide strong 
support in 2006. Second, fiscal policy will not provide much support 
from the demand side, though tax revenues are expected to cover gradual 
increases in social spending associated with an aging population. Third, 
the Bank of Korea will continue to set policy interest rates to contain 
inflationary expectations. (Further rate rises are likely in 2006 if growth 
accelerates and inflationary pressures mount. The central bank targets 
an inflation rate of 2.5–3.5%, has forecast inflation in 2006 at just over 
3%, and has raised interest rates three times in 5 months, most recently 
in February 2006.) Fourth, the won will not appreciate much beyond its 
recent rate of around 970 to the dollar.

Prospects for 2006 and 2007
Growth is expected to accelerate to 5.1% in 2006 on the back of stronger 
consumption and investment. On the assumption that cyclical support to 
growth eases as 2006 progresses, growth is projected to soften to 4.9% in 
2007. (Medium-term prospects are given in Box 2.10.1.) 

Double-digit export growth is expected in 2006 on the strength of 
a recovery in global electronics sales and a favorable global economic 
environment. However, export growth would likely be tempered by any 
further appreciation of the won against the dollar or yen. (Given that 
Japanese and Korean products in the electronics and automotive sectors 
compete in similar markets, and the strong competition between Korean 
SMEs and dollar-linked PRC companies, both yen and dollar exchange 
rates influence the competitiveness of Korean exports.) The robust 
recovery in domestic demand and recent won appreciation will drive an 
increase in imports, potentially shrinking the trade surplus and pushing 
net foreign income into the red. Accordingly, the current account surplus 
is forecast to decline to about 1% of GDP in 2006, and hold at roughly 
that level in 2007 (Figure 2.10.4). 

Investment by large exporting firms is expected to rise more quickly 
in 2006, driven largely by the need to expand capacity to meet growing 
export and domestic consumption demand. This investment is likely 
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Why do mature economies grow more slowly than those of 
dynamic developing countries? What can be learned from 
the experiences of the former that might be applied to 
understand what will probably happen to Korea?

Typically, as economies mature and undergo structural 
transformation, their potential for growth declines. There 
are two principal features of this structural transformation. 
The first is that the composition of gross domestic product 
(GDP) tends to change. Indeed, as economies grow and 
mature, the share of agriculture falls while the shares of 
industry and services rise (though there are exceptions). 
This is a consequence of the fact that the income elasticity 
of demand for agricultural output is typically less than 
one, while those for industrial output and services are 
typically greater than one. Hence, as income rises, the 
demand for agriculture grows less than proportionately, 
leading to a smaller share of that sector. Moreover, at 
some point after an economy takes off, the industry 
sector starts growing relatively fast. The rise in the share 
of industry is accompanied by a significant acceleration 
of overall growth. This is mainly the result of investment 
for industrialization, which leads to capital accumulation. 
As the rate of capital accumulation decelerates over time 
and the economy starts approaching maturity, the services 
sector takes over as the main driver.

The second feature of the structural transformation is 
that the allocation of labor across sectors changes. This 

stems in part from the varying demand for the output of 
the three sectors, as determined by the income elasticities 
of demand, and in part from supply factors represented 
by the rates of growth of labor productivity in the sectors. 
Generally, labor productivity is lowest in agriculture and 
highest in industry. Hence, part of the acceleration of 
growth in the early stages is due to the shift of labor out 
of agriculture to the other sectors. Similarly, part of the 
deceleration of growth in the later stages is due to the shift 
of labor from industry into services.

Elements of these two long-run processes can be 
detected in the evolution of the Korean economy. To 
modernize, over the past 30 years the country has made 
huge investments in infrastructure (e.g., airports, roads, 
ports). During this period, its rates of gross fixed capital 
formation accelerated, rising from around 15% of GDP 
in the early 1960s, to a peak of around 35% in the early 
1990s. This acceleration, together with a relatively high 
productivity of capital, led to very high rates of capital 
accumulation. High domestic savings rates, which more 
or less tracked the investment rates, largely supported 
the burgeoning investment needs. Now that these large 
investments are in place, new investment requirements have 
decreased. A lower share of capital formation in output will 
likely restrain capital accumulation from now on.

Mechanization, facilitated by high rates of investment, 
underpinned large increases in Korean labor productivity 

2.10.1 Medium-term prospects and trend growth rate

to be funded through firms drawing down cash surpluses on their 
balance sheets. Investment by export-oriented SMEs may continue to be 
constrained by competitive pressures from the PRC. Services-oriented 
SMEs are likely to expand investment in response to strengthening 
demand from domestic consumers. The upswing in economic growth 
may lead to some tightening in the labor market. In the context of the 
forecast expansion in the real economy and the baseline monetary policy 
assumptions, inflation rates for 2006 and 2007 are forecast at 3.0% and 
2.8%, respectively (Figure 2.10.5).

Industrial production and consumer demand data reported for early 
2006 suggest that growth could surprise on the upside. But investment by 
export-oriented SMEs remains weak. In response to strong competition 
from the PRC, pressures for structural changes in the SME sector are 
building. Facilitating such adjustments, while supporting the recovery 
in domestic demand, will be a key policy challenge. The Government is 
revising the targeting of long-standing credit-guarantee schemes to SMEs, 
which cover a substantial portion of bank loans to approved firms, with a 
view to fostering innovation among SMEs. If successful, this would help 
SMEs carve out market niches and avoid head-on competition with PRC 
suppliers. The competitiveness of export-oriented SMEs would, though, be 
tested further by additional appreciation of the won. 
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2.10.1 Medium-term prospects and trend growth rate (continued)

growth. During the 1970s and 1980s, real wage rates grew 
at above 10% a year, partly as a result of this process and 
partly because of policy and institutional measures that 
improved the efficiency of the economy. The movement 
of workers out of lower-productivity jobs in agriculture 
and the informal sector into manufacturing and industry 
in general also boosted overall productivity. Now that 
opportunities for technological catch-up have been largely 
exploited, and service activities have a growing share in 
Korean output, aggregate labor productivity growth will 
decline (Box figure 1), and opportunities for productivity 
growth will increasingly depend on technological advances.

Finally, demographics are important in setting the 
tempo of output growth. Over the past 30 years, Korea 
reaped a “demographic dividend” as the ratio of the 
working age population to the number of dependents 
increased. Given its rapid rate of capital accumulation, 
Korea was successful in providing new jobs for a fast-
growing labor force. But, as the demographic transition 
reached completion, this source of growth also came to 
an end. Indeed, as the population starts to age, the high 
costs of pensions and health care for an aging population, 
coupled with reduced labor force participation, act as a 
“tax” on growth.

A simple growth-accounting framework can be used 
to think about Korea’s growth rate potential.1 Assuming 
that the share of fixed capital formation stays at about 30% 

of GDP, which has been its approximate level since the 
1997–98 Asian financial crisis, and that capital productivity 
remains steady at current levels (which it has done since 
the crisis), this would imply that the capital stock would 
grow at about 5% a year. Demographic changes, which 
are very slow moving, indicate that employment can grow 
by about 0.5% a year over the next 5 years. Reasonable 
assumptions about potential wage growth, profit growth, 
and distributional parameters then imply a potential 
GDP growth rate of 4.5–5.0% in the medium term. 
This estimate is still substantially higher than those for 
most other economies in the Organisation for Economic 
Co-operation and Development, but significantly lower 
than the impressive growth rates Korea achieved in the 
past (for example, roughly 8% in the mid-1980s). Box 
figure 2 shows the slow deceleration in trend growth. 

It follows that the country will have to make efforts at 
translating further investment into technological advances 
that guarantee growth. 

1 From the income side of the national income and product 
accounts, the GDP growth rate is computed as the sum of the 
weighted growth rates of the capital stock, employment, real wage 
rate, and real profit rates, where the weight of the growth rates of 
capital stock and the real profit rate is the share of capital in GDP, 
and the weight of the growth rates of employment and the real wage 
rate is the share of labor in GDP.
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Mongolia

In 2005, the economy grew at a robust 6.2%. High global prices for copper and gold boosted the mining 
industry, but manufacturing was hit by the end of global textile and clothing quotas. Inflation rose to 
double-digit levels. Growth in the medium term is projected at around 5%. Given its narrow base, the 
economy remains vulnerable to swings in the prices of a few commodities and to weather conditions. 
Stronger links to neighboring markets would facilitate development.

Economic performance
Gross domestic product (GDP) grew by a solid 6.2% in 2005, although 
this was below the very rapid pace of 2004 when GDP surged on the 
rebuilding of livestock herds and expansion of mining. The services sector 
made the biggest contribution to growth in 2005 (Figure 2.11.1.), bolstered 
by increased tourism and transit trade. Agriculture also contributed 
to growth. However, industrial production was hit by cutbacks in the 
clothing industry after the end of global quotas in major export markets 
(Box 2.11.1) The mining subsector was supported by high world copper 
and gold prices and foreign direct investment.

Inflation, spurred to double digits by higher prices for fuel, utilities, 
and food, eased later in the year as food price inflation slowed. Imports of 
lower-priced consumer goods from the People’s Republic of China (PRC) 
reduced prices of clothing and footwear. Consumer inflation averaged 
12.7% in 2005. Broad money growth (Figure 2.11.2) exceeded growth of 
nominal GDP. The Bank of Mongolia, which had been selling central 
bank bills to contain growth in broad money, held back from this practice 
in 2005. Net domestic credit continued to rise rapidly, particularly to 
the wholesale and retail trading, construction, and mining industries. 
The nonperforming loan ratio at banks increased as credit expanded, 
heightening concerns about related-party lending and corporate 
governance at banks. Nevertheless, confidence in the financial system 
improved, and the savings rate continued its recovery from a sharp 
decline after banking crises in the 1990s. 

Increased corporate tax revenues, a result of the robust economic 
growth and higher commodity prices, swung the budget into a surplus 
equivalent to 2.7% of GDP (Figure 2.11.3), the first surplus in many years. 
Expenditure was broadly maintained as announced in the 2005 budget. 
An assistance program for poor families with children, which cost about 
1% of GDP, was put under review to assess whether it effectively reaches 
the needy.

Strong copper and gold export prices also helped shrink the trade 
deficit to an estimated $95 million (Figure 2.11.4). Mongolia’s exports 
comprise mainly minerals, cashmere, and clothing, with the PRC buying 
more than half of the total. Shipments of clothing plunged last year as 
predominantly foreign-owned textile companies stopped production 
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2.11.1 Loss of trading preferences—and potential growth areas

The end of international clothing quotas resulted in the closure of 
many clothing manufacturers and the loss of significant employment 
in Mongolia. This experience illustrates the risk in basing trade on 
preferences. 

The clothing industry was built on foreign direct investment, mostly 
from the People’s Republic of China (PRC), motivated primarily by the 
absence of quota restrictions on imports from Mongolia under World 
Trade Organization agreements. Exports, dominated by products for 
which quota utilization rates of the PRC were high, were aimed primarily 
at the United States market. Clothing exports grew rapidly over 2000–
2004 to 11.3% of total exports, and the industry employed an estimated 
20,000 Mongolian workers, mostly women, as well as illegal immigrants. 
During 2005, most of the PRC-based producers stopped production in 
Mongolia and almost half of the workers lost their jobs. The Government 
tried to support the industry by reducing clothing makers’ social security 
contributions and exempting them from import taxes on raw materials, 
but these measures failed to arrest the decline. Clothing exports to the 
United States dropped by about 40% in value in 2005, and total clothing 
exports plunged by nearly 60%. The high import content (almost 70% of 
export value) limited the damage to the trade deficit, but the social and 
employment impacts were serious. 

A large foreign stake in the clothing industry, in itself, does not 
explain this outcome, as other countries with foreign ownership were 
able to increase exports. A possible explanation is that investments in 
the Mongolian clothing industry were undertaken under an implicit time 
horizon that ended with the full implementation of the Agreement on 
Textiles and Clothing on 31 December 2004. It is likely that with most of 
their equipment fully depreciated and faced with the choice of renewing 
their investments or ceasing production and relocating to sites where 
costs are lower, most investors followed the latter path. This reflects the 
basic competitive disadvantages of Mongolia posed by its distance from 
major markets, reliance on imported raw materials, lack of infrastructure, 
and poor skills base. The sudden contraction in production and exports 
of clothing, and subsequent loss of jobs, have highlighted the importance 
of developing trade on the basis of comparative advantage, because 
preferences or concessions cannot be counted on in the long term to 
overcome basic disadvantages. 

The economy may well have a comparative advantage in the resources 
of its remote areas, particularly the western region, which accounts for 
over 30% of national livestock. Most of this was raised organically, and 
has the potential to target niche markets in Europe and the Middle East. 
This region is also well positioned to supply food to the PRC, Kazakhstan, 
Kyrgyz Republic, and the Russian Federation. It also has considerable 
potential for tourism, given the area’s cultural diversity and natural beauty. 
However, as the remote areas often have fragile natural environments, 
environmental protection measures that involve cooperation with 
neighboring economies should be part of development plans. 
Development will depend on establishing stronger links to these relatively 
nearby markets, as well as building the capacity to access distant markets. 
Improved transport to neighbors, combined with cross-border agreements, 
would be a first step. Additional transit agreements, harmonization of 
customs procedures, and other trade facilitation measures would reduce 
transaction costs that form a barrier to trade. 

2.11.3 Budget balance

-8

-4

0

4

050403022001

% of GDP

Source: Ministry of Finance.

2.11.4 Trade indicators

0

10

20

30

40

50

0

50

100

150

200

250

Trade deficitImport growth

Export growth

050403022001

$ million%

Source: National Statistical Office.

2.11.5 Foreign direct investment

60

80

100

120

140

050403022001

$ million

Sources: Asian Development Outlook database; International 
Monetary Fund, Article IV Consultation on Mongolia, 
November 2005.



Asian Development Outlook 2006    13�

after the global textile and clothing trade quota system ended on 
31 December 2004. The net impact on total trade was modest because 
most inputs for clothing manufacture are imported. The smaller trade 
deficit, together with capital flows into mining, remittances, and tourism 
receipts, narrowed the current account deficit for a third consecutive 
year. The togrog remained relatively stable against the United States 
dollar in 2005, implying a real effective appreciation of about 4%, which 
reflects the higher mineral export prices, remittance and foreign direct 
investment inflows (Figure 2.11.5), and the rebuilding of foreign reserves 
(Figure 2.11.6).

Economic outlook
This analysis assumes that prices of copper and gold—the most important 
of Mongolia’s commodity exports—will decline from the highs reached 
in 2005. The price of cashmere is expected to remain stable, while 
price increases for imported oil are expected to moderate. The baseline 
assumes that the Government will sustain supportive fiscal policies and 
that any policy changes will not be an additional constraint to private 
sector development. Another important assumption is that the Bank of 
Mongolia tightens monetary policy, resuming its sale of bills as needed to 
rein in inflation, and maintains confidence in the banking system. 

Prospects for 2006 and 2007
GDP growth in 2006 is projected at 6.0%, slowing to 5.0% in 2007 
(Figure 2.11.7), as the livestock sector returns to its trend growth rate after 
high volume-led growth over 2004–2005. An expected easing in high 
global copper prices is likely to affect growth in mining. Income from 
tourism is expected to rise in 2006 as Mongolia holds celebrations for 
800 years of statehood. Transport and telecommunications are projected 
to expand, with an increase in transit trade and extension of telecoms 
services to the growing urban population. 

After last year’s surge in prices, inflation is forecast to decelerate to 
5.5% in 2006 (Figure 2.11.8) because of reduced upward pressure from oil 
prices and expected policy action by the Bank of Mongolia, primarily 
through market transactions. The current account deficit should be fairly 
stable at around 8.5% of GDP.

Medium-term outlook
GDP growth over 2006–2010 is forecast to average about 5%. The primary 
sector is likely to be a more significant contributor to growth in this 
period. Some medium-sized mines are expected to increase output and 
new mineral deposits have been discovered, though their commercial 
viability has yet to be established. Development of larger mineral deposits 
may be constrained by weaknesses in infrastructure, including power 
and transport, and by the capacity and commitment of some holders of 
exploration licenses to develop large deposits. The livestock sector is likely 
to maintain its trend growth.

In the services sector, tourism, transport, and telecoms are expected 
to expand over 2006–2010. Growth in tourism could get a lift over the 
medium term from private sector investments in tourist facilities for this 
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year’s 800th anniversary celebrations. Transit trade should be encouraged 
by the signing of an agreement between Mongolia, PRC, and the Russian 
Federation in late 2005. PRC–Russian trade that currently goes via 
Kazakhstan is expected to be diverted through Mongolia, provided that 
improvements in infrastructure are made. Development of manufacturing 
and other nonresource industries will depend partly on overcoming low 
labor productivity through education and training.

Mongolia’s narrowly based economy is vulnerable to weather-
related natural disasters and declines in commodity prices. Agricultural 
production depends heavily on the weather, which in the past has 
destroyed as much as 20% of the livestock herd, exacerbated rural 
poverty, and cut economic growth. Natural disasters also strain the 
budget and derail development programs, as they did in 2000–2002. 
The recent credit expansion and associated rise in nonperforming loans 
have increased the vulnerability of the banking system. As Mongolia 
accelerates the exploitation of its mineral resources, so the risk of 
environmental harm increases, particularly given that safeguards are not 
yet adequate.

2.11.8 Inflation
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Taipei,China

The upturn in the global electronics cycle lifted the economic growth rate in late 2005, after a soft first 
half to the year. Private investment contracted, weighed down by weak electronics exports in the first half, 
but private consumption continued to expand. Inflation picked up and, partly as a result, the authorities 
are nudging the discount rate higher. The likely continued upswing in the electronics cycle in 2006 will 
assist exports, investment, and growth, though growth may moderate later in the year.

Economic performance
Driven by the cyclical swing in global demand for electronic goods, 
year-on-year growth slowed through the first and second quarters of 
2005 before edging up in the third and then picking up strongly in the 
fourth. For the year as a whole, the economy expanded by 4.1%, down 
2 percentage points from 2004. The slowdown stemmed mainly from 
decelerating growth in merchandise exports, to 8.8% from 20.7% in 2004. 
Merchandise import growth fell even more sharply, to 8.5% from 32.5%, 
reflecting weak domestic investment demand. As a result, net exports in 
national accounts terms expanded by 27.6% and contributed 2.5 percentage 
points to gross domestic product (GDP) growth (Figure 2.12.1). 

Private consumption, which accounts for about 62% of GDP, grew 
by 3.0% in 2005, similar to its pace of growth in recent years, and 
contributed 1.8 percentage points of GDP growth. Consumer confidence 
has crept up on the back of continued improvement in employment. 
Rapid expansion of consumer credit over several years has also lifted 
consumer spending. 

Government consumption and investment grew marginally by 
0.7% and 0.3%, respectively, reflecting the authorities’ efforts to tighten 
expenditure. Fixed investment by public enterprises grew robustly by 
17.2%, but this was partly offset by a 1.3% fall in private investment, 
resulting in a modest 0.5% gain in total fixed investment. 

Private investment usually tracks the export cycle, but this was not 
the case in 2005, when exports turned up in the second half and private 
investment fell (Figure 2.12.2). This may have been a consequence of a 
sharp expansion of production capacity in 2004, enabling manufacturers 
to meet higher export demand in the second half of 2005. Overall, total 
investment (including inventory investment) shaved 0.3 percentage points 
from GDP growth in 2005.

From the sector perspective, agriculture contracted by 4.1% in 2005 
owing to severe typhoons and floods. Manufacturing grew by 5.8%. 
Electronics, despite weak performance in the first 2 quarters, remained 
the key driver of manufacturing expansion. Construction, which had 
expanded in 2004 after 6 years of decline due mainly to excess housing 
supply, was flat in 2005. Services, led by the wholesale and retail 
trading and restaurant subsectors, grew by 3.8%, a sign of the strength 
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of consumption demand. Reflecting relatively rapid price increases in 
the sector, the nominal growth of services continued to outpace that of 
industry, so that the share of services in GDP on this basis has in 20 years 
climbed to about 74% from 50%, while the share of industry has declined 
to about 25% from 40% (Figure 2.12.3). The relocation of some traditional 
manufacturing production in recent years to low-cost economies, such as 
the People’s Republic of China (PRC), has contributed to the decline of 
industry.

Severe typhoons caused significant increases in food prices, pushing 
consumer inflation up to an average of 2.3% in 2005. However, core 
inflation remained tame at 0.7%. The direct effect of high global oil 
prices has been muted by appreciation of the New Taiwan dollar (NT$) 
and price regulation of transport services and power. Also, closer 
integration with the PRC economy has led to an inflow of lower-priced 
manufacturing imports, which has helped damp inflation in recent years. 
Employment rose by 1.6% and the unemployment rate fell to 4.1%, a 5-year 
low. However, average earnings of nonagricultural workers rose by just 
1.4%, below the inflation rate. 

In the context of low and negative real interest rates, and the pickup 
in inflation, the monetary authorities gradually shifted to a more 
neutral policy stance to help achieve price stability and prevent capital 
misallocation. The Central Bank of China raised its benchmark discount 
rate by 12.5 basis points in each quarter of 2005, bringing this key rate 
to 2.25% from 1.75% at end-2004 (Figure 2.12.4). Given an abundance of 
funds in the banking system, monetary conditions were hardly affected 
by these mild rate rises. The interbank call loan rate rose by 25 basis 
points, while the base lending rate of the banking system rose by 33 basis 
points. Growth in broad money (M2) slowed from 7.4% in 2004 to 6.5%, 
still near the high end of the central bank’s 3.5–7.5% target range. 

Domestic credit expanded by 8.0%, underpinned by increased lending 
both to businesses and to individuals. Outstanding consumer loans 
at year-end were up by 12.8% from 12 months earlier. Banks tightened 
lending policies during the year on concerns of a rise in nonperforming 
credit card loans, following a significant increase in the number of credit 
cards issued.

The merchandise trade surplus rose to $18.0 billion in 2005, but the 
current account surplus narrowed to $16.4 billion, equivalent to 4.7% 
of GDP, due mainly to increased outward remittances of investment 
income. A surge in net inflows of portfolio investment was more than 
offset by increased loans to foreign banks, resulting in a reduced financial 
account surplus. Gross international reserves rose to $253.3 billion. A 
heavy volume of foreign funds into stocks, driven by an improvement 
in international investor sentiment (investors were underweight the 
Taipei,China stock market compared with others in Asia) and speculation 
on revaluation of the PRC yuan contributed to an abundance of liquidity 
and strength in the currency. The New Taiwan dollar appreciated by 3.9% 
against the United States dollar in 2005 in year-average terms, and its real 
effective exchange rate appreciated by 0.2%. 

Fiscal consolidation efforts, combined with the impact on revenues 
of economic expansion over the past 4 years, lifted general government 
revenue by an estimated 8.5% in 2005, while total expenditure declined 
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by 1.0%. As a result, the budget deficit continued to shrink (Figure 2.12.5), 
to 1.0% of GDP. The ratio of outstanding central government debt to 
GDP stood at 32.1% at end-2005, marking recent years’ financing of 
budget deficits. 

Economic outlook
The economy relies heavily on the world market, especially for 
electronics. External conditions in 2006 are expected to be favorable, 
with the current buoyancy in consumer electronics likely to continue 
over most of the year. On the domestic front, fiscal policy in 2006–2007 
is expected to tighten further to check the rise in government debt. The 
introduction this year of the “alternative minimum tax” (Box 2.12.1) is 
likely to lift revenue in 2007 and beyond. The Central Bank of China 
is expected to raise interest rates at a modest pace in 2006 to contain 
inflationary pressure and to narrow the interest rate gap with the United 
States. (It raised the discount rate by 12.5 basis points in March.)

Based on these assumptions, economic growth is forecast to 
strengthen to 4.4% in 2006 (Figure 2.12.6) on the back of sustained world 
economic expansion, a continued upswing of the global electronics cycle, 
and a pickup in domestic investment. Growth momentum may ease 
to 4.0% in 2007, largely reflecting a softening in worldwide electronics 
demand. 

Domestic demand is likely to assume a bigger role in supporting 
growth in the next 2 years. Private investment, which lagged the export 
upturn in the second half of 2005, is expected to rebound in the first half 
of this year as manufactured exports remain buoyant. Capacity utilization 
rates of manufacturing firms rose to a high 81.2% in December last year, 
which also supports hopes of an increase in manufacturing investment. 
Private consumption is forecast to sustain its steady rate of growth owing 
to continued employment generation and possible gains in real wages that 
might result from the tighter labor market. A pickup in property prices 
may also support consumer spending through positive wealth effects. 

The increase in credit card debt defaults, while having a social impact, 
is unlikely to be a serious threat to growth in consumption or to financial 
sector stability. The nonperforming loan ratio for credit cards rose to 2.4% 
at year-end, from 2.0% in December 2004. Banks wrote off the equivalent 
of $2.2 billion of bad loans on credit cards in 2005. As for external 
demand, solid growth in exports is expected, but stronger import growth, 
driven by improving investment, will partly offset the contribution of 
exports to GDP growth. The current account surplus is forecast to average 
about 5% of GDP in 2006–2007.

The high-base effect on food prices in 2005 will bring down the year-
on-year inflation rate in 2006, assuming no severe typhoons. This effect 
will be partly countered by upward pressures on costs from continued 
high prices for imported oil and commodities, and possibly from higher 
real wages. Consumer inflation is forecast to moderate to 1.6% in 2006 
and 1.3% in 2007 (Figure 2.12.7).

Medium-term prospects for the economy depend on two main 
structural factors. First, economic development in Taipei,China has been 
led by medium-sized firms that supply global electronics companies 
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under original-equipment manufacturing arrangements, and that do not 
own the product brands. As these companies have pursued aggressive 
pricing strategies, the profit margins of domestic suppliers have been 
severely squeezed, with a profit rate of 2–5% typical for original-
equipment manufacturers. Furthermore, competition from low-cost 
producers, such as the PRC, has reduced the advantage of Taipei,China 
in this industry. A number of domestic firms have developed their own 
brands and achieved some success. In terms of global branding capability, 
however, the vast majority have a long way to go. More effort needs to 
be made to nurture the larger firms and to strengthen their capacity in 
branding, research and development, and distribution. 

Second, the services sector, now such a large part of the economy, 
needs to become a key driver of long-term economic growth. Expansion 
to date has been limited, partly by the generally small scale and domestic 
orientation of services companies. A higher rate of growth in the sector 
is likely to require further opening to foreign competition, regulatory 
reforms, and consolidation of the fragmented banking industry. On the 
assumption of stable cross-strait relations and continued efforts to push 
forward with reforms to address these structural issues in the medium 
term, GDP growth is forecast to be 4.0–4.5% in 2006–2010, broadly in line 
with the economy’s growth potential.

The major risks to the outlook in the short term are the depth and 
duration of the upturn in the electronics cycle, given the importance 
of electronics to manufacturing, exports, and investment. A significant 
deceleration of growth in the PRC would certainly cloud the outlook. 
Locally, the alternative minimum tax and a possible increase in the value-
added tax may discourage domestic investment and spur the relocation of 
industry to lower-cost countries. If the credit card default problem turns 
out worse than expected, credit to individuals could be tightened sharply, 
undermining consumption growth.

2.12.7 Inflation
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Afghanistan

With a rebound in agricultural output, economic growth returned to double-digit levels in 2005. The 
Government continued its solid track record of macroeconomic policy and structural reforms, and 
elections were held without major disruptions. Substantial challenges remain: a heavy dependency on aid, 
institutional and staff capacity constraints, an extremely low domestic revenue base, and the threat posed 
by large (and illicit) opium activity. Transforming the economy will require ongoing strong commitment 
to the reform agenda, greater effort to promote the private sector, and the continued commitment of the 
international community. Though insecurity and the opium trade affect nation building, medium-term 
growth prospects are favorable.

Economic performance
Growth of the licit economy was estimated at 13.8% in FY2005 (ended 
20 March 2006). Agricultural output rebounded (Figure 2.13.1) on account 
of higher rainfall while the reconstruction effort continued to prop up 
growth in the construction, trade, and transport and telecommunications 
sectors. During the year, gross domestic product (GDP) expanded to the 
equivalent of $7.1 billion to bring per capita GDP to $294 (Figure 2.13.2). 

For the first time since the ouster of the Taliban in 2001, opium 
poppy cultivation declined. According to estimates by the United 
Nations Office on Drugs and Crime, the area under drug crops fell by 
21% in 2005. However, as a result of favorable weather conditions and 
higher yields, overall drug production dropped by only 2.4%. The value 
of opium exports in 2005 declined slightly to an estimated $2.7 billion, 
with total farmgate value put at $560 million and gross profits for Afghan 
traffickers at $2.1 billion, down from the previous year by around 7% and 
3%, respectively. With the licit economy growing strongly, the share of 
the total export value of opium to licit GDP is estimated to have declined 
from about 47% to around 38%. The success of anti-narcotics efforts varies 
greatly across regions; however, opium production has been shifting and 
now extends to all provinces. 

Year-on-year inflation recorded by the Kabul consumer price index is 
estimated to have declined to 10% in FY2005 (Figure 2.13.3), bringing the 
yearly average to 12%. The impact of higher oil prices on the index was 
largely offset by a marked deceleration in rent rises. 

Monetary policy continued in line with the Staff Monitored Program 
(SMP) of the International Monetary Fund, allowing for flexibility 
to accommodate potential shifts in currency demand. Currency in 
circulation grew by 27.8% in the year to March 2006, reaching afghani 
(AF) 49,521 million. Interest rates on the central bank’s overnight note 
were in the 1–2% range while its 30-day capital notes fluctuated between 
4% and 6%. From a very low base of 0.6% of GDP, commercial bank 
lending operations expanded more than four times between March 2004 

2.13.1 Contributions to growth (supply)

15.7
13.8

8.0

2003 04 05

Percentage points 

Agriculture Industry ServicesGDP

-10

0

10

20

Source: International Monetary Fund, 2006, Islamic Republic 
of Afghanistan: 2005 Article IV Consultation and Sixth Review 
Under the Staff Monitored Program, March.

2.13.2 Per capita GDP

0

100

200

300

0504032002

$

Source: International Monetary Fund, 2006, Islamic Republic 
of Afghanistan: 2005 Article IV Consultation and Sixth Review 
Under the Staff Monitored Program, March.



Asian Development Outlook 2006    1�3

and November 2005, while deposits increased by more than two times 
in the same period. The banking system is being revived, and during the 
year three state-owned banks, four branches of foreign banks, and three 
foreign-owned private banks incorporated in Afghanistan were operating; 
the last group was responsible for about two thirds of the lending and the 
state-owned banks nearly all the rest. The exchange rate remained fairly 
stable, fluctuating just below AF50/$1 in FY2005 (Figure 2.13.4).

The Government maintained its commitment in FY2005 to its “no-
overdraft” policy regarding bank financing of the national budget. 
Excluding grants, the operating budget balance in FY2005 is projected to 
show a deficit of $297 million, or about 4.2% of GDP; including grants, 
a surplus of $41 million, or about 0.6% of GDP. While the Government 
is encouraging donors to channel more assistance through the budget, 
nearly three quarters of total aid to the country is still spent outside the 
national budget.

Domestic revenue is estimated to have increased by 40% (in dollar 
terms) to reach about $377 million for FY2005, excluding $80 million as a 
telecommunications license fee. Nevertheless, revenue still represents only 
about 5.3% of GDP, one of the lowest rates in the world. It covers about 
56% of operating expenditure, but coverage is only 34% of total recurrent 
spending.

Collection of customs revenue for full-year FY2005 seems to have 
been higher than anticipated in the midyear review of the budget. Other 
tax receipts, mainly from income and profit taxes, were about half of the 
budgeted level despite revisions to tax laws. Nevertheless, total domestic 
revenue collection met the budgetary target for the year. Uncertainty 
created by delay in passing the amended income tax law, which was 
published in the Official Gazette only in November 2005, appears to have 
affected compliance during the year. It is likely to take time before the 
recent changes in the law generate the expected benefits. Customs revenue 
continued to account for the largest share—more than 70%—of total tax 
collection. 

Following the pattern of previous years, development spending in the 
government budget fell short of planned levels on account of continuing 
capacity shortages, unrealistic expectations of implementation schedules, 
and security problems. Development spending for FY2005 is expected to 
have been less than half (at 6.3% of GDP) of the total of approximately 
$1 billion budgeted.

The trade deficit is estimated at $2.5 billion in FY2005 (Figure 2.13.5). 
Imports of goods increased to $4.4 billion and exports to $1.9 billion, 
although only $566 million came from domestic exports and the balance 
were reexports, mainly border trade with Pakistan. The current account 
deficit widened by about 13% to an estimated $3.0 billion (42.4% of 
GDP) excluding grants. Including grants, the current account recorded 
a surplus of $123 million (1.7% of GDP) (Figure 2.13.6). Foreign direct 
investment is estimated to have increased by 35% to $253 million, and 
net public loans inflows amounted to $82 million. The estimated overall 
balance of payments surplus ($458 million) brings international reserves 
to about $1.73 billion at end-FY2005. This would cover payments for 
4.8 months of goods and services (excluding imports for reexport) 
(Figure 2.13.7).

2.13.3 Monthly inflation
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2.13.5 Merchandise trade indicators
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The Russian Federation has indicated its willingness to write off 
the estimated $10 billion Soviet-era debt within the framework of Paris 
Club discussions. Germany and the United States are similarly prepared 
to cancel debt obligations. Excluding the Russian debt, total external 
debt, benefiting from write-offs received to date, was estimated to be 
$749 million at end-FY2004, or 12.5% of GDP, including unverified claims 
of $157 million.

A World Bank-led public finance management review noted both the 
improvements made in budget management and execution and the many 
remaining challenges: capacity shortages, boosting domestic revenues to 
move toward fiscal sustainability, large differences in resource allocation 
between Kabul and the provinces, and concerns over transparency. The 
large concentration in government spending in Kabul is indeed causing 
political discontent, and upping resource allocation to the provinces is 
now a government priority. 

According to the Organisation for Economic Co-operation and 
Development (OECD), technical assistance since 2001 has amounted to 
an estimated $400 million annually for the whole of government, and 
has been instrumental in restoring essential administrative functions, as 
domestic capacity was often unavailable. The serious shortage of skilled 
staff affects not only the public but also the private sector, and is one of 
the main development challenges that the country faces. 

Revenue collection is improving (Figure 2.13.8), but needs to be 
significantly strengthened if the Government’s targets are to be reached: 
to increase domestic revenue to 8.6% of GDP by FY2009, to fund the 
wage bill by FY2010, and to cover the full cost of the recurrent budget 
by FY2014. To move in this direction, the Ministry of Finance is 
currently implementing a 5-year tax administration plan. Under the 
amended income tax law, tax is set at a two-tier structure of 10% for 
monthly incomes of up to AF100,000 and 20% for income above that, 
with a tax-free threshold of AF12,500 per month. A 10% services tax 
in telecommunications, restaurants, and hotels, and a rental service 
tax were introduced as well as an airport departure fee in FY2005. The 
Government has established a taxpayer register and is rolling out a 
tax identification number system. It is also focusing on strengthening 
the large taxpayer unit as well as improving tax and customs 
administration.

The Government established a fiscal policy unit and a fiscal 
coordination committee. In late 2005, it adopted a medium-term fiscal 
framework (MTFF) with a view to moving to a rolling 5-year plan. The 
MTFF is being aligned to the Government’s new interim development 
strategy. In June 2005, a new public financial management law provided 
stricter guidelines for budget formulation and execution and a better 
framework for audit and external controls. 

State enterprises have been classified according to the envisaged 
restructuring method: of the 66 directly owned by the Government, 58 
are to be divested, liquidated, or privatized while eight will remain in 
government hands. Social safety provisions for redundancy payments, 
retraining, and job placement services were included in the FY2006 
budget. 
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Economic outlook
With elections to the lower house of parliament and provincial councils 
in September 2005, Afghanistan completed the road map outlined in the 
Bonn Agreement. In January 2006, the international community renewed 
its commitment to the country within the framework of the Afghanistan 
Compact, pledging $10.5 billion (of which about 80% are new funds) 
at a high-level conference. The Compact outlines 5-year benchmarks 
to enhance security, governance, the rule of law, human rights, and 
economic and social development. The Government also presented its 
Interim Afghanistan National Development Strategy, which provides 
for monitoring mechanisms tied to the Compact and the Millennium 
Development Goals.

At the conference, the Government also launched its updated national 
drug control strategy, advocating a multipronged approach focusing 
on interdiction and law enforcement against opium traffickers and 
processors, while investing in alternative rural livelihoods. This approach 
will be supported by a counter-narcotics trust fund. 

Prospects for FY2006 and FY2007
At the request of the Government, the SMP was extended until 
end-September 2006. Discussions between the International Monetary 
Fund and the Government are under way to move to a Poverty Reduction 
and Growth Facility that provides financial assistance and facilitates 
requests to the Paris Club for debt relief. Past performance under the SMP 
has been strong and its macroeconomic outlook established for FY2006 
and FY2007 for growth, inflation, and the balance of payments should be 
achieved if the associated policies and structural reforms are carried out. 

The Government estimates that sustained growth of 9% annually 
of licit GDP is required to provide citizens with a tangible sense of 
improvement in living conditions, and compensate for the contraction 
caused by the elimination of the narcotics sector. Projected growth 
in FY2006 at 11.7% and FY2007 at 10.6% (Figure 2.13.9) should exceed 
this minimum. This, though, assumes that agricultural production is 
not affected by drought, development assistance programs proceed as 
planned, and the private sector continues its recent expansionary trend. 
Inflation is projected to decline further (Figure 2.13.10) in line with 
monetary policy objectives. The current account deficit (excluding grants) 
is projected to improve gradually from 39.9% of GDP in FY2006 to 33.8% 
in FY2007 (Figure 2.13.11) as grant aid tapers down. The deficit (including 
grants) increases slightly, reflecting somewhat greater foreign direct 
investment and public loan inflows. 

Medium-term prospects
Current drivers of growth, linked to postconflict reconstruction, will not 
sustain growth or reduce poverty over the medium term. The large donor- 
and drug-related inflows and their impact on aggregate demand and 
the labor market have raised wages and growth to levels that cannot be 
sustained in normal circumstances. Moreover, the large foreign exchange 
inflows have made the currency quite strong (relative to the country’s 
fundamentals) and, in the absence of productivity improvements, have 
had an adverse impact on external competitiveness, thereby narrowing 
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2.13.1 Transit trade

Trade has the potential to become 
an important driving force. However, 
formal trade flows with neighbors are 
relatively small (except for large-scale 
reexports to Pakistan and Iran and 
reconstruction-related imports). With 
an average tariff of 5.3%, Afghanistan 
has one of the most liberal trade 
regimes in the region. The country has 
initiated the World Trade Organization 
accession process and is seeking greater 
involvement in regional cooperation 
groups. The South Asian Association 
for Regional Cooperation admitted the 
country in November 2005.

Capitalizing on the country’s 
position as a land bridge for trading 
within the region and promoting 
its wider integration in the formal 
global economy will require policy 
and institutional reforms as well as 
continued physical investment. At 
the moment, trade faces a series of 
obstacles including delays, cumbersome 
procedures, and lack of facilities at 
the borders, all of which undermine 
export competitiveness, increase the 
cost of imports, and discourage devel-
opment of the country as a transit 
hub. Many existing transit agreements 
with key trading partners need to be 
modernized; some have not been fully 
enforced mainly due to inadequate 
monitoring mechanisms and a lack 
of high-level political commitment. 
Similarly, the lack of power-trading 
and water-sharing agreements stymie 
the development of regional power 
resources and of irrigation systems for 
agriculture.

opportunities for export expansion and import substitution. These 
opportunities therefore need to be widened.

Much of the Government’s effort will need to focus on creating an 
enabling environment for the private sector. Currently a large share, 
according to some estimates 80–90%, of private sector activity is 
concentrated in the informal sector. This has implications for longer-term 
investments, creates market distortions, and reduces the potential for 
increasing the domestic tax base. One key priority of the Government is 
therefore to encourage formalization of the economy through improving 
the investment climate. In the 2005 Doing Business report of the World 
Bank, Afghanistan ranked 122 out of 155 economies, largely reflecting 
high transaction costs. In addition, in an investment climate survey 
conducted by the World Bank, 64% of respondents cited lack of electricity, 
60% access to land, 53% corruption, and 51% access to finance as major 
or severe obstacles to doing business. A series of pending laws should, 
though, promote private sector confidence when passed. However, 
effective enforcement mechanisms, particularly the commercial court 
system, are not yet in place or lack the resources to function properly. 
Similarly, lack of transparency and widespread corruption act as 
significant disincentives for investment.

The Government has identified four priority sources of growth in the 
Interim Afghanistan National Development Strategy and intends to target 
investments to foster growth in these areas. Agriculture, representing 
about 36% of GDP (excluding opium) and providing nearly two thirds of 
employment, is one source. Particular potential lies in high-value lines 
such as fruit, livestock development, agroprocessing, and rural industries. 
Investments in the rural economy will also be key to success of the 
counter-narcotics strategy and poverty reduction. 

Mining and extractive industries are a second source, and are 
expected to attract significant foreign direct investment over the next few 
years. Afghanistan has largely untapped reserves of iron, copper, coal, 
hydrocarbons, quarry materials, and gemstones. Yet to fully benefit from 
these resources, regulatory and institutional deficiencies will have to be 
resolved and major infrastructure investments made. The third source 
is more productive use of state assets through the sale of public land for 
housing and privatization of state enterprises. The fourth is transit trade 
in goods and energy (Box 2.13.1). 

Insecurity (and perceptions thereof) continue to affect long-term 
investments. The year 2005 witnessed more conflict-related deaths than 
any since 2001. Other forms of insecurity exist: they relate to contract, 
property, and land-tenure rights, exacerbated by weak enforcement 
mechanisms. Crucially, the penetration of the drug industry into 
the country’s economic and political system has contributed to an 
escalation in criminal activities and corruption that inhibits state 
building and economic development. A survey conducted in early 2006 
showed that poppy cultivation is likely to rise in 2006, although the 
Government (with foreign support) has stepped up efforts to eradicate 
poppy fields and provide alternative livelihoods. The large security costs, 
estimated at 17% of GDP in FY2005, and currently covered primarily by 
international funders, will remain beyond the Government’s capacity 
for the medium term at least. 
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Bangladesh

Despite the impact of higher oil prices and the end of textile and clothing quotas, the development 
outlook remains broadly positive. Gross domestic product growth is likely to increase sharply in the 
12 months to June 2006 on account of strong domestic and external demand. Inflationary pressures will 
persist, as monetary policy is set to remain broadly accommodative so as to support strong credit demand 
and economic expansion. Although the trade deficit will widen, pressures on the balance of payments 
are expected to remain at a manageable level, aided by strong remittance inflows. Major development 
challenges need to be tackled if investment is to be stepped up to move the country onto the higher 
growth path required for rapid poverty reduction—including substantial improvements to infrastructure, 
public policy, and governance. In the near future, national elections scheduled for early 2007 will likely 
limit major policy initiatives. Risks to medium-term prospects include external shocks and domestic 
political uncertainties.

Economic performance
Gross domestic product (GDP) growth in FY2005 (ended June 2005) 
at 5.6% was broadly in line with recent experience, despite devastating 
floods at the start of the year that reduced foodgrain production, rapidly 
escalating international oil prices, and the termination of quotas on 
textiles and clothing on 31 December 2004. In recent years, economic 
growth has been underpinned by steady expansion in industry and 
services (Figure 2.14.1), reflecting improvement in both domestic and 
external demand. On the expenditure side, growth was sustained 
primarily by increased consumption spending, as net exports turned 
negative (Figure 2.14.2). At 24.4% of GDP, investment in FY2005 was 
modestly higher on an increase in private sector funding. High interest 
rates on savings certificates and an improvement in banking services 
helped nudge up the domestic savings rate.

Inflation, which had been on a slowly rising trend, climbed further 
to 6.5% in FY2005, mainly on increases in food prices (Figure 2.14.3). A 
rise in imported goods prices stemming from taka/dollar depreciation 
also fed into price pressures. The direct effects of increased global oil 
prices were limited due to the low weight (4%) of petroleum products in 
the national consumer price index and the incomplete pass-through to 
consumers. An accommodative monetary policy in support of increased 
private sector credit demand likewise fueled inflationary pressures and 
depreciation. 

Reflecting the accommodative monetary policy, broad money growth 
rose to 16.8% year on year in June 2005, well above the authorities’ 
program target (14.2%) and rates generally experienced in recent years. 
Bangladesh Bank raised the cash-reserve requirement from 4.0% to 
4.5% in March 2005, and between then and June increased treasury bill 
and central bank policy rates, though these steps had little influence on 
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reining in the monetary expansion. Commercial banks also adjusted 
upward their deposit and lending rates. 

The fiscal deficit was contained to 3.5% of GDP, slightly lower than 
had been budgeted, due to the sizable underperformance in development 
spending in the face of a near stagnant revenue outturn. Domestic 
borrowing from bank and nonbank sources financed 54% of the fiscal 
deficit and foreign assistance (both loans and grants) the balance. 

Imports grew by 20.6% in FY2005, much faster than in recent years. 
The high import bill was caused by the jump in oil imports (up 57% to 
$1.6 billion) and a large increase in non-oil imports—mainly foodgrains, 
chemicals, fertilizer, raw cotton and textiles, iron and steel, and capital 
goods. Total exports continued their healthy growth, at 14.0%, during the 
year. Expansion in exports of woven garments slowed markedly after the 
ending of quotas, but knitwear exports offset this, growing by 31.2% over 
the year. Although a 14.1% rise in workers’ remittances (Figure 2.14.4) 
virtually matched the large increase in the petroleum import bill, the 
large trade deficit moved the current account balance to a deficit of 1.0% 
of GDP in FY2005, in contrast to the small surpluses seen in the previous 
few years. External debt at end-June 2005 stood at 30.9% of GDP and the 
debt service ratio at 4.7%. 

Financial sector reforms have made progress, mainly through 
measures to strengthen the banking system. The authorities have raised 
minimum capital requirements, taken steps to reduce insider lending, 
and improved the institutional framework for prudential supervision of 
the financial system. As part of the bank restructuring program adopted 
under the International Monetary Fund’s Poverty Reduction and Growth 
Facility, Rupali Bank has been taken to the point of divestment through 
issuance of an information memorandum, while management support 
teams have been appointed for the three other nationalized commercial 
banks (NCBs). Memorandums of understanding signed by Bangladesh 
Bank with the four NCBs set a ceiling to the growth in each bank’s 
lending portfolio of 5–8%, restricted single-party exposure to only 5% of 
the paid-up capital, and placed targets on cash recoveries from defaulters. 
Implementation has been satisfactory, though there is room for further 
increasing cash recoveries. Gross nonperforming loans in the banking 
system declined from 21.5% of total loans and advances at end-June 2004 
to 15.8% a year later (Figure 2.14.5).

A National Steering Committee led by Bangladesh Bank has 
been formed to proceed with the implementation of Basel II banking 
standards. Bangladesh Bank has in addition strengthened its capacity to 
supervise and regulate banks, by means of performing comprehensive 
audits and taking action against banks that violate regulatory and 
prudential norms.

Institutional reforms for strengthening the National Board of 
Revenue are under way, and include setting up a Large Taxpayers’ Unit 
for income tax and value-added tax, and a Central Intelligence Cell. 
However, for these reforms to have a substantial impact on revenue 
collection, staffing and resources need strengthening, and enforcement 
and audit streamlining. FY2005 saw progress on trade reform when 
the levels and dispersion of duties were reduced with the introduction 
of a three-slab duty structure and the lowering of the top duty rate 
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from 30% to 25%, along with a reduction in supplementary duties. The 
Government streamlined quantitative restrictions on imports, simplifying 
administrative procedures and cutting back significantly the number of 
restricted products. The greater use of information technology in customs 
administration should help increase efficiency and transparency. 

Economic outlook

Prospects for FY2006 and FY2007
The economic forecasts for FY2006 and FY2007 make several 
assumptions. As part of reforms under the Poverty Reduction and 
Growth Facility agreed with the International Monetary Fund, 
Bangladesh Bank is expected to tighten monetary policy, both for 
ensuring stability in the money and foreign exchange market and for 
containing inflation. It will do this mainly by crimping public sector 
credit growth while, at the same time, ensuring healthy credit flows to the 
private sector. 

The authorities are expected to maintain fiscal sustainability, by 
expanding the tax base and improving tax administration, in pursuit 
of enhanced annual tax revenue of about 0.5% of GDP in the forecast 
period. The Government is also likely to rationalize administered prices 
of petroleum, natural gas, and power to reduce losses at state enterprises, 
and to control current spending growth through curtailing low-priority 
disbursements and containing public wage bills. It is also expected to 
strengthen expenditure management by improving project selection and 
execution. 

The forecasts assume that the Government will undertake policy 
adjustments to boost foreign exchange reserves, such as more flexibly 
managing the exchange rate, encouraging greater remittance inflows 
(through more efficient banking services), and reducing anti-export bias 
in trade policy (while addressing other impediments to export growth). 
A generally peaceful election campaign that will not seriously jeopardize 
normal economic activities is a fundamental assumption.

GDP growth is expected to reach 6.5% in FY2006 (Figure 2.14.6), 
reflecting a steady increase in domestic and external demand. Private 
consumption will be the main driver, bolstered by strong remittances. 
Trends for the first half of FY2006 point to a significant improvement 
in economic activity. The aus rice crop (harvested in July–August) was 
planted on 1.03 million hectares and production reached 1.75 million tons, 
an increase of 16.7% over the preceding year. Aided by good weather, 
aman production (November–December) is estimated at 10.8 million 
tons, an increase of 10%. The outcome of the boro crop (April–May) will 
depend on weather conditions and a sufficient supply of inputs, such 
as diesel and fertilizer. The outlook for other crops and fisheries seems 
promising, and overall crop production is expected to rebound sharply.

The performance of industry, driven by export-oriented 
manufacturing, is projected to strengthen, as confirmed by various 
early indicators. In the first 4 months of FY2006, the output of medium- 
and large-scale manufacturing expanded by a strong 13.3%, electricity 
and gas production experienced a substantial upsurge, and small-scale 
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manufacturing increased by 9.5%. Indicators also showed strong 
performance in services. 

GDP growth is forecast to moderate to 6.0% in FY2007, mainly 
reflecting political uncertainty over investment and business decisions 
in the lead-up to the general elections in January 2007. Moreover, the 
newly elected Government will also probably require some time before 
embarking on substantive initiatives. 

For FY2006, annual average inflation is forecast to rise to 7.5% 
(Figure 2.14.7). Consumer price inflation reached 7.1% in December 2005 
year on year, fueled by higher food prices and a partial pass-through 
of higher oil prices. Despite a favorable outlook for food crops, average 
inflation for the year is expected to pick up due to continued high growth 
in money and credit, since the stance of monetary policy is mainly 
oriented to sustaining growth. Possible upward revision in energy prices 
could add to inflation. Even then, it is forecast to moderate to 6.0% in 
FY2007, induced by a tightening of monetary policy after the elections 
and less steep price rises in the administered prices of petroleum products 
and electricity. Public sector borrowing from the banking system is 
likely to rise, largely because of the funding requirement for imports by 
Bangladesh Petroleum Corporation (BPC), suggesting that the exchange 
rate is likely to weaken further, thereby adding to inflationary pressures.

The current account deficit in FY2006 and FY2007 is expected to 
remain modest at 0.8–1.0% of GDP (Figure 2.14.8), aided by a strong 
improvement in workers’ remittances, and in spite of a rise in the trade 
deficit. Export growth is forecast to remain relatively strong at about 
12–13% (Figure 2.14.9). Subdued in the early months, export performance 
improved to achieve 12.7% growth over the July–November period 
of FY2006 from a year earlier. Although growth in exports of woven 
garments continued slowing to only 1.2%, that of knitwear was strong at 
24.7%. Some of the traditional exports such as raw jute, jute goods, and 
leather also showed robust performance.

Growth in imports in FY2006 and FY2007 is forecast at 15–16%. In 
the first 5 months of FY2006, import growth was 11%—significantly 
lower than the prior year’s outcome. Notably, imports of foodgrains 
and consumer products declined, as the depreciation of the taka 
and tight conditions in the foreign exchange market damped import 
demand. Imports are, however, expected to pick up as BPC has received 
government support in mobilizing funds; lack of such support had 
previously limited its ability to import crude oil and oil products. 
From early 2005, the foreign exchange market strained under the 
mounting pressure of demand for import payments for oil and other 
commodities, despite the relatively strong earnings from exports 
and workers’ remittances. Gross international reserves declined 
from $2.9 billion at end-June 2005 to $2.4 billion at end-November 
(Figure 2.14.10). They recovered to $2.8 billion at end-December, mainly 
on the back of a release of funds from the World Bank.

The taka/dollar exchange rate depreciated by about 8% between 
June 2005 and February 2006 (Figure 2.14.11). Although no formal 
foreign exchange rationing was imposed, short supply of currency led 
banks to adopt a more cautious approach in opening letters of credit 
for major items, such as oil, as well as for sugar and other consumer 
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items. In addition to discouraging imports of nonessential commodities, 
Bangladesh Bank made sales in the market to fund demand and slow 
the taka’s depreciation. It tightened monetary policy in October 2005 by 
raising the cash-reserve requirement from 4.5% to 5.0% and the statutory 
liquidity requirement from 16.0% to 18.0%. 

The Government made incremental upward adjustments to 
administered prices of petroleum products, raising taka prices of diesel 
and kerosene by about 50% and gasoline by about 28% between May 2004 
and September 2005. However, in dollar terms, the price increases were 
in the range of 16–35%, well below the 90% surge in world prices over the 
period. Despite the price adjustments, the oil subsidy costs were about 
$520 million or 0.8% of GDP in FY2005, and without further moves BPC’s 
losses will remain heavy, and are estimated at $380 million for FY2006. 
BPC has so far financed its losses by borrowing, which will eventually 
end up as a government obligation, though for now it is masked from 
budget deficit calculations.

The oil import bill for FY2006 is projected to rise to $2.0 billion. 
BPC, however, has found it increasingly difficult to open letters of credit 
at the NCBs due to its large volume of outstanding loans. In January 
2006, the Government instructed the NCBs to open letters of credit 
for BPC’s imports as a temporary solution, and BPC has approached 
foreign commercial banks. Other signs of stress that are partly related to 
high oil prices are the deep losses and financial troubles at state-owned 
Bangladesh Biman Airline, which have resulted in payment arrears to 
BPC, exacerbating that company’s cash-flow problems.

Medium-term outlook
The Government approved in October 2005 its Poverty Reduction 
Strategy Paper (PRSP). Consistent with the Millennium Development 
Goals, the PRSP aims to cut by half the number of poor people by 
2015 (Figure 2.14.12), and to achieve substantial improvements in all 
aspects of human development. The broad objectives of the medium-
term macroeconomic framework in the PRSP are to promote economic 
growth and employment, including among small and medium 
enterprises, that jibe with the poverty reduction goal. This requires 
channeling an increasing share of government expenditure into social 
and infrastructure sectors and into activities that reduce poverty 
directly. The PRSP envisages that GDP growth momentum will gradually 
pick up from 5.6% in FY2005 to 7.0% in FY2009. Yet this will require 
the authorities to augment domestic resource mobilization, enhance the 
efficiency of the financial sector, upgrade infrastructure, and improve 
governance.

Government revenue, at 10.3% of GDP in FY2005 (Figure 2.14.13), is 
lower than in most other South Asian countries: India collects about 20% 
and Pakistan about 15%. The planned annual 0.5% of GDP expansion 
in tax receipts is crucial for supporting provision of infrastructure, 
social services, and other basic public goods. Recent reforms in tax 
administration have not, however, translated into the necessary revenue 
gains. Prospects for improved tax mobilization will hinge on reform in 
tax administration, including modernizing the National Board of Revenue 
along functional lines, and reducing tax exemptions and incentives so as 
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to broaden the tax base. Some measures have already started, including 
the creation of the Large Taxpayers’ Unit. Its operations now need to 
be strengthened: more resources will be required to introduce audit 
procedures and computerized systems.

Some improvement at the NCBs is evident (Figure 2.14.14), but 
their generally poor financial performance—they had a nonperforming 
loan ratio of 24.5% at end-September 2005—spotlights the urgency of 
reforming them. Given the long delays already encountered, successful 
banking sector reform, including privatization of the Rupali Bank, as well 
as restructuring and eventual privatization of other NCBs, will require 
strong political support. 

Securing higher investment requires major reforms in infrastructure. 
Despite progress, the power sector continues to suffer from high 
system losses, poor quality of supply, weak financial management, and 
significant payment arrears. Supply and reliability of power also need to 
be improved. Further corporatizing sector entities, fully operationalizing 
the Bangladesh Energy Regulatory Commission, and adopting a pricing 
policy to recover operational costs are all necessary components. The 
gas sector, too, needs to be reorganized to delink regulation from 
operation, create a conducive environment to encourage private sector 
involvement in transmission and distribution, and link domestic prices to 
international levels. 

Chittagong port, which handles nearly 85% of the country’s seaborne 
traffic, is faced with serious problems of poor infrastructure, low labor 
productivity, weak management, and myriad restrictive labor practices. 
Recent initiatives by the port authority should increase port capacity, but 
more needs to be done to improve vessel turnaround time and container 
idle time. In roads, faster progress is needed in reform initiatives for 
improving governance, creating an autonomous user-financed road 
maintenance fund, and approving a multimodal transport policy. 
Elsewhere, Bangladesh Railway must adopt a more commercial focus 
to take advantage of increased domestic and cross-border demand for 
railway services.

Weak governance continues to hinder the country’s potential 
achievements in terms of faster growth and poverty reduction. The key 
challenge in this area is to make the Anti-Corruption Commission fully 
operational, with appropriate organizational structure, incentives, and 
staffing. 

Bangladesh faces several downside risks to its medium-term 
prospects. The ending of quotas poses a risk to the garment industry, the 
major contributor to the country’s growth over the last decade, unless the 
Government takes action to ease the constraints on cost competitiveness. 
A continued high global petroleum price is a considerable hazard, 
as heightened pressures on the country’s balance of payments could 
affect imports of capital goods and raw materials, hitting growth and 
investment. Another major liability arises from natural disasters, which 
affect not only agriculture and rural life but also cause damage to 
infrastructure and disrupt operations in the urban economy. Finally, 
political uncertainty is considerable, as the country enters an election 
period with the formation of a caretaker government in October 2006, 
and the holding of general elections in early 2007.

2.14.13 Government revenue

0
2
4
6
8
10
12

NontaxTax

050403022001

% of GDP

Source: Asian Development Outlook database.
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Trade issues
Earlier concerns about the potential adverse effects of the ending of 
quotas have not been realized. The growth of woven garments has indeed 
fallen, but knitwear exports have continued to register strong expansion 
(Figure 2.14.15). Textile and clothing exports to the European Union (EU) 
and to the United States have likewise remained robust (Figure 2.14.16). 
On balance, the garment industry is continuing to expand. Despite 
current uncertainty about the long-term impact of quota termination, the 
situation should become clearer after 2008, when the temporary quotas 
for the People’s Republic of China (PRC) expire. 

In the quota-free world, the survival of the country’s garment industry 
will depend on improved competitiveness. Exports are still competitive 
against those from countries such as PRC, India, and Viet Nam because 
of substantially lower domestic labor costs. But Bangladesh loses out 
badly in terms of the lead time required to execute an order, which for 
local exporters is about 1 month more than among major competitors. The 
principal reasons are the limited availability of local fabrics (i.e., vertical 
integration is weak) and poor logistics infrastructure. Consequently, 
the industry needs quicker access to supplies of raw material as well 
as upgraded infrastructure. One option is to establish central bonded 
warehouse facilities in export processing zones. 

Success in encouraging foreign direct investment flows into the 
garment sector would also be beneficial, in terms of accessing superior 
technology and management and securing closer links to EU and United 
States buyers. To make this happen, foreign direct investment (FDI) needs 
to be encouraged and tariffs on textiles and yarn reduced significantly. 
Generating FDI flows is, however, a challenge that transcends the garment 
and textile industry and requires improvements in infrastructure, the 
regulatory environment, and governance (Box 2.14.1).

Although Bangladesh enjoys duty-free access to the EU under the 
Everything But Arms initiative, rules of origin present a barrier. Knit 
garments can generally meet the eligibility requirements because they 
have high domestic value-added content, but woven garments, which 
rely heavily on imported inputs, face problems. In this context, the 
Government should consider the EU offer to provide member countries 
of the South Asian Association for Regional Cooperation with a regional 
cumulation facility for rules-of-origin purposes.

The garment sector is under pressure from international buyers 
and development partners to ensure compliance with social and labor 
standards, an issue that has been highlighted in the international press. 
Compliance with social standards not only contributes to workers’ 
welfare, which is a positive development in itself, but can also help raise 
productivity and quality levels as a direct result of their improved welfare.

The Government should revisit its trade promotion and 
industrialization policies and strategies in light of the outcomes of the 
Doha Development Round. Since promoting exports through tariff 
concessions will be difficult, it now needs to put more emphasis on 
acquiring competitive advantages through efficiency gains in trade-
supportive infrastructure. Given exports’ overwhelming dependence 
on textiles and garments, the real possibility of their exclusion from 
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preferential market access opportunities underlines the industry’s need to 
identify, develop, and market new product lines.

In addition, the Government has to address three major behind-the-
border barriers to trade, all of which affect export competitiveness. The 
first barrier, weakness in governance, includes corruption and a weak 
state of law and order, which vitiate the business environment and long-
run growth. Moreover, although the regulatory procedures involved 
in starting a business in Bangladesh compare favorably with other 
benchmark countries, the cost of transacting business in terms of per 
capita income is one of the highest. On other indicators too, Bangladesh 
lags behind comparator countries, particularly on the measures relating 
to regulatory quality. 

Second, the country is behind most comparator countries in terms 
of physical infrastructure for power, gas, ports, and telecommunications, 
which significantly increases the cost of production, impedes productivity 
growth, and, thus, hampers export competitiveness. The third main 
barrier stems from high operating costs, partly due to steep bank 
borrowing charges, in turn grounded in long-standing structural and 
other problems, particularly among NCBs. Such high operating costs 
discourage investment and constrain the ability of local firms to integrate 
into global supply chains.

Although Bangladesh is an underperformer in attracting 
foreign direct investment (FDI), such flows have shown 
an improvement in recent years. According to UNCTAD’s 
2005 World Investment Report, the country has advanced 
by 10 places, to 122 in 2004 from 132 in 2003, in its 
Inward FDI Performance Index. Bangladesh attracted 
$456 million of net FDI in 2004 (box figure), a 72% gain 
over the 2003 level. This is attributed to an improved 
investment environment and privatization of state 
enterprises. Bangladesh’s rate of growth in FDI inflows in 
2004 was the second highest in South Asia (albeit from a 
low base).

In view of the improved economic situation, a better 
policy environment, and significant regional integration 
efforts, the report forecasts that Bangladesh will receive 
still higher inflows, primarily because of FDI from India. 
The latest data indicate that FDI inflows increased to 
$776 million in FY2005. 

FDI is expected to maintain steady growth in FY2006 
and FY2007, but could pick up significantly if ongoing 
negotiations over several large investment projects prove 
successful. Flagship companies like Microsoft, Orascom, 
and Singapore Telecom have recently begun to invest 

in the country. The Government has received a host of 
large FDI proposals from various business groups, such 
as Tata of India, Asia Energy of the United Kingdom, 
Dhabi Group of the United Arab Emirates, and Kingdom 
Group of Saudi Arabia. The Board of Investment estimates 
that total foreign investment proposals are worth about 
$10 billion, well in excess of historical levels.
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Bhutan

Bhutan ended its self-imposed isolation in the 1960s, and consequently development activities date back 
only a few decades. Nonetheless, it has established a record of sustained solid growth based on its vast 
hydropower resources for export, on sound policies, and on strong support from international partners. 
The country has fashioned a unique, far-reaching strategy based on the goal of boosting “gross national 
happiness”—a holistic concept combining material, spiritual, emotional, and cultural well-being. The 
outlook for continued strong development is bright, though generating greater employment remains a 
challenge.

Economic performance
In 2005, economic growth was again strong, posting a rate of 8.8%. This 
performance compares favorably with the medium-term trend growth of 
8.2%. While hydropower remains the mainstay of the economy, the 19.0% 
growth rate of construction (part of the industry sector) accounted for 
one half of the growth in gross domestic product (GDP) (Figure 2.15.1). 
Construction’s strong performance was based on the physical works 
associated with the 1,020 megawatt (MW) Tala hydropower project, and 
the increased construction of houses and other establishments in the 
private sector.

Despite steady economic progress, Bhutan remains a poor country 
with a national poverty rate of 32%. Since some of the population are 
still involved in traditional subsistence activities, inequality is high with 
the top quintile having eight times greater income than the lowest. The 
economic base remains narrow, despite development of manufacturing, 
and largely depends on hydropower, which accounts for some 12% of 
the country’s GDP and 45% of national revenues. However, hydropower 
and its related industries have a low employment elasticity, and since 
some 50,000 young people are expected to enter the labor market and 
another 20,000 to migrate from rural to urban areas, over 2002–2007, the 
Government would like to see greater private sector activity. 

Fiscal policy was expansionary with the overall budget deficit in 
FY2005 (ended 30 June 2005) increasing to 11.3% of GDP from 6.7% a 
year earlier. The larger deficit is mainly attributable to a substantial 
increase in capital spending that raised total government expenditure 
by 25%, with the higher capital spending linked to the purchase of two 
Airbus A-319 aircraft for state-owned Druk Air Corporation. For the 
year, capital expenditure amounted to 29.2% of GDP. Current spending 
grew by nearly 17%, largely reflecting salary increases for civil servants 
and interest payments for Druk Air bonds. Total revenue growth for the 
year was 14.2%. Nontax revenue made a large jump (mainly dividends 
from public sector corporations) but the increase in tax revenue was 
small (2.9%), stemming from tax reductions of previous years made to 
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promote development in the private sector. The tax-to-GDP ratio declined 
slightly to 12.0% from 12.7% in FY2004, though it is not unusually low in 
the South Asian context. About 35% of the overall deficit was financed 
through external borrowing, and the balance through domestic sources.

Monetary expansion (M2) accelerated by 10.7%, a rate below its 5-year 
average of about 15%, though annual changes in the monetary aggregates 
have been variable. About equal nominal increases in domestic credit and 
net foreign assets drove M2 growth. Approximately half of the increase 
in domestic credit was on account of the Government drawing down its 
deposit balances as part of the financing of the budget deficit. Credit to 
the private sector grew by 26%, and despite similar increases in recent 
years, outstanding private sector credit stands at only about 18% of GDP. 
With limited investment opportunities in the country, about 35% of 
commercial bank assets are lying as deposits with the Royal Monetary 
Authority, signifying substantial excess liquidity. Lending rates stayed 
unchanged during FY2005, in the range of 10–16%; interest paid on 1-year 
deposits had been reduced from 6.0% to 4.5% in FY2004. The overall 
financial sector nonperforming loan ratio improved from 16% to 12%.

With the local currency, the ngultrum, pegged at par to the Indian 
rupee, monetary developments have a limited impact on prices, as 
inflation is influenced heavily by price movements in India. The inflation 
rate in Bhutan was therefore 5.5% at end-FY2005 (Figure 2.15.2). Tracking 
the Indian rupee, the local currency appreciated by 4.4% against the 
dollar between June 2004 and June 2005.

The global increase in prices of petroleum had only a limited impact 
on the country’s consumer price index since it has a weight of only 
3.2%. Moreover, given the availability of cheap hydropower, imports of 
petroleum products are used essentially to power motor vehicles. However, 
since Bhutan is an import-reliant country, and as most items in the 
consumer price basket are imported, the indirect effect of the global oil 
price increase does have some impact. A Reserve Bank of India analysis 
has estimated that every $1 increase in crude oil prices adds 15 basis points 
to India’s wholesale price index as a direct effect, and another 15 basis 
points as an indirect effect, in the absence of any countervailing policy 
intervention. A similar impact might be expected in Bhutan.

Bhutan’s balance-of-payments position in FY2005 was characterized 
by a 68% increase in imports (Figure 2.15.3), though the abnormal jump 
was in large part driven by the purchase of two aircraft by Druk Air. 
Import growth (excluding aircraft) was about 30%. Fast import growth in 
the past 2 years has been associated with the construction of Tala. Export 
growth was robust at 18% and, in a welcome development, was almost 
entirely due to strong gains in nonpower exports, such as minerals, 
manufactures, and agricultural products. While tourist arrivals increased 
by 67% and tourism’s foreign exchange earnings (about one third of 
services sector receipts) rose by 66% to $15.3 million (Figure 2.15.4), higher 
services payments (partly reflecting better recording) meant there was 
only a small gain in net invisible receipts during the year. The current 
account deficit amounted to $187.5 million (about 27% of GDP), with the 
Airbus purchases accounting for about half of the total.

As in the past, net inflows on the capital and financial account were 
greater than the current account deficit and in FY2005 provided an overall 
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balance-of-payments surplus of $32.7 million, bringing official reserves 
to $420 million (Figure 2.15.5). At this level, the reserves could finance 
about 13 months of imports of goods (excluding aircraft) and nonfactor 
services—a very strong position. About 80% of reserves are held in 
convertible currencies and the balance in Indian rupees. Capital transfers 
and official inflows accounted for most capital and financial account 
financing. Foreign direct investment increased sharply to $9 million, 
mainly reflecting ongoing development of high-end hotel resorts.

External debt outstanding grew by 15% in FY2005 to $608 million (at 
end-June 2005). Of this figure, 39% ($237 million) consisted of convertible 
currency debt, representing a 9% increase from the previous year, and the 
balance rupee debt, a 17% increase. The ratio of outstanding debt to GDP 
remained essentially unchanged at 88%. The service ratio was only 7.0% in 
FY2005, since virtually all debt has soft or concessional terms.

Economic outlook
The Tala hydroelectric project is by far Bhutan’s largest hydropower 
project. Its phased coming-online from March through June this year is 
expected to double the country’s annual power exports, generating about 
$1 million a day. GDP growth is therefore expected to spike up from 
about 9% in 2005 to 10% in 2006 and 12% in 2007 (Figure 2.15.6). Over the 
full year, Tala’s operations should raise the share of hydropower dividend 
revenues to total budget revenues from the current 45% to 60%. With 
substantially larger exports, the current account deficit should decline to 
about 9% in FY2006 and then move into surplus in FY2007 (Figure 2.15.7). 
Inflation will likely stay broadly in line with that in India.

The country’s medium-term economic prospects will remain anchored 
to further development of the hydropower sector to generate export 
revenues. In this regard, three memorandums of understanding have 
been signed between Bhutan and India for the preparation of detailed 
project reports on the 870 MW Punatsangchu, the 992 MW Punatsangchu 
(Stage II), and the 670 MW Mangdechu hydroelectric projects. India has 
informed the Government of Bhutan that it intends to proceed with the 
financing of this last project.

The following issues present challenges as well as opportunities: 
the narrow base of the economy; the low employment elasticity of 
the hydropower sector; the weak involvement of the private sector in 
economic development; administrative limitations on the expansion 
of the private sector; and the rapidly growing number of educated, 
unemployed young people.

Major economic uncertainty pertains to the size of bilateral grant 
inflows. With Tala coming online, many bilateral development partners 
seem to believe that Bhutan does not need as much financial support as in 
the past. The Government objects, as it plans to use its revenues from Tala 
for expanding the social services network. 

2.15.1 Selected economic indicators
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India

The Indian economy grew by 8.1% in FY2005, according to official estimates. Price pressure has been 
building as the authorities are unlikely to have the resources to cushion domestic fuel prices from the 
full extent of fuel import price increases for much longer. On the supply side, growth will continue to be 
fueled by the opening up of space for private investment. India faces two key policy challenges as the 
economy undergoes a structural transformation. First, it must continue consolidating its fiscal position. It 
will have to do so while ensuring both adequate hard infrastructure improvements to support industrial 
and high-skill services development, and public investment to advance rural productivity and human 
development. Second, it needs to improve the investment environment by lowering the cost of doing 
business. Growth rates of 7.6% in FY2006 and 7.8% in FY2007 are forecast. The annual average growth 
rate over 2006–2010 is unlikely to exceed 8–8.5%.

Economic performance
The Indian economy achieved a gross domestic product (GDP) growth 
rate of 8.1% in FY2005 (1 April 2005–31 March 2006). On the expenditure 
side, the economy was lifted by broad-based domestic demand growth. 
While aggregate expenditure data have not yet been released, consumption 
growth is estimated at 8.0%, driven by a good monsoon, which supported 
rural incomes. Gross fixed capital formation grew at an estimated rate 
of 8.5%, reflecting rising investor confidence (Figure 2.16.1) in the face 
of strongly entrenched demand growth and as a consequence of the 
expansion in credit and companies’ initial public offerings. The rate of 
gross fixed capital formation in GDP has increased to 25.9% and that of 
gross domestic capital formation to 30.1%. Meanwhile, public consumption 
grew less rapidly than GDP as the central Government set the target to 
reduce its overall deficit to 4.3% of GDP for FY2005. The Government 
has announced that it expects to have surpassed this target, reducing the 
deficit to 4.1% of GDP. The boom in domestic private demand, combined 
with rising oil import costs, widened the trade deficit and pushed the 
current account further into a deficit equivalent to 2.5% of GDP.

Figure 2.16.2 shows the decomposition of growth by sector. The 
importance of the services sector was reaffirmed in FY2005. This sector 
accounts for 54% of economic output and grew by an unprecedented 
9.8%. This was mainly the result of significant increases in the demand 
for domestic services. The export-oriented information technology (IT) 
and business process outsourcing (BPO) sectors also continue to perform 
very well due to growing international demand for skilled, low-cost, 
English-speaking Indian workers, although these sectors constitute only 
a small portion of total services output. Indian competitiveness in IT and 
BPO has been aided by substantial investment in telecommunications 
infrastructure and the phased liberalization of the communications sector. 

The industry sector, which accounts for approximately 26% of GDP, 
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grew by 9.0%. This strong performance was driven by manufacturing, 
which accounts for about four fifths of industrial output. Textiles, basic 
metals and alloys, and transport equipment were the fastest-growing 
product categories. As discussed in Part 1 of this Asian Development 
Outlook, India has benefited from the ending of the Agreement on 
Textiles and Clothing, with exports of clothing and textile intermediates 
to the United States rising by 34% and 22%, respectively, in value terms 
in calendar 2005. India’s exports of clothing and textiles to the European 
Union increased by 16% in value terms in this period, but by under 5% 
in volume terms, reflecting a significant improvement in unit values. 
These increases, however, partly reflect the shift in trading patterns from 
formally nonquota to quota countries. Growth in the transport equipment 
sector reflects, in part, the rapid emergence of Tamil Nadu state as an 
international destination for automobile component manufacturing. 

The agriculture sector, with a share of about 20% of GDP, registered 
only a 2.3% growth rate, despite a favorable monsoon, reflecting 
continuing difficulties in raising productivity. These difficulties have 
been linked to increasing problems with irrigation and surface water 
management, as well as with persistent structural weakness in the 
markets for rural credit and for crop insurance.

Investor concern over India’s infrastructure deficit continued to 
mount in 2005, especially with regard to a shortage of power generation 
capacity, stemming in part from continued financial problems at many 
state electricity boards. Urban planning, too, remains worrisome with 
constraints tightening in transport, sanitation, hotel accommodation, and 
other facilities usually required by investors.

High global oil prices might have been expected to damp growth in 
FY2005. The reasons why they have not are structurally revealing. First, 
as shown in Table 2.16.1, the economy, when measured in purchasing 
power parity terms, is not especially intensive in its consumption of 
energy. Moreover, much of this energy—the electrical component—is 
derived from domestically mined coal and hydropower (Figure 2.16.3). 
Second, as depicted in Figure 2.16.2 above, India’s growth over the past 
few years has been driven primarily by the services sector and, with 
the exception of transport, this sector (particularly its high-growth 
components such as IT, retailing, and BPO) is relatively oil un-intensive. 
Third, since 2003, the central Government has shielded the domestic 
economy from international oil price increases by controlling retail fuel 
prices, especially those for cooking fuel (liquefied petroleum gas [LPG]) 
and kerosene. The burden of this implicit subsidy, which could approach 
1% of GDP in FY2005, falls predominantly on state-owned oil production 
and marketing companies. It is likely that the cost of these subsidies 
will eventually be reduced, or shifted back to the fiscal budget, to ensure 
the financial health of these companies. Fourth, manufacturing goods 
inflation has been falling (Figure 2.16.4), perhaps indicating productivity 
increases and competitive pressures, thus counteracting inflationary 
pressure from higher fuel prices.

According to the preliminary estimates presented by the finance 
minister in the February 2006 budget speech, the overall federal fiscal 
deficit (including adjustments to capital funds) fell to 4.1% of GDP in 
FY2005. This reflects stronger current revenues, which—according to 
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estimates from the Reserve Bank of India—rose by roughly 0.4% of 
GDP, from 9.7% in FY2004. Meanwhile, interest payments on central 
government debt fell to 3.9% of GDP, continuing a downward trend begun 
in FY2002. Aware of the need to reduce the debt burden and create fiscal 
space for much-needed infrastructure investments, the Government 
has announced a deficit target of 3.8% of GDP for FY2006. As detailed 
in Box 2.16.1, the budget does not revise many tax rates upward, and 
introduces no new taxes. In effect, this target is to be achieved primarily 
on the strength of higher economic growth. Growth has two effects on 
the deficit-to-GDP ratio, assuming that fiscal expenditures are invariant 
to growth: first it increases the tax base, raising revenues; and second, 
when GDP is higher, a larger deficit can be accommodated without the 
deficit-to-GDP ratio exceeding its target level. The Government also 
expects increasing compliance as tax schedules have been lowered and 
simplified somewhat. 

Other potential areas for fiscal tightening include further privatization 
of inefficient public companies and reductions in government payrolls. 
Both areas are politically difficult, yet improvements can be discerned. 
First, a standoff over the privatization of the management of Mumbai and 
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The federal budget for FY2006 was prepared against a 
background of strong growth, moderate inflation, a rising 
ratio of tax to gross domestic product (GDP), and a 
comfortable foreign exchange reserves position. The main 
challenge tackled in the budget is the mobilization of 
resources for spending on social programs and on urban 
and rural infrastructure. This year’s budget has not been 
used as a tool for initiating fundamental reforms. Rather, 
they are likely to be introduced incrementally over the 
next year. 

Modest inflation and high growth have provided 
significant fiscal space to increase spending while the 
Government pursues fiscal consolidation, with both the 
revenue and fiscal deficits targeted to grow less quickly 
than GDP in FY2006. Improvements are expected to flow 
from tax collections, with the gross tax revenue-to-GDP 
ratio projected to rise from 10.5% in FY2005 to 11.2% in 
FY2006, while expenditures keep pace with GDP growth. 
Consequently, deficit indicators for FY2006 are in line 
with the Fiscal Responsibility and Budget Management 
road map, which envisages an annual reduction of at least 
0.3 percentage points in the fiscal deficit. The overall fiscal 
deficit as a share of GDP is projected to decline to 3.8% in 
FY2006 from 4.1% in FY2005. 

Planned expenditures target implementation of some 
of the goals of the Common Minimum Programme—the 
vision statement of the current Government—focusing 
on social sector programs in the areas of education, 
health, rural employment, and a midday meal scheme. 
A National Rural Employment Guarantee Scheme also 

offers at least 100 days of work each year to at least one 
member of every family. The total allocation for these 
programs has been increased by 43.2% to Rs500 billion 
(approximately 1.4% of GDP) in FY2006. Meanwhile, the 
Bharat Nirman (Development of India) Program, which 
targets six main elements of rural infrastructure, has seen 
its budget raised by 54%, to around 0.6% of GDP. Finally, 
to farmers the Government has offered debt relief, and a 
program of short-term credit lines of just under $6,800 at 
a 7% rate of interest. 

Acknowledging the infrastructure deficit, the FY2006 
budget speech emphasizes the speed with which existing 
capital projects will be implemented, and in keeping 
with the emphasis on private infrastructure development, 
announces modest increases in infrastructure spending.

The budget proposes no new taxes. Rather, it attempts 
to improve compliance and collection efficiency, and to 
rationalize indirect taxes, mainly by lowering rates and 
slowly reducing variations in marginal tax rates. Thus, 
it proposes reductions in customs and excise duties on 
several products, while raising the service tax rate by 
2 percentage points with some extension of coverage. 
The budget envisages rationalizing rates of excise taxes, 
in the process reducing rates on several products. It does 
not change tax rates on personal income and corporate 
profits. 

Overall, the federal budget fares reasonably well in 
terms of containing the deficit, moving slowly but surely 
toward a less distortionary tax regime, and allocating 
resources to much-needed infrastructure.

2.16.1 Highlights of the FY2006 federal budget

https://cdbmsi.reservebank.org.in/cdbmsi/servlet/login/
https://cdbmsi.reservebank.org.in/cdbmsi/servlet/login/
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2.16.6 �Government �bond �and �reverse � �
repo �rates
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2.16.7 �Nominal �exchange �rate

43.0

44.5

46.0

47.5

49.0

F
06

OJJ
05

SMJ
04

SMJ
2003

Rs/$

Source: Datastream, downloaded on 24 March 2006.

Delhi airports was resolved in February 2006, in favor of privatization. 
This outcome appears to have renewed the drive of reformers, and was 
followed by an announcement of plans to merge India’s two national 
airlines and sell up to 20% of their shares via an initial public offering. 
Second, as shown in Figure 2.16.5, the number of public employees has 
stopped increasing, with obvious fiscal benefits.

When the accounts of the state governments are combined with 
the federal account, the consolidated overall fiscal deficit approaches 
7.6% of GDP. Many states have substantial accrued levels of debt (the 
International Monetary Fund estimates that the combined value of states’ 
debt is equal to 33% of national GDP), the interest burden of which is 
substantial. Many states have also initiated serious fiscal consolidation 
measures, and enacted fiscal responsibility acts. All of these measures 
have helped in achieving a lower consolidated fiscal deficit of 7.6% of 
GDP in FY2005. In the interim, however, state deficits will continue to 
have implications for the sharing of resources between federal and state 
governments. The introduction of a value-added tax (VAT) in April 2005 
(the proceeds of which accrue to state governments) has already increased 
revenue collections in some states—a result that was only expected one or 
two years from now. The introduction of the VAT is an important step, as 
it attempts to simplify and eventually harmonize a complex mix of state 
tax rates across all states. Significant work remains to be done to improve 
VAT implementation and to fully harmonize VAT rates across states.

As depicted in Figure 2.16.4, the pace of wholesale price inflation 
has actually dropped off a little in FY2005, with prices rising by 4.2% 
year on year to February 2006. While the wholesale fuel price index, 
which has a 14.2% weight in the overall wholesale price index, registered 
growth of 7.6% year on year to February 2006, the rate of inflation in 
manufactures (with a 63.8% weight in the overall wholesale price index) 
fell to 2.3%, perhaps reflecting productivity growth and competitive 
pressure. Meanwhile, primary product prices edged up in the second half 
of FY2005, driven essentially by food prices. 

Monetary policy remained relatively accommodative in early FY2005 
(Figure 2.16.6), even as international interest rates began to rise. The 
Reserve Bank of India (RBI) left its reverse repo interest rate at 5.00%, 
after raising it in April 2005 from 4.75%, its lowest level for many years. 
However, accommodative monetary policy and the deteriorating trade 
balance put slight downward pressure on the rupee, which slid slowly 
between July and December 2005 (Figure 2.16.7). The RBI raised the reverse 
repo to 5.25 % in October 2005 and again to 5.50% in January 2006, after 
which the rupee regained its value and stabilized at just above 44 rupees 
(Rs) to the dollar. This tightening of rates was presented by the RBI as a 
necessary response to growing expectations of inflation.

Despite these concerns, capital inflows in 2005, particularly in the 
area of portfolio investment (Figure 2.16.8), were adequate to offset 
the growing current account deficit, and foreign reserves grew in 
CY2005, albeit much more slowly than they have subsequently. Portfolio 
investment has not just grown in absolute terms, but also in relation 
to India’s total foreign exchange reserves. Given the potential volatility 
of these flows, this is causing some concern, and points to the need to 
improve the environment for foreign direct investment (FDI). 
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2.16.2 �Selected �economic �indicators

2006 2007

GDP growth 7.6 7.8 

Wholesale price inflation 5.5 5.0 

Current account balance 
(% of GDP)

-3.0 -3.3 

Source: Staff estimates. 

The equity markets rallied strongly in FY2005. The Bombay Stock 
Exchange’s Sensitivity Index (SENSEX) crossed the 10,000 mark in 
February 2006 and the 11,000 mark in March. The rally was broad based 
across sectors and is often attributed to strong fundamentals of the 
economy and large purchases by mutual funds and international investors. 
Notwithstanding the support from the real economy, some observers 
are worried about the relatively high growth of potentially speculative 
portfolio investment, and the RBI has urged investors to exercise caution. 

Demand for bank credit by the commercial sector has grown strongly 
in FY2005. However, deposits have not kept pace with credit growth. 
Banks have now started raising their deposit rates in response to this 
and perhaps, also, to firming RBI policy rates. Average lending rates have 
also risen, though prime lending rates remain unchanged. The growth 
in bank credit has been accompanied by changes in the composition of 
loan portfolios to include higher-yield, though riskier, loans. For example, 
consumer and mortgage lending is on the rise. Industrial corporations, 
historically large and relatively secure customers for bank credit, are 
now raising more finance directly in capital markets. The higher spread 
between prime and average lending rates also implies that at least some of 
this risk is being priced in. 

Although India lacks good current labor market indicators, the 
informal signs are of a clear tightening in urban markets, which is 
consistent with the recent strong growth performance. Similarly, 
indirect evidence suggests that wages are rising as well. A recent Asian 
Development Bank study has shown average urban real wages in India 
rising over the past two decades, using data from successive National 
Sample Surveys. This trend is driven almost exclusively by growth in the 
highest quintile of wage distribution, while wages in the bottom quintile 
have moved up only slightly. Informal indications are that this trend 
toward growing inequality may have strengthened in recent years. 

Economic �outlook
The economic forecast for FY2006 and FY2007 makes four assumptions. 
First, gradual monetary tightening will be seen in most of 2006, as the RBI 
seeks to prevent rising world oil prices from translating into inflationary 
expectations. Second, the Government will follow the recommendations of 
its Committee on Pricing and Taxation of Petroleum Products (CPTPP). 
Motivated by the deterioration in the accounts of the state-owned 
oil companies, the Committee has recommended that retail prices of 
gasoline and diesel be raised to reflect international prices, and similarly, 
that subsidies on LPG and kerosene be eliminated for everyone except 
those consumers below the poverty line (as determined by the Planning 
Commission). This would eliminate roughly 40% of the quasi-fiscal subsidy 
cost of the LPG and kerosene subsidy, and the entire gasoline and diesel 
subsidy cost. The Committee has recommended that the Government 
fully and explicitly reflect the remaining subsidy on the fiscal account, 
as soon as possible. It is therefore assumed that most of these fuel price 
increases will be phased in by the middle of FY2007. The third assumption 
is an average monsoon. Finally, reasonably decisive action to improve 
both urban planning and incentives for private expansion of physical 
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2.16.11 Current account balance
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infrastructure are also assumed, including headway toward expanding 
power supplies and improving the power industry’s financial efficiency. 

Prospects for FY2006 and FY2007
On the basis of these assumptions, economic growth is forecast at 7.6% 
in FY2006 and 7.8% in FY2007 (Figure 2.16.9), slightly below the expected 
medium-term rate of growth. Growth, particularly in consumption 
and investment, will be held back by the fuel price adjustment process. 
Consumption growth is forecast to fall to slightly below the FY2005 rate, 
which was boosted by a better than average monsoon. Rising interest 
rates will have some modest negative effects on investment. The fuel price 
increases are likely to boost inflation, as they filter through to prices of 
manufactured goods and transportation costs. In this context, wholesale 
price inflation is put at 5.5% in FY2006 and 5.0% in FY2007 (Figure 2.16.10).

On the supply side, industrial growth is seen slowing slightly in 
FY2006 to 8.1%, reflecting the net influences of fuel price adjustments 
and high demand driven by buoyant investment. It is expected to pick 
up to 8.5% in 2007, presuming the price adjustments are completed. The 
services sector (excluding transport) will be relatively less affected by 
the adjustments, growing at an average of 9.3% over the next 2 years. 
Agriculture will continue to grow at 2.1%. The slight pickup, particularly 
in industry, in 2007 will reflect the winding-down of the fuel price 
adjustment process.

On the strength of growing domestic demand (driven mainly by 
investment) and of high world oil prices, the trade deficit is expected to 
grow faster than GDP. Fuel, manufacturing intermediates, and consumer 
durables are likely to be the biggest contributors to import growth. 
Conversely, exports of services and growth in remittances will buoy 
the current account, which is nevertheless expected to slip further into 
deficit, to 3.0% of GDP in FY2006 and 3.3% in FY2007 (Figure 2.16.11).

The central Government should be able to come close to achieving 
its fiscal target in FY2006, lowering the deficit to 3.8% of GDP. Given 
the robust economic growth forecast, the Government’s assumption that 
revenues will rise around 15% year on year in FY2006 is plausible, though 
this will be difficult to achieve. This result would depend not just upon 
growth, but also on continued reductions in federal assistance to states as 
VAT becomes established and boosts state revenues, and on the positive 
effects of lower tax rates on compliance outweighing their direct fiscal 
consequences. Spending will also rise. 

The above outlook faces four key risks. First, while the economy is 
likely to weather the transition to the new fuel-price regime well, it is 
possible that economic uncertainty involved could result in inflationary 
pressures. A second—related—risk is that, if the capital and closely 
linked real-estate markets overheat on the strength of strong portfolio 
investment inflows, and these pressures unwind in a disorderly fashion, 
then investor and consumer confidence will be shaken. Third, as usual, 
poor monsoons would severely affect the rural income base. Finally, the 
assumption that the CPTPP recommendations on fuel prices will be 
largely implemented by mid-FY2007 is perhaps courageous. Failure to 
follow them would jeopardize the fiscal target, but would also render the 
above forecasts for inflation high.

2.16.9 GDP growth
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2.16.10 Annual inflation
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Medium-term outlook

The growth rate of GDP for 2006–2010 is estimated at around 8–8.5% 
(Box 2.16.2). The efficiency of investment in the economy has grown 
steadily, as private investors have been allowed to invest in more sectors of 
the economy, and public investment projects have become more selective 
and better managed. Even lifting the rate of growth to this level, and thus 
maintaining the upward trend in the growth rate, will require carefully 
managed policy reforms and public budgeting, as the economy faces 
two main interrelated challenges in the next few years. First, gross fixed 
capital formation has to increase beyond an already healthy 26% of GDP, 
and improvements in physical infrastructure will be crucial. However, 
more capital alone is not enough. Second, a structural transformation of 
the economy, together with a less distorted investment environment, is 
required so as to stimulate productivity increases through the process of 
shifting resources from the less to the more efficient sectors.

Turning to physical infrastructure first, it is clear that the economy 
needs much more and much better basic infrastructure, as its paucity 
continues to restrain both domestic and foreign private investment. 
Power supplies need to be improved, as do roads, ports, and railways. The 
Government recognizes this. Indeed, the Committee on Infrastructure has 
estimated the investment needed for ports, national highways, and airports 
at Rs2,620 billion (nearly 8% of a single year’s GDP) over the next 5–7 years.

Given fiscal constraints, public private partnerships (PPPs) will have 
to play a larger role in infrastructure financing, but this will require an 
improved legal and regulatory framework. The federal Government has 
announced two schemes along these lines. First, for projects that are not 
financially viable, the Government has proposed a “viability gap” funding 
scheme to provide grants covering up to 20% of the capital investment 
cost of approved projects. Second, the Government established the India 
Infrastructure Finance Company Limited (IIFCL) in January 2006 to help 
finance projects that are financially viable, but that cannot raise sufficient 
long-term debt. IIFCL is authorized to assist via loans to projects, not 
exceeding 20% of the cost of the project, and through agreements to 
refinance loans of a tenor of at least 5 years. Such policy interventions are 
necessary, because despite its long-term infrastructure financing needs, 
India lacks a market for pricing and raising private long-term debt. The 
scheme effectively leverages the Government’s finances to cope with 
this missing market. However, depending on how it is implemented, the 
scheme has the potential to accrue large public contingent liabilities that 
would not appear in the fiscal budget. 

FDI can also be a means of bridging the gap between the huge 
investment requirements and domestic savings. An official estimate 
suggests that the economy can absorb an average of $30 billion of 
infrastructure FDI alone in each of the next 5 years—in contrast to 
the current less than $5 billion a year in total FDI, which implies that 
potential foreign direct investors still face significant hurdles. In addition 
to having to work without a well-developed market for long-term debt, 
foreign investors also face difficulties in hedging long-term currency risk.

The country’s overall investment environment has to be strengthened. 
India scores very low in many regards on the World Bank’s Doing Business 
survey. For example, entrepreneurs could recently expect to go through 11 
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In response to an average growth rate of about 8% during 
2003–2005, it has been argued that conditions are ripe for 
India to achieve 9–10% gross domestic product (GDP) 
growth during the next few years. India has undergone 
15 years of economic reforms, savings and investment 
rates have increased, and the country can still enjoy the 
benefits of the demographic dividend. Although many 
things remain to be accomplished, a growth rate of 
9–10%, some argue, appears feasible. Is this true? To shed 
light on this question it is useful to consider, first, past 
growth performance and its drivers, and then to perform 
accounting consistency checks.

Box figure 1 shows the actual GDP growth rate for 
1960–2005 and the trend growth rate. A number of 
features are worth mentioning. First, India achieved high 

growth rates, of 7% and higher, on several occasions in 
past decades. Second, it seems that what characterized 
growth rates for decades until the early 1980s was a large 
degree of volatility, including contractions in 1965, 1972, 
and 1979. The first two of these coincided with wars with 
Pakistan, while the 1979 contraction coincided with an 
international oil shock. Agricultural output also contracted 
in all of these years. Since 1979 India has not had a single 
year of economic contraction. Thus, India’s infamous 
“Hindu rate of growth” of the 1960s and 1970s reflects 
high volatility, not just consistently low GDP growth rates. 
Third, the trend growth rate has increased steadily from 
about 4% between the 1960s and early 1980s up to about 
6.5% today.

The reduction in the volatility of the GDP growth 
rate does not simply reflect a decrease in incidents that 
negatively affected the economy. It also reflects the 
structural shift of economic activity from agriculture into 
services. Between 1960 and 2005, the services sector grew 
at an average annual rate of 6.1%, compared with 5.6% in 
industry and 2.6% in agriculture. Accordingly, the share of 
services in GDP grew from around 34% to 54%, and the 
share of agriculture in output declined from 47% to 20%. 
As the agricultural growth rate is more volatile than that 

of either industry or services, it is not surprising that the 
overall growth rate has become more stable.

Economic growth has also benefited from three 
additional, related factors. First, the share of gross fixed 
capital formation in GDP, shown in Box figure 2, has 
increased steadily from about 10% in the 1950s to 20% 
in the 1970s and 1980s, and to around 25% in recent 

years. Second, capital productivity (the ratio of GDP to 
the capital stock—also shown in Box figure 2) has also 
increased significantly from about 0.3 (30%) in the late 
1970s and early 1980s, to about 0.4 (40%) in 2002. This is 
indeed a salient characteristic of the Indian economy.1 The 
increase in the share of capital formation, together with 
the increase in capital productivity, explains the increase in 
India’s rate of capital accumulation.2

Third, the composition of investment has changed, as 
Box figure 3 shows. Between 1975 and the mid-1980s, 
public and private investment (as a percentage of GDP) 

were increasing and were not significantly different; 
however, after 1987 the share of public investment started 
declining, while that of private investment continued 
increasing. Today, the share of private investment in 
GDP is about three times that of public investment. The 
private investment pickup over the past 15 years reflects 
accelerating reform efforts, including privatizations, less 

2.16.2 From the Hindu rate of growth to 10%: What will it take?
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onerous licensing and zoning requirements, lowering of 
trade barriers, simplification of international investment 
rules, and the shortening of lists of industries reserved for 
small enterprises. Efforts to improve fiscal performance, 
which have moved to the forefront of the Government’s 
economic agenda, have also played a key role in slowing 
the rate of public investment. These trends, taken together, 
are consistent with the view that increasing space for 
the private sector increases the efficiency of investment, 
which is vital for sustaining growth. Moreover, the public 
sector has narrowed its investment focus toward public 
and quasi-public goods, and appears to have improved 
the quality of its investments. Time and cost overruns of 
central sector projects seem to have declined substantially.

Finally, can India keep the growth momentum 
and even increase the growth rate of GDP to about 
9–10% during 2006–2010? Certainly, achieving this 
over a single year is possible (e.g., due to an excellent 
monsoon). The question is whether this rate can be 
achieved and maintained for successive years. Assuming, 
optimistically, that India could raise its share of gross 
fixed capital formation from the current 26% of GDP 
to about 30%, and that capital productivity remains at 
about 0.4, the growth rate of the capital stock would 
rise by about 2.5 percentage points, to 7% a year. This 
would consequently raise the contribution of capital 
accumulation to GDP growth by about 1.10%, to 
3.15 percentage points, given a capital share of 0.45. 
Assuming, also optimistically, that employment grows 
by about 2.5% a year, faster than in previous decades, 

the overall contribution of employment growth to GDP 
growth would be about 1.37%. Using these figures in a 
simple growth-accounting exercise leads to the conclusion 
that the average GDP growth rate in 2006–2010 is 
unlikely to exceed 8–8.5%.3 Achieving an average growth 
rate of 9–10% would require a significantly higher share 
of capital formation in GDP, of about 40%. Moreover, 
absorbing this extra investment would itself require 
substantial structural changes in the economy that are 
difficult to envisage in the next 5 years. The difficulty of 
raising and maintaining growth rates above the already 
remarkable 8% should thus not be underestimated.

1 See Emma X. Fan and Jesus Felipe. 2005. “The Diverging Patterns 
of Profitability, Investment, and Growth in China and India, 
1980-2003.” Available: http://cama.anu.edu.au/Working%20Papers/
Papers/Fan_Felipe_222005.pdf.

2 The growth rate of the capital stock in net terms equals the share of 
gross fixed capital formation in GDP multiplied by the productivity 
of capital, minus the depreciation rate.

3 The GDP growth rate is computed as the sum of the weighted 
growth rates of the capital stock, employment, real wages, and real 
profits, where the weight given to the growth rates of capital stock 
and real profits is the share of capital in GDP (0.45); and the weight 
given to the growth rates of employment and real wages is the 
share of labor in GDP (0.55). In this case, the sum of the contri-
butions of capital and labor to overall GDP growth is therefore 
4.5% (= 3.15% + 1.37%). The rest is the contribution of the growth 
rate of the wage rate and of the profit rate, each weighted by the 
corresponding factor shares. See footnote 1; as explained there, it 
will be difficult for these two variables to grow much faster than in 
the past, when their combined contribution to GDP growth was 
about 3.5%.

steps to launch a business, taking over 71 days. The number of steps was 
7.9 for South Asia (already much higher than the OECD average), and 35.3 
days for South Asia. Securing operating permits, the costs and procedures 
of importing or exporting a standardized shipment of goods, bankruptcy-
resolution costs and time frames, as well as enforcing commercial contracts 
are all rated slightly worse for India than the South Asian average. 

Turning next to the uses of such investment, the dual imperatives for 
the economy are to improve conditions in agriculture and, simultaneously, 
expand industry fast. Nearly two thirds of the labor force are employed 
in agriculture, a sector that produces less than one fifth of GDP, and 
has seen yields slip in recent years. India needs to boost agricultural 
growth, through diversification and development of agroprocessing, and 
critically, through improvements in productivity. Low productivity growth 
depresses employment generation and wages in agriculture; low wages and 
abundant labor limit incentives for mechanization, which in turn restrains 
productivity growth. Agricultural development will not only benefit 
farmers and a large section of the rural poor, but will also boost overall 
economic growth through backward and forward linkages.

Availability and management of water are among the most important 
constraints on agricultural productivity and this area has been neglected 
for lack of resources, especially among state governments, and because of 

http://cama.anu.edu.au/Working%20Papers/Papers/Fan_Felipe_222005.pdf
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the diffusion of responsibilities over several different departments in the 
federal Government. Agricultural diversification needs to be supported 
by the evolution of suitable market institutions. It requires much stronger 
linkages between farmers (and therefore their production decisions) 
and buyers, who reflect the specific needs of the market. Strengthening 
research and development (R&D) and improving post-harvest 
management technologies—particularly storage—will give a further 
boost to productivity. Rapid growth of agroprocessing industries close to 
agricultural production centers will be necessary to absorb surplus labor 
without moving people from rural to urban areas.

India also needs to devise feasible strategies for sustained industrial 
growth (manufacturing, also in need of further investment, represents just 
over 20% of GDP). The secondary sector needs to grow rapidly to boost 
the overall growth rate, and to generate much-needed employment for 
the existing labor force and new entrants—predominantly teenagers and 
women. In several industrial activities, firms have integrated into global 
supply chains and have achieved rapid export growth. Pharmaceutical 
companies—a sunrise sector—have, during the last decade, adopted a 
strategy of R&D-based innovative growth, which could allow the industry 
to move beyond its current mainstay of generic drug manufacture. In 
addition to manufacturing drugs, the pharmaceutical industry offers 
significant potential for handling outsourced clinical research, particularly 
in the area of biotechnology, and especially since India signed up to the 
international system of intellectual property rights on 1 January 2005. 

Likewise, BPO will continue to grow rapidly. The large number 
of English-speaking skilled people has made India a major exporter 
of software services. The good prospects for this sector will depend 
on companies’ capacity to upgrade their services and on whether 
protectionist tendencies in some industrial countries can be eased. 
Likewise, prospects since the Agreement on Textiles and Clothing for 
the domestic textile industry appear healthy, provided that it continues 
to modernize. This suggests that, with appropriate scale, investment, and 
technology, it can achieve rapid industrial growth. 

While calls for labor market reform in India are common, it is not clear 
that across-the-board reforms will induce significant employment creation. 
A few Indian labor laws, most notably the Industrial Relations Act (which 
requires the Government to authorize closure of any facility employing 
over 100 people), are responsible for the strongest disincentives to 
investment in the formal sector. However, as a recent Asian Development 
Bank study shows, labor laws in practice apply to only the 7% of the labor 
force working in the formal sector (Figure 2.16.5 above). It would seem 
that while rationalizing a few of the most damaging laws would indeed be 
helpful, there are other more significant barriers to investment.

As always, the tenuous consolidated fiscal position is a major risk 
to the medium-term outlook. Public outlays on critical infrastructure 
and rural development, or private investment, will be crowded out if 
the governments are not able to sustain spending discipline in other 
areas or if tax revenues fall short. A key potential risk is that the 
recommendations of the federal Pay Commission, which is to review the 
salaries of public servants, may be more generous than the fiscal target 
allows (as has happened before). 



Maldives

Up to December 2004, Maldives’ economic performance was impressive with robust growth, increasing per 
capita income, and macroeconomic indicators that reflected prudent policies. Since that month’s tsunami, 
performance has deteriorated. Tsunami-related reconstruction is under way. What is worrisome is the 
worsening of macroeconomic indicators caused by non-tsunami-related factors. These include increases in 
government expenditure, continuation of subsidies, and stagnant revenues. Although tourism is showing 
good signs of revival, the Government needs to address its fiscal crisis to resume sustainable growth.

Economic performance
Impressive economic growth rates were recorded by Maldives in the 
past decade, with per capita gross domestic product (GDP) rising to 
above $2,500, or about 60%, during the period. Average growth rates 
of around 7.5% were achieved, while inflation was contained at an 
average of 2%. This led to general improvement in income levels and 
social indicators, although poverty remains significant on the outer 
atolls. Economic activity rebounded from the adverse affects on tourism 
and growth caused by the September 11 events, with output growing 
from 3.5% in 2001 to 8.8 % in 2004 (Figure 2.17.1). Liberalization and 
restructuring of the fisheries sector resulted in substantial increases in 
catches and significant growth in exports. Tourism made a strong growth 
contribution with receipts up 17.4 % in 2004. Since the rufiyaa is pegged 
to the United States dollar, the depreciation of the dollar against the euro 
has strengthened the country’s competitive position. Although inflation 
has generally remained subdued, in 2004 it picked up to 6.4% in response 
to higher local fish prices that have a heavy weight in the consumer price 
index.

The current account has continued to show deficits in recent years, but 
reserves have improved. Strong growth in external receipts from tourism 
and fisheries have been offset by high import growth, which generated a 
current account deficit of 16.1% of GDP in 2004. Strong revenue growth 
and a slowing in capital expenditure reduced the fiscal deficit in 2004 
to 1.7% of GDP (Figure 2.17.2). With continued large foreign financing, 
domestic financing turned negative, and net repayments were made to the 
banking system. External debt at end-2004 amounted to $331.8 million, or 
about 41.5 % of GDP.

Broad money continued to expand in 2004, with a significant buildup 
of net foreign assets in the banking system. Growth in credit to the 
private sector increased to 57.8 % in 2004, with about half of new lending 
going into development of new tourist facilities. Credit to the public 
sector fell substantially with the lower deficit and the shift toward foreign 
financing.

A joint Asian Development Bank-World Bank-United Nations 
Tsunami Needs Assessment report estimated that GDP growth would 
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drop to 1% in 2005, the budget deficit would increase to some 14% of GDP, 
and the current account deficit would hit some 25% of GDP. This analysis 
was based on prevailing international oil prices and, more important, the 
assumption that tourism would fully recover by end-2005. 

The actual outcome for 2005 has been quite different. This stems 
primarily from a deteriorating macroeconomic situation, in turn 
resulting from the combined effects of tsunami-related damage, increased 
expenditure associated with the restructuring of the Government, and 
rising global oil prices. These developments have cumulatively resulted 
in a significantly changed macroeconomic and balance-of-payments 
situation, with likely delay in resumption of pre-tsunami economic 
growth rates. Instead of growing by about 1%, the economy is now 
estimated to have contracted by 5.5% in 2005. In addition, work on 
tsunami-related reconstruction projects has been slow in taking off 
(in large part due to capacity constraints), and international oil prices 
steadily increased in 2005 (exerting additional pressure on the resource 
position). The Government was thus forced to present a supplementary 
budget in August 2005, containing a gross resource gap of some 
$135 million for 2005 alone. Of this amount, $39.4 million was expected 
to be financed from foreign sources, while an additional $39 million had 
already been monetized, leaving a net resource gap of $93 million. Even 
with full recovery of tourism, and no increases in spending, the resource 
gap for 2006 would also be in the order of $95 million. 

The current account deficit in 2005 is projected to be about 40% 
of GDP, and it was likely that about $100 million would have to come 
from foreign exchange reserves unless additional external financing was 
identified. The domestic financing gap will eventually be made up by a 
combination of fungible resources from external agencies; reduction in 
expenditure and/or revenue enhancements; and domestic financing from 
the Maldives Monetary Authority. The last will increase inflationary 
pressure and lead to a drawdown of foreign exchange reserves.

Economic outlook
The Government is currently in the midst of a fiscal crisis that has 
contributed to a large budget deficit, a drawdown of reserves, and an 
increase in inflation. Maldives is a net importer of petroleum products, 
but the Government has long-term supply contracts with Kuwait and 
thus receives a limited price discount to the open market spot rates or to 
medium-term supply contracts. There is no subsidy on the sale of refined 
petroleum products and pump prices reflect actual costs. However, the 
Government subsidizes power rates in Malé and to that extent the cost is 
borne by the budget. 

The Government needs to develop a medium-term expenditure 
framework, rationalize policy for tourism and lease of tourism resorts, 
and progressively reduce fiscal subsidies. Appropriate fiscal policies would 
likely result in GDP growth rebounding to 9% in 2006 and moderating to 
6% in 2007 (Figure 2.17.3), while the current account deficit would be held 
to about 20% of GDP.

The major risk emanates from the current fiscal crisis that started 
in 2005 and is likely to persist through 2007—ending by that date 
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only if the Government restrains fiscal expenditure, increases revenue 
(especially the yield from tourism by making appropriate tax changes), 
and by encouraging further growth of the private sector in fisheries and 
tourism. Lack of fiscal discipline would send a strong negative signal and 
could affect the flows of much-needed foreign direct investment. The 
Government needs to devise medium-term macroeconomic policies with 
the principal objective of returning Maldives to its pre-tsunami growth 
levels. In addition, it should consider the equitable distribution of the 
benefits of growth so as to reduce the high poverty rate of around 40%. 
The Government is cognizant of the high unit cost of providing social 
service to far-flung atolls and its policy of population consolidation to 
“focus islands” merits further examination and support. The issue of 
employment is also important as the economy relies heavily on expatriate 
labor, especially for blue-collar jobs.

The Government has formed a task force to monitor expenditure, and 
to prepare a contingency plan in case the fiscal situation worsens. Due 
to a partial recovery in tourism arrivals, the foreign exchange reserves 
drawdown has not been as serious as anticipated earlier between 2004 
and 2005. Foreign reserves declined by some $20 million.

2.17.3 GDP growth
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Nepal

The economy faltered in the year to mid-July 2005, reflecting a weather-related decline in paddy 
production and the adverse impact of the conflict on tourism and industry. Inflation picked up in response 
to higher world oil prices, upward adjustment in value-added tax, and the fall in paddy output. Nepal 
Rastra Bank raised its policy rate, though liquidity remained ample and commercial lending rates relatively 
low. The fiscal deficit was lower than planned, reflecting significant underspending of the Government’s 
development budget. Looking forward, the outlook does not significantly differ from the recent past. An 
early settlement of the insurgency and regeneration of reform momentum are required for the economy 
to get back onto the higher growth path from which it has strayed in the last few years.

Economic performance
The modest economic recovery of the past 2 years from the recession 
in FY2002 lost momentum in FY2005 (ended mid-July 2005). Gross 
domestic product (GDP) rose by only 2.3%, mainly reflecting escalation 
of insurgency-related disruptions to the economy and the effect of weak 
monsoon rains on agricultural output. 

Agriculture grew by 3.0% in FY2005, contributing 1.2 percentage 
points of GDP growth (Figure 2.18.1). It achieved this fair performance 
despite the fact that paddy production (which accounts for almost 20% 
of agricultural GDP) fell by 3.7% due both to a poor monsoon, and to a 
decline in the cultivated area in response to low prices after a bumper 
crop a year earlier. The outweighing factor was significantly stronger 
production of winter crops, such as wheat, maize, sugarcane, and jute, 
due to better winter weather.

Industry grew by only 1.4% in FY2005, reflecting disruptions such as 
strikes and restrictions on the movement of people and goods—general 
unrest that also affected services output and investment. Construction 
(about 50% of industry) was particularly hard hit and fell by 0.4%. 
Manufacturing (about 40%) expanded by 2.6%, but this gain was still 
much lower than the average of 7.5% in the less turbulent decade before 
FY2001. 

Services sector growth fell sharply to 2.4% in FY2005 (though 
the sector contributed 1 percentage point to the GDP expansion). The 
slowdown was caused entirely by a 2.6% conflict-linked decline in the 
trade and tourism subsector. However, the transport, communications, 
and storage subsector, and the finance and real estate subsector, remained 
buoyant, growing by 5.3% and 4.3%, respectively. The former gained from 
an expansion in domestic air services and an upsurge in mobile telephone 
services, and the latter benefited from an expansion of urban financial 
services, especially consumer loans.

On the demand side, both public and private investment remained 
sluggish in FY2005, reflecting a weak investment climate in which large 
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infrastructure and hydropower project investments are stalled by security 
problems. The investment rate (gross fixed capital formation as a share 
of GDP) fell slightly to 18.9% in FY2005 (Figure 2.18.2). As in FY2004, 
the expansion in GDP was, thus, almost entirely driven by consumption 
(i.e., 2.0 percentage points of FY2005’s 2.3% growth). Most notably, the 
investment rate remained below the 25–26% of GDP level required to 
meet the country’s medium-term growth and poverty reduction targets.

A tight fiscal stance was planned for FY2005, with the overall 
budget deficit targeted at 2.5% of GDP; the outturn, however, was 
narrower than budgeted at 1.1% of GDP. On the income side, government 
revenue increased by 0.75 percentage points to 15.2% of GDP, buoyed 
by an increase in the value-added tax (VAT) rate from 10% to 13% 
and a significant collection of dividends from state-owned Nepal 
Telecommunication Company Limited. On the expenditure side, 
spending fell 14% short of the Government’s budget target because the 
conflict slowed implementation of development activities, and therefore 
associated foreign loan financing was lower. As a result, actual budget 
spending did not provide the fiscal stimulus intended by the budget.

Total debt service in FY2005 rose to Nepalese rupees (NRs) 
19.8 billion, representing a heavy fiscal burden at almost a third of total 
government revenue. Burgeoning debt servicing is of particular concern 
given recent years’ sharp fall in foreign loan financing. Security outlays 
increased to NRs17.5 billion, to account for about one fifth of total 
government spending. 

On the monetary side, broad money growth slowed to 8.3% in 
FY2005, reflecting a sharp deceleration in the expansion in net foreign 
assets. However, growth in domestic credit was robust, encouraged by 
commercial bank efforts to expand consumer loan volumes through 
attractive packages and heavy marketing. Commercial banks’ liquidity 
tightened slightly in 2005, but remained ample, and their deposit rates 
showed no upward movement, staying well below inflation. The large 
intermediation spread of commercial banks also changed little. The 
somewhat tighter liquidity position, however, contributed to pushing up 
the 91-day treasury-bill rate to 3.9% in July 2005, though this remained 
below the average inflation rate.

Inflationary pressures, which had eased at end-FY2004, picked 
up in the second half of FY2005 with the year-on-year rate in 
mid-July (end-FY2005) at 6.6%, compared with a 4.5% average for the 
year. Increases in the prices of petroleum and rice, the VAT rate, as 
well as civil servants’ salaries were the main contributors. This move in 
prices represented a divergence from inflation in India (Figure 2.18.3), 
an unwelcome development given the peg of the Nepalese rupee to the 
Indian currency. 

In response to accelerating inflation and the rising interest 
rate differential with India, Nepal Rastra Bank departed from the 
accommodative monetary policy of recent years and announced a 
measure of monetary tightening for FY2006. It raised the discount rate to 
6.0% from 5.5% and the refinance rate for export credit and agricultural 
credit to 3.5% from 3.0%. The cash-reserve ratio and the refinance rate for 
“sick industries” were left unchanged at 5.0% and 1.5%, respectively. 

On the external front, imports in FY2005 remained stagnant while 
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exports grew by 10.3%, narrowing the trade deficit. Weak demand for 
industrial inputs and for capital goods outweighed the impact of soaring 
world oil prices and the resultant 32% increase in the oil import bill, 
highlighting the sluggishness of the economy. Meanwhile, agricultural 
exports to India (which were up 38.4% year on year) remained the key 
driver of export growth. Stronger overall exports to India reflected a 
continued structural shift of exports from other markets, following a 
preferential trading agreement signed in 1996 and renewed in 2002. Since 
1996, exports to India as a share of overall exports have risen from less 
than 20% to over 50%. 

Overseas remittances rose by 17.6% to $1.1 billion in FY2005, and 
helped offset the pronounced (41.4%) decline in tourism receipts as well 
as the traditional trade deficit. The current account surplus, the sixth 
in as many years, doubled from a year earlier to $405 million (5.5% of 
GDP) owing to sluggish import growth and continued acceleration in 
remittances. Foreign exchange reserves rose by about $29 million to 
$1.5 billion (equivalent to 8 months of imports of goods and services) 
(Figure 2.18.4). The modest gain in reserves reflected a switch into deficit 
of the capital and financial account (including errors and omissions). It 
also masked a 68.5% decline in reserves in Indian rupees. While a part 
of the decline in rupee reserves is explained by the increase in imports 
of petroleum products and a decline in tourist arrivals from India, its 
steepness suggests a possible decline in remittance inflows from India 
and, perhaps, speculative outflows of capital to that country. If these 
outflows continue unabated, the currency peg with India could come 
under strain.

Economic outlook
The economic outlook is rendered uncertain by recent worsening of the 
insurgency; political instability; and the growing polarization between 
the Government, on the one hand, and the insurgents and the political 
parties, which have reached an accord, on the other. GDP growth is 
expected to weaken in 2006, primarily because of the adverse impact of 
poor summer and winter weather on agricultural production. Beyond 
2006, the pace of growth will hinge on political stability and credible 
progress in finding a political solution to the conflict. The underlying 
assumptions of the following projections are that, fundamentally, the 
insurgency will not escalate further and that all parties will make some 
headway to resolving the conflict in 2007; the currency peg with the 
Indian rupee will stay; the preferential trade arrangement with India 
will remain in force; the Indian economy will grow by about 7–8%; and 
weather conditions will revert to normal in 2007. 

Prospects for FY2006 and FY2007
GDP growth is forecast to slow to 2.0% in FY2006 and then recover 
to 3.4% in FY2007 (Figure 2.18.5). Despite the intensification of the 
conflict in FY2002, Nepal has managed to maintain a relatively solid 
annual economic expansion of 2–3% since then, for two main reasons. 
First, manufacturing—the sector in an economy usually most sensitive 
to conflicts—contributes less than 10% of GDP. Second, the economy 
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has benefited from a steady inflow of workers’ remittances, which has 
underpinned consumption and helped alleviate the worst effects of the 
conflict. These factors should, it is hoped, continue to operate. 

On the output side, agricultural growth is expected to be pulled 
down to 1.5% in FY2006 by the weather-related decline of both winter 
and summer crops. It is projected to pick up to 3.5% in FY2007. Industry 
in FY2006 is forecast to grow by only 1.3%, reflecting continued 
conflict-related disruptions and the sharp decline of the readymade 
garment industry since the abolition of quotas under World Trade 
Organization agreements on 31 December 2004. Expansion in services is 
projected to improve by 2.8% in FY2006, reflecting a slight rebound in 
tourism, and is forecast to rise further by 3.9% in FY2007, assuming that 
the number of tourist arrivals from Europe and North America picks up.

On the demand side, economic growth will remain dependent on 
consumption in FY2006, as investment failed to respond appreciably 
to the short-term cease-fire that ended on 2 January 2006. Investment 
should edge up in FY2007, with both public and private investment 
spending contributing to its modest recovery. 

Inflationary pressures are likely to increase further as the full effects 
of high oil prices are passed through to consumers, and as low paddy 
production plays out in higher market prices. Inflation is, thus, forecast 
to rise sharply to 8.0% in FY2006 (Figure 2.18.6)—well above the average 
of 4.4% of the past 3 years—and then to moderate to 6.5% in FY2007, as 
the effect of upward adjustments in petroleum prices and VAT begins to 
subside and food production returns to normal levels.

Nepal has consistently posted current account surpluses, reflecting 
insufficient investment against the backdrop of the conflict. The current 
account surplus is projected to narrow to 4.6% of GDP in FY2006 and to 
3.2% in FY2007 (Figure 2.18.7), as imports rebound from the low base in 
FY2005 and the investment climate improves in FY2007. Export growth 
will be limited to 10–13% because of the pressure of stiffer external 
competition on sales of readymade garments—though exports to India 
should remain brisk. Tourism receipts are seen as improving slightly in 
FY2007, but it is the projected steady expansion in workers’ remittances 
that is set to maintain the current account in surplus.

Medium-term outlook
Even with the recent decline in economic performance, Nepal is 
positioned to achieve higher levels of growth—of about 5–6%—over the 
medium term. Beginning in the early 1990s, the Government embarked 
on a wide array of reforms to liberalize the import regime, investment 
and licensing regulations, entry of firms, and the financial sector, and 
to improve fiscal and financial management. These measures accelerated 
GDP growth to about 5% in the 1990s. But once the conflict intensified 
in 2001, growth slowed to an average of about 2.0%—well below the rate 
achieved in the 1990s and rates currently being seen in other South Asian 
countries.

If the conflict can be resolved or significantly reduced and the reform 
process can be revived, the economy can move back into the higher 
growth trajectory of the 1990s. Agriculture still accounts for about two 
fifths of GDP and employs more than two thirds of the labor force. 
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More than half of the population are under the age of 30. If the country 
can hasten its transformation from an economy based primarily on 
agriculture to one based primarily on services and industry, while raising 
productivity in agriculture, growth could show a marked upturn. In this 
regard, the rapid economic development of its two large neighbors—
the People’s Republic of China (PRC) and India—offers important 
opportunities for the country to emerge as a transit point for their 
trade as well as a locus for increased investment. Nepal’s comparative 
advantages lie in processing agro-based and herbal products, tourism, 
and hydropower, and these have yet to be fully exploited. 

Progress in resolving the conflict, normal weather, and an increase in 
investment constitute a relatively benign baseline scenario. However, the 
outlook has significant downside risks, and the most important comes 
from the insurgency. Any exacerbation would further restrict both public 
and private investment and undermine the attainment of growth targets 
and, in the worst case, could lead to economic turmoil. Weather is another 
source of uncertainty since agriculture is dependent on rain-fed irrigation. 
A third risk arises from a further large escalation in world oil prices. 

Trade issues
With a trade-to-GDP ratio of more than 50%, an average tariff rate of 
about 8%, and virtually no quantitative restrictions, Nepal is one of 
South Asia’s most open and trade-dependent economies. Following the 
market-oriented reforms of the early 1990s, exports rose at an annual 
rate of 20% on average in the 1990s (Figure 2.18.8) and their contribution 
to economic growth increased to 24% in 1991–2001, compared with a 
negative 2% in 1976–1985. Export performance during 1991–2001 was 
driven by the rapid growth in exports of readymade garments and 
carpets, which together surged by 77% during the early 1990s. Despite the 
rapid 14.2% annual gain in exports over the 1990s, exports relied heavily 
on a few markets (in order of size, India, US, and Germany) and products 
(garments, carpets, and vegetable ghee). 

These vulnerabilities came to the fore as exports declined on average 
by a little over 2% a year after FY2001. This slide can be attributed to 
both external and internal factors. The readymade garment industry 
is symptomatic of both. Emerging in the late 1980s and early 1990s in 
response to quotas, it has been unable to adapt to economic life since 
their termination on 31 December 2004. Its exports fell by more than half 
in FY2005, and the number of operational readymade garment factories 
has fallen to less than 20 from over 100. The industry has wilted in the 
face of increased competition from countries such as India and the PRC, 
as well as preferential access of Caribbean and African countries to the 
US market under the Caribbean Basin Initiative and the African Growth 
and Opportunity Act. Various domestic factors include the insurgency 
(which has disrupted production and transport activities in some parts of 
the country), low labor productivity, outdated production methods, and 
high transport costs.

This steep slide in the industry has occurred despite Nepal’s 
nonreciprocal preferential access to the European Union, Canada, and 
India. Also, under the December 2005 Hong Kong, China Ministerial 
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Agreement, least-developed countries (such as Nepal) will get 
duty- and quota-free market access for at least 97% of their products to 
developed-country markets from 2008, though the margin of preferential 
access is likely to be eroded by the Doha round of tariff liberalization. The 
garment industry therefore needs to revamp its business strategy to adapt 
to the new environment. It needs to make fundamental changes to both 
manufacturing and marketing, investing in more efficient technology 
to improve workflow, quality, and productivity. These investments 
should take advantage of the growing supply of software and equipment 
designed for small-scale manufacturing. At the same time, the industry 
must identify markets where it would have a product niche and establish 
relationships with buyers in these markets. 

In addition, inadequate mechanisms and incentives for firms 
throughout the economy to acquire new technology, poor infrastructure, 
and an unfriendly investment climate are also constraining integration 
with the global economy. Bureaucratic burdens, rigid labor markets in the 
formal sector, inadequate bankruptcy and foreclosure provisions, and an 
unpredictable operating climate inhibit investment and raise the costs of 
doing business. Weak infrastructure, transport and transactions delays, 
high power costs, and an unpredictable regulatory framework further 
burden price competitiveness. Removing these constraints would enable 
the country to raise its export competitiveness markedly.

While Nepal has significantly opened up to global trade—a 
trend that has been further reinforced by its joining the World Trade 
Organization in April 2004—the country will need to continue removing 
behind-the-border constraints for its significant trade with India. High 
costs associated with formal border trade with India, for example, have 
led to a large share of that trade running through informal channels. 
A survey carried out in 2000 revealed that institutional factors such as 
prompt payment, no paperwork or procedural delays, and lower transport 
costs were instrumental in driving traders to use informal channels. 
Reducing costs and removing the hurdles at the border will be important 
in expanding trade with India.



Pakistan

Growth strengthened further in FY2005 to its fastest rate in two decades, dragging inflation sharply 
higher and weakening the external balance. In the first half of FY2006, growth softened, but inflation 
remained fairly high and the balance-of-payments deficit continued to widen. Nevertheless, the economy 
is expected to maintain its strong showing over the full year. Over the medium term, the outlook is 
favorable for growth in the range of 6–8%, though this requires the Government to maintain its robust 
performance in economic management, greater investment to ease infrastructure bottlenecks, and 
continued security and political stability. Relief efforts and reconstruction in response to the October 2005 
earthquake that caused great loss of life and privation as well as substantial property damage is a huge 
burden for the country, even though international assistance has been extensive and pledged aid should 
cover the financial costs of the disaster. 

Economic performance
For the last 3 years, growth in gross domestic product (GDP) has 
been significantly above the medium-term trend, rising to 8.4% in 
FY2005 (ended 30 June 2005)—the highest rate in the last two decades 
(Figure 2.19.1). With the population rising by 1.9%, per capita income 
improved by 5.9%. On the demand side, private consumption increased 
by 16.8%, and led GDP growth for the second consecutive year. The 
positive impact of net exports on GDP growth seen in the preceding 
4 years turned negative in FY2005, as the balance-of-payments position 
weakened. Gross domestic investment, which has stagnated at about 
17% of GDP in the last 5 years, declined by 0.5 percentage points in 
FY2005.

On the supply side, for the second year in a row GDP growth was 
in good part driven by the industry sector, which expanded by 10.2% 
(Figure 2.19.2). Large-scale manufacturing, which constitutes half of the 
sector, has powered forward in the last 3 years. Growth in agriculture in 
FY2005, at 7.5%, was the highest for a decade, reflecting record growth 
in cotton production, in value terms the country’s second-largest crop, 
after wheat. Services also achieved strong growth, of 7.9%, on the back of 
strong expansion in the financial sector, telecoms services, and wholesale 
and retail trade.

The first half of FY2006 was marked by a slowdown in both industry 
and agriculture. Output of cotton declined by an estimated 10.9% from 
an all-time high of 14.6 million bales harvested in FY2005. Production of 
sugarcane, another major summer crop, is also estimated lower than last 
year. The growth of large-scale manufacturing slowed to 8.7% in the first 
quarter of FY2006 from 24.9% in the same period of last year, primarily 
due to capacity constraints and the high-base effect. Among individual 
industries in the first quarter, growth of textiles tumbled to 7.2% from 
29.6% year on year. Automobile assembly and electronics, which has 
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shown the fastest expansion among subsectors in the last 2–3 years, also 
decelerated.

The services sector continued its fast rise in the first half of FY2006. 
Increasing competition and aggressive marketing campaigns by new 
entrants in telecoms generated a surge in services, particularly in terms 
of mobile phone connections, which nearly doubled from 12.5 million as 
of 30 June 2005 to 23.1 million 7 months later. The effects of recent years’ 
reforms and privatization continued to boost the banking system, which 
constitutes the bulk of the financial sector (Box 2.19.1).

Inflation accelerated in FY2005 after 5 years of price stability. 
Annual inflation, based on the consumer price index, more than 
doubled to 9.3% from 4.6%, mainly because of higher food prices and 
rising housing rents. Due to a sharp increase in domestic oil prices, 
transport costs also jumped. Core (nonfood, non-oil) inflation also 
doubled, from 3.7% to 7.4%. 

In the first 7 months of FY2006, despite a deceleration in rising food 
prices, annualized consumer price inflation declined only marginally, 
from 9.3% to 9.1%, as the impact of lower food prices was virtually 
canceled out by a sharp increase in oil prices. Annualized food inflation 
declined from 12.5% to 9.7%, as the Government liberalized imports 
of livestock, sugar, wheat, and other essential food items. Because of 
increases in world oil prices and the pass-through to domestic consumers, 
inflation for fuel, lighting, and transport accelerated sharply from 6.0% in 
June 2005 to 11.3% in January 2006. On the demand side, robust growth 
in private sector credit, though somewhat less than in FY2005, also 
continued to put pressure on prices, and annualized core inflation nudged 
up from 7.4% in June 2005 to 8.0% in January 2006. 

2.19.1 �Privatization

The privatization of state enterprises has picked up steam. Some large 
entities, such as Habib Bank Limited, Pakistan Telecommunication 
Company, and Karachi Electric Supply Company, have been privatized 
in the last couple of years. In FY2005, privatization transactions worth 
PRs43.0 billion ($0.7 billion) were completed, compared with a total 
of PRs32.7 billion in FY2004. The sale of government shares through 
public offers, which diversifies the ownership of corporate shares and 
strengthens the capital market, continued to play a significant role. In 
FY2005, government shares valued at PRs11.2 billion were sold through 
the stock market. In the first 8.5 months of FY2006, government equity 
of PRs200 billion ($3.3 billion) in seven enterprises was sold. The largest 
privatization transaction, involving the sale of 26% of the shares of 
Pakistan Telecommunication Company for PRs155.0 billion to Etisalat, a 
United Arab Emirates company, was finalized on 10 March 2006. 

Privatization of public enterprises, as well as allowing the private sector 
to establish new operations in areas previously reserved for the state, has 
had a positive effect on the economy, particularly in banking, telecoms, 
and oil and gas. These three sectors have expanded very rapidly and 
attracted substantial foreign investment in recent years. Largely because 
of greater competition, the quality of banking and telecoms services has 
improved significantly. In addition, the coverage of mobile telephone 
services has doubled in each of the last 3 years.

2.19.2  Contributions to growth (supply)
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Despite rising inflation in FY2005, the State Bank of Pakistan (SBP) 
delayed aggressive tightening of monetary policy until the beginning of 
the fourth quarter, when it markedly raised the discount rate from 7.5% 
to 9.0%. SBP also allowed the interest rate on 6-month treasury bills to 
edge up. However, the real interest rate on bank loans remained negative 
throughout FY2005, and the net flow of credit to the private sector 
touched an all-time high (Figure 2.19.3). 

From July 2005 to mid-February 2006 (the first 7.5 months of FY2006), 
SBP somewhat softened its monetary policy and, though monetary 
growth slowed (Figure 2.19.4), this in fact stemmed from a heavy fall in 
net foreign assets in the banking system. Expansion of domestic credit, 
in contrast, accelerated to 14.3% from 11.5% in the same period of FY2005, 
pushed by a sharp rise in government borrowing for financing the budget 
deficit. Private sector credit also showed appreciable growth of 17.3%. By 
rejecting bids for the 6-month treasury bills in December 2005 and again 
in February 2006, SBP sent a signal to the market that it would not allow 
the short-term interest rate to rise sharply. The increase in the weighted 
average interest rate on 6-month treasury bills in the first 8 months of 
FY2006 was only 33 basis points, compared with 245 basis points in the 
3 months before that. The lending rate is only marginally above inflation 
at its current level.

With the aim of promoting growth, the Government pursued an 
expansionary fiscal policy in FY2005, marking a shift in emphasis from 
the fiscal consolidation of the previous 5 years. It lifted development 
spending by 41.9%, pushing the fiscal deficit to 3.3% of GDP, after the 
deficit had declined almost continuously in the 5 years to FY2004 
(Figure 2.19.5). 

The expansionary fiscal policy of FY2005 continued in the first half 
of FY2006, and the fiscal deficit widened to 1.8% of GDP from 1.3% year 
on year. Revenue increased at double digits in the period, but spending 
growth outstripped that, mainly because of a jump in development 
spending. Tax receipts, which account for more than four fifths of total 
government receipts, showed a healthy rise. Even revenue from the 
petroleum levy almost doubled in the first half of FY2006, as the increase 
in domestic prices of petroleum products put through in September 
and October 2005 was not reversed when global oil prices declined in 
November and December. The jump in development spending seen in 
FY2005 continued into the first half of FY2006. Current spending also 
showed strong growth.

Deregulation of prices of petroleum products in earlier years had 
eliminated subsidies. However, as world oil prices climbed higher in 
FY2005 and FY2006, the Government felt unable to pass on the full 
price increase to domestic consumers, and allowed subsidies to reemerge 
between 1 April and 31 October 2005 on both kerosene and diesel, whose 
prices have an impact on low-income groups. On gasoline also, the rate of 
the petroleum development levy was reduced to zero between 16 March 
and 31 October 2005, but the levy has since been reimposed. Because of 
the temporary decline in world oil prices in late 2005, the rate of the levy 
on gasoline was lifted sharply, as earlier increases in domestic prices were 
not reversed. 

The high import growth of the preceding 2 years continued in FY2005 
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and resulted in a weakening of the balance of payments. The current 
account, excluding official transfers, turned into a deficit of $1.8 billion, 
after recording large surpluses in the preceding 3 years (Figure 2.19.6). 
Although total foreign exchange reserves held by the banking system 
continued to rise, albeit more slowly, reserves held by SBP declined for the 
first time in 5 years (Figure 2.19.7). Because of periodic interventions by 
SBP in the interbank market, to support the Pakistan rupee, the domestic 
currency’s depreciation was only 2.9% in FY2005.

Imports continued to surge in the first 7 months of FY2006, and the 
total import bill for the period was 30.5% higher year on year. Steeper 
world prices pushed up the cost of oil imports by 65.5% to $3.5 billion 
(in the first 7 months of the year). The rise in petroleum imports during 
the period was unusually large because of the lagged effect of earlier oil 
price increases (crude oil and oil products are purchased under long-term 
contracts). The continued strong domestic demand generated an 
upsurge in other imports (Figure 2.19.8), particularly consumer durables, 
machinery, and raw materials. The import of sugar to alleviate domestic 
shortages also featured prominently in the import bill. Despite substantial 
increases in exports of textiles and clothing (T&C) as well as rice, total 
export growth in the first 7 months of FY2006 was much slower than 
import growth, broadening the trade deficit by 84.5%. The deficit on the 
current account, at $3.4 billion, was 3.5 times as large as in the year-earlier 
period; almost half of this deficit was financed through nondebt-creating 
inflows in the form of foreign direct and equity portfolio investment.

In spite of a large deficit on the current account, total foreign 
exchange reserves declined by only $1.2 billion to $11.4 billion, and 
reserves held by SBP declined by $841 million to $8.9 billion, in the first 
8 months of FY2006. Some of the impact of the wider deficit on the 
current account was absorbed by a quick turnaround in the financial 
account. At their current level, SBP reserves are sufficient to finance 
4.3 months of projected imports in FY2006. The exchange rate remained 
fairly stable, and the rupee/dollar rate depreciated slightly from Pakistan 
rupees (PRs) 59.67/$1 to PRs59.84/$1 during the first 7 months of FY2006. 
Pakistan’s external debt and liabilities were trimmed by $589 million to 
$35.2 billion in the first half of FY2006. As a share of GDP, external debt 
has declined continuously in recent years, from 45% at end-June 2001 
to 31% at end-June 2005, and further to 28.6% at end-December 2005 
(Figure 2.19.9).

Economic outlook

Prospects for FY2006 and FY2007
The outlook for FY2006 and FY2007 is based on the assumption that the 
economic policies pursued in the last half decade will be maintained (or 
strengthened), and that macroeconomic fundamentals will continue to 
improve. The outlook also presupposes that the Government will continue 
to use the fiscal space created over the past few years to improve physical 
infrastructure and finance pro-poor spending. SBP is seen as keeping to 
its tight monetary policy in the second half of FY2006 and containing 
monetary expansion to 12.8%, as specified in its Monetary Policy 
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Statement for January–June 2006. On the external front, it is assumed 
that the global economy will maintain healthy growth and that oil prices 
will remain close to their current levels. 

The growth of commodity-producing sectors so far in FY2006 
has been lower than last year. High world oil prices will also depress 
economic growth, as will the 8 October earthquake, although its adverse 
impact has been estimated, in economic terms, to be relatively light 
(Box 2.19.2). The economy is projected to expand by 6.5% in FY2006, 
which is less than last year, but still very respectable (Figure 2.19.10). 

The growth of agriculture is likely to slow in FY2006, mainly because 
of the smaller cotton and sugarcane crops. However, rice, wheat, and 
other crops are forecast to pick up. Livestock, which accounts for nearly 
half of value added in agriculture, may post only modest expansion, 
because the fear of avian flu has discouraged poultry farmers, and 
because livestock raising is one of the major economic activities in the 
five earthquake-affected districts of North-West Frontier Province. On 
this basis, agriculture is forecast to rise by 3.0%.

Despite a slowdown attributable to capacity constraints, large-scale 
manufacturing is likely to record about 10% growth in FY2006, as liberal 
incentives announced for export industries, particularly T&C, will 
boost production. Among the industry sector’s two other subsectors, 
construction is expected to sustain high growth in FY2006 because of the 
large increase in the public sector development program in the FY2006 
budget and ongoing reconstruction work in the earthquake-hit areas. 
The other subsector, generation and distribution of electricity, is likely to 
perform better because of higher water levels in reservoirs.

In services, the privatization of Pakistan Telecommunication 
Company Limited will give a further boost to telecoms. Banking is 
expected to continue its rapid growth. Wholesale and retail trade will 
benefit from double-digit rises in imports and exports. All told, services 
are likely to expand by 6–7% in FY2006. 

The import of sugar, wheat, and other food items has already 
improved the food supply and significantly reduced food inflation. Tight 
monetary policy, if pursued consistently, will also damp core inflation. 
However, the reluctance of SBP to allow further increases in short-term 
interest rates is keeping lending rates only marginally positive (in real 
terms), and with the Government’s borrowing from the banking system 
on the rise, SBP will soon need to decide whether the economy is tipping 
toward a significant slowdown or much higher inflation, and adjust its 
policy accordingly. In these circumstances, inflation is not expected to 
come down quickly and FY2006 should see it moderating only slightly to 
8.5% (Figure 2.19.11).

With robust (albeit lower than projected) economic growth and a 
sharp increase in imports (particularly of items subject to high tariff 
rates such as automobiles), the budget target for tax revenue is likely to 
be achieved in FY2006. Nontax revenue may exceed the target because 
of higher receipts from the United States (US) for “logistics” support. 
There was some loss of revenue in the first quarter of the year due to the 
Government’s policy of insulating domestic consumers from increases 
in world oil prices, but this loss was more than recovered after upward 
adjustments in domestic oil prices in September and October 2005. 
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2.19.2 Economic impact of the earthquake

An earthquake measuring 7.6 on the Richter scale struck Pakistan on 
8 October 2005, causing massive destruction of houses and physical 
infrastructure and leading to many thousands of deaths in three districts 
in Azad Jammu and Kashmir (AJK) and five districts in North-West 
Frontier Province. The earthquake killed at least 73,000 people, injured 
another 70,000, and left 2.8 million people without shelter. The disaster 
has imposed a huge economic burden on the country in the form of relief 
and reconstruction, involving rebuilding of lost assets and restoration of 
services. All basic services, such as education, health, water supply and 
sanitation, and public administration have been severely disrupted by 
the destruction of the physical infrastructure and by numerous deaths 
among personnel providing these services. A report prepared by the 
Asian Development Bank and the World Bank has estimated the cost of 
earthquake relief and reconstruction at PRs309 billion, or $5.2 billion, 
which amounts to 25.8% of consolidated expenditure of the federal and 
provincial governments in FY2005. Of this, PRs101 billion is for relief 
operations and PRs208 billion for reconstruction. 

In addition to these costs, the destruction of physical infrastructure 
and disruption to services have adversely affected economic activities 
and gross domestic product (GDP) growth. However, the adverse impact 
on overall GDP growth is unlikely to be significant—perhaps 0.4% in 
FY2006—as the affected areas did not have much economic activity. 
Within affected districts, output losses are estimated at 25.0% in North-
West Frontier Province and 52.0% in AJK. (For historical reasons, the 
latter is not included in Pakistan’s GDP. When AJK’s GDP is included, 
the impact of the earthquake on national GDP growth in FY2006 rises 
to 0.7%.) Reconstruction could also have a positive impact on GDP, but 
that will be seen mostly in FY2007 and FY2008. According to the report, 
the additional expenditure required for relief and reconstruction after the 
earthquake could raise the fiscal deficit in FY2006 by 0.6–1.0% if there is 
no offsetting increase in revenue or reduction in expenditure. The balance 
of payments is already under pressure. The additional imports of food, 
fuel, and construction materials will add to this.

Any destabilizing of macroeconomic balances due to additional 
earthquake-related expenditure could make it more difficult to achieve the 
longer-term twin goals of sustaining rapid growth and reducing poverty. 
Recognizing the fact that, even after the Government has cut low-priority 
spending and mobilized additional resources, it will be unable to absorb 
the full financial impact of the earthquake on its own, international 
donors pledged assistance of about $6 billion at a donors’ conference held 
in Islamabad on 19 November 2005. 

For its part, public spending may exceed the budget estimate by a wide 
margin because of outlays on reconstruction in the earthquake-hit 
areas. Also, GDP growth in FY2006 is expected to be lower than the 
original projection of 7.0%, as given in the Medium-Term Development 
Framework 2005–2010. As a result, the budget deficit could rise to 4.2% of 
GDP compared with the budget target of 3.8%.

High oil prices added more than $1.4 billion to Pakistan’s import 
bill in the first 7 months of FY2006. As prices are projected to stay at 
currently elevated levels, they alone will push up imports by more than 
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$2 billion, or about 10%, in FY2006. The liberalization of imports of fully 
built-up cars, sugar, and wheat, and continued high domestic demand, 
will lift imports further, by a projected 30%. On the export side, large 
investments in the textile industry in the last few years, the ending of 
quotas by 31 December 2004, and projected robust growth in world 
trade augur well, with exports likely surging by about 20%. However, 
because of the much larger growth in imports than exports, the trade 
deficit will widen to above $7.0 billion, and the current account deficit to 
$5.5 billion–6.0 billion, or 4.5–4.9% of GDP (Figure 2.19.12). 

The ongoing capacity expansion and balancing, modernization, and 
restructuring in key industries, as indicated by strong expansion in 
private sector credit and by a sharp rise in imports of machinery, will 
help the industry sector sustain its high growth trajectory in FY2007. 
The telecoms and oil and gas sectors are also expected to continue robust 
growth, given substantial inflows of foreign investment and technical 
know-how attracted by the improved policy environment of recent years. 
Heavy investment in agricultural mechanization in FY2006 should also 
boost sector output in FY2007. The improved financial and telecoms 
services will also help economic activity. Economic growth is, therefore, 
likely to be above 7.0% in FY2007. The relaxation of capacity constraints 
and continued tight monetary policy, as well as a high-base effect, is 
expected to bring down inflation in FY2007. The ongoing substantial 
investment, particularly in T&C, will result in a higher exportable surplus 
and value addition, and greater import substitution, thus improving the 
balance of payments. 

Medium-term outlook
The outlook for the economy is positive and the Government’s 
growth target of 6–8% looks achievable. Recent substantial public 
sector investment in irrigation and private investment in agricultural 
mechanization should boost agricultural growth. The ending of quotas 
for T&C, as well as the substantial investment in the industry over the 
past several years, will continue to strengthen manufacturing’s expansion 
(Box 2.19.3). Improving relations with India and increased trade with 
other countries in Asia, including the People’s Republic of China (PRC), 
will also help the economy. The boom in services, particularly banking 
and telecoms, is likely to continue, principally because the policy 
environment has become very favorable with the deregulation and 
privatization of the past few years. Finally, also significantly strengthened 
through reforms and privatization, banking is well positioned to support 
economic growth by channeling savings to productive uses.

Inflation and the growing imbalance in the external sector are 
potential risks to the country’s medium-term economic prospects. Without 
appropriate policy action, risks may build up. On the fiscal side, any 
large expansion in public expenditure in the lead-up to the 2007 general 
elections may weaken the budgetary position. It is assumed that the 
economic policies pursued by the present Government will ensure that the 
hard-won fiscal discipline is not dissipated. A possible downturn in the US 
economy after 2006 could hurt Pakistan’s economy by crimping exports. 
In the longer run, the overall continuing low level of investment—despite 
recent increases in specific sectors—could depress economic growth.
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The elimination of quantitative restrictions on textile and 
clothing (T&C) exports under World Trade Organization 
agreements on 31 December 2004 has significant 
implications for the economy. With T&C accounting for 
more than two thirds of total exports, approximately 10% 
of value added in gross domestic product, and almost 
40% of industrial employment, the opening of the global 
T&C market will have substantial repercussions on 
Pakistan’s exports and the economy. In terms of policy 
developments, in addition to the end of quotas, substantial 
progress in privatization made in recent years in banking, 
telecoms, and oil and gas has started lifting these sectors’ 
performance levels. 

Pakistan’s policy of free trade in cotton, the liberal 
import policy for textile machinery and other inputs, 
and the gradual deregulation of investment-approval 
procedures all resulted in substantial investment in 
modernization of the country’s T&C sector over the past 
few years. It was generally thought that the T&C sector 
was well positioned to benefit when developed countries 
opened their markets for these exports, and in fact export 
data for 11 months from January 2005 bear this out: 
T&C exports rose by slightly over 20% year on year. Bed 
linen emerged as the leading contributor to the increase, 
with receipts surging by 45% to $1.7 billion year on 
year. Volume growth was even more impressive, at 48%. 
This was achieved despite the 13.1% antidumping duty 
imposed by the European Union (EU). The second-largest 
contributor was cotton cloth, with exports climbing by 
30% to $2.1 billion. Exports of readymade garments, the 
third-largest contributor to higher T&C exports, jumped 
by 54% to $1.3 billion. Exports of knitwear and synthetic 
textiles, however, fell.

Notwithstanding the increase in the country’s T&C 
exports, Pakistan’s share in the EU, the largest market for 
the country’s T&C exports, declined by 0.6 percentage 
points to 3.0% in 2005. Its share in the United States 
market, which is the second largest market for the 
country’s T&C exports, increased only marginally by 

0.2 percentage points (box figure). Among competitor 
exporters of T&C, the PRC’s share rose by 7.6 percentage 
points in the EU and by 6.7 percentage points in the US. 
India gained 0.7 percentage points and 0.8 percentage 
points, respectively.

Imposition of antidumping duty on imports of bed 
linen, as well as the loss of preferential access to the EU 
market under the Generalized System of Preferences 
(GSP), may have disadvantaged Pakistan’s T&C exports 

to the EU. High business costs, coupled with low labor 
productivity, also seem to have undermined the country’s 
competitiveness in the international T&C export market. 
While the action by the EU to reduce antidumping duty is 
expected to boost bed linen exports, the ineligibility of the 
country’s T&C exports to the EU’s “GSP+,” together with 
the fact that Bangladesh, Sri Lanka, and Viet Nam have 
been given this concession, will continue to hurt Pakistan’s 
exports. Free trade agreements between the US and many 
of Pakistan’s competitors in clothing exports, as well as the 
trade diversion effect of the May 2005 inclusion of 10 east 
European countries in the EU (itself one of the top three 
T&C exporters), could also affect the country’s potential 
gains in exports.

Market shares of Pakistan’s textile and 
clothing exports in the US and EU
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Sri Lanka

Despite the tsunami’s devastating human cost, its economic impact was muted, and economic growth 
remained broadly on trend in 2005. Although talks between the Government and the Liberation Tigers 
of Tamil Eelam in February 2006 have improved the overall climate, the economy remains sensitive 
to the status of the cease-fire. Forecasts for the next 2 years assume, fundamentally, no outbreak of 
open hostilities, with the maintenance of “no war, no peace.” In this case, economic growth should be 
respectable, driven by a resilient private sector. However, to sustain growth in the medium and long term, 
the infrastructure and human resource bases have to be upgraded markedly. As an example, only 2% of 
young people attend university, substantially lower than the South Asian average, and poor roads and 
expensive, intermittent power cost the private sector dear.

Economic performance
The human cost was awful, but the economic impact of the tsunami of 
26 December 2004 on the country was not strong enough for economic 
growth to deviate significantly from its recent trend. Gross domestic 
product (GDP) grew at an estimated 5.7% in 2005. The sectors most 
badly hit, fisheries and tourism, continue to struggle. However, tourism 
accounts for only 1% of GDP and fisheries about 2%, and the industrial 
belt in the western part of the country was largely unhurt. According to 
official statistics, the number of tourists recovered relatively quickly in 
2005 to about the same number as the year before, but this figure includes 
tsunami aid workers recorded in the tourism category. Foreign exchange 
earnings were affected by a combination of discounts, greater numbers 
of budget tourists on recently launched regional flights, and much lower 
arrivals from traditional European Union (EU) markets. Major hotel 
associations estimate their overall earnings to have fallen by 30–40%. The 
fisheries sector is slowly recovering, but output is still only half of the 
pre-tsunami level. 

As in the previous 4 years, growth in 2005 was driven by that part 
of the services sector not related to tourism (import-related trade, 
mobile telephony, and financial services) (Figure 2.20.1). Subsequent to 
the 2001 drop in GDP (mainly resulting from an attack on Colombo 
airport) and the cease-fire agreement between the Liberation Tigers 
of Tamil Eelam and the Government that was signed in 2002, the 
economy recovered and expanded at a relatively strong pace. The sector 
contribution to growth after 2001 changed, as increased demand for 
services and imported consumer goods became a major force in the 
economic expansion. Domestic demand (Figure 2.20.2) in turn was 
fueled by flat, or negative, real interest rates (consumer loans increased 
by 40% in 2004 alone), and by a rapid expansion in inflows of workers’ 
remittances.

Manufacturing in textiles and clothing still dominates the industry 
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sector. Immediately after the 2001 crisis, textile and clothing exports 
and output fell; they have gradually recovered (Figure 2.20.3), but their 
contribution to growth is still below that before 2001. Significantly in 
2005, the end of the quota system under the World Trade Organization 
agreements did not lead to multiple bankruptcies and closures, but 
export growth slowed sharply to 3.1% (down from 16.0% in 2004), and 
profit margins tightened. Although the textile and clothing industry is 
export oriented, most other manufacturing consists of agroprocessing 
(tobacco, alcohol, rice, etc.) and consequently its growth is closely 
linked to agricultural output. A good harvest in paddy, coconut, and 
rubber spurs related industries, which was the case in 2005. As part of 
its tsunami support to Sri Lanka, the EU offered the “GSP+,” from July 
2005, covering over 7,200 products. However, its stringent rules-of-origin 
requirements on domestic content, industrialists claim, have failed to 
provide many benefits to Sri Lankan clothing exports, which depend 
largely on imported yarn and fabric.

Both 2004 and 2005 saw a widening of the trade gap (Figure 2.20.4). 
Higher payments for oil alone accounted for about half of the overall 
growth in imports in 2005. Net current transfers increased by 28% 
in 2005, partly on account of private remittances that amounted to 
$2.0 billion, or almost 10% of GDP. However, these inflows could 
not offset the expanded trade deficit, and the current account deficit 
(Figure 2.20.5) continued to widen to 3.5% of GDP ($828 million). Unlike 
2004, this deficit was more than covered by the large capital and financial 
account surplus: net capital transfers leaped fivefold to $370 million, 
almost exclusively because of post-tsunami reconstruction inflows, while 
concessional loans and foreign currency borrowing of the Government 
increased. Moreover, the Paris Club debt moratorium for 2005, a part of 
the tsunami assistance effort, saved principal and interest payments of 
$264 million. The resulting overall surplus pushed up central bank official 
reserves by $600 million to nearly $2.5 billion, reversing a 2004 decline 
(Figure 2.20.6). As a result of improved exchange market conditions, the 
Sri Lanka rupee (SLR) appreciated by 2.4% against the dollar.

Average annual inflation, as measured by the Colombo consumer 
price index, picked up sharply in 2004 and 2005, in a period when rising 
global oil prices were only partly passed through. A steep rise in money 
supply fueled by low real interest rates was a major factor (Figure 2.20.7). 
However, pressures from a substantial civil service salary increase, 
poor harvest-related food shortages of paddy, and higher prices for 
imported consumer goods, especially sugar, were also important (since 
the Colombo consumer price index is heavily weighted toward food and 
beverages). In response, the central bank raised policy interest rates five 
times in 2005, which slowed inflation appreciably by the beginning of this 
year, but failed to slow growth in monetary aggregates.

In 2005, administered gasoline and diesel prices at the pump were 
increased by 33% and 67%, respectively. This move, combined with 
exemptions for diesel from value-added tax after August 2005, eliminated 
subsidies on gasoline, but kept diesel and kerosene subsidized by SLRs6 
and SLRs26 per liter, respectively. The administered price system 
for petroleum products meant continuous high subsidy costs, which 
amounted to about SLRs20 billion in 2005. With the country’s high 
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dependence on diesel generators for power supply, the cost of electricity 
subsidies also escalated. These are borne almost entirely as operational 
losses by the state-owned power utility, Ceylon Electricity Board, and 
amounted to about SLRs20 billion, or nearly 1% of GDP, bringing the 
total costs of fuel subsidies carried by the public sector to about 2% of 
GDP in 2005.

The overall fiscal deficit widened to 8.7% of GDP in 2005, including 
the tsunami-associated expenditure of 1.4% of GDP that was largely 
financed by grants. However, this figure understates the deficit somewhat 
as it excludes subsidies financed by public sector corporations (i.e., quasi-
fiscal expenditures), mainly at Ceylon Electricity Board, where short-
term debt and payment arrears have risen to SLRs50 billion. The deficit 
widened in spite of cuts in capital expenditure, which, to the detriment 
of long-term development, has historically borne the brunt of fiscal 
adjustment. The debt moratorium, grants, official development assistance, 
and substantial domestic borrowing on commercial terms of $1.1 billion 
helped finance the deficit in 2005. 

Economic outlook
Sri Lanka is facing a difficult environment both in terms of political 
developments and macroeconomic management. A complex political and 
social structure, combined with civil strife and a strong commitment to 
a welfare state, has made it difficult for many successive governments to 
push through unpopular but necessary decisions for structural change. 
The election manifesto of the current Government included some 
departures from the past, but the extent and manner in which they will 
be implemented remains to be seen. Structural reforms may proceed in 
a diluted form or in some cases may even be reversed. Agreement on 
reforms may prove difficult and time-consuming: although the executive 
presidency is strong, the president’s alliance spans a wide range of 
groupings with markedly different political agendas. 

Prospects for 2006 and 2007
The forecasts for the next 2 years assume no outbreak of open hostilities 
and the maintenance of “no war, no peace.” They also assume that 
financial policies are geared to stabilization objectives.

GDP growth is forecast at 5.3% in 2006 and 5.2% in 2007 
(Figure 2.20.8). This would be a respectable performance and in line 
with Sri Lanka’s long-term trend. The private sector will continue to 
drive economic growth, especially in textile and clothing manufacturing 
and in services. The private sector is versatile, can survive in a difficult 
environment, and its corporate companies are highly diversified. 
Although the current business climate might not be very conducive 
for foreign or for other new investors, established companies and 
conglomerates have easy access to financial markets—in fact, competition 
for their business is high—and these companies are able to operate and 
invest in an uncertain political environment. This resilience is evidenced 
in the buoyant performance of the Colombo stock market (Figure 2.20.9). 

Inflation is projected to remain quite high at 9.0% in 2006 and 8.0% 
in 2007. A further reduction in the subsidies of kerosene and diesel, as 
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announced in the 2006 budget, coupled with long-delayed adjustments to 
electricity tariffs (made in two steps of 8% in January this year and 12% 
set for later in the year) will have a substantial impact on inflation as the 
changes are implemented and fully passed through via production costs 
to consumers. Additional, substantial increases in civil service salaries 
announced in the budget (to be spread out over 2 years) as well as the 
budget’s increases in indirect taxes will add to price pressures. 

It is not yet clear how the Government plans to keep a rein on 
growth in credit and monetary aggregates. In key policy statements, it 
has announced plans for banks to reserve a substantial share of their 
loan portfolio for agriculture, to set up specialized agricultural and 
development banks, and to provide subsidized credit to small and 
medium enterprises. The Government recognizes the importance of 
adopting a financial framework that buttresses macroeconomic stability 
and continues to attract donor support. 

The current account deficit is projected to remain high, peaking in 
2006 at 3.7% of GDP and moderating in 2007 to 2.7%, as most large-
scale post-tsunami construction work, predominantly roads, is just 
now starting. This work, with high import content and financed mainly 
through aid, should be largely completed by 2008. Oil prices are expected 
to remain high but stable. Exports are projected to grow at about 8% 
annually, a slightly slower rate than in recent years as the clothing 
industry continues to consolidate, and smaller, less efficient producers 
close down or are absorbed. Prospective inflows of tsunami-linked aid, 
development assistance, foreign direct investment (FDI), and government 
borrowing that is not official development assistance appear sufficient to 
fully finance current account deficits of this size, though their adequacy is 
contingent on implementation of appropriate policies over the period and 
maintenance at least of the “no war, no peace” assumption. 

Overall, the Government plans to raise significant funds 
internationally, now that Sri Lanka has a sovereign credit rating (since 
late 2005). Achieving the overall budget deficit target (9.1% of GDP) in 
2006 (Figure 2.20.10) will be difficult for the Government, because it 
has to resume external debt-servicing payments that were suspended for 
1 year as Paris Club tsunami assistance, and because key development 
partners have announced that they envisage new direct budget support to 
the Government only if policies significantly advance economic reform.

Medium-term outlook
Medium-term prospects hinge on government plans to foster economic 
growth by significantly raising FDI as well as public and private domestic 
investment. The authorities’ planned policy instruments range from 
international bond issues to substantial additional tax benefits to those 
companies investing outside Colombo and the western province—the 
“300 factories” program to boost economic activity in the less-developed 
provinces (poverty rates in the north and east are substantially higher 
than the national average of 22%). Growth in the past was driven largely 
by consumption, but private investment and privatization, mainly coming 
through FDI (Figure 2.20.11), played a growing role over time. 

No large infrastructure improvements have been made for at least 
20 years, resulting in bottlenecks that are a heavy drag on the economy. 
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Rebuilding the infrastructure is key to rapid development in the medium 
term. For example, poor roads in Sri Lanka have been associated with 
44% lower total factor productivity, and lack of access to the power grid 
with a 35% reduction, relative to firms with access to good roads and to 
power supply.

The question arises as to which sectors will continue to drive growth: 
agriculture (especially nonplantation activities) receives subsidies, mainly 
for fertilizer, but crucial—and long-term—investments in agricultural 
research and infrastructure, which frequently have the largest impact on 
productivity and poverty reduction, have been neglected. Over the last 
5 years, labor productivity has fallen by a cumulative 10% in agriculture 
and 3% in services, but has risen by 1% in manufacturing. Agriculture’s 
weak performance is a cause for concern and is unlikely to be reversed 
without decisive policy shifts. Earlier studies have already identified 
the main issues: lack of agricultural research, weak development and 
extension services, inconsistent tariff policy, land-use restrictions, lack of 
infrastructure, and fragmentation of land holdings.

The country’s software industry is still in its infancy, employing 
only about 5,000 people with exports estimated at a mere 1.5% of foreign 
exchange receipts. The industry is hobbled by a serious shortage of 
skilled computer staff, a problem that retards the country’s development 
generally in an era when technology is transforming all productive 
activity. To improve the skills of students is a long-term undertaking, and 
the Government is slowly embarking on the arduous task of educational 
reform. Only 2% of the relevant age cohort attend university, versus 8% 
in South Asia and 30–40% in developed countries overall. This is because 
of an acute lack of university places: only 14,000 students out of the 
113,000 who pass A-level exams each year secure a place. Clearly, this 
very low base will make it increasingly difficult for Sri Lanka to improve 
productivity and move away from being a low-skills, low-wage economy.

The traditional bulwarks of export earnings—clothing and tea—will 
have to negotiate recently erected hurdles. The post-quota era means 
that the health of the former sector now depends not only on reducing 
production costs, but also on improving many factors beyond the control 
of the private sector, ranging from establishing more flexible labor laws, 
to increasing the reliability of power supply and road transport. The latter 
sector will need to be able to meet new EU standards (the destination for 
10% of tea exports) with the deadline for certification now postponed to 
June 2006; industry insiders think that other countries will subsequently 
impose similar quality control measures. 

In terms of risks to the outlook, the situation of the civil conflict is 
the main one. Anecdotal evidence already suggests that some firms have 
postponed expansion plans. There is a considerable risk that hostilities 
could resume at a high level of intensity that might, in the worst case, 
lead to a full-scale conflict, although the talks in Geneva in February, 
and the agreement to continue the dialogue in April, offer grounds for 
some optimism. In the worst-case scenario, investment and economic 
growth would be stunted and the country would again suffer from a 
brain drain—a familiar spiral that would be difficult to arrest. Moreover, 
renewed conflict would see the north and east hit by the double jeopardy 
of slower or halted tsunami reconstruction (about 60% of the damage 
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and 55% of the deaths occurred in this area) and difficulties in providing 
assistance to over 320,000 people still displaced. 

In addition to conflict-associated risks, the Government has to 
grapple with substantial macroeconomic issues—increasing exposure to 
commercial foreign borrowing, a high public debt (105% of GDP), a large 
fiscal deficit, substantial quasi-fiscal liabilities, and fairly high inflation. 
Clearly, the Government’s room for maneuver is limited. Moreover, its 
new borrowing plans might possibly be diverted from its investment 
requirements, with adverse long-term consequences. 

A very sharp escalation in post-tsunami construction costs is another 
area of concern and could hamper reconstruction efforts. The cost of 
one bag of cement had risen by 60% to SLRs500 by November 2005 
from its pre-tsunami price. Major tsunami reconstruction projects are 
just starting, yet it is estimated that the cost of construction of 1 km of a 
provincial road is now two thirds higher than before December 2004. 

Textiles and clothing
The textiles and clothing industry is still the country’s largest foreign 
exchange earner, accounting for 46% of export earnings (Figure 2.20.12). 
It employs over 200,000 people directly and about another 400,000 
indirectly. Of nearly 750 factories in the industry, 80 are estimated to 
generate over 80% of its exports. Preliminary data suggest that 15 small 
and medium companies closed in 2005 with a loss of 3,000 jobs, but there 
is no conclusive evidence that this was caused by the loss of quota access 
and increased competition. The industry weathered 2005 relatively well, 
helped by concessional access (linked to high labor standards for the EU) 
and GSP+ access (associated with the tsunami). Preliminary statistics for 
2005 indicate that textile exports to the EU and US have declined, but 
clothing exports have improved slightly, such that market shares have 
been roughly constant in both markets (Figure 2.20.13). However, most 
insiders expect competition to sharpen in the coming years since buyers 
appear to have limited their shift to the PRC for now, because the EU 
and the US imposed quotas on that country’s exports of some items early 
this year. So far, Sri Lanka has been able to compete on its high labor 
standards (which are quite good) rather than high labor productivity 
(which is not).

The next few years will be decisive in how the textile industry fares. 
Most clothing factories are already in special export processing zones, 
and the Government has given the industry additional tax and customs 
incentives, ranging from green channel access to exempting all exports and 
marketing services from value-added tax. Needless to say, the domestic 
clothing industry’s future also hangs on how well the PRC and India fare 
in reducing costs, improving efficiency, and finding market niches. 
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Cambodia

Underpinned by stronger agricultural production, growth accelerated in 2005, buttressing the healthy 
trend of the previous 2 years. Growth of around 6% is forecast for the short and medium term. However, 
growth needs to move away from its current dependence on the clothing and tourism industries. 
Development of agriculture and of the private sector would broaden the expansion, as would progress in 
legal and judicial reforms as well as in securing farmers’ property rights.

Economic performance
Building on robust growth over the previous 2 years, the economy 
expanded by an estimated 8.4% in 2005. Growth was bolstered by 
stronger agricultural production that reflected a recovery from drought, 
an increase in land under irrigation, and a considerably larger fish catch 
(Figure 2.21.1). In industry, clothing exports rose by 23% in volume terms, 
in large part a consequence of temporary safeguard measures against 
textile and clothing exports from the People’s Republic of China (PRC) 
imposed by the European Union (EU) and the United States (US). These 
restraints allowed Cambodia to push up exports to the US. Construction 
benefited from a boom in residential and hotel building, and services 
were boosted by an upsurge in tourist arrivals. On the demand side, 
growth was supported by an increase in private investment in response 
to an improved investment climate, as government reforms began to 
show results. Consumption expenditure also rose, reflecting higher 
agriculture-related incomes (Figure 2.21.2).

Budgetary performance continued to improve in 2005 with the overall 
fiscal deficit estimated at 3.1% of gross domestic product (GDP), narrower 
than the average of the previous 5 years (Figure 2.21.3). A gradual 
improvement in revenue mobilization (up nearly 1 percentage point to 
11.6% of GDP in 2005), due to additional tax measures and strengthened 
revenue administration, was accompanied by lower overall spending. An 
inability to smooth out spending commitments once again produced an 
accumulation in payment arrears to domestic suppliers. 

Broad money grew by 16.1% in 2005 on account of increases in foreign 
currency deposits and credit to the private sector. Private sector credit 
growth of 21.3% was much faster than anticipated and was driven by the 
boom in hotel and residential construction in Phnom Penh. Mindful of 
the shallowness of the market and that exchange rate policy has a limited 
impact on competitiveness in the dollarized economy, the central bank 
continued intervening to help stabilize the riel, which depreciated by 2.1% 
in 2005, reaching 4,116 riel to the dollar at year-end.

Inflation averaged 5.8% in 2005, higher than at any time in the 
previous 7 years (Figure 2.21.4). Food prices rose, despite a lift in food 
production, because of an increase in fish and paddy exports to Thailand 
and Viet Nam, where prices were higher. The rise in the domestic price 
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of fish led to greater demand for beef and pork, pushing up their prices 
as well. Higher global oil prices also put upward pressure on inflation, 
although domestic pricing and tax structures and relatively small weights 
of fuel in the consumer price index ensured only a moderate impact 
(Box 2.21.1). 

Preliminary data show that merchandise exports expanded by 
about 9% in 2005, with the value of clothing exports up by 12%, half the 
year-earlier rate. (The rate of increase in the value of clothing shipments 
was much less than the volume figure, as the end of global quotas 
spurred competition in world markets, lowering export prices.) Exports 
of natural rubber and other agricultural produce rose strongly, but from 
very low levels. Imports rose by 17%, reflecting higher world oil prices 
and inputs for the import-dependent clothing industry (Figure 2.21.5). 
These outcomes widened the trade deficit, but with the cushioning 
effect of buoyant growth in tourism receipts on the services account, 
the current account deficit (excluding official transfers) is likely to have 
widened slightly to just above 10% of GDP in 2005. Aid flows and an 
increase in foreign direct investment offset the current account deficit 

2.21.1 Higher oil prices

The impact of higher oil prices on inflation, the current account, and 
growth prospects have been tempered by several domestic characteristics. 
High levels of taxation and limited competition in distribution and 
retailing ensure that retail prices for gasoline and diesel are far higher than 
in neighboring countries. Import duty, excise tax, and value-added tax are 
levied on an administrative “reference price,” which has historically been 
higher than world market levels. Since 2004, however, the global price has 
exceeded the reference price. As a result, domestic retail prices for fuel 
have risen less quickly than world prices. Moreover, gasoline and diesel 
have low weights in the consumer price index. Consequently, the impact 
on inflation has been relatively light.

A wide gap between retail fuel prices and those in its neighbors 
encourages the smuggling of oil into Cambodia. The Government 
has strengthened efforts to clamp down on it, but is constrained from 
lowering taxes on petroleum products given its narrow revenue base. As a 
consequence of such contraband trade, formal imports underrepresent the 
true level of imports, with the result that official external balances have 
not deteriorated as much as they would have otherwise.

Finally, Cambodia is not an energy-intensive economy: it has the lowest 
electrification rate in Asia, with only about 17% of the total population 
served by the power grid. Moreover, the standard mechanisms for 
transmitting higher imported oil prices to the domestic economy (through 
increases in the cost of production feeding into a wage-price spiral and, 
possibly, higher interest rates) do not apply. Given the dollarization of 
the economy, the authorities have narrow scope for employing traditional 
tools for monetary management, depending more on fiscal policy to 
ensure price stability. Formal labor markets are insufficiently developed, 
and labor organizations are not strong enough to push for higher wages to 
defray higher costs. The upshot is that the impact of higher oil prices on 
inflationary expectations and domestic production is more subdued than 
in more developed market economies.
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2.21.1 Selected economic indicators

2006 2007

GDP growth 6.3 6.4 

Inflation 4.5 3.5 

Current account balance 
(% of GDP)

-11.8 -12.5 

Source: Staff estimates. 

and led to a smaller surplus on the balance of payments. Gross reserves of 
$923 million at end-2005 provided about 3 months of import cover.

Nearly two thirds of external public debt, estimated at $3.2 billion or 
59% of GDP in 2005, is owed to the Russian Federation and the US. The 
debt to those countries is not being serviced while under renegotiation. 
Most of the rest of the external debt is owed to multilateral creditors 
on highly concessional terms. Little domestic debt has been contracted 
over the past decade and domestic public debt, all denominated in local 
currency, amounts to 3.7% of GDP. The debt service ratio relative to 
exports of goods and services at end-2005 was low at 1.9%, including the 
debt under renegotiation (Figure 2.21.6). 

The incidence of poverty in a 2004 survey was estimated at 35% 
of the population, ranging from 4.6% in Phnom Penh to 39% in some 
rural areas. A previous survey in 1993/94 covered only two thirds of 
households, for security reasons at the time. For the parts of the country 
that were sampled in both surveys and that can be directly compared, 
poverty fell from 39% to 28%. The gains have been widespread but not 
uniform, with rural areas seeing the slowest improvement. Poverty rates 
are highest in remote rural areas, which generally have limited access to 
irrigation, roads, markets, and basic services, and lack secure land tenure.

Economic outlook

Prospects for 2006 and 2007
The Government has completed its National Strategic Development 
Plan (NSDP) 2006–2010, which aims to achieve the interim targets of 
Cambodia’s Millennium Development Goals. The following forecasts 
assume that projects identified in a 3-year rolling Public Investment 
Program accompanying the NSDP are pushed through (reflecting the 
NSDP’s priorities) and that donor assistance is aligned with the NSDP’s 
main thrusts. They also assume that the Government takes steps to 
address constraints on more broad-based growth and poverty reduction, 
including fiscal reforms to enhance both revenue collection and direct 
spending for poverty reduction, structural changes to provide an 
environment more conducive to private sector development, and reforms 
in agriculture to promote growth and rural livelihoods. 

In the fiscal arena, the forecasts adopt the premise that the targets, 
as agreed with the International Monetary Fund to strengthen revenue 
collection and reorient spending to social sectors and rural development, 
will be met. They also presuppose no recourse to domestic bank 
borrowing to finance the budget deficit. In structural reform, they are 
predicated on further progress to reduce the cost of doing business, 
and that the Government will (i) implement the Law on Concessions 
(approved by the Council of Ministers in mid-2005) to improve 
transparency in the management of state assets and promote private 
participation in infrastructure, and (ii) begin to address constraints to 
agriculture, including insecure property rights, and poor irrigation, 
power, and roads. Finally, the forecasts assume normal weather conditions 
in the next 2 years.

On this basis, GDP growth is likely to average around 6.3% in 
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2006–2007 (Figure 2.21.7). Growth in agriculture will return to 
more normal, lower rates after the rebound from drought in 2005 
(Figure 2.21.8). The safeguard measures against PRC clothing exports 
imposed by the EU and US for this period suggest that manufacturing in 
Cambodia can continue growing, but not at the pace seen in recent years. 
Tourism is likely to keep expanding robustly (Figure 2.21.9). Average 
annual inflation is projected to moderate to 4.5% in 2006 and 3.5% in 2007 
(Figure 2.21.10), partly in view of an easing in the international price of 
rice. The Government appears set to follow a prudent fiscal policy and a 
broadly stable exchange rate, which will help damp inflation.

Rising rural production will flow through into higher agricultural 
exports. Clothing exports are under challenge from lower-cost countries 
(Box 2.21.2). In 2005, clothing exports to the US, by far Cambodia’s 
largest market, rose by 12% in volume and 20% in value terms. 
However, shipments to the EU declined by about 10%, in the face of stiff 
competition from the PRC and India (Figure 2.21.11). Import growth will 
probably outpace that of exports because of higher oil prices in 2006 
and the import-dependent nature of the economy. This will result in a 
widening of the trade gap. Although receipts from tourism are likely to 
outpace profit remittances and interest payments on external debt, this 
will only partially offset the trade deficit, and the current account deficit 
will widen to over 12% in 2007 (Figure 2.21.12). Continued inflows of 
official loans and grants, and a gradual rise in foreign direct investment 
in line with improvements in the private sector environment, are likely to 
augment the overall surplus on the balance of payments.

Cambodia’s debt seems to be on a sustainable path, though low 
revenue collections mean that debt distress is a risk. Assuming that the 
Government reaches a debt-rescheduling agreement with the Russian 
Federation and the US in 2006 on terms comparable to the 1995 Paris 
Club agreement, external debt is projected to decline to 40.5% of GDP by 
end-2006, though the net present value of public external debt would still 
represent around 187% of government revenue. 

Medium-term outlook
If the country is to achieve the NSDP growth target of 6% a year over 
2006–2010 and a reduction in the poverty rate to 25% by the end of this 
decade, several structural constraints to growth need to be resolved. 
Existing sources of growth are narrowly based on clothing and tourism. 
If safeguards against PRC clothing imports are lowered in world markets 
after 2008, domestic clothing-makers would face heightened competition. 
Moreover, both clothing and tourism have an urban focus with limited 
linkages to the rural economy. Agriculture, which employs 72% of the 
labor force, offers the best potential to accelerate growth and address 
poverty more directly. Currently, its production is far below potential 
because much land remains uncultivated and crop yields are among the 
lowest in the subregion. One way to lift production would be to address 
the issue of insecure property rights, which discourages farmers from 
investing in land improvements.

Development of the private sector is hampered by infrastructure 
bottlenecks, high cost of credit, lack of skilled labor, and weaknesses 
in governance. A simple and transparent rules-based private sector 
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environment is needed to encourage business growth. The Government 
is adopting laws that will improve competitiveness, facilitate private 
participation in infrastructure, and promote diversification through 
export zones. However, progress has been slow in legal and judicial 
reforms, which has hindered the effective implementation of laws, forcing 
the private sector to operate according to uncertain market rules. 

Increases in public investment are limited by the low revenue base. 
Oil and gas deposits were discovered offshore in 2005 and, if they 
turn out to be in commercial quantities, could generate much higher 
revenues for the Government. Such receipts could promote significant 
socioeconomic development, if they are used prudently. However, in the 
absence of mechanisms to improve their use and broaden their impact, oil 
receipts could lead to a further concentration of wealth and greater social 
tension. They may also lead donors to curtail their aid. 

The biggest risk to achieving the growth and poverty reduction 
targets in the NSDP stem from delayed or half-hearted implementation of 
reforms. In particular, foreign and domestic investment on the required 
scale may not be forthcoming without progress in legal and judicial 
reforms to ensure a more predictable regulatory environment. Failure to 
develop rural areas and promote agriculture, especially in the context 
of land ownership becoming more concentrated, could exacerbate the 
urban-rural divide and lead to social unrest. 

2.21.2 Challenges for the clothing industry

Cambodia’s clothing industry is dominated by foreign owners and has 
no unique cost advantage (although labor compliance with International 
Labour Organization standards is a positive feature). For the foreseeable 
future, the industry is likely to depend on preferential access to some 
major export markets, such as Canada and the European Union. In the 
US market, the country has quota-free access as a member of World Trade 
Organization, in contrast to Viet Nam. This advantage may, though, be 
lost once Viet Nam joins the organization, possibly later this year, or next. 
Cambodia’s clothing industry needs to become more competitive in terms 
of cost and delivery times if it is to have a longer-term future. 

The Government has embarked on a program to improve 
competitiveness by reducing the cost of trade processing and the time 
taken for clearance and inspections, and has achieved some success. An 
assessment of changes made to date found that the cost per transaction 
of export processing fell from $942 in 2003 to $598 in 2005, and that 
the average cost of import processing dropped from $2,447 to $673 per 
import transaction. Also over this period, the time taken for export 
clearance fell from 6.6 days to just 20 hours. Further improvements are 
likely in 2006 with the introduction of a single administrative document, a 
new risk-management approach to clearance of imports and exports, and 
a single window for trade facilitation in Sihanoukville, the main port.

For the medium term, a draft National Export Strategy 2006–2010 
outlines further measures to shorten lead times and improve the 
environment for the clothing industry. These include strengthening supply 
chains through closer integration with countries in the Association of 
Southeast Asian Nations and developing border export processing zones 
to take advantage of cheaper inputs, such as electricity.
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Indonesia

Despite headwinds, the economy maintained its recovery and expanded by 5.6% in 2005. During the 
year, the Government cut fuel subsidies and redirected budget savings at spending on the poor. However, 
the rise in fuel prices pushed up already-high inflation and prompted interest-rate rises, which curtailed 
consumer spending and investment later in the year. Growth will slow in 2006 before picking up in 2007. 
Crucially, the investment climate is improving, but much remains to be done if the Government is to 
achieve its medium-term growth target of 6.6%.

Economic performance
Gross domestic product (GDP) growth has picked up in recent years, 
from 3.8% in 2001 to 5.6% in 2005. Other indicators have improved 
commensurately: the fiscal deficit has narrowed to below 1% of GDP 
and public debt has declined to 52% of GDP, down nearly 30 percentage 
points over 4 years. The continuing recovery in 2005 was noteworthy 
because it was achieved in the face of several major difficulties, including 
the aftermath of the December 2004 earthquake and tsunami, which 
severely damaged Aceh province and Nias islands; changes in budgetary 
procedures, which led to a slowdown in the release of development 
funding; a slump in the rupiah; a sharp increase in domestic fuel prices; 
and a surge in inflation and interest rates.

Higher inflation and interest rates impeded both private consumption 
and investment spending as the year progressed. Growth of private 
consumption slowed by 1 percentage point to 4.0%, while growth in 
fixed investment, after showing encouraging signs of recovery, slowed 
by about 4 percentage points to 9.9%. Year-on-year GDP expansion 
stepped down from 6.3% in the first quarter to 5.6% in the second and 
third, and to 4.9% in the final quarter. Indeed, the economy contracted 
by 2.2% in the fourth quarter from the third. An 8% rise in government 
consumption spending in the later part of the year contributed to the 
full-year GDP performance of 5.6%, up 0.7 of a percentage point from 
2004. Overall, private consumption and fixed investment contributed 
about 4.5 percentage points, while net exports continued to subtract 
from growth (Figure 2.22.1). The savings rate, too, makes it evident that 
personal consumption has been a driver of growth in recent years, having 
steadily declined between 2001 and 2004 (though it recovered a little in 
2005) (Figure 2.22.2). 

On the supply side, growth of agriculture slowed to 2.5% on account 
of a smaller harvest caused by changes in the crop mix and a shift in 
land use. Growth of manufacturing decelerated to 4.6%, reflecting higher 
production costs. Mining recovered from a slump to register a modest 
1.6% upturn, supported by higher global prices for oil, metals, and 
minerals. Construction (included under industry) and services, together 
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accounting for about half of the economy, expanded by 8.0% and were 
largely responsible for GDP growth (Figure 2.22.3). 

An encouraging development in 2005 was an acceleration in private 
investment. Actual foreign direct investment (FDI) in sectors other than 
oil, gas, and finance nearly doubled to $8.9 billion from $4.6 billion in 
2004, according to the Investment Coordination Board. While this is 
far from the FDI peak of $39.7 billion in 1995 (also excluding oil, gas, 
and finance), the slow recovery is a positive sign for the medium term. 
Realized domestic investment more than doubled to $3.2 billion. However, 
a slowdown in public investment outweighed the recovery in private 
investment, leading to decelerating fixed capital formation.

Total merchandise exports rose by about 20%, with non-oil and gas 
exports up at about the same rate. However, in volume terms, exports 
moved little, even after currency depreciation in mid-2005. Ministry 
of Trade data show that Indonesia has lost market share in some major 
exports since 1998 (Box 2.22.1). On the payments side, imports climbed by 
about 26% (Figure 2.22.4). With a widening deficit in services trade, the 
overall current account surplus fell to $3.0 billion, or 1.1% of GDP (which 
compares with a surplus of 4.8% of GDP in 2000.) 

Fuel subsidies became a critical issue in 2005 as global oil prices 
climbed, placing an increasingly heavy burden on the budget. (The 
subsidies cost nearly $10 billion that year, or 3.5% of GDP). They also 
encouraged inefficient use of petroleum products. In March, the 
Government raised administered prices of these products by 29%, but in 
the absence of a strong signal on future policy direction, strong demand 
and soaring prices propelled oil imports higher, sending the current 
account into deficit in the second quarter. Financial markets reacted 
sharply: the rupiah slumped in August to its lowest point since 2002, the 
stock market weakened, and private capital outflows accelerated. Foreign 
exchange reserves dropped by more than $5 billion in the 5 months to 
September (Figure 2.22.5) as the authorities drew down reserves to fund 
the growing oil-related import bill and to defend the rupiah. 

In October, the Government took the bold step of more than 
doubling fuel prices to slash the cost of the subsidies. Bank Indonesia also 
raised its 1-month policy interest rate by 4 percentage points to 12.75% 
between September and December to support the rupiah and damp 
inflation (Figure 2.22.6). These moves restored investor confidence, but 
they also ramped up inflation and slowed consumer spending. Between 
March and October, inflation doubled to 18% and stayed around that 
level in November–December—the highest in 6 years. To deal with the 
adverse impacts of inflation on the poor, the Government announced 
an unconditional cash transfer program to provide subsistence support 
of roughly $10 a month for 1 year to about 15.5 million poor households, 
at a cost of about $480 million in 2005. The fiscal resources conserved 
by the cut in subsidies enabled the Government to prepare a $1.4 billion 
spending program to upgrade education and health facilities and village 
infrastructure in 2005–2006. The rate rises helped strengthen the rupiah 
(Figure 2.22.7), and foreign reserves recovered to about $35 billion at end-
December, from about $30 billion in September. The rupiah strengthened 
further through mid-March 2006 and reserves continued to recover. 

Rising interest rates hurt the banking sector, particularly in the 
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second half of 2005. Loan growth decelerated and the net nonperforming 
loan ratio rose from 1.9% to 5.0% during the year. Banks’ capital-adequacy 
ratio declined from 21.7% to 19.6%. State-owned commercial banks posted 
nonperforming loan ratios of around 15%, generating concern about their 
governance and risk management. 

Fiscal consolidation has been a hallmark of economic policy in 
Indonesia since 1997. The overall budget deficit narrowed from 2.4% in 
2001 to 0.5% in 2005, with the outcome last year helped by the cuts in 
fuel subsidies and delays in spending caused by changes to budgetary 
procedures (Figure 2.22.8). The ratio of external public debt to GDP 

2.22.1 Export performance in need of a revamp

Indonesia has experienced a significant slowdown in the growth of 
exports in sectors where it traditionally has had a comparative advantage, 
including furniture, palm oil, rubber, textiles, and footwear. In some cases, 
exports have seen an absolute decline. The average growth rate for non-oil 
and gas exports has slowed to about 13% in recent years, from 17% before 
the Asian financial crisis.

Rising labor costs, high inflation, and a relatively stronger currency 
have eroded the economy’s ability to compete in export markets. The 
International Monetary Fund estimated in 2004 that unit labor costs 
were about 35% higher in dollar terms than before 1997. At the same 
time, the People’s Republic of China (PRC) and Viet Nam have become 
keen competitors for Indonesia’s traditional export markets. In 2005, 
Indonesia’s exports of textiles and clothing to its principal markets pro-
duced a mixed performance. There was some erosion of market share 
to the European Union (EU) once quotas ended on 31 December 2004. 
However, the country increased its market share in the United States, with 
particularly strong export growth in cotton clothing (up 17%) in 2005. 
Looking ahead, competition will be stiff from Bangladesh and India. The 
PRC and Viet Nam, also strong competitors, remain quota constrained 
in the US market and, in the case of the PRC, also in the EU as both the 
US and EU used special textile safeguards allowed under the World Trade 
Organization accession agreement. Viet Nam may emerge as the main 
competitive threat when it becomes a member, unless it is saddled with 
safeguards.

Generally weak investment in recent years has hampered Indonesia’s 
competitiveness. This applies not only to a lack of investment in manu-
facturing, but also in transportation, ports, and other infrastructure that 
affects exporters’ costs. Raising the investment rate would likely benefit 
export industries, as would further liberalization of trade. After going 
through various rounds of trade liberalization, Indonesia has one of 
the most liberal trade regimes in Southeast Asia. Its average tariffs have 
declined from about 27% in the 1980s to 7–8% (although higher tariffs 
protect certain industries such as automobiles). Still, results from a 2005 
UNCTAD simulation indicate that the economy could gain $2.3 billion 
in net export earnings annually from a completely liberalized ASEAN+3 
regional trade agreement. It could capture about half of these benefits 
by liberalizing unilaterally, and in motor vehicle trade this would triple 
Indonesian automobile exports, while a regional arrangement would 
increase automobile exports by 1.5 times. Leather, textiles, and clothing 
would also gain with further trade liberalization. 

2.22.8 Budget deficit
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has steadily declined in recent years, from about 45% in 2000 to 27% 
in 2005 (Figure 2.22.9), with overall public debt also falling. Paris Club 
debt rescheduling in 2005, granted to help the country deal with the 
tsunami devastation, allowed the Government to defer $2.5 billion in debt 
repayment until this year. 

Indonesia’s economy has been unable to generate enough jobs to 
employ 2.5 million annual entrants to the labor force. Labor market 
data compiled before the economy slowed later in the year put the 2005 
unemployment rate at 10.3%, higher than a year earlier (Figure 2.22.10). 
While household survey data show that poverty incidence has fallen from 
23% in 1999 to 16% in 2005, 53% of the population live on less than $2 a day. 
The increase in the price of cooking fuel made the poor more vulnerable 
in 2005, though the reduction in the regressive fuel subsidy and a 
reorientation of fiscal resources to programs that directly benefit the poor 
could have highly beneficial impacts on poverty reduction in the future. 

Some progress in fighting corruption was made during the year. The 
convictions of a former provincial governor and members and staff of the 
General Election Commission were successes for the Anti-Corruption 
Commission. This agency also launched investigations into the alleged 
payment of bribes to judges and court officials. The Government pursued 
scandals in Bank Mandiri and Bank Negara Indonesia. A cabinet 
reshuffle in December—particularly the appointment of a new economics 
team—helped improve market and investor confidence. 

Economic outlook

Prospects for 2006 and 2007
The fuel subsidy reduction in October set in motion a series of changes 
that have yet to work themselves out. The Government is expected to 
raise other administered prices. The following forecasts assume that 
inflation will stay high in the first half of 2006 and ease in the second. 
They also assume that the rupiah will average 9,600 to the dollar and that 
the central bank will lower interest rates a little in the second half of the 
year. The Government is expected to increase development spending and 
government employees’ salaries.

Growth in the first half of 2006 is constrained by soft private 
consumption demand owing to the interest rate increases, high inflation, 
and a likely rise in unemployment. Fiscal policy will start to counteract 
this weakness through increased public spending (the fiscal deficit is 
likely to widen to 1% of GDP in 2006 from 0.5% in 2005), a shift in 
spending to the regions (the allocation for transfers to the regions is up to 
7.2% of GDP from 5.8% in 2005), and the move away from fuel subsidies 
to better-targeted public spending. General-purpose grants to the regions 
are up by a net 1.5 times and special-purpose grants are up by two thirds 
from last year’s allocations. The increased fiscal spending allowed by 
reduced fuel subsidies will have both direct and multiplier effects on 
growth. The size of the latter depends on the availability and condition of 
infrastructure in the regions, and the effectiveness of local governments 
in implementing projects. 

The main generator of growth in 2006 and 2007 will be domestic 
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2006 2007

GDP growth 5.4 6.0 

Inflation 14.0 7.5 

Current account balance 
(% of GDP)

1.0 0.9 

Source: Staff estimates. 

2.22.9 External public debt

20

30

40

50

05040302012000

% of GDP

Source: Bank Indonesia, available: http://www.bi.go.id/
web/en/Data+Statistik/statcat.htm?head=82&lang=eng&s
tat=io, downloaded 1 February 2006.
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demand, stimulated primarily by fiscal measures. The Government 
adopted a package in March 2006 to strengthen the investment climate 
through tax, customs and excise, and labor market reforms. It has taken 
initial steps to prepare policies and regulations for greater investment in 
infrastructure. The principal themes include: promotion of private sector 
participation, efforts to boost competition, and the adoption of market-
based tariff structures where feasible. In an effort to ensure effective 
implementation of these measures, given that past performance has 
been less than impressive, the Government has strengthened its national 
committee charged with accelerating infrastructure development. The 
onus on this committee will be to ensure that adequately prepared 
and commercially viable infrastructure projects are offered to private 
investors, and that contracts are awarded transparently. This should be 
seen against a backdrop where, in early 2005, 91 infrastructure projects 
were announced but only a handful have since started construction. 

For all of 2006, GDP growth is forecast at 5.4% (the Government’s 
budget is based on a more optimistic prediction of 6.2%), picking up 
to 6.0% in 2007 (Figure 2.22.11). Inflation in the first half of 2006 will 
stay high (it was 17% in the first 2 months) because of implemented or 
planned increases in administered prices, minimum wages, and wages 
of government employees. By the end of 2006 inflation is expected to 
moderate to about 8%, giving a 2006 average rate of about 14.0%. Inflation 
is projected to slow in 2007 (Figure 2.22.12), on the assumption that 
administered prices are henceforth raised gradually. The current account 
surplus is expected to stay at around 1.0% of GDP.

Of the outstanding foreign debt, $9.4 billion in principal and interest 
is due in 2006, representing about 14% of export earnings and one third 
greater than debt repayments in 2005. The Government plans to meet 
these financing needs by issuing new bonds (about $5.7 billion) and 
seeking concessional project and program lending assistance ($3.6 billion). 

On policy issues, the primary focus will be on the reorientation of 
public expenditure to reduce poverty. The authorities are formulating 
a medium-term expenditure framework with poverty reduction as 
its principal goal. Its aims are to move away from unconditional cash 
transfers and toward targeted investments in selected sectors, and to scale 
up spending by regional governments.

Medium-term outlook
The Government’s Medium-Term Development Plan for 2005–2009 
envisages annual average GDP growth of 6.6%. It targets halving both 
the poverty incidence (to 8.2%) and the unemployment rate (to 5.1%) 
by 2009. A key priority is to spur investment in manufacturing and 
infrastructure to generate jobs. Over the past quarter century, Indonesia 
has increased its share of manufacturing in GDP from about 13% to about 
28%, and manufacturing’s share of exports rose by almost five times to 
64% in this period. However, the medium-term plan’s target to expand 
manufacturing by 8.6% annually will be difficult, given that growth in 
2005 was only half this level. Overall, these medium-term targets appear 
ambitious. Growth of about 6% looks more achievable, provided that the 
investment climate continues to improve. 

Gross domestic investment has been flat at about 21% of GDP since 
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2000, down from 32% in 1997, just before the Asian financial crisis 
(Figure 2.22.13). In addition, much of the public and private investment 
has focused on maintenance rather than expansion of production. For 
example, as a result of underinvestment in the oil and gas sector since 
1997, production of oil declined about 20% over a decade to around 
1 million barrels a day in 2005 (Figure 2.22.14). Domestic consumption 
of oil, encouraged by the fuel subsidies, rose to above 1.2 million barrels 
a day. (Since the subsidies were cut, demand has declined by more than 
20%.) Consequently, the country became a net oil importer, just as global 
oil prices started to climb, though it remains a net energy exporter because 
it supplies about a quarter of the world’s liquefied natural gas from fields 
in Aceh and Kalimantan. An agreement reached in March 2006 between 
state-owned oil company Pertamina and Exxon Mobil to develop the large 
Cepu oil field, after years of negotiations, should improve the investment 
climate and boost the country’s oil production (by 2009). 

Even with natural gas becoming a major export, lack of clarity 
regarding the legal and regulatory environment and poor returns on 
investment in production and distribution have in the past hindered its 
use as a domestic energy source. Three recent developments have set the 
stage for gas to play a more important role: the removal of fuel subsidies 
has made gas competitive as a domestic fuel, the legal and regulatory 
framework for gas has been strengthened, and the Government has 
recently decided to prioritize domestic consumption over exports. 
Perusahaan Listrik Negara, the state-owned power utility, now wants to 
increase substantially the share of gas in its generation mix. However, 
major investment in infrastructure will be required to pipe gas to the 
large population centers in Java. 

The near-term outlook faces several risks. Inflation could remain 
in double digits for longer than expected, keeping interest rates high 
and discouraging consumption and investment. The banking sector is 
vulnerable to currently rising rates of nonperforming loans. And Indonesia 
has had a high mortality rate of 69% of the 26 people tested positive for 
the avian flu virus between mid-2005 and February 2006. The 2006 budget 
allocates just $14 million to combat the disease, although the Government’s 
own estimate is that at least 30 times that amount would be prudent.

Over the medium term, the Government’s ability to achieve its 
growth targets will be affected by its progress in overcoming several 
critical hurdles. The first is the investment climate, which is improving 
but still deficient. The March 2006 policy package is promising, but the 
actual implementation of such packages has been a source of concern in 
the past. Priority should be assigned to finalizing the legal framework 
for investment, tax, customs, and labor issues. A continuing debate on 
whether the Government should adopt an approval-oriented system or a 
simple registration system for investment has shaken investor confidence. 
The second constraint is poor delivery of public services, especially at 
regional level. Specific problems include lack of clarity in the roles and 
responsibilities of the national and regional levels of government, poor 
coordination at national and local levels, inconsistencies between laws 
and regulations at the various levels of government, and inadequate 
capacity among local governments to carry out projects. Third is a lack of 
performance in the civil service at national and local levels.

2.22.13 �Gross �domestic �investment

0

7

14

21

28

35

05200299961993

% of GDP

Sources: Bank Indonesia, available: http://www.bi.go.
id/web/en/Data+Statistik/statcat.htm?head=99&lang=eng
&stat=io, downloaded 1 February 2006; CEIC Data Company 
Ltd., downloaded 10 March 2006. 

2.22.14 �Oil �production

0.0

0.5

1.0

1.5

0503200199971995

Million barrels/day

Source: Organization of the Petroleum Exporting Countries, 
Statistical Bulletin 2004, available: http://www.opec.org/
library/Annual%20Statistical%20Bulletin/asb2004.htm, 
downloaded 9 March 2006.

http://www.bi.go.id/web/en/Data+Statistik/statcat.htm?head=99&lang=eng&stat=io
http://www.bi.go.id/web/en/Data+Statistik/statcat.htm?head=99&lang=eng&stat=io
http://www.bi.go.id/web/en/Data+Statistik/statcat.htm?head=99&lang=eng&stat=io
http://www.opec.org/library/Annual%20Statistical%20Bulletin/asb2004.htm
http://www.opec.org/library/Annual%20Statistical%20Bulletin/asb2004.htm


Lao People’s Democratic Republic

Growth accelerated in 2005 as investment in mining and hydropower projects maintained the industry 
sector’s double-digit expansion, while agriculture and services also grew. An increase in imports of capital 
equipment for these projects has deepened trade and current account deficits. Fiscal concerns are the 
major risk factor, given a weak revenue base. Solid economic growth is expected into the medium term, 
assuming further progress on fiscal reforms. 

Economic performance
Gross domestic product (GDP) grew by an estimated 7.2% in 2005, edging 
higher for a third year in a row. (It had risen at just under 6% annually 
in 2000–2003.) Per capita GDP increased from $322 to $491 between 
2001 and 2005. Until a few years ago, agriculture accounted for more 
than 50% of GDP, but double-digit growth in industry since 2001 has 
raised that sector’s share to about 30% and lowered agriculture’s to about 
45%. Industry—driven by gold and copper mining—grew at a robust 
13.0% in 2005 and contributed 3.5 percentage points of GDP growth, or 
about half of the total (Figure 2.23.1). Indeed, industry has been the main 
source of growth for the past 5 years. Construction activity at the large 
Nam Theun 2 hydropower project also provided a fillip to growth in 2005. 

Agriculture, mainly rice production, has recorded steady but modest 
average growth of 3–4% in the past 5 years, slipping to the lower end of 
this growth range in 2005. The services sector has generally expanded by 
5–7% in the period, reflecting steady improvements in tourism and trade, 
though sector growth picked up to 8.0% last year.

Inflation was contained at 7.2% in 2005, decelerating from the 10–15% 
range recorded in 2002–2004 and the lowest inflation rate for many 
years. Growth of broad money (M2) was reined in to an estimated 8%, 
from above 20% in most recent years. The central bank’s monetary policy 
is based on open-market operations, although it is constrained by the 
widespread use of the United States (US) dollar in the economy. 

Data for 2005 on trade and financial flows remain scant, which limits 
an analysis of the external sector. The merchandise trade deficit has 
widened sharply to around $350 million for the past 2 years, from about 
$150 million in the previous 3 years, largely because of high oil prices 
and imports of capital equipment for mining and hydropower projects 
(Figure 2.23.2). Exports, which comprise primarily coffee, electricity, 
clothing, minerals, and wood, performed well in 2005, surging by nearly 
50%. Clothing exports increased slightly. The widening trade gap in the 
past 2 years has pushed the current account deficit to around 8% of GDP. 
Mining and hydropower projects have attracted foreign direct investment, 
which rose from an estimated $17 million in 2004 to $27 million in 2005. 
The exchange rate has remained broadly stable over the past 3 years. 

Public and publicly guaranteed external debt was estimated at 
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$2.2 billion at end-2005. The country is in fact eligible for debt relief 
under the debt initiative for heavily indebted poor countries, but the 
Government has not requested such assistance. It is, though, seeking 
further concessions on debt owed to the Russian Federation, following an 
initial agreement in 2003 on a net present value reduction of about 20% 
in outstanding debt to $387 million. Gross international reserves rose 
slightly to $238 million (Figure 2.23.3).

Robust economic growth and some improvement in revenue 
collection, which is a chronic weakness in the budget, kept the overall 
budget deficit (including grants) to about 4% of GDP in FY2005 (ended 
30 September) (Figure 2.23.4). After several years of pursuing a program 
of fiscal reforms, basic fiscal discipline is in place, although policy 
instruments require further development. Tax revenue comes mainly 
from turnover tax, excise tax, and import duties; income tax is narrowly 
based and has many exemptions, but the Government is making efforts 
to broaden the tax base. Various tax measures, including changes to the 
administration of the turnover tax and excise tax were passed by the 
National Assembly in FY2005. The challenge now is to implement them. 

Provinces and districts have received more autonomy on budget 
management issues in recent years, but without a sound institutional 
framework or adequate technical training. Problems have therefore 
emerged, including wide variations among provinces in per capita 
spending on key sectors and delays in revenue transfers from tax-surplus 
provinces to the national treasury. 

The Government is implementing a 5-year public expenditure 
management program to address these concerns. In terms of outlays, an 
expanding wages bill is a major concern, caused in part by provincial 
governments raising staff levels after they obtained greater autonomy in 
hiring. The Government has made serious efforts to align annual budgets 
with its poverty reduction strategy, and created 157 village development 
funds in 47 districts to promote household income generation. However, 
budget processes are not yet completely aligned with the strategy.

Economic outlook 
The following forecasts assume that the Government will continue 
with the fiscal reforms needed to maintain economic growth and 
macroeconomic stability. The fiscal reform agenda is expected to meet 
major economic benchmarks agreed with the donor community, though 
some delays may occur. On the monetary front, the authorities are seen as 
keeping to prudent monetary management. 

Prospects for 2006 and 2007
Growth will likely stay solid over the next 2 years, supported by 
investments associated with construction of the Nam Theun 2 
hydropower project and mining projects. These projects, and enhanced 
opportunities for intraregional trade from closer integration with 
the rest of the subregion (Box 2.23.1), have the potential to maintain 
industry’s double-digit growth. The performance of agriculture is 
expected to be satisfactory during a gradual transition from subsistence 
to commercial activities and contract farming. The services sector should 
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be underpinned by forecast annual growth of 11–12% in tourist arrivals. 
These are predicted to exceed 1.7 million by 2010, when income from 
tourism may well reach $200 million–$300 million a year. GDP growth 
is projected to average about 7% over 2006–2007 (Figure 2.23.5). Inflation 
will stay relatively high at around 9% (Figure 2.23.6) 

The trade deficit is likely to widen further, given the need for 
imports of capital goods for the hydropower and mining projects and 
continued high global oil prices (Figure 2.23.7). Furthermore, clothing 
exports will face stiffer competition in international markets. The current 
account will remain in deficit, though capital inflows, including foreign 
direct investment, are likely to offset the gap. International reserves 
are projected to increase gradually, maintaining a level equivalent to 
3–4 months of imports. The kip is expected to depreciate slightly in 
nominal terms against the US dollar.

Medium-term outlook
The economy is forecast to grow by 6–7% in 2006–2010, supported 
by construction of, and then exports from, Nam Theun 2 (scheduled 
for completion in 2009); new mineral production; and the increasing 
commercialization of agriculture. The main challenge is likely to be fiscal 
and debt management. Targets identified in the fiscal reform program 
need to be met and reform accelerated to address weaknesses in revenue 
collection and to strengthen public expenditure management. Under the 
draft Sixth National Socio-Economic Development Plan (2006–2010), 
the Government envisages a significant rise in spending and an increase 
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2.23.1 Focus on increasing trade

The Government is keen to increase trade as a way of 
promoting economic growth. Its 2006–2010 development 
plan states that the country intends to implement bilateral 
and multilateral commitments. It is reducing tariffs in line 
with its commitments under the Association of Southeast 
Asian Nations (ASEAN) Free Trade Area (it is scheduled 
to lower tariffs on eligible ASEAN imports to 0–5% by 
2008) and pursuing membership of the World Trade 
Organization. Nontariff barriers are no longer commonly 
used, import quotas have been abolished, and import 
licensing is required only for cement, fuel, motor vehicles, 
and steel.

Cooperation and integration with neighboring countries 
are particularly important for this landlocked country. 
More than one third of its trade is with these countries 
and others in Asia (box figure). Under the Greater 
Mekong Subregion cooperation program, the Government 
supports measures to facilitate trade and transport, 
including cross-border agreements. The implementation 
of one such agreement, with Viet Nam, began at the 
Dansavanh-Lao Bao border crossing in June 2005. The 
Government signed a similar agreement with Thailand in 
July for the Savannakhet-Mukdahan border crossing.

Distribution of exports, Q1–Q3 2005
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in revenue. The fiscal balance is projected to remain in deficit over the 
medium term. 

In relation to debt management, the ratio of external debt to GDP 
is forecast to stay high, in the 80–90% range. Because of the mostly 
concessional nature of this debt, the debt service burden of about 
9% of exports is manageable, if economic reforms stay on track and 
exports rise substantially as expected. The export growth rate, reflecting 
commissioning of Nam Theun 2, is projected to rise to nearly 30% by 
2010. Additional debt and interest costs arising from the Government’s 
financial participation in Nam Theun 2 are expected to be outweighed by 
the forecast increase in GDP and exports, so this financing should not 
undermine the overall debt position.

The 2006–2010 plan assumes a high level of official development 
assistance and increased domestic and foreign investment. The 
commitment and disbursement of official aid will largely depend 
on the maintenance of prudent fiscal and debt management, while 
private investment flows require progress in improving the business 
environment. 

The main domestic risk to the outlook is incomplete implementation 
of fiscal reforms. If there is slippage in this area, and the economy is 
hit by an external shock, the fiscal deficit could widen to an extent that 
jeopardizes macroeconomic stability and the poverty reduction strategy. 
Consolidation of public expenditure, especially wages, is required to 
avoid further expansion of the debt and to allow for funding of priority 
areas. The risks raised by decentralization of fiscal management could be 
addressed by more effective planning and implementation to avoid both 
inconsistency between central and local budgets and delays in revenue 
transfers to the central Government.

2.23.6 Inflation
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Malaysia

Growth moderated in 2005 as external demand weakened for electronic products, though the 
industry recovered later in the year and is expected to improve further in 2006, helping lift overall 
economic activity. Inflationary pressures are likely to persist, prompting further increases in interest 
rates. On the policy front, fiscal consolidation will continue while monetary policy, despite rate rises, 
will remain accommodative. Over the medium term, among the constraints to stronger growth is a 
falling investment rate. 

Economic performance
The economy expanded by 5.3% in 2005, in line with the 5-year average, 
but down by nearly 2 percentage points from 2004 mainly because of 
weaker external demand for the country’s electronic products. For the 
third year running, private consumption was the main contributor, 
at 4.5 percentage points, to growth in gross domestic product (GDP) 
(Figure 2.24.1). It was helped by low interest rates and easy access to 
credit, and by firm commodity prices that lifted rural incomes. Net 
exports contributed 1.5 percentage points to GDP growth. Investment, 
in contrast, detracted from growth. Public investment fell as the 
Government narrowed its fiscal deficit, while slower growth in exports 
damped private investment.

On the supply side, the services sector continued to grow briskly, 
boosted by spending of households and foreign tourists, and by new 
areas of growth such as outsourcing of business services. Services 
contributed 3.3 percentage points to growth, a second consecutive year 
of strong input (Figure 2.24.2). The industry sector, dragged down by 
weaker export demand for electronic goods (which make up about half 
of all export earnings), contributed 1.8 percentage points to growth, the 
lowest level since the global technology bust in 2001. The contribution 
of agriculture was 0.2 percentage point, with growth mainly in palm oil 
production. 

Consumer inflation accelerated to a 6-year high of 3.0% last year, 
after 5 years when inflation averaged just 1.5%. Much of the rise was the 
result of fiscal policy decisions—reductions in fuel subsidies, higher 
duties on cigarettes and liquor, and increased highway toll charges. The 
administered retail price of gasoline was raised by 14% and of diesel by 
42% over the year. These increases filtered through the supply chain, 
as indicated by a rise in core inflation. In the labor market, the rate of 
increase in employment roughly matched that of the workforce, and the 
unemployment rate remained at 3.5% (Figure 2.24.3). 

Two key changes in monetary policy were made in 2005: adoption of 
a managed currency float against a basket of currencies in July, ending 
the peg of the ringgit (RM) against the United States (US) dollar; and the 
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raising of interest rates for the first time in 7 years. In the context of the 
stronger inflationary pressures, Bank Negara Malaysia, the central bank, 
sent a signal in November that the interest-rate cycle had turned when 
it raised the benchmark overnight policy rate by 30 basis points to 3.0%, 
which is still low by international comparisons. The rate increase also 
started to close a widening differential between Malaysian and US interest 
rates. Negative real rates, along with a lethargic Malaysian stock market 
and only a slow appreciation of the ringgit, prompted capital outflows 
that led to a near $10 billion decline in foreign reserves in the fourth 
quarter of 2005 (Figure 2.24.4). Reserves for the full year continued their 
upward trend, though.

 The Government, adhering to fiscal consolidation, reined in 
the fiscal deficit to 3.8% of GDP in 2005, a third consecutive year of 
narrowing deficits (Figure 2.24.5). Total outstanding federal government 
debt also came down, to 46.2% of GDP at end-2005, reversing an uptrend 
since 2001.

Malaysia, a net oil exporter, benefits from higher global oil prices, 
though the trade-dependent economy is also vulnerable to secondary 
effects if those higher oil prices erode global economic growth. The 
Government provides large subsidies for fuel consumption: direct 
subsidies cost RM7.4 billion last year (up from RM4.8 billion in 2004), 
and tax exemptions on fuel cost an additional RM7.9 billion in forgone 
revenues. This was offset by higher petroleum income tax receipts and 
royalty payments. As subsidies are phased down, the fiscal position will 
be strengthened. 

A goods and services tax (GST) scheduled to start in January 2007 to 
replace the current sales and service tax has been postponed to a date that 
has not yet been set. More time is needed to refine the GST model and 
for businesses to prepare for it. The introduction of the GST should help 
improve tax compliance and provide room for personal and corporate 
taxes to be lowered without reducing government revenue. 

Export growth slowed in 2005, but imports decelerated even more 
abruptly, generating a bigger trade surplus (Figure 2.24.6). This led to a 
surge in the current account surplus to $20.5 billion, or 15.7% of GDP. The 
large surplus was also reflected in an excess of savings over investment. 
A lack of enthusiasm among companies to increase investment remains 
a concern for policy makers. The investment rate has been declining 
for 5 years, reaching 20.7% of gross national product in 2005. Malaysia’s 
investment potential has been dented both by its displacement as a low-
cost manufacturing center and by the slow progress that domestic firms 
have made in climbing the value-added ladder. Still, gross foreign direct 
investment inflows rose by 6.4% in 2005. 

Domestically, a lack of business opportunities caused in part by the 
dominance of state enterprises in several sectors, and—for some firms—
limited access to capital because of tough collateral requirements and frail 
balance sheets, were other restraining factors on investment. The overall 
balance of payments remained in surplus and external debt as a share of 
GDP continued to nudge lower. The ringgit appreciated very slightly after 
the move to the managed float, indicating limited impact of the basket 
mechanism, notwithstanding the substantial current account surplus.

2.24.3  Labor indicators
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Economic outlook

Prospects for 2006 and 2007
Assuming that fiscal policy continues to consolidate and that 
monetary policy is accommodative, the economy is likely to sustain 
its growth momentum, expanding by 5.5% this year and 5.8% next 
year (Figure 2.24.7). Forward-looking indicators, such as the leading 
composite index and the US new orders index, which generally lead 
Malaysia’s business activity by some 6 months, suggest stronger growth. 
Robust growth in the People’s Republic of China and the US, plus a 
strengthening in global electronics demand, is assisting manufacturing. 
Domestically, robust consumer spending, an expected pickup in private 
investment, and higher government expenditure related to the start of 
the Ninth Malaysia Plan (2006–2010) will all provide further support. 
Private investment should be spurred by improving electronics exports 
(Figure 2.24.8) and higher government development spending. This 
forecast is supported by an 8% rise in planned manufacturing investment 
approved in 2005 by the Ministry of International Trade and Industry. 

Some moderation is likely in consumption expenditure after 2 years 
of rapid growth, given that interest rates could edge up at a time that 
household debt has increased, to 61.5% of GDP. Moreover, consumers are 
sensitive to inflation, which is forecast to average around 3.5% in 2006, the 
highest rate in 7 years (Figure 2.24.9). The Government raised the price of 
gasoline, diesel, and liquefied petroleum gas by about 20% in February. 
This move, and an expected lift in electricity charges, will maintain 
upward pressure on inflation. (The price of unleaded gasoline is now 
RM1.92 a liter, still subsidized by about RM0.54 a liter.) 

On the supply side, manufacturing and services will remain the 
engines of growth. Manufacturing output is projected to scale up 
by 5.5% in 2006, buttressed by the recovery in external demand for 
electronics. The services sector, which accounts for about half of the 
economy, is forecast to grow by 6.6%, underpinned by continued buoyant 
consumption and an increase in business activity. Agricultural growth 
is likely to decelerate because of expected lower production of palm oil 
after a bumper harvest in 2005. Mining, though, will be bolstered by 
new oil and gas fields coming on stream. Construction is expected to 
post a mild recovery in 2006, with new infrastructure projects under the 
Ninth Malaysia Plan outweighing a moderate slowdown in residential 
construction. 

A higher allocation for development outlays in the 2006 budget, 
announced in September 2005, and implementation of new projects 
under the Ninth Malaysia Plan will lead to modestly higher growth in 
public investment. This is not expected to affect fiscal consolidation 
because aggressive tax collection, higher revenue from oil production, and 
reduced fuel subsidies provide room for the extra spending. Hence the 
target of reducing the fiscal deficit to 3.5% of GDP in 2006 and to 3.0% 
in 2007 looks achievable. The challenge for fiscal policy is to gradually 
shrink the deficit without derailing economic growth. 

Stronger investment and still-robust growth in consumer spending 
will result in a higher growth rate of imports than exports (despite the 
increase in electronics shipments), although the trade surplus in dollar 
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terms will be little changed. The current account surplus will decline, but 
remain substantial at $19.4 billion (Figure 2.24.10) or about 13% of GDP. 
The ringgit exchange rate, which strengthened by 2.6% in the 8 months 
after the managed float was adopted in July, is expected to appreciate 
(Figure 2.24.11) further, supported by rising interest rates. Bank Negara 
Malaysia, which raised the overnight policy rate by a further 25 basis 
points to 3.25% early this year, has room to raise interest rates still further 
to combat inflation and to maintain positive rates. 

Medium-term outlook 
Over the period 2006–2010, annual economic growth is expected to 
average 5.5%, given the low investment rate. The Government has a 
strategy to diversify sources of growth, which involves a transition toward 
a more services-oriented economy (Box 2.24.1). Health, tourism, retailing, 
information and communications technology, transport, and education 
are all targeted as important sources of future growth, as the industry 
sector becomes relatively less important. The official Vision 2020 plan, 
which aims to raise Malaysia to developed-nation status by the end of the 
next decade, has a more optimistic 7.0% growth rate target. 

Growth in the past has been driven primarily by the accumulation 
of physical capital. However, since there is now more competition 
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2.24.1 Foreign participation in services 

Malaysia is opening parts of its services sector to greater foreign 
participation, though significant barriers are still in place, limiting the 
growth of services. Foreign participation in many services is already 
allowed, but the level of market access is subject to conditions. Most 
services firms involving foreigners are joint ventures where foreign 
ownership is capped at 30%. Professional services have restrictions on 
foreign participants and foreign certification is seldom recognized. For 
example, lawyers are required to be Malaysian citizens or permanent 
residents (as are accountants wanting a license to practice) and to pass 
a Malay-language exam (unless exempted). Foreign law firms are barred 
from operating in Malaysia (except in the special enclave of Labuan). 
Foreign accounting firms can provide accounting and tax services only 
through affiliates. 

While foreign banks outnumber local banks, their market share is 
much smaller. This is partly because foreign institutions are restricted in 
the number of branches and automated teller machines they can operate, 
but plans are afoot to liberalize the banking sector by 2007. In prepa-
ration, the Government is encouraging mergers among domestic banks, 
and Bank Negara Malaysia has raised the minimum capital requirements 
to strengthen local banks. Already, the 71 domestic banks operating before 
the Asian crisis have merged into 10 groups.

In telecommunications, several foreign companies have been 
licensed, but Telekom Malaysia remains the dominant provider of 
fixed-line services. The number of licenses for mobile phone services 
is restricted and the foreign equity stake generally is limited to 30%. In 
insurance, where foreign companies play a major role, and especially in 
life assurance, branches of foreign firms are required to incorporate in 
Malaysia. A cap on foreign ownership is also in force. 
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internationally to attract manufacturing on the basis of low cost, 
sustaining a high level of growth will require a shift to growth led by 
enhancing productivity. This will entail both moving up the value-added 
chain into new areas of competitive advantage and developing new 
products and services. Labor skills must therefore be improved and much 
greater support for technical innovation and entrepreneurship offered, 
though the Government has already invested heavily in information 
technology infrastructure, such as digital fiber-optic networks, industrial 
parks, and computer laboratories in schools. However, policies, 
regulations, institutions, and skills are likely to determine the degree to 
which new industries take root. Grants and tax breaks are provided to 
encourage research and development activity and skills training. 

There are concerns, though, about how effectively the education and 
training systems can produce the skills and knowledge needed to assure 
the transition to a more technology-oriented and innovative economy. 
Malaysia’s enrollment performance in tertiary education does not match 
that of some newly industrialized economies. Schools, as in many 
other countries, are characterized by rote learning, excessive pressure 
to pass exams, and an emphasis on uniformity, while the transition 
to new industries and services will require creativity, risk taking, 
entrepreneurship, and adaptability. Such attributes would more likely 
stem from an education system that promotes problem-solving skills, 
communication, and teamwork. 

The planned transition will also require language skills. Malaysia had 
an advantage in this area with a relatively high standard of English in 
the past, though recent years have seen some slippage. The Government, 
among others, has recognized the need to improve the standard of 
English as a national priority, and has decided that all primary schools 
should teach mathematics and science in the English language. Other 
developments that would facilitate the development of technology and 
services industries include a further opening of the economy to foreign 
competition—which should encourage innovation, investment in new 
technology, and entrepreneurial capacity—as well as enhanced protection 
of intellectual property rights. 

Domestic risks to the economic forecasts in the near term include the 
possibility of higher inflation and of avian flu. The unexpectedly sharp 
February hike in fuel prices and an anticipated increase in electricity 
charges could keep inflationary expectations high, triggering a sharper 
rise in interest rates than these forecasts assume and undermining 
consumer confidence and spending. With regard to avian flu, Malaysia 
may be particularly vulnerable if an international human epidemic were 
to occur because its economy depends heavily on external demand, 
despite the growing role of domestic consumption, and has a substantial 
tourism industry. 

2.24.11 Nominal exchange rate
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Myanmar

An assessment of economic development is handicapped by incomplete information and by deficiencies 
in the reliability of data. Official estimates suggest that the economy grew quickly in FY2004, but this 
is not supported by trends in inputs. Inflation appeared to rise to double-digit rates in 2005. Significant 
improvements in economic performance are unlikely in view of structural weaknesses in domestic policies, 
which include the monetization of fiscal deficits and a dual exchange rate. 

Economic performance
According to official estimates, gross domestic product (GDP) grew 
by 13.6% in FY2004 (ended 31 March 2005) because of improved 
performances in agriculture, fisheries, manufacturing, and trade. (About 
half of total output comes from agriculture, fisheries, and forestry. 
Industry, dominated by subsidized state enterprises, contributes about 15% 
of GDP, and services 35%.) However, trends in inputs such as electricity 
and fertilizer suggest much more modest growth. The dearth of complete 
and timely data limits an analysis of the economy’s performance, as does 
exclusion of the informal sector in official estimates. 

The Government emphasized self-sufficiency in rice and expanding 
the production of beans and pulses, cotton, sugarcane, and oil-seed 
crops for export. The area sown to these crops has been increased. But 
imports of fertilizers have been on a declining trend, keeping yields below 
potential. In the first 10 months of FY2004, fertilizer imports were just 
15% of total fertilizer imports in FY2003. The industry sector has been 
impaired in recent years by trade and investment sanctions imposed by 
the European Union, United States, and others. In energy, though, oil and 
gas production has expanded (Figure 2.25.1), and electricity generation 
increased 18% in the first 7 months of FY2005. 

Fuel prices were raised eightfold in October 2005 and lifted further 
subsequently to reduce the cost of subsidies. This prompted higher prices 
for some basic commodities. Inflation likely returned to double digit 
rates. Monetary policy has not addressed the inflationary pressures and 
interest rates have been unchanged since 2001. Real rates are likely to be 
negative. The kyat weakened in the parallel foreign exchange market to 
1,330/$1 in September 2005, which also put pressure on prices. There has 
been a mild appreciation of the kyat since then. The ratio of the parallel 
rate to the official rate is nearly 200:1. 

Tax revenue rose by 68% in FY2004, reflecting increases in taxes 
collected on commodities, services, and profits (Figure 2.25.2). Receipts 
from customs duties jumped more than fourfold following changes to 
import tariffs. Expenditure, however, rose even faster and after including 
subsidies to state enterprises, the fiscal deficit was an estimated 6% of 
GDP, one of the highest in the subregion. Fiscal deficits are financed 
largely through central bank credit creation. This has contributed to 
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rapid growth of the money supply, which rose 26% in the July–September 
quarter of 2005 from a year earlier. On the trade front, Myanmar has 
reported surpluses since FY2001, with a trade surplus of $1.2 billion 
in FY2004 (Figure 2.25.3). Exports are estimated to have grown by 8%, 
but imports fell by about 11%. Receipts from exports of natural gas to 
Thailand now represent over 30% of total exports by value. 

Growth prospects are likely to remain modest without significant 
macroeconomic reforms. Government projections of growth of 12.2% 
are again unrealistic. Monetization of the fiscal deficit contributes to 
inflation pressures and puts fiscal and monetary stability at risk. The 
fiscal constraints limit resources available for poverty reduction and 
for investment in infrastructure. However, trade links with robust 
neighboring economies provide a basis for expansion of export industries. 
The confirmation of the presence of avian flu cases in birds in the 
Mandalay area is a source of concern.

2.25.3 Trade indicators
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Philippines

Economic growth slowed to 5.1% in 2005 and inflation accelerated to 7.6%. Introduction of the expanded 
value-added tax helped lift confidence in the outlook at a time of political uncertainty, though the 
quality of fiscal consolidation will be watched closely. Investment continues to lag, while the dependence 
of growth on consumption and on remittance inflows limits prospects. In the near and medium term, 
growth of 5% is projected.

Economic performance
Gross domestic product (GDP) grew by 5.1% in 2005, below the 5.3–6.3% 
target range set for 2005 in the Medium-Term Philippine Development 
Plan 2004–2010. Gross national product rose by 5.7%. Such outcomes fall 
short of what is required to make significant inroads into persistent high 
levels of poverty and unemployment. Growth in 2005 slipped from a year 
earlier, attributed mainly to weaker agricultural performance and, to a 
lesser extent, slower growth in the services sector.

Buoyed by a strong flow of remittances from overseas workers, 
personal consumption expenditure remained the largest contributor to 
GDP growth in 2005. Private consumption contributed 3.9 percentage 
points (76% of the total), down from 4.6 percentage points in 2004 (also 
76% of the total) (Figure 2.26.1). Government consumption stayed weak 
and contributed only 0.2 percentage points to overall growth, as the 
authorities reined in the fiscal deficit. Gross fixed capital formation fell 
by 3% (both private and public investment declined), and so it reduced 
growth by 0.6 percentage points. Shrinking investment not only blunts 
current output growth but constrains future potential.

External demand was lackluster. Exports of goods and nonfactor 
services grew by 2.3% in real terms. Growth of imports of goods and 
nonfactor services was even slower at 1.8%. As a result, the contribution 
of net exports to GDP growth was negligible, at 0.1 percentage points. 
Electronics, which account for about 66% of total exports, rose by just 
2.2% (Figure 2.26.2). In particular, exports of semiconductors slowed 
significantly later in the year, increasing by only 3.8% in the fourth 
quarter. The weak performance of exports may signal an erosion of 
some of the cost and other advantages that the Philippines’ electronics 
sector had in the past, rather than conditions in the global information 
technology market, because these improved in the second half of the year. 

On the production side, the industry sector expanded by 5.3%, spurred 
by a good year for mining (Figure 2.26.3). Starting from a low base, 
there has been significant expansion in nickel, gold, and copper mining. 
Manufacturing grew by 5.6%, the highest rate since 2001. In services, 
rising by 6.3%, investment in back-office facilities remained strong, 
and telecommunications, trade, and financial institutions continued 
to perform well. However, the overall expansion in the services sector 
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slowed from 2004 due to weak performance in the government and 
transport services subsectors. Robust wholesale and retail trading and 
mobile phone spending were consistent with strong private consumption 
expenditure; however, double-digit growth by banks was a surprise since 
it was inconsistent with sluggish loan growth data from the monetary 
authority. A likely source of the gains in the banking subsector was 
income from trading of government securities and fund flows from 
remittances. The agriculture and fisheries sector, still accounting for over 
a third of total employment, grew by only 2.0% in 2005, down from 4.9% 
in the previous year. This deceleration was largely due to drought in the 
first half of the year (Figure 2.26.4). 

Despite a widening of the trade deficit to $7.5 billion (from $5.7 billion 
a year earlier), the current account posted a surplus of $2.3 billion, as a 
result of the strength of remittances (Figure 2.26.5). Recorded remittances 
in 2005 rose by 25% to $10.7 billion, though actual remittances could 
be substantially higher as a considerable amount is sent via informal 
channels. The capital account also showed improvement, with a surplus of 
net portfolio inflows of $2.8 billion, reversing net outflows of $1.7 billion 
the previous year (Figure 2.26.6). Portfolio inflows have been attracted by 
prospects of fiscal consolidation and prospective gains in equity and debt 
markets. Foreign direct investment inflows also strengthened, from a net 
$109 million in 2004 to $970 million, but they remain far below those 
of other major countries in the subregion, both in volume terms and 
as a share of GDP. Overall, the balance of payments in 2005 remained 
comfortably in surplus, by $2.4 billion. Gross international reserves rose 
by more than $2 billion to $18.5 billion in 2005 (Figure 2.26.7).

The unemployment rate fell a half percentage point over the year to 
11.4%, though it remains stubbornly high (Figure 2.26.8). (In April 2005, 
the statistical agency approved a new unemployment definition, thus 
breaking the data series; to maintain historical consistency, the old 
definition is used here.) The underemployment rate rose to 21.0% of 
those employed, from 17.5% a year earlier, as economic growth is still not 
creating sufficient jobs for a fast-growing labor force. To some degree, 
pressure on domestic labor absorption is eased by an exodus of workers 
overseas. In 2005, for example, nearly 1 million workers left for jobs 
abroad. The total number working overseas was just over 8 million in 
2004. Although generating subsequent remittance income, emigration on 
this scale comes at a high cost in terms of loss of knowledge and skills, 
and can have high social costs as well.

A sharp increase in petroleum-product prices and the impact of the 
drought on agricultural commodity prices lifted inflation to an average 
of 7.6% in 2005, breaching the Government’s target of 5–6%. To keep 
inflationary expectations in check, the Monetary Board raised two key 
policy rates by 25 basis points in October. Inflationary pressures remained 
in early 2006, as the February figure (7.6%) resumed an upward trend 
(Figure 2.26.9). 

During 2004 and 2005, the Government pushed ahead with reforms 
on two fronts. First, power generation tariffs were raised with a view 
to cutting losses at state-owned National Power Corporation. Second, 
Congress approved changes to value-added tax (VAT) in May 2005, 
although implementation was delayed until November, resulting in lower 
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2.26.4  GDP growth by sector
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than expected incremental revenues (Box 2.26.1). In addition, incentives 
provided by the Special Purpose Vehicle Law enabled banks to strengthen 
their balance sheets by selling nonperforming assets. The nonperforming 
loan ratio declined to 8.7% by end-November 2005, from 13.6% a year 
earlier. This is a substantial reduction from the post-Asian financial crisis 
peak of 17.3% in 2001. The capital-adequacy ratio for banks averaged 18%, 
comfortably above the statutory minimum of 10%. Other significant 
developments in the financial market include the establishment of an 
electronic exchange for fixed-income securities and derivatives—the 
Philippine Dealing and Exchange Corporation—which started trading in 
March 2005. Before this exchange was set up, secondary debt securities 
were traded through banks. 

An improved fiscal performance helped ease pressure on lending 
rates and reduce spreads on government debt instruments. The national 
government deficit narrowed to 2.7% of GDP (P146.5 billion) in 2005, 
1.2 percentage points less than a year earlier and an impressive reduction 
from its peak of 5.3% in 2002. With a lower financing requirement, 
the benchmark 91-day treasury bill rate fell to 5.4% by end-November, 
a 227 basis point decline from its start-of-year level. (Treasury bill 
rates continued to decline through January 2006, to 4.9%.) In fact, 
with inflation high, real rates for treasury bills were negative in 2005. 
Meanwhile, spreads narrowed on government bonds because of 
the reduction in the fiscal deficit, an improved credit outlook from 
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2.26.6 Foreign investment
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2.26.8 Labor indicators
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2.26.1 Continuing reforms in revenue mobilization

Implementation of the new value-added tax (VAT) law—which increased 
the VAT rate from 10% to 12% from February 2006—and the imposition 
of increased excise duty (“sin” tax) on alcoholic products and tobacco 
were significant achievements. The VAT law amendments covered not only 
VAT but measures covering tax policy and tax administration, including 
lifting of exemptions from VAT in key sectors, such as power, medical 
services, and petroleum products; increasing the corporate income tax 
rate from 32% to 35%; and increasing the coverage and rate of the gross 
receipts tax of bank and nonbank financial intermediaries. 

However, the anticipated contribution to overall revenue is yet to be 
realized. Both laws suffered setbacks as legal challenges delayed their 
implementation. Although signed into law in May 2005, the new VAT law 
became effective only in November 2005. The sin tax law was amended 
in December 2004 and scheduled to come into effect in January 2005. 
However, the courts issued various restraining orders in the first half of 
2005, delaying implementation, such that realized incremental revenue 
from sin taxes in 2005 was only P3 billion, or 20% of the programmed 
level. The new VAT law yielded only P2.6 billion incrementally in 
November 2005, its first month of implementation, or about half its 
programmed level. 

Other sources of revenue performed better than in previous years. 
Income and profit tax collection in 2005 grew by 16.2%, up 2 percentage 
points from 2004. The reason may be strengthened tax administration 
through intensified efforts to pursue tax evaders and lifestyle checks on 
tax officials. However, business groups reported that smuggling remains 
high, leading to large losses in customs receipts.
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international rating agencies, and narrower spreads on emerging market 
debt (Figure 2.26.10). In line with this, in January 2006 the Government 
issued $2.1 billion of global bonds, enabling it to fund more than 60% of 
the $3.1 billion in expected commercial foreign borrowing requirements 
for the year. Yields on these bonds were significantly lower than the most 
recent international borrowings by the Government. 

Despite progress, concerns over fiscal consolidation remain. For 
a start, the national Government’s total debt stock remained high at 
about 72% of GDP as of end-2005, with interest payments accounting for 
one third of total government expenditure (Figure 2.26.11). This leaves 
the Government vulnerable to financial shocks. In addition, though 
revenues grew faster than spending, the narrowing of the fiscal deficit 
(Figure 2.26.12) was also helped by windfall revenue gains from treasury 
operations and by significant—probably unsustainable—reductions in 
expenditure. For example, the capital budget declined in real terms. 
Government spending fell from 19.6% of GDP in 2001 to 17.5% in 2005, 
but in a country where 44% of the population survives on less than $2 a 
day, there is a pressing need for strengthened delivery of social services 
and for infrastructure that targets the poor and the vulnerable. Moreover, 
compressed spending on public overhead capital limits the economy’s 
prospects for higher long-term growth.

Economic outlook
There is no immediate prospect of a significant improvement in the 
growth outlook. Consumption will remain the main driver from the 
demand side, with support from remittances. From the supply side, the 
contributions of the three sectors are expected to change little, and thus 
services will remain the largest contributor to growth. Further gains 
in fiscal consolidation, especially demonstration of sustained results in 
tax administration, will help build credibility and provide the basis for 
strengthening macroeconomic stability. 

The forecasts assume that further progress is made in power sector 
reforms, especially privatization. This will help strengthen the investment 
climate and support a more positive outlook for the medium term. 
However, gains in investor confidence from progress in reforms could be 
partially offset by sporadic political turbulence.

Prospects for 2006 and 2007
As there is marginal scope for fiscal or monetary maneuver to support 
demand and growth, there is little prospect of growth accelerating 
significantly in 2006 and 2007. GDP is therefore expected to grow by 
about 5% during these 2 years (Figure 2.26.13). The immediate prospect 
for agriculture, which accounts for 19% of GDP, is uncertain because a 
La Niña weather phenomenon, which brings torrential rains, may 
reduce crop production this year. A modest rebound in agriculture is 
assumed for 2007 (Figure 2.26.14). The food and beverage subsector of 
manufactures would also be affected, as prices of raw materials rise in 
2006 and subside in 2007. Export-oriented manufacturers should be 
bolstered by expected modest gains this year in global trade volumes. 
The services sector, with the largest share of GDP at 48%, is expected 

2.26.1 Selected economic indicators
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2.26.10 Sovereign risk spreads and  
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to maintain its high growth of 6.0–6.3%, with the transport and 
telecommunications subsector leading growth on the back of market 
expansion in medium-sized cities and areas of economic expansion 
outside Metro Manila. 

On the demand side, weakness in investment and exports is expected 
to be the theme in 2006, but they should pick up in 2007. Gross fixed 
capital formation is forecast to rise by 3.5% in 2006 and 7.0% in 2007. 
Most of this will stem from increases in private investment, though 
public investment will also contribute as a result of higher investments 
in infrastructure. Consumption expenditure will continue to provide the 
main support for growth in both years.

The fiscal deficit is seen narrowing further in 2006 and 2007. This 
supports continued easing of interest rates as the Government’s domestic 
financing requirement declines. Inflation, however, is expected to average 
nearly 7% as cost-push pressures build from still-high fuel prices, a 
one-time effect of the VAT rate increase, and the effects of La Niña 
weather on agricultural production (Figure 2.26.15). Aided by remittance 
inflows, the current account surplus will stay at around 2% of GDP in 
2006 and 2007 (Figure 2.26.16).

The key risks to the immediate outlook include the intensity of 
La Niña rainfall, which could reduce agricultural production and have 
spillover effects on the food and beverage subsector. Slippages in the 
implementation of core reforms, in particular tax administration and 
power sector reforms, could erode the credibility of the Government. 
Finally, political uncertainty has yet to completely subside, and this has 
the potential to undermine growth prospects over any time scale. 

Medium-term outlook
Growth of GDP to 2010 is expected to average 5–6% a year, while that 
of gross national product will be slightly stronger than this due to an 
acceleration of net remittance inflows. On a year-to-year basis, agriculture 
will be the main swing factor to growth, depending on weather 
conditions. Industry will continue to expand at around 5%, while services 
will maintain its rate of around 6%. On the expenditure side, private 
consumption will remain the main driver, growing at 5.0–5.5%, and 
given that it accounts for about 80% of overall demand, it will continue 
contributing about 4 percentage points to overall growth. Government 
consumption, on the other hand, will edge higher to around 3%, with 
more headroom provided by a narrower fiscal deficit. 

Exports will grow slowly at about 7%, similar to imports. The Asian 
Development Outlook 2006 baseline forecast for growth over the medium 
term is well below the official Medium-Term Philippine Development 
Plan target rates of 6.3–7.3% for 2006, increasing to 7.0–8.0% in 2009 and 
2010. While these higher levels of growth are indeed needed to raise per 
capita income to levels consistent with fast reduction of poverty levels, in 
order to achieve them the capital stock needs to expand by at least 10% 
a year in net terms, much higher than an estimated 3% in recent years. 
Lifting the capital stock would require an extended investment push that 
creates a virtuous cycle of higher rates of productivity, wages, and labor 
absorption. To invigorate investment, momentum must build behind 
reforms. Although the reform agenda is long and potentially complex, 
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2.26.11 National government debt
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demonstrated successes in a few key areas could help shift perceptions 
and build a consensus behind the need for a determined reform effort 
over the medium term. 

Key reform challenges
A near-term challenge for the Government is to demonstrate success 
of the VAT and sin tax laws in meeting fiscal revenue targets. Not only 
will this provide a measure of the Government’s resolve and capacity to 
implement reforms but will also provide the additional fiscal headroom 
that is needed so that infrastructure problems can be tackled and 
shortfalls in other critical areas of public expenditure provision filled. 
But improving tax administration faces many technical, administrative, 
and institutional hurdles. Measures that have already been implemented 
have not yet had a substantial impact on revenue collection. Improved 
revenue mobilization will require an effective performance-based 
system for tax-collection agents, strengthened and widened tax audits, 
and an improved taxpayer registration system. Customs processes and 
procedures, which are nontransparent and a source of considerable 
revenue leakage, also need overhauling.

Power sector reform is another major test. In recent years, the 
public power sector has been one of the most important single causes 
of fiscal hemorrhage and a major contributor to perceptions of a weak 
investment climate. The Electric Power Industry Reform Act passed 
in June 2001 provides the framework for addressing these issues, 
including restructuring, recapitalizing, and privatizing the assets of 
National Power Corporation (NPC). Although the asset sales have 
been delayed, generation tariff adjustments in 2005 helped move NPC 
close to breakeven. The challenge is to sustain the gains in the financial 
performance of NPC, facilitate the transfer and disposal of transmission 
and generation assets, and improve the business environment in the 
sector. 

Local government units (LGUs) have an important role to play in 
fiscal consolidation and in unlocking the medium-term growth potential 
of the economy. The Local Government Code initiated in 1991 allowed 
the devolution of government spending responsibilities to LGUs and 
substantially increased transfers of national government revenues to 
LGUs. However, after 14 years the Local Government Code’s goal has 
not been fully realized, and LGUs, in general, are not yet playing their 
anticipated role. A key issue relates to flaws in the fund-transfer formula, 
leading to a mismatch between expenditure responsibilities assigned to 
LGUs and the transfers that they receive to finance them. In this context, 
poor creditworthiness hampers LGU access to other sources of financing, 
such as bank loans and bonds. Legal restrictions that encumber LGUs’ 
tax- and revenue-raising capacities, and a narrow tax base that reflects 
out-of-date property valuations, are two areas that need attention. 

2.26.14 Growth of supply and demand  
components of GDP
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Singapore

Strong external demand lifted economic growth to 6.4% in 2005. Domestic demand showed signs of 
recovery, especially consumption, which was bolstered by strengthening employment and a recovering 
property market. Structural reforms are helping diversify the economy and contributed to the above-trend 
performance. Growth is expected to continue its rapid pace for most of 2006, and begin to revert to 
trend late in the year.

Economic performance
The economy grew by 4.1% in the first half of 2005, against the backdrop 
of the cyclical downturn in the global electronics industry and a decline 
in output from the domestic pharmaceuticals industry. In the second 
half, the rate of expansion nearly doubled from the first 6 months, 
supported by a boost in pharmaceutical output in the third quarter and 
a broad-based manufacturing expansion in the fourth (Figure 2.27.1). 
Full-year growth was 6.4%, significantly higher than the 4–5% trend rate. 
The growth rate had been even stronger in 2004, when the economy 
rebounded from a slump induced by the regional outbreak of severe acute 
respiratory syndrome (SARS). 

Manufacturing expanded by 9.3% in 2005, led by the transport 
engineering, biomedical manufacturing, and electronics subsectors. High 
global shipping freight rates, increased oil exploration inspired by high 
oil prices, and the damage caused by Hurricane Katrina to oil rigs in the 
Gulf of Mexico in August boosted orders for Singapore’s offshore and 
marine engineering industry, which is a major player in ship conversion 
and oil-rig building. Electronics benefited in the fourth quarter from the 
end of the global electronics inventory correction around midyear, as 
orders for electronics products picked up. Construction declined in 2005 
for the seventh consecutive year, but at a slower pace (1.1%) than in 2004. 
A gradual diminishing of oversupply in the property market, as well as 
government approval for development of two large casino-resorts, lifted 
market sentiment. 

The services sector grew by 5.8%, underpinned by the strong 
performance of wholesale and retail trade and of financial services. The 
former was supported by buoyant regional trade and the recovery in 
domestic consumption, the latter by expansion of asset management and 
capital market activities. These activities in turn were fueled by increased 
international investment in Asian equities, greater volatility in the foreign 
exchange market, and higher turnover in the domestic stock market. 

On the demand side, economic growth was generated primarily 
by external demand (Figure 2.27.2). Merchandise exports measured 
in Singapore dollars increased by 14.0% in 2005, moderating from a 
20.5% surge a year earlier. Much of the growth came from exports of 
information technology and telecommunications products, spurred by 
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the recovery in global growth in the second half. Merchandise imports, 
driven largely by exports, expanded by 13.6%. Imports would have been 
higher but for weak domestic investment in machinery and equipment. 
In 2005, net exports in national accounts terms rose by 16.5% and 
contributed 4.6 percentage points of the 6.4% gross domestic product 
(GDP) growth.

Private consumption continued to recover, but fixed investment 
contracted by 1.9%, in contrast to a 10.2% rise in 2004. A continued 
slide in the construction of residential buildings and a dip in aircraft 
purchases accounted for most of the investment decline. The downswing 
of the global electronics cycle in the first quarter of 2005 damped 
investment in machinery and equipment. However, quarterly data 
show a 15% year-on-year rebound in gross fixed asset formation in 
the fourth quarter, suggesting greater business confidence in the 
improving external economic environment. Overall, domestic demand 
accounted for 2.0 percentage points of the GDP expansion in 2005, with 
a contribution of 0.2 percentage points from total investment (including 
inventory investment) and 1.8 percentage points from consumption. (A 
0.2 percentage point statistical discrepancy is subtracted to arrive at 6.4% 
GDP growth.)

Employment expanded by a robust 110,800 jobs, and employment 
generation was broad-based. Government efforts to enhance labor market 
flexibility in recent years, aided by job redesign and retraining, have also 
played a role in reducing slack in the labor market. The unemployment 
rate fell from an annual average of 3.4% in 2004 to 3.2% in 2005, and 
would have declined further but for an increase in the labor force 
participation rate. A tightening job market fed into wages, which rose 
by 3.5%, similar to the pace of 2004. Despite high international energy 
prices, consumer inflation slowed to 0.4% from 1.7% a year earlier, due 
mainly to a fall in car prices that resulted from a decline in the premium 
paid in Singapore for vehicle permits. The direct effect of high global oil 
prices has been largely muted so far because of the relatively small share 
of energy in total costs and contracting gross margins in downstream oil 
sectors. 

In the context of the strengthening domestic recovery and with risks 
of imported inflation, the Monetary Authority of Singapore maintained 
its monetary policy target of a modest and gradual appreciation of the 
trade-weighted nominal effective exchange rate in 2005. Over the year, 
the Singapore dollar weakened against the United States (US) dollar and 
currencies pegged to it, but strengthened against other major currencies 
(Figure 2.27.3). In tandem with US interest rate rises, domestic monetary 
conditions continued to tighten. The 3-month interbank interest rate 
rose to 3.25% in December 2005, up 181 basis points from a year earlier 
(Figure 2.27.4). The strengthening US dollar in 2005 may have contributed 
to the rise in the Singapore interbank rate. However, the average prime 
lending rate remained at 5.3%, reflecting weak demand for bank lending. 

The Government’s fiscal position strengthened. Operating revenue, 
which excludes investment income, interest income, and capital receipts, 
rose by 6.7% in 2005. Total government expenditure increased by 
just 1.3%, mainly due to a fall in development spending. As a result, 
the primary operating deficit fell to S$0.7 billion (0.3% of GDP) from 
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S$2.1 billion (1.1% of GDP) in 2004. The overall fiscal balance, including 
investment income, remained strong (Figure 2.27.5). In the external 
accounts, the trade surplus rose to US$38.0 billion in 2005 (Figure 2.27.6), 
and the current account surplus increased to US$33.3 billion, equivalent 
to 28.5% of GDP. Active investment abroad by Singapore companies 
drove up the outflow of capital, which largely offset the increased current 
account surplus. Consequently, gross international reserves rose slightly 
to US$116.6 billion.

Economic outlook
As the most export-dependent economy in Asia, Singapore’s prospects 
rely heavily on world market conditions, and especially the global 
electronics cycle. Despite concerns over high oil prices and rising 
US interest rates, the global economy is expected to grow at a steady 
pace in 2006, barring major shocks. The consumer electronics upturn 
(Figure 2.27.7) is likely to continue, holding up electronics demand over 
most of this year. At home, fiscal policy in 2006 is likely to be stimulative. 
The budget for FY2006 (beginning 1 April 2006) includes S$2.6 billion 
in special direct cash payments. The FY2006 primary operating deficit 
is forecast to widen to S$2.9 billion, around 1.4% of GDP. The Monetary 
Authority is expected to maintain its moderately tight stance in view of 
the strengthening domestic demand and increasing inflationary pressures. 

On the assumption of favorable external conditions and a largely 
accommodative domestic policy environment, the economy is projected 
to continue its rapid growth pace in the first half of 2006, underpinned by 
sustained world economic expansion, the global electronics upswing, and 
the recovery in domestic demand. Growth is expected to soften later in 
the year and further in 2007, reverting to trend, as the global electronics 
cycle begins to turn. Overall, the economy is forecast to grow by 6.1% in 
2006 and 4.6% in 2007 (Figure 2.27.8).

Domestic demand is likely to play a bigger role in supporting growth 
in 2006–2007. Consumer sentiment should improve further because of 
growth in employment and real wages, and the budgeted cash payments 
could feed consumer spending. Moreover, consumers may benefit from 
the wealth effects of rising property prices. The upturn in manufacturing 
investment in the last quarter of 2005 is expected to strengthen, prompted 
by the upswing in manufactured exports. Construction investment is also 
forecast to recover in 2006 and 2007, as the building of the casino-resorts 
moves ahead and the property market picks up. Exports are likely to 
record solid growth, but stronger imports—a result of the improved 
domestic demand—will partly offset the contribution of net exports 
to GDP growth. The current account surplus is forecast to be stable at 
28–29% of GDP in 2006 and 2007.

The stronger labor market is likely to lead to further wage rises, 
exerting larger domestic cost pressures on inflation. As oil and non-oil 
commodity prices are expected to stay high this year, the cost pressures 
from imports, which have been building for some time, are also likely to 
be passed through to retail prices. Consumer prices are therefore forecast 
to rise by 1.5–2.0% in each of the next 2 years (Figure 2.27.9).

Singapore is undergoing significant structural adjustment, against 

2.27.1 Selected economic indicators
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GDP growth 6.1 4.6 

Inflation 1.7 1.6 

Current account balance 
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28.6 28.2 

Source: Staff estimates. 
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a background of accelerated globalization and increased competition 
from other regional economies. In response to these challenges, the 
Government has undertaken a range of structural reforms to diversify the 
economy and to enhance its competitiveness. Indeed, prospects over the 
medium term largely depend on the effectiveness of these changes. 

Singapore has been moving up the manufacturing value chain into 
selected knowledge-intensive activities, such as pharmaceuticals. Some 
traditional manufacturing industries are relocating elsewhere, but others 
are staying, and upgrading their products. Niche industries such as water 
technology and interactive media are developing. With its efforts to make 
wages and other business costs more flexible, Singapore is continuing to 
attract multinational companies and foreign direct investment. On the 
assumption of a healthy level of global growth over the medium term 
and continued efforts to push forward with domestic structural reforms, 
the growth rate is put at 4.5–5.0% in 2008–2010, broadly in line with 
potential.

Domestic risks to watch for include growing income inequalities 
and persistent skills mismatches, which could retard the momentum 
of structural reform. Nevertheless, given the strong external and fiscal 
positions, and gradual diversification of growth sources, the economy 
may well be better placed to face such risks than in the past.

2.27.9  Inflation
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Thailand

Drought, higher world oil prices, and the December 2004 tsunami were a drag on growth in 2005. 
Inflation rose while the trade and current accounts switched into deficit. The economy is projected to 
perform somewhat better in 2006, mainly on account of sustained growth in exports and some stimulus 
from disbursements for large infrastructure investments. These investments will increasingly become a 
driver of growth in 2007 and beyond.

Economic performance
Economic growth slowed to 4.5% in 2005, the lowest rate since 2001. 
(Growth had averaged 6.2% over 2002–2004.) Still, the performance 
is notable because several adverse factors affected the economy in the 
first half of the year (Figure 2.28.1). The tsunami of 26 December 2004 
battered the tourism industry in the southwest of the country; a severe 
drought affected output from agriculture (still an important export 
sector); sporadic political unrest continued in the southern provinces; and 
perhaps more important than all of these factors, high oil prices hurt the 
economy, which is particularly sensitive to them. 

As the year advanced, growth picked up with a strong recovery 
in agriculture and tourism and a healthy expansion of exports, as 
manufactured goods, including electronics, and agricultural products 
benefited from high external demand. Second-half gross domestic 
product (GDP) growth at 5.0% was about 1 percentage point higher than 
in the first half. On the demand side, higher energy prices and rising 
interest rates damped private consumption and investment. Consumption 
remained the major contributor to GDP growth, adding 3.4 percentage 
points; investment contributed 2.9 percentage points; but a contraction in 
net exports subtracted 2.1 percentage points (Figure 2.28.2). 

With rapidly rising retail oil prices pushing up power and transport 
prices and with increases in wages, consumer inflation in 2005 rose 
to 4.5% from 2.8% in 2004, the highest rate in 7 years. Year-on-year 
inflation peaked at 6.2% in October, subsequently declining to 5.8% 
in December. Fuel subsidies, which had been introduced in January 
2004, were gradually removed over the first half of 2005 and completely 
abolished in July, in one of the major government policy initiatives of 
the year. In total, however, the subsidies still cost the Government the 
equivalent of $2.3 billion in 2004–2005. When the subsidy on diesel 
prices was eliminated in July, its price immediately jumped by 16%. 
Over the year, retail prices of diesel and gasoline rose by 57% and 33%, 
respectively.

Oil-price increases percolated to other prices. Core inflation 
(excluding food and energy) accelerated but remained comparatively 
subdued at 1.6% in 2005. Concerns about rising inflationary pressures and 
an interest rate differential with the United States prompted the Bank 
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of Thailand to lift its 14-day repurchase interest rate in stages to 4.0% by 
December, and then to 4.5% by March 2006 (Figure 2.28.3).

The fiscal position remained strong in FY2005 (ended 30 September 
2005). Revenue collection expanded by 13.3% from 2004, as collection 
of corporate income tax and value-added tax continued to rise. In spite 
of a midyear supplementary budget of baht (B) 50 billion, government 
spending was kept within the original budget target. Overall, the 
budget showed a small surplus of 0.1% of GDP, similar to that in 2004 
(Figure 2.28.4). The Government initiated a huge $42 billion megaprojects 
investment program to improve physical and social infrastructure, 
covering the period 2005–2009, an amount equivalent to about 5% of 
GDP each year. The program targets substantial investments in transport 
projects (including urban mass-transit systems), water resources 
development, energy, low-cost housing, and health and education 
(Figure 2.28.5). While some expenditures on the program were made 
under the 2005 budget, they did not significantly affect government 
outlays. The program’s impact will be felt mainly from 2007. The 
authorities continued to repay some of the more expensive external debt 
in 2005, and by year-end total public debt stood at a comfortable 44% of 
GDP, below the Government’s self-imposed ceiling of 50%. 

A major positive factor in 2005 was the export performance. 
Agricultural exports improved as higher farm prices and favorable 
weather conditions in the last 3 quarters of the year lifted crop 
production. Meat and fisheries were also beneficiaries of increased export 
demand. Manufacturing exports of high-technology products (mainly 
electronics), automobiles, chemicals, plastics, and rubber all expanded 
robustly. Merchandise exports rose by 15.0%. However, as a result of the 
rising cost of oil imports and buoyant demand for capital goods—as 
capacity utilization rose after a long period of low business investment 
in manufacturing—total imports increased by 26.0%. After 7 years of 
surpluses, the trade balance swung into deficit in 2005 and, for the 
first time since the 1997–98 Asian crisis, the current account balance 
was in deficit, by $3.7 billion, or 2.1% of GDP. Strong capital inflows 
ensured a comfortable overall balance-of-payments outcome. Together 
with a narrowing of the interest rate differential with US dollar rates, 
these inflows caused the baht to strengthen toward the end of the year. 
International reserves rose to a high $52.1 billion, nearly twice their level 
of 1997.

The Government had hoped that new listings of major companies 
would give a boost to the stock market in 2005. However, an initial public 
offering of the shares in EGAT, the state electricity generation authority, 
was suspended in November by the supreme administrative court on 
the grounds that the issue may violate the constitution. The Government 
wanted to raise about $800 million by selling 25% of the shares in EGAT. 
Moreover, Thai Beverage, a major privately owned liquor company, 
postponed a listing in Thailand because of opposition from antialcohol 
groups, proposing instead to list in Singapore. It had planned an initial 
public offering in Thailand, valued at up to $1 billion. Even with these 
setbacks, strengthening the capital markets remains a priority for the 
Government. A capital market development master plan, finalized in 
January 2006, includes measures to increase the supply of high-quality 
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stocks, encourage participation of institutional investors in the stock 
market, and strengthen domestic securities companies. 

Economic outlook

Prospects for 2006 and 2007
Continued high oil prices will hold back growth of consumption 
expenditure in 2006 and, to some extent, in 2007. Concerns about the 
impact of rising costs on core inflation—in part resulting from the pass-
through of higher oil prices—are likely to lead the Bank of Thailand to 
continue raising interest rates in 2006. This will slow spending on, among 
other things, automobiles, household goods, and housing. The forecasts 
also assume that an increase in spending on the megaprojects program 
will become a key driver of growth. Consequently, both private and 
public investment will induce stronger growth in the economy. 

While there is a consensus in Thailand that the proposed 
megaprojects program is required to sustain long-term growth, perhaps 
with some modifications, there was considerable uncertainty in the first 
quarter of 2006 as to the speed and magnitude of its implementation. 
Political uncertainties and a call by the Government for a more open and 
wider international bidding process for constituent projects will delay 
the start of some activities scheduled for this year. But a progressive 
acceleration of expenditures is assumed in the baseline from 2007. 
Megaprojects investment could contribute 0.5–0.7 of a percentage 
point to GDP growth each year from 2007, taking into account direct 
and multiplier effects. In addition to direct spending on the projects, 
the investment will encourage capacity expansion in cement, steel, 
and construction materials and subsequent creation of new jobs. This 
year, perhaps half of the original allocation of about $7 billion for 
the megaprojects will be invested, mainly by state enterprises such as 
EGAT, PTT (the state petroleum company), State Railway of Thailand, 
National Housing Authority, and Thai Airways International. This slow 
start is not expected to affect the economy much in 2006, but if delays 
and uncertainties continue into 2007 and beyond, the baseline outlook 
for growth, investment, and capital market development would be 
significantly eroded. 

GDP is forecast to grow by about 4.7% in 2006, slightly above last year 
(Figure 2.28.6). The leading drivers will be a moderate pickup in public 
investment, somewhat better performance in agriculture, robust exports, 
and a continuing revival of the tourism industry from the setback of 
the tsunami. Agriculture’s contribution depends on whether it will be 
affected by drought again—in early 2006, there were signs of drought in 
some parts of the country. Yet the sector may now be better prepared to 
cope because the Ministry of Agriculture started improving the irrigation 
system last year. 

Although the contribution of consumption expenditure to growth 
is likely to moderate in both 2006 and 2007, private investment should 
remain relatively robust as capacity utilization continues to increase. 
In 2007, spending on the megaprojects program should support some 
further acceleration in growth to the 5.0–6.0% range. 

2.28.1 Selected economic indicators
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Export growth is forecast at 15.3% for this year, about the same as 
in 2005. Electronics, computer peripherals and parts, automobiles, and 
agricultural products are projected to show significant export gains 
in 2006, with some leveling-off possible in 2007. Exports of services, 
essentially tourism, will continue to strengthen over the next 2 years. 
Import growth is projected to slow to 15.0%, since in 2005 imports of oil, 
capital equipment, and gold for the jewelry industry all surged, and this 
rate of increase will likely moderate in 2006. Elimination of fuel subsidies 
in 2005 and some energy-saving measures will curb growth in oil 
imports. The trade deficit is expected to widen (Figure 2.28.7). The current 
account deficit is likely to be $4.6 billion–4.9 billion (or 2.5% of GDP) in 
both years (Figure 2.28.8). 

Inflationary pressure is expected to ebb. The moderate tightening of 
monetary policy should slow consumer spending, which could also be 
affected by political uncertainty. In addition, the Ministry of Commerce 
enforced stringent price controls on a range of consumer goods in early 
2006. Oil prices are projected to rise more moderately. In view of these 
factors, the inflation rate for 2006 is forecast at 4.0%, decelerating further 
to about 3.0% in 2007 (Figure 2.28.9). 

The fiscal position is expected to remain comfortable, with the 
Government targeting a balanced budget in FY2006 and FY2007. During 
the first quarter of FY2006, revenue collection exceeded target by 10.3%. 
There is room for an additional budget during the year if economic 
growth fails to meet expectations. As public infrastructure investment 
increases in 2007, additional funding will be needed from domestic and 
international sources. The extent of resources required from the public 
sector will depend in large part on the Government’s success in attracting 
private sector participation to the megaprojects.

Medium-term outlook
The outlook is for continued relatively robust economic growth in the 5–6% 
range. This medium-term performance will depend in part on raising the 
economy’s productivity and competitiveness by pushing through with the 
megaprojects—which should, for example, reduce transport bottlenecks—
and by making advances in structural reforms. These include privatization 
of state enterprises and development of the capital markets.

Given the very large amounts of money involved over an extended 
period, the financing of the megaprojects program needs to be structured 
so as to avoid jeopardizing fiscal and external stability. The Government 
has said it will ensure that public debt does not exceed 50% of GDP, 
debt servicing stays below 16% of public spending, and the budget is in 
balance. The current account is likely to remain in deficit by 2–3% of 
GDP over the medium term, which would not be a concern provided that 
the megaprojects help lift the economy to a higher growth path. Private 
equity will be required to reduce the pressure on public finances. Foreign 
participation could be encouraged through public-private partnerships. 
The investment in physical infrastructure is receiving the most attention, 
which may underplay the need to improve human resources. A study by 
the World Bank on the investment climate found that human resource 
constraints are significant in Thailand. Skills shortages cost firms, on 
average, the equivalent of 15% of sales. 
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In addition to increased public investment, the Government has 
embarked on an effort to lift private investment by offering tax incentives 
for reinvestment for a period of 3 years from this year, and incentives 
for companies to add value to output, such as by processing agricultural 
produce. The Government’s dual-track development policy emphasizes 
both domestic demand and exports. Domestic demand is to be boosted 
by continued substantial spending on rural programs with a high 
multiplier effect, such as village development programs. In FY2005, over 
30,000 villages received a total of B9.4 billion, and the budgeted amount 
for FY2006 has been raised to B19 billion.

Putting the privatization program back on track will be important for 
several reasons, including developing the capital markets, assisting the 
funding of infrastructure investment, and enhancing investor confidence. 
After the 1997–98 crisis, Thailand embarked on the privatization program 
as one of its structural reforms. Privatization of state enterprises was 
promoted both to improve their efficiency and their access to funding, 
and as a way to reduce the financial obligations of the Government. A 
privatization master plan was drafted and several committees formed 
to oversee, implement, and audit the sale process. Major enterprises 
privatized and listed include PTT and AOT (the airport authority). 
However, the program became bogged down by protests from employees 
and consumer groups as well as concerns over regulatory deficiencies and 
the transparency of the share offerings. The court decision on the EGAT 
share offering raised another obstacle. 

In the near term, risks to the outlook arise from the uncertainties 
over the timing of the megaproject investments. As discussed, significant 
delays to the program would affect economic prospects. The financing of 
the large investments is also unclear at this time. Although the country’s 
economic fundamentals are strong—with a healthy fiscal situation, 
robust export growth, and a comfortable level of external reserves 
(Figure 2.28.10)—prolonged political uncertainty would erode investor 
and consumer confidence. The possibility of renewed sociopolitical 
tensions in the southern provinces represent a further risk. Continued 
high petroleum prices could pose a particular problem because the 
economy is one of the most sensitive in Southeast Asia to them. The 
elimination of fuel subsidies in 2005 was one step to reduce consumption 
of imported oil. The Government has taken another step by promoting 
alternative energy sources, such as bio-diesel and natural gas for vehicles. 
It has reduced excise taxes on these alternatives, and is converting official 
cars and taxis so they can use them. This program has had some success. 

2.28.10 Gross international reserves  

28

33

38

43

48

53

050403022001

$ billion

Source: Bank of Thailand, available: http://www.bot.or.th/
bothomepage/databank/EconData/EconFinance/index03e.
htm, downloaded 2 February 2006.

http://www.bot.or.th/bothomepage/databank/EconData/EconFinance/index03e.htm
http://www.bot.or.th/bothomepage/databank/EconData/EconFinance/index03e.htm
http://www.bot.or.th/bothomepage/databank/EconData/EconFinance/index03e.htm


Viet Nam

Economic performance continues to be robust, with growth accelerating above 8% in 2005, fueled by 
surging private investment and strong domestic demand. The economy has benefited from higher global 
oil prices in recent years, but inflation has accelerated. The current account deficit remains manageable, 
with strong inflows of remittances and tourism receipts. The impetus to a higher growth trajectory stems 
from a steady transition to a market-based system and closer integration with world markets. These 
factors are likely to continue to underpin reforms and high rates of expansion into the future. 

Economic performance
Growth accelerated to an estimated 8.1% in 2005 (against a government 
figure of 8.4%), the sixth consecutive year of increase. The healthy 
performance was achieved despite the adverse impact of avian flu, 
drought for part of the year, a more challenging export market for 
clothing, and rising prices of key imported inputs. Domestic demand 
was the main contributor to growth (Figure 2.29.1); exports also 
remained strong. Gross fixed investment continued to grow, reflecting 
improvements in the business environment. The investment-to-gross 
domestic product (GDP) ratio has now risen to 37.6% of GDP, up from 
29% in 1998 (Figure 2.29.2). Consumption growth was vigorous in 
2005, aided by higher farm incomes that reflected rising prices for key 
agricultural products, strong growth in employment in manufacturing 
and services, buoyant inward remittances, and salary raises for 
government employees. 

From the production side, the industry and services sectors continued 
to drive growth (Figure 2.29.3). Industry’s share in GDP rose once 
again to reach 41% in 2005, largely as a consequence of private sector 
expansion. Industrial growth is drawing on inexpensive labor and 
improved infrastructure. Manufacturing, which accounts for about half 
of industry’s value added, has been a major contributor to gains in both 
output and employment, with output rising by 13% in 2005. Furniture 
and electronic goods account for a fast-rising share of total manufactured 
exports and, though growth of clothing and footwear decelerated, they 
are still important. Overall, the proportion of light manufactured goods 
in total exports increased from 36% in 2001 to an estimated 40% in 2005. 

In comparison with overall industrial performance, mining growth 
has been modest, other than hydrocarbon production, a result of the 
combined effect of regulatory constraints to foreign investment in the 
sector, outdated technology, and government efforts to protect natural 
resources. Mining regulations were overhauled last year, so the sector is 
likely to attract more investment. The volume of crude oil output declined 
by almost 8% in 2005 as existing oil fields were run down; new fields have 
not yet come on stream.

The services sector expanded by an estimated 8.2% in 2005, the 
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highest rate since the Asian financial crisis of 1997–98, reflecting 
buoyant performances in finance, tourism, trade, transport, and 
telecommunications. The growth of the financial subsector in recent 
years has spurred financial deepening. The ratio of broad money (M2) to 
GDP has risen from 58% in 2001 to about 80% in 2005. In the tourism 
subsector, the number of tourist arrivals has jumped by more than 
1 million over 4 years to 3.5 million. 

The share of agriculture in the economy continued to decline, to 
about 20% of GDP in 2005, although it still accounts for the majority of 
employment. Agricultural production rose by an estimated 3.7%, held 
back somewhat by drought and avian flu. Nonetheless, buoyant prices 
supported production with further diversification and commercialization. 
Production and exports of coffee, rubber, and cashews, as well as fisheries 
products, recorded strong growth. 

The trade deficit narrowed to $4.5 billion in 2005, after a sharp 
widening in the trade gap in recent years (Figure 2.29.4). Total 
merchandise exports rose by 20% in value, below the 30% leap recorded in 
2004 but still impressive and higher than the rise in imports. Textile and 
clothing exports rose at a modest 9.6% in 2005, compared with an average 
annual rate of about 30% in 2002–2004. Exports of wood products, 
electronic goods, and crude oil recorded higher growth (Figure 2.29.5), 
with the jump in international oil prices outweighing the decline in 
the oil export volume. (Viet Nam, a net oil exporter, exports the crude 
it produces and, lacking refinery capacity, imports refined petroleum 
products; Box 2.29.1) 

With continuing strong growth in private remittances and tourism 
receipts, the current account deficit narrowed to 3.6% of GDP in 2005, 
reversing its recent trend. Net private remittances leaped by nearly 
$1 billion to $3.2 billion. Buoyant foreign direct investment (FDI) inflows 

2.29.1 Twin effects of higher oil prices

Crude oil has become a major export earner for Viet Nam. Oil exports 
surged by 30% in dollar terms in 2005, despite a near 8% decline in 
volume, raising the share of oil in total exports to more than 20%. Net oil 
exports, after taking into account imports of refined products, increased 
from 3.5% of gross domestic product (GDP) in 2003 to 4.8% in 2005. 
Higher oil prices have also helped the fiscal balance; oil-related tax 
revenue rose by 46% in 2005 to 4.6% of GDP and accounted for 21% of 
total government income. The rise in revenue outstripped the cost of fuel 
subsidies, estimated at 1.5% of GDP in 2005. 

Against this, high oil prices have added to inflationary pressures. 
Domestic prices of petroleum products were raised three times in 2005 to 
reduce the cost of subsidies and to promote energy efficiency. Although 
the direct impact on inflation was modest because oil accounts for 
only 3.3% of the consumer price index basket, the spillover effects were 
significant. For example, transport costs increased by 9%. 

On balance, oil prices around current levels benefit the economy. This 
may change, though, if they turn out to have more than the currently 
predicted modest economic impact on Viet Nam’s main investment and 
trading partners.
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of $2.4 billion also supported the balance of payments, resulting in a rise 
in gross official reserves to $7.7 billion (equivalent to about 2.6 months of 
imports). Reserves have doubled in the past 3 years.

Officially, the authorities use a managed float of the dong (D), though 
the exchange rate has seen little movement against the United States (US) 
dollar in the past 2 years, and depreciated in nominal terms by 1.0% in 
2005 (Figure 2.29.6). Given higher domestic inflation, the exchange rate 
appreciated marginally in real terms in 2005. A more flexible exchange 
rate could help facilitate the structural adjustments needed to respond to 
changing international economic conditions. 

Higher food prices have helped push up inflation in recent years, to 
an average of 8.3% in 2005 (Figure 2.29.7). Other factors contributing to 
inflation include increases in import prices for oil products, steel, cement, 
and fertilizer, and in domestic prices of fuels, which spilled over into 
transport charges. Rapid growth in demand for workers in industry and 
services pushed up salaries for professionals, and for skilled (and some 
semiskilled) workers. With salary increases in the public sector (where 
wages rose by about 30% in October 2004), this fed inflation. From a 
measurement perspective, the official inflation figure may be understating 
price pressures because the Government regulates power and transport 
prices, among others. 

Financial sector development and a robust economic outturn 
contributed to strong growth in monetary aggregates, prompting 
concerns about the impact of rapid credit expansion on inflation and 
on the quality of lending. The State Bank of Viet Nam, the central bank, 
has adopted a tighter policy in the past couple of years, with an increase 
in the reserve ratio of banks in July 2004, a 50 basis point increase each 
in the rediscount and refinance rates in January and April 2005, and a 
25 basis point rise in the base rate in February 2005. Initial estimates 
indicate a decline in credit expansion from nearly 40% in 2004 to about 
25% in 2005. Growth in broad money supply mirrored this, falling from 
30% in 2004 to 27% in 2005. 

The overall fiscal deficit has been held to a little over 2% of GDP in 
the past 2 years (Figure 2.29.8). Revenues have been strong at around 
22% of GDP, helped by higher oil receipts, improvements in tax 
administration, and a growing number of tax-paying businesses in the 
formal sector. However, this may overstate fiscal strength because some 
expenditures, such as those of the Development Assistance Fund and 
other infrastructure funds, remain off budget, while directed lending by 
state-owned commercial banks (SOCBs) is still used as an instrument of 
policy. Furthermore, revenues from trade taxes may fall further in the 
near term on account of Viet Nam’s commitments to the Association of 
Southeast Asian Nations (ASEAN) Free Trade Area (AFTA) to reduce 
tariff rates by end-2006, and tariff changes that may be required for its 
membership of the World Trade Organization (WTO).

Reforms in the financial sector have improved the performance 
of many banks, and have enhanced public confidence in the banking 
system. Last year, the authorities issued new regulations to ensure that 
Vietnamese loan classifications meet international standards. Some 
joint-stock banks sold equity stakes to foreign banks. The Government is 
implementing measures to recapitalize and “equitize” (partly privatize) 
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some SOCBs. In November, the Foreign Trade Bank of Viet Nam 
(Vietcombank), one of the four largest SOCBs, which together account 
for about 70% of total assets in the banking system, issued convertible 
bonds to raise second-tier capital for its equitization this year. (See also 
Box 2.29.2.)

Official recognition of the private sector’s contribution to economic 
activity is increasingly explicit, improving the prospects for further 
reforms toward a market-based economy. In 2005, the National Assembly 
passed a Unified Enterprise Law and a Common Investment Law, 
designed to boost private investment by reducing administrative barriers 
to business development and to facilitate WTO membership. Among 
other measures, these new investment laws, scheduled to come into effect 
in the middle of this year, aim to improve corporate governance in state 
enterprises; create a level playing field for state, domestic private, and 
foreign firms; and encourage private participation in industries that are 
not specified in a “negative list” (which should be clearer to investors 
than the previous “positive list” approach). Efforts to improve the 
business climate have helped generate strong growth in both domestic 
private investment and FDI. Some 38,100 private enterprises were newly 
registered in 2005, up from 14,400 in 2000. There now are about 200,000 
private enterprises, with a total registered capital of about $19 billion. 

Continuing a program to improve the performance of state 
enterprises, the Government reported that 600 of them were equitized in 
2005 and another 100 were sold, merged, or dissolved. During 2001–2005, 
out of 5,655 state enterprises, 3,590 were restructured, of which 2,347 were 
equitized. Shares in equitized firms are usually sold to workers, managers, 
or other well-connected individuals, although the proportion issued 
to outsiders has been increasing. Progress in state-enterprise reform 
thus far has been mainly among smaller companies, with only modest 
advances made in divesting larger enterprises (those with a registered 
capital equivalent to more than $1.3 million). Consequently, this year’s 
planned equitization of Vietcombank and the telecoms service company 
MobiFone—both large companies—would represent a major step.

The private sector has been the major source of jobs since the early 
1990s. This employment generation, as well as the sustained overall 
economic growth, has reduced poverty sharply. The Viet Nam Household 
Living Standard Survey in 2004 showed the poverty rate falling from 
58% in 1993 to 19.5% in 2004. Various social indicators, such as education 
levels and infant mortality, have also improved, reflected in an increase in 
the country’s ranking in the United Nations Development Programme’s 
human development index. (However, the rate of decline in poverty has 
been much slower in most ethnic minority groups than for the population 
as a whole.)

Economic outlook
The near- and medium-term forecasts for the economy assume that the 
Government will continue to implement market-oriented reforms by, for 
example, preserving macroeconomic discipline and further improving the 
investment climate, including enforcing the new investment laws. Fiscal 
prudence will necessitate further efforts to raise revenues and increase the 

2.29.2 Domestic securities 
market

The Government issued its first 
international bond ($750 million) 
in October 2005, with its yield 
(7.125%) 256 basis points above 
comparable 10-year US treasuries. 
This was a smaller premium than 
for similar bonds issued by Indo-
nesia and the Philippines. 

Further evidence of Viet Nam’s 
steadily improving prospects was 
seen when Standard & Poor’s 
changed its credit rating outlook 
from BB- stable to BB- positive 
in October 2005. Bond and stock 
markets are gradually developing, 
albeit from a low base. Trading in 
government bonds is increasing, 
and the total outstanding value of 
these securities rose to the equiv-
alent of about 3% of GDP in 2005. 
(The corporate bond market, in 
contrast, hardly exists.) 

Dairy company Vinamilk listed 
shares on the Ho Chi Minh City 
Securities Trading Center, raising 
the number of listed companies to 
34 at the start of 2006 from 24 at 
end-2004. Vinamilk is the largest 
listed company, with a valuation 
of roughly $530 million. A stock 
market was established in Hanoi 
last year to cater for the sale of 
equity in smaller businesses, but 
turnover is small. 

Policy initiatives to promote 
development of the stock markets 
included an October 2005 increase 
in the foreign ownership limit in 
listed companies to 49% from 30%, 
a decision to work toward listing 
another 180 equitized state enter-
prises, and reforms under the new 
investment laws.
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transparency of off-budget expenditures. Progress with restructuring and 
recapitalizing SOCBs, along with reforms of state enterprises, is expected 
to help reduce distortions in credit allocation and to restrain credit 
growth, thereby easing inflationary pressures. It is assumed that Viet Nam 
will join WTO within the next couple of years, possibly in 2006. Forecasts 
for the agriculture sector in particular rest on the assumption that the 
country does not face a prolonged and widespread drought and that the 
spread of avian flu remains contained.

Prospects for 2006 and 2007
GDP growth is projected to consolidate at around 8% in the next 
2 years (Figure 2.29.9). The momentum for domestic demand is likely 
to be maintained through sustained growth in FDI inflows, private 
remittances, and tourism receipts. FDI inflows will be supported by a 
38% increase in FDI commitments to about $6 billion in 2005, and a 
$300 million investment in a semiconductor assembly plant, the first in 
the country, announced by Intel Corporation in early 2006. The new 
investment laws should provide additional incentives for businesses. In 
addition, the equitization of Vietcombank and MobiFone, if successful, 
will signal the authorities’ commitment to increasing business efficiency 
and expanding the private sector.

On the production side, industry and services will continue to drive 
activity (Figure 2.29.10) with projected growth rates of 10% and 8%, 
respectively. An increasing share of industrial production comprises 
higher value-added goods, including computers and other electronic 
products for export markets. The textile and clothing sector will continue 
to face strong competition from the People’s Republic of China and other 
competitors until Viet Nam joins WTO, when it will no longer be subject 
to quota restrictions on exports to the US (Box 2.29.3). Construction is 
likely to record strong growth with continuing high levels of investment 
in industrial, tourism, and real-estate developments as well as in 
infrastructure. The services sector will get additional stimulus from 
the Asia-Pacific Economic Cooperation forum summit this November. 
Agriculture is forecast to expand by 2.7% in the next 2 years, somewhat 
weaker than in the past 4 years because of softer prices expected for some 
agricultural commodities. 

Exports will probably grow at slightly below the recent rate as 
world prices for certain commodities, such as rice, dip (Figure 2.29.11). 
Antidumping tariffs against exports of bicycles, footwear, and wood 
products by the European Union could hit exports, and clothing exports 
to the US are likely to remain under pressure. Prices of certain imported 
inputs, particularly steel and fertilizer, are expected to soften this year, so 
the growth in total imports will be restrained, as it was in 2005. Coupled 
with buoyant inflows of private remittances and tourism receipts, this 
should keep the current account deficit manageable. The balance of 
payments will likely be bolstered by FDI inflows, leading to further 
accumulation of official foreign exchange reserves. Continued efforts to 
contain credit expansion and a forecast easing in international prices 
of commodities, especially rice and other food items, should help damp 
inflationary pressures brought on by likely further increases in domestic 
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fuel prices and a probable increase in wages. Inflation is projected to be 
5–6% over 2006 and 2007 (Figure 2.29.12). 

Fiscal policy is expected to remain supportive of economic growth. 
In the near term, high world oil prices should continue to boost 
revenues, though receipts from trade taxes will decline when the country 
implements its AFTA and WTO commitments. Over the medium to 
longer term, collection of profit, income, and value-added taxes will have 
to be strengthened to contain the fiscal deficit, but tax collection will 
likely gain from continued rapid expansion in both the number and size 
of registered private firms, which will provide a much broader tax base.

The 10th Congress of the Communist Party will be held in the first 
half of 2006, followed by the induction of a new National Assembly. Party 
congresses are usually held every 5 years to agree on key policy directions 
and targets for the following period. A draft of the 5-year socioeconomic 
development plan to be put to the new National Assembly indicates a 
continued focus on transition to a market-oriented socialist economy. It 
includes more specific recognition of the role of the private sector and 
international economic integration than previous plans.

Medium-term outlook
The socioeconomic development plan for 2006–2010 envisages average 
annual GDP growth of 7.5–8.0%, with 3.0–3.2% in agriculture, forestry, 
and fisheries; 10.0–10.2% in industry; and 7.7–8.2% in services. One goal is 
to bring down poverty, using a new measure based on minimum income, 
to 15–16% of households by 2010 from 24% in 2004. These targets appear 
achievable, given the assumptions listed above. Inflation over this period 
is projected to average about 5% and the current account deficit about 3% 
of GDP.

To meet the challenge of greater competition in the face of the 
country’s AFTA (and subsequently WTO) commitments, including 
allowing foreign firms to operate in the country, competitiveness will 
have to be honed. This will entail further elimination of structural 
weaknesses in state enterprises and the banking sector, development 
of adequate infrastructure and human resources, reduction of the 
regulatory cost of doing business, more efficient public service delivery, 
and continued macroeconomic stability. The economy will need to make 
a rapid transfer of workers into industry and services employment if it is 
to meet the targets in the 5-year plan. Currently, 57% of the labor force 
are employed in agriculture, accounting for 20% of GDP. Productivity 
in agriculture will need to increase if real incomes for these people are 
not to lose more ground, but it is probable that more farmworkers will 
migrate to other sectors. With the total labor force increasing by more 
than 1 million every year (Figure 2.29.13), employment generation is a 
challenge over the medium term.

Over 2006–2010, total investment is expected to reach an average of 
38.5% of GDP, with a little over half of it originating in the domestic and 
foreign private sector. (The private sector provided 46% of all investment 
in 2001–2005.) Further improvement in the business environment should 
pave the way for greater private investment and employment. With 
investment performing such a significant role in the economy, assuring 
its quality is a significant policy issue and underscores the importance 

2.29.3 End of quotas on textile 
and clothing exports

The abolition of global quotas on 
textiles and clothing was a setback 
for these industries in Viet Nam. 
Members of the World Trade Orga-
nization, including the People’s 
Republic of China and India, were 
able to increase exports to the 
United States (US), which accounts 
for half of Viet Nam’s textile and 
clothing exports, at the expense of 
Viet Nam and others that are not 
WTO members, and so remain 
subject to US quotas. 

Consequently, growth in 
Viet Nam’s textile and clothing 
exports slowed to just 0.1% in the 
first half of 2005. Exports recovered, 
in the second half, partly as a result 
of the reimposition of restric-
tions on exports from the People’s 
Republic of China to the US and 
EU and partly on account of a more 
efficient system of domestic quota 
allocation. For all of 2005, textile 
and clothing exports rose by 9.6% 
(up about 9% to the EU, where 
quotas were removed, and up only 
1.2% to the US). 

These industries are significant 
for Viet Nam, accounting for 
17% of total exports in 2004 and 
for large-scale employment. An 
expansion of textile and clothing 
production in 2002–2004 doubled 
their employment to 2 million 
workers, or 17% of total industrial 
employment in 2004. This sug-
gests that accession to WTO, and 
the consequent increase in access 
to markets, will have substantial 
benefits for output as well as 
employment.
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of improving financial intermediation with the reform of SOCBs and 
the development of stock and bond markets. The shift toward a higher 
share of private investment should improve the productivity of capital, 
since private companies will screen investments more rigorously, given 
their focus on profitability. In the public sector, the quality of (mainly 
infrastructure) investment may improve now that budget allocations are 
more transparent, with closer scrutiny by the National Assembly and 
People’s Councils. 

The restructuring of state enterprises is expected to enhance their 
productivity. Available data suggest that in 2003, 1,004 state enterprises 
(23% of the total) either incurred a negative return on equity or were 
insolvent. Another 1,153 (27%) earned a 10% or more return on equity. 
This suggests that payoffs to reform within the sector, either through 
liquidation or bringing the laggards closer to good practice, are high. 
A study involving the World Bank has found that the productivity and 
earnings of enterprises in Viet Nam generally pick up sharply after 
equitization.

AFTA and WTO commitments are likely to preserve the momentum 
toward domestic reforms. Further removal of tariff and nontariff trade 
barriers and barriers to FDI will facilitate the introduction of new 
technology, increased productivity, and the development of a more 
competitive economy. Moreover, when it does join WTO, Viet Nam will 
be eligible for most-favored nation treatment by WTO members and no 
longer be subject to quotas—a crucial point for the textile and clothing 
industry (as well as footwear to some degree).

Domestic risks to the scenario outlined above include a possible 
slippage in the Government’s commitment to implementing reforms and 
controlling corruption, which would discourage investment. This risk 
currently appears low, considering the AFTA and WTO commitments, 
acceleration in recent years of the restructuring of state enterprises, 
financial sector development, promotion of the private sector, and 
current action to control corruption. The authorities are also more 
explicit in recognizing the benefits of further market-oriented reforms, 
as indicated in policies outlined in the socioeconomic development plan 
for 2006–2010. Another risk is that the authorities may attempt to buy 
growth with directed lending through SOCBs. Strong credit expansion 
would also put upward pressure on inflation and could lead to higher 
levels of nonperforming loans, particularly as banks and the state-owned 
Development Assistance Fund have limited risk-management capability. 
A third potential problem is a shortage of power, given a high 14–15% 
estimated annual growth in demand. A reliance on hydropower generation, 
which accounts for 56% of power supply, leaves the energy sector 
vulnerable. A prolonged drought in 2005 led to utilization rates at some 
hydropower facilities falling to around 20%. Failure to meet energy demand 
and to reduce reliance on this type of power could undermine growth.
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2.29.11 Export and import growth
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Fiji Islands

Economic growth slowed in 2005, though tourism and related hotel activity continued to expand. 
The sugar and clothing industries, losing their preferential benefits in overseas markets, need major 
adjustments to remain viable. In 2006–2007, economic growth is expected to recover slightly because of 
a buoyant tourism sector, but the current account deficit will remain significant.

Economic performance
The economy expanded by an estimated 1.7% in 2005, after average 
growth of 3.4% from 1999 to 2004. Production of clothing and gold, two 
important export industries, fell from 2004’s levels. Clothing was hit hard 
by the end of quotas to the United States. However, tourism remains a 
pillar of the economy and a major foreign exchange earner, with arrivals 
up by 6% in the first 10 months of 2005 (Figure 2.30.1). As a result, the 
hotel and restaurant subsector grew at a robust 13% in 2005. Construction, 
as well as manufacturing other than for clothing, grew modestly. 

A decline in export earnings, combined with a rise in imports, 
widened the trade deficit in 2005. Merchandise imports, driven by growth 
in consumption and the rising cost of oil, grew by 6.5%. The country’s 
main merchandise exports are sugar, clothing and footwear, fish, gold, 
timber, copra, and mineral water, with sugar and clothing relying heavily 
on preferential treatment in major markets. In 2005 export earnings 
fell by 3.2% mainly because of declines in clothing and footwear, and 
fisheries products. Export earnings from clothing dropped by 47% in 2005 
after the country lost its clothing quota to the US. The current account 
deficit amounted to nearly 13% of gross domestic product (GDP). Foreign 
reserves were adequate, equivalent to 4.2 months of goods imports. 

Inflation last year slowed to 2.4%. Price controls on certain items 
such as fuels, and the policy of pegging the Fiji dollar’s exchange rate 
to a basket of currencies of the country’s main trading partners, helped 
control inflation. However, concerns regarding possible currency 
overvaluation are emerging. To damp domestic credit growth for 
consumption purposes, which expanded by 19% in 2005, the Reserve 
Bank of Fiji raised the official interest rate in October to 2.25% and 
in February 2006 to 3.25%. The money market anticipates a further 
monetary tightening.

The fiscal deficit widened by about 1 percentage point to 4.3% of 
GDP in 2005. Such deficits have led to an increase in domestic public 
borrowing; outstanding public debt rose to 53% of GDP in 2005 from 
37% in 1999 (Figure 2.30.2). Most of the debt is held by the Fiji National 
Provident Fund, and just 7% of the total is public external debt. 

2.30.1 Tourist arrivals
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Economic outlook
The outlook is conditioned on continued growth in tourism and 
successful restructuring of the sugar industry. Clothing and footwear 
exports are assumed to lose their competitive advantage in the Australian 
market as the advantage attributable to preferential access diminishes.

Prospects for 2006 and 2007
GDP growth is expected to edge up to 2.0% in 2006 and 2.4% in 2007, 
largely a consequence of gains in tourism (Figure 2.30.3). The entry of 
budget airlines into the market is supporting the industry. Construction, 
financial services, fisheries, timber, and transport are projected to record 
some growth. Mineral-water production, which more than doubled over 
2001–2005, is expected to become the seventh-largest foreign exchange 
earner, reflecting international popularity for the product’s pristine image. 

The outlook is not as clear for other major industries. In sugar, the 
European Union will cut the subsidized price it pays for white sugar from 
the Fiji Islands (among others) by 36% over 4 years, starting this year. 
Compounding the problem, some tenant farmers face the expiration of 
land leases. About 6,000 sugarcane farmers have already left the industry, 
and some 154,000, or 18%, of the country’s population are expected to 
move out of the sugar industry in the next 2–3 years. The contraction of 
the industry will affect many types of workers—cane cutters, drivers, 
mill workers—as well as their families. The impact will be cushioned 
by a program to develop alternative livelihoods and an expected sizable 
European Union adjustment package this year, with additional assistance 
in later years. The sugar industry may be viable in the future if cane 
growers and mills can raise productivity and produce other sugar-based 
products such as ethanol.

The clothing industry, too, is struggling since it lost guaranteed access 
to major markets through quotas. Furthermore, preferential access to 
clothing (and footwear) markets in Australia is becoming less valuable as 
that country reduces tariffs. After the Fiji Islands lost its clothing quota 
for the United States market, some garment makers last year relocated 
to countries with lower-cost labor, leaving 6,000 people, predominantly 
women, out of work. Clothing and footwear has been a significant 
industry, accounting for almost one third of total merchandise exports at 
peak production in 2000 (Figure 2.30.4). Due to the high import content 
of clothing and footwear, the net loss of foreign-exchange earnings was 
held to about $18 million in 2005. 

The high price of imported oil is putting cost pressure on some 
industries. For example, Emperor Gold Mining Co., the largest gold 
miner in the country, cited the price of oil as a reason for cutting its 
costs, including significant staff layoffs, in 2005. Energy consumption 
throughout the economy is expected to increase, which will push up 
imports. Remittance income, which has increased sharply over the past 
5 years to around $175 million annually to become the largest source of 
foreign exchange after tourism, is expected to stay at around this level. 
But the current account deficit will remain significant, creating balance-
of-payments pressures. Inflation is forecast at around 3% (Figure 2.30.5).

Economic growth of around 2% will be insufficient to generate the 
employment and incomes needed to substantially reduce poverty and 
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improve welfare. The problems in the sugar and clothing industries are 
impeding tax revenues; at the same time they are raising demand for 
social services, which points to further budget deficits. The Government 
has set itself a challenging target to narrow the fiscal deficit to 4.0% of 
GDP for 2006 and 2007. Progress on a public sector reform agenda will be 
important to achieve this and to contain public debt. The Government’s 
fiscal position is also exposed to the performance of state enterprises, 
given its recurrent transfers to fund those enterprises, as well as loan 
guarantees and other liabilities. 

Medium-term outlook
In the medium term, the economy is likely to continue posting growth 
of around 2%, supported by tourism and associated businesses (such 
as hotels, restaurants, and retailing services), as well as by agriculture, 
fisheries, telecommunications, timber, and transport. The Government 
has an ambitious 5% annual growth target, and hopes to spur private 
sector development and lift the investment rate to 25% of GDP. (Total 
investment is now around 17% of GDP, up from 12% in 2000.) The 
Government has committed to improving the business environment, 
reforming the public sector so as to reduce the cost of doing business, and 
promoting competition and efficiency through structural reforms. 

The current account could deteriorate further if no export industry 
with an underlying comparative advantage replaces sugar or clothing 
and footwear. Sugar export earnings will likely dwindle unless reforms 
planned for the industry succeed in raising productivity. The clothing 
and footwear industry is scaling down, though it may have scope for 
some niche operations. Tourism, in contrast, seems likely to remain a 
major foreign exchange earner. Other industries, such as production of 
mahogany wood and mineral water, which are based on the country’s 
resource endowment, have potential for further development. 

The Fiji Islands has made more progress in achieving the Millennium 
Development Goals than many other Pacific countries, and is close to 
achieving its targets in education, health, and gender-related issues. 
However, the most recent official Household Income and Expenditure 
Survey in 2002 indicated that 28% of the population do not earn an 
income adequate for basic needs. Poverty is increasing, particularly in 
rural areas. The Government has adopted a target to reduce poverty by 5% 
a year over the medium term. Spending on poverty reduction is expected 
to increase, though this will also contribute to the fiscal deficits.

Uncertainties center on how the sugar and clothing industries will 
fare in their quest to remain viable and whether alternatives will emerge 
to maintain growth, employment, and tax revenues.

2.30.4 Clothing and footwear exports
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Papua New Guinea

Consolidating the performance of the previous 2 years, the economy grew by 3% in 2005, given favorable 
external conditions, political stability, and supportive fiscal, monetary, and trade policies. This level of 
growth is likely to be maintained, although 2007 is an election year, which generates some uncertainty. 
Assistance from Australia is facilitating the development and implementation of improved public policies. 
However, law-and-order problems, governance issues, land-tenure arrangements, limited infrastructure, 
and basic service delivery are long-standing drags on growth and higher living standards.

Economic performance
Gross domestic product (GDP) rose by 3.0% in 2005, similar to the 
outcomes of the previous 2 years. Agriculture performed particularly 
well, especially coffee, copra, copra oil, and rubber. Export volume 
percentage increases in the last three of these commodities exceeded 
their price increases, indicating a strong supply response. The agriculture, 
forestry, and fisheries sector expanded by 4.1% and supported growth 
in private consumption. Construction recorded strong growth, a result 
of low interest rates and solid demand for residential and commercial 
buildings. However, mining production (which includes oil and natural 
gas) contracted by 4.5%, primarily on a 6% reduction in gold production 
due to a landslide at the large Porgera mine. (Gold accounted for 21% of 
the country’s total exports in June 2005.) The oil and gas subsector grew 
by 11%, as production picked up in response to higher global prices. 

Employment in the formal private sector continued to rise, with 
that in the nonmining sector up by 0.7% in the year to March 2005. 
Mining employment fell marginally over this 12-month period. 
However, the share of the labor force employed in the formal sector 
is still low compared with other countries in the Pacific. Given recent 
annual population growth of 2.3% (the population grew by more than 
1 million to 5.8 million in the 10 years to 2005), employment creation 
in the formal private sector is unlikely to bring down unemployment 
and underemployment. Problems of law and order, land tenure, and 
inadequate physical infrastructure are long-standing impediments to 
expansion of the formal private sector and are, consequently, constraints 
to economic development. 

Government revenue and grants overshot the budget projection in 
2005 by around 9%. Tax revenues were particularly strong, exceeding the 
budget projection by an estimated 17%, largely the result of additional tax 
receipts from mining and petroleum. Total expenditure and net lending 
exceeded the original budget estimate by 7.8%. This figure includes 
spending of $140 million allocated for the purchase of an equity share 
for the Government in a proposed natural-gas pipeline to Australia. 
The overall budget recorded a small deficit equivalent to 0.6% of GDP 
(Figure 2.31.1). 

2.31.1 Budget balance

-4

-2

0

2

5-year moving average

050403022001

% of GDP

Source: Bank of Papua New Guinea, Quarterly 
Economic Bulletin, available: http://www.bankpng.
gov.pg/publications/qeb/index.htm, downloaded 
5 December 2005.

2.31.2 Quarterly inflation

-6

0

6

12

18

24

Q3Q1Q3Q1Q3Q1Q3Q1Q3Q1
2001 02 03 04 05

%

Sources: Bank of Papua New Guinea, Quarterly 
Economic Bulletin, available: http://www.bankpng.
gov.pg/publications/qeb/index.htm, downloaded 
5 December 2005; staff estimates.



Asian Development Outlook 2006    2�1

Annual inflation averaged just 1.7% in 2005, but accelerated in the 
fourth quarter driven by higher oil prices and large increases in the 
price of seasonal produce (Figure 2.31.2). The Bank of Papua New Guinea 
eased interest rates during the year, in part to stabilize a strengthening 
currency. The kina exchange rate appreciated on average against 
major currencies, with its trade-weighted index up by 2.3% in the first 
9 months of 2005. The real effective exchange rate against the country’s 
major trading partners appreciated by about 2% in this period. This 
strengthening resulted from high foreign exchange inflows from exports 
of minerals and agricultural products as well as improved terms of trade. 

On the external side, the trade surplus rose to an estimated 
$1.5 billion (Figure 2.31.3), the current account surplus is estimated at 
$78 million (Figure 2.31.4), and gross international reserves increased to 
$771 million at end-2005 (Figure 2.31.5), sufficient to cover 9 months of 
nonmineral imports. This is one of the strongest external positions since 
independence in 1975. External debt as a proportion of GDP has fallen in 
the past 4 years (Figure 2.31.6).

In the policy area, the Government continued to lower taxes and 
tariffs. It cut income tax rates, gave tax incentives for tourism, and 
raised infrastructure tax credits for agriculture. (These measures are not 
expected to lower total tax revenues in 2006.) It also further lowered most 
tariff rates. Papua New Guinea was rated as one of the “least restrictive” 
on the trade restrictiveness index of the International Monetary Fund.

The Enhanced Cooperation Program launched with Australia in 
2004 is aiding the development and implementation of improved public 
policies. The original plans were for Australia to provide more than 
300 personnel, including police, treasury, justice, customs, and border-
control specialists. The program faced a constitutional challenge in May 
2005 over a proposal to grant immunity to Australian public servants 
and police officers, and was scaled down. The policing contingent was 
withdrawn, but Australian economic, legal, and public administration 
officers continue to work in the public sector in the areas of capacity 
building, financial administration, and promotion of good governance. 

Key policy strategies of the Government are documented in 
the Medium-Term Development Strategy 2005–2010 (MTDS) and 
Medium-Term Fiscal Strategy 2002–2007. The MTDS identifies priority 
areas for development, while the Fiscal Strategy defines how much 
the Government can spend. Spending priorities include transport 
infrastructure, promotion of income-earning opportunities, education, 
health, and law and justice. The MTDS contains an ambitious list of 
governance-related programs, including the difficult task of reviewing 
relations with provincial and local governments. In 2005, the budget 
provided 48% of total allocations to MTDS priority areas, and the budget 
deficit was consistent with the Fiscal Strategy guidelines. 

Major public enterprises revealed little sign of improvement in 
their financial position, with most incurring losses in 2005. In the 2006 
budget, the Government has outlined measures to improve budgetary 
control and accountability of public enterprises including Post PNG, PNG 
Power, Telikom PNG, the Water Board, and various commodity boards. 
The authorities are also seeking to construct an appropriate regulatory 
framework for the telecommunications market.

2.31.3 Trade surplus
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Economic outlook
The political stability of the current Government has contributed to 
economic stability and a more optimistic outlook. The following forecasts 
assume that economic stability will persist, though some political 
uncertainty is likely next year because of the election. They also assume 
that the MTDS and Fiscal Strategy make reasonable progress, and that 
effective fiscal and monetary policies are maintained in the lead-up to the 
election. The prospects for Papua New Guinea’s major trading partners, 
particularly Australia, are expected to remain sound.

Prospects for 2006 and 2007
GDP growth is projected at 3.2% for 2006 and 3.0% for 2007 
(Figure 2.31.7). Industries including construction, manufacturing, and 
wholesale and retail trade are expected to grow at stronger rates than 
in 2005. Construction is likely to receive a boost from the planned gas 
pipeline to Australia and the Ramu nickel mine. However, oil production 
is expected to decline in 2007 as reserves of existing oil fields are depleted 
(Figure 2.31.8). Income tax reductions will be implemented this year, 
continuing the program of tax and tariff cuts, and this should buttress 
private sector development. Monetary policy is expected to be broadly 
accommodative. Some cost pressures may accumulate, on account of 
stronger local demand as the 2007 election draws near, but average 
inflation next year should be moderate at 2.4% (Figure 2.31.9). 

The budget deficit for 2006 is forecast at 0.6% of GDP, similar to last 
year. Further progress on fiscal consolidation will be required both to 
ensure that deficits average below 1% of GDP as targeted and to prolong 
the steady decline in the public debt-to-GDP ratio seen in recent years. 
In particular, the authorities need to implement the recommendations of 
an already-conducted review of public spending, address the issue of the 
Government’s rising wage bill, and strengthen fiscal management at the 
provincial level. 

The current account is forecast to turn into deficit in the medium 
term as merchandise import growth outpaces export growth, and as 
an increasing deficit on the services and income accounts outweighs a 
rise in transfers. External debt is expected to remain stable, assuming 
that commodity prices do not weaken significantly and that there is 
reasonably strict adherence to the MTDS and Fiscal Strategy. As a result, 
the country is unlikely to have problems meeting its debt-servicing 
requirements.

Medium-term outlook
Modest economic growth averaging around 3% is forecast over the period 
to 2010, a little higher than the projected population growth of just over 
2% a year. Moreover, much of the GDP growth is likely to be in export-
oriented sectors; the majority of people, who have subsistence livelihoods, 
have limited prospects of a meaningful increase in per capita incomes. 
Expansion of the private sector will be constrained until the problems 
of law and order and of corruption are resolved, and the high transport 
and telecoms costs are brought down. Current levels of education and 
standards of health also crimp economic growth potential.

Uncertainties center on the vagaries of the weather, possible volatility 

2.31.1 Selected economic indicators
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in commodity prices, and progress in implementing large mineral 
projects, including the gas pipeline. The main risk to the growth forecasts 
is that high oil and commodity prices could weaken significantly. 
Business confidence has improved but it is fragile. If the Government fails 
to convince the private sector and overseas investors that it is capable of 
addressing the country’s economic and social issues in the medium term, 
then even the projected modest economic growth may not be sustained. 
The election may engender risks to political and economic stability, 
including less focus on the MTDS. But, if the Government follows 
through on its public sector reforms and its other policies, this will help 
ensure macroeconomic stability and provide a solid platform for growth. 

2.31.9 Annual inflation
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Democratic Republic of Timor-Leste

Economic recovery continued in 2005, and the outlook is for moderate growth, supported by oil and 
gas revenues and donor assistance. Revenues are being invested in a fund to be tapped over the long 
term. High population growth, weak infrastructure, and limited institutional capacity are major hurdles to 
development. Growth would have to accelerate to make significant inroads into widespread poverty.

Economic performance
After 2 years of economic contraction caused by drought and the winding 
down of peace-keeping forces after independence was restored in May 
2002, a recovery began in 2004 and continued into 2005. Growth was 
supported by a rise in government income from the country’s share of oil 
and natural gas production in the Timor Sea, estimated at $130 million 
in FY2005 (ended 30 June 2005) (Figure 2.32.1). Non-oil gross domestic 
product (GDP), the preferred measure of the economy, was estimated at 
$350 million, up by 2.5% from FY2004. A pickup in agriculture, which 
employs about 74% of the labor force, and an expansion of bank lending 
also played their part. 

The rising revenues from petroleum production have bolstered the 
fiscal position (Figure 2.32.2). Total government receipts increased from 
$105 million, or 31% of non-oil GDP in FY2004, to $192 million (55%) in 
FY2005, and are forecast to hit $206 million (57%) in FY2006. However, 
the execution of expenditure plans and government projects is slow, 
reflecting an overly centralized process, limited skills and institutional 
capacity, and a high level of commitment to fiduciary accountability. 
By March 2005, only 42% of approved procurement and just 6% of the 
FY2005 capital development budget had been spent. In addition, there 
was a large carryover of public spending from FY2004. Actual capital 
expenditure has been low, at less than 3% of non-oil GDP in the past 
2 years. Reflecting these developments, a fiscal surplus of $114 million, or 
32% of non-oil GDP, is estimated for FY2005. The authorities continue to 
follow a policy of no domestic or external borrowing.

A trade deficit of around $200 million (excluding oil and gas exports) 
has been recorded in each of the past 3 years (Figures 2.32.3 and 2.32.4). 
The current account, including international assistance, recorded a 
surplus of $149 million in 2005 (Figure 2.32.5), up substantially over 
3 years because of higher oil and gas royalties, donor funding, small 
though increasing coffee exports ($7.6 million in 2005), and constrained 
imports as a result of deficient budget execution. Excluding donor 
assistance, the current account showed a deficit of $18 million in 2005. 
Official transfers and substantial oil and gas income provide considerable 
external purchasing capacity. International reserves in 2005 were 
equivalent to about 15 months of imports. 

Commercial bank lending to the private sector rose by about 
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$20 million to over $90 million in 2005, equivalent to around 26% of 
non-oil GDP, with loans for construction and small transport businesses 
accounting for much of the increase. Deposits with commercial banks 
have also risen strongly since 2000. However, financial intermediation 
remains concentrated in Dili, with access to finance in rural areas limited 
to a few rural cooperatives and microfinance entities.

The Government remains committed to using the United States 
(US) dollar as the official unit of currency. At this stage of Timor-Leste’s 
development, the dollar functions well in avoiding problems of currency 
convertibility and monetary instability, and saves the costs involved 
in setting up independent monetary arrangements. The dollar-based 
monetary and exchange rate system, together with low to moderate 
inflation rates in trading partner countries, have helped hold inflation to 
around 2–3% in the past 2 years (Figure 2.32.6). 

The key macroeconomic policy development last year was enactment 
of the Petroleum Act to establish a long-term petroleum fund. The fund 
aims both to insulate the non-oil economy from potential inflationary 
and real exchange rate appreciation impacts and rent-seeking effects 
of oil and gas windfalls, and to maintain the value of the country’s oil 
wealth, so that future generations also benefit from it. The fund has a 
mandate to invest solely in low-risk government bonds (it currently holds 
US treasury securities), with revenues subject to strict accountability 
and transparency measures. The intention is to limit annual budget 
spending to the combined total of domestic non-oil revenues and the 
estimated permanent, or “sustainable,” income from the petroleum fund. 
Sustainable income is an estimate of the income that can be maintained 
indefinitely without depleting the fund. According to the FY2006 budget, 
the estimate of this income for the financial year is $103 million. Together 
with an estimate of nonpetroleum revenues of $47 million, this implies 
sustainable spending of about $150 million, and compares with FY2006 
planned government-funded expenditure of $120 million, additional 
committed donor outlays of $32 million, and desired, but unfunded, 
disbursements on sector investment programs of $107 million. (These 
investment programs are infrastructure and social projects aimed at 
achieving the Millennium Development Goals.)

Economic outlook
The main assumptions are that donor assistance will continue to support 
the Government’s development program, the Government will make 
reasonable progress in improving its execution of the budget, and 
commodity prices will not weaken significantly.

Prospects for 2006 and 2007
Non-oil GDP is expected to grow by around 5% in 2006 (Figure 2.32.7), 
boosted by higher public investment that is financed by income from 
the petroleum fund. Public investment and government spending will 
remain the drivers of growth. Coffee exports are projected to increase, 
if the global coffee price does not come down substantially. The private 
sector should benefit from planned public construction projects. The 
Government also proposes to enact investment laws and simplify 
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business registration procedures, though some in the private sector 
doubt the likely effectiveness of these proposals. In the energy sector, 
the Government is seeking production-sharing contracts to develop 
offshore oil fields in areas under Timor-Leste’s sole jurisdiction. (Current 
production is from an area jointly developed with Australia.) GDP growth 
is expected to step down a little to average around 4% for the non-oil 
sector in 2007. Against this, an International Monetary Fund mission to 
Timor-Leste in early 2006 estimated that annual economic growth of 7% 
or more is needed to significantly reduce poverty. 

The Government has boosted planned fiscal spending by around 10% 
of non-oil GDP in FY2006, mainly for capital items, though the record on 
budget execution suggests that such an increase is unlikely to be realized. 
In an effort to improve performance in this area, the authorities have 
started addressing capacity problems in line ministries and improving 
monitoring of progress on budget execution. The US Millennium 
Challenge Corporation, which selected Timor-Leste as eligible to apply 
for assistance, is a potential source of funding for the sector investment 
programs. This assistance may reach $30 million a year. 

Medium-term outlook
The decision to limit drawdowns from the petroleum fund to sustainable 
income assures the Government a continuing revenue flow from this 
source. Furthermore, the concept of insulating the economy from volatile 
flows of oil and gas income is sound. However, it is unclear that the 
current policy on drawdowns is the best approach, given the early stage 
of the economy’s development. New discoveries of energy in the future, 
supplementing the savings carried forward in the fund and the likely 
improved state of the economy and public services, may well mean that 
future generations are much better off than the current generation (per 
capita non-oil GDP was about $350 in 2004). This raises the question of 
whether more of the revenue should be used for development and for 
social support in the short and medium term. Government policy offers 
scope to do this because Parliament can authorize spending from the 
fund in a particular year to exceed the limit. How this flexibility is used 
will partly determine the medium-term outlook. 

Budget projections for the next 4 years have identified a financing 
gap for planned expenditure on sector investment programs in the range 
of 20–30% of non-oil GDP. The Government is hoping that donors, 
including the Millennium Challenge Corporation, will provide much 
of the funding. However, they might suggest that a large part of this 
financing should come from the petroleum fund—which, too, would 
affect the economic outlook.

Much remains to be done in terms of building physical, human, and 
institutional capacity. Unemployment and underemployment remain 
very high, against a backdrop of fast population growth (4.0% in 2005), 
and the number of Timorese could double in under 20 years to about 
2 million. In many small Pacific countries, governments are major 
employers, but the Timor-Leste Government has decided to keep its 
public sector small, such that the private sector needs to play a larger 
role. The Government has taken some steps to improve the legal and 
regulatory environment, though rapid and broad-based development of 
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private business is unlikely in the medium term, a result of the limited 
infrastructure and workforce skills and the economy’s relative isolation. 
Development in the longer term is likely to depend on investments in 
infrastructure and in education and training, but substantial progress on 
budget execution is needed before any increase in spending can be used 
effectively.

Early in 2006, Australia and Timor-Leste signed an agreement to 
share equally oil and gas revenues in disputed territory that includes 
the Greater Sunrise gas field. This field is expected to generate larger 
receipts than the Bayu-Undan field, which is now in production, and the 
agreement boosts confidence in the economy’s future. The start of actual 
revenue flows for Timor-Leste from Greater Sunrise could be some years 
away because the operator of the project has yet to confirm when it will 
proceed. In addition, sales contracts with international customers could 
take years to finalize; agreement needs to be reached on whether the 
gas is brought ashore in Australia or Timor-Leste; and revenue-sharing 
terms are subject to further negotiation, because 20% of the gas reservoir 
is estimated to be in the joint development area (where the existing 
Bayu-Undan field is located).

Other uncertainties about the future relate to how the authorities 
will deal with trade-offs in trying to insulate the economy and achieve 
intergenerational equity in the use of oil and gas revenues, on the one 
hand, while attempting to secure desirable economic development 
outcomes for the current generation, on the other. The Government could 
come under twin pressures from donors and its own citizens to contribute 
more of the income for near-term purposes, and from workers in the 
formal sector for higher wages, which would affect the economy’s ability 
to compete in non-oil export markets. Risks to development include the 
difficulties in improving the implementation of government programs, 
slow growth of the private sector, and a reduction in donor assistance. 

2.32.7 Non-oil GDP growth
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Small Pacific countries

Modest growth in the 2–5.5% range was recorded for most of the smaller Pacific island economies in 
2005, reflecting contributions from aid flows, commodity exports, fishing, remittances, tourism, and trust 
funds.  The rise in global oil prices reduced the gains from these favorable influences, because these 
mostly remote and import-dependent economies rely on oil products for their air and sea transportation 
as well as power generation. 

International aid remained a key factor for several economies. The Marshall Islands and the Federated 
States of Micronesia benefited from funds provided by a renewed Compact Agreement with the United 
States. Compact funds also supported economic development in Palau and aid projects provided 
significant support for Solomon Islands and Tuvalu. The strength of international capital markets boosted 
the market value of trust funds that provide income for a number of countries, namely Kiribati, Marshall 
Islands, Federated States of Micronesia, and Tuvalu. Income from remittances remained at high levels in 
Samoa, Tonga, and Tuvalu.

Fish products are important exports for Samoa, Solomon Islands, and Tonga, and fish license fees are 
sources of income for Kiribati, Marshall Islands, and Tuvalu. However, fish harvests in 2005 were below 
usual levels in some countries, especially Cook Islands, Kiribati, and Tuvalu, generating concern about 
falling stocks of certain species. Other merchandise exports in the Pacific are largely commodity based, 
and buoyant prices for coconut oil and copra helped several countries. Solomon Islands’ exports benefited 
from strong international demand for timber. Tourism provides significant income for Cook Islands, Palau, 
Samoa, Tonga, and Vanuatu as tourist arrivals in these countries recorded robust growth.  Inflation was 
generally contained in the 2–3% range in year-average terms, but remained much higher in Samoa, 
Solomon Islands, and Tonga.

Slightly higher growth rates are expected for most of the economies in 2006, based on a continuation 
of the favorable environment for international tourism, commodity prices, financial markets, aid, and 
remittances. Weaker growth is expected for Samoa and Tonga.  If oil prices are fairly steady, inflation 
should remain at low to moderate levels, though Solomon Islands and Tonga are expected to record 
inflation of 7–8%, reflecting fiscal and current account pressures. Economies facing fiscal pressures are 
expected to manage deficits with the assistance of aid flows.

Cook Islands
Gross domestic product (GDP) growth for FY2005 (ended 30 June 
2005) was estimated at 3.0%, slowing from 4.2% in FY2004, mainly as a 
result of five cyclones in February–March 2005. The economy has been 
growing sustainably since 1998, with tourism, retail and wholesale trade, 
agriculture, fisheries, and transport and communications as the major 
contributing sectors (Figure 2.33.1). Activity at the Offshore Financial 
Center also picked up during 2005, after the country was removed 
from the blacklist of the Organisation for Economic Co-operation and 
Development Financial Action Task Force in February. 
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Inflation in FY2005 increased to 1.7%, mainly due to higher imported 
oil prices. Domestic commercial bank lending grew strongly by 11% over 
the course of the year, reflecting both the funding for cyclone-related 
reconstruction and the solid economic growth. 

The planned removal of import levies from 1 July 2006 will, it is 
estimated, lead to a 2.2% one-time reduction in overall market prices. 
However, inflation is forecast to average 2% in FY2006–FY2007, largely 
mirroring inflation in New Zealand, by far the largest trading partner 
(the Cook Islands uses the New Zealand currency). 

Tourism, the main industry, generated about NZ$108.5 million in 
FY2005, representing some 40% of GDP. In calendar 2005, total tourist 
arrivals and revenues strengthened by 8.9% and 10.7%, respectively, 
bolstered by competitive airfares and a new direct flight to and from 
Christchurch, New Zealand, by Pacific Blue. Tourist arrivals are likely to 
increase by about 4% annually in the next couple of years and, together 
with remittances, will be the mainstay of the economy. 

Pearl farming is a growing industry. Its export revenue had increased 
in FY2004 by 84% to NZ$2.9 million, marking a continuing recovery from 
an algae outbreak in 2001. Although fishing exports have also grown 
in recent years (except FY2004), the sector faces problems associated 
with overfishing, adverse weather conditions at times, and seasonal fish 
migration. Most agricultural products are consumed domestically rather 
than exported, reflecting a lack of scale and relatively high local costs, 
though greater tourist numbers may well stimulate production in the 
local agro-industry. 

Pearl export earnings are expected to rise to NZ$4.2 million and 
NZ$5.0 million in FY2006 and FY2007, respectively. Fish exports could 
increase by 20% in FY2005, returning to earlier years’ levels following a 
decline in FY2004. Overfishing needs to be addressed at a regional level 
given the migratory nature of fish stocks. The lack of a regional strategy 
and agreement on a sustainable catch level is creating uncertainty about 
the long-run viability of the fishing industry. 

Imports were equivalent to about 50% of GDP in FY2005, mostly 
sourced from New Zealand. The trade and services balance recorded 
a surplus of NZ$46 million in FY2005, reflecting a 13.5% decrease in 
merchandise imports compared with the previous year. 

A fiscal surplus of 3.1% of GDP was recorded in FY2005. In 1998, the 
Government made a commitment not to borrow commercially for 7 years 
under the terms of the Manila Agreement of 1998, which restructured 
the country’s external debt. At end-June 2005, public debt was at a 
manageable level of 34.3% of GDP. The Government has not resumed 
commercial borrowing as yet. 

GDP is forecast to grow by 3.5% in both FY2006 and FY2007 
(Figure 2.33.2). The goods and services surplus is estimated to rise to 
about 18% of GDP in these years. 

The economy is narrowly based, on a small scale, and subject to the 
risks of extreme weather. Emigration opportunities provide one of the 
strongest safety nets, since Cook Islanders have legal access to both the 
New Zealand labor market and its welfare benefits. Nationals living 
overseas provide substantial income support to their families still in the 
country. Tourism prospects are likely to stay robust, though the industry 

2.33.2 GDP growth and inflation,  
Cook Islands

0

2

4

6

8

InflationGDP growth

070605042003

%

Sources: Cook Islands Statistics Office, available: http://
www.stats.gov.ck/Economic/economics.htm, downloaded 
9 December 2005; staff estimates.

2.33.1 GDP growth by sector, Cook Islands

-10

0

10

20

30

GDP ServicesIndustryAgriculture

0403020120001999

%

Source: Cook Islands Statistics Office, available: http://www.
stats.gov.ck/Economic/economics.htm, downloaded 
9 December 2005.



2�0    Asian Development Outlook 2006

has some problems recruiting employees. There are also concerns over a 
dilution of the Cook Islands-Maori culture, which could erode the unique 
attributes of the country as a tourist destination.

Kiribati
Economic growth slowed from an estimated 3.3% in 2004 to 0.3% 
in 2005, stemming from a fall in fishing license fees in previous 
years (Figure 2.33.3). In 2001, revenue from these fees amounted to 
A$46.6 million, dropping to A$24.5 million in 2004, reflecting a cyclical 
downturn in the catch from Kiribati’s exclusive economic zone. Tourism 
remains limited, except on Christmas Island, where game fishing is 
popular. The public sector dominates the formal sector. 

The overseas earnings received from fishing license fees, income 
from the Revenue Equalization Reserve Fund (RERF), and seafarers’ 
remittances make the country’s gross national product (GNP) about 70% 
higher than its GDP. The narrow production base renders the economy 
vulnerable to external shocks. At the same time, however, external 
earnings offer some buffer. The Government, through the RERF and the 
Kiribati Provident Fund, as well as the only commercial bank, Bank of 
Kiribati, holds substantial financial assets offshore. These have for the 
most part been invested prudently and have performed well. External 
debt was about 25% of GDP in 2005. In the first quarter of the year, 
official reserves, mainly the asset base of the RERF, remained significant, 
at the equivalent of more than 4 years of imports. 

Public domestic revenue increased from A$55.7 million in 2004 to an 
estimated A$60.5 million in 2005, external grants-in-aid increased from 
A$49.7 million to about A$62.7 million, and overall government financial 
resources rose from A$105.5 million to A$123.2 million. However, this was 
exceeded by recurrent and development expenditures of A$145.8 million. 
Drawdowns from the RERF have covered the deficits, but this has led to 
apprehension that the RERF’s value could be entering a long-term decline. 
The Government is reviewing the management arrangements of this fund. 

In the medium term, the economy is vulnerable to climate change 
(rising sea levels) and fluctuations in global commodity prices (copra is 
a major source of export income, and the country imports most other 
commodities, including petroleum products). The atolls face a loss of 
causeway infrastructure and erosion of the coastline at high tide. Growth 
potential is limited to marine resources, agriculture, and tourism. Overall 
population growth and overcrowding on the main atoll must be tackled 
if living standards are to improve. Although the economy benefits from 
a strong external asset position, very limited growth of GDP is projected 
over the medium term.

Budget reforms are a focal point of the public sector reform program. 
The Ministry of Finance and Economic Development maintains a 
multiyear budget framework to link the development planning and 
budgeting processes, though the links between the two systems remain 
inadequate. As much as 30% of government expenditure, comprising aid 
agency contributions to the development budget, is outside the scrutiny 
of the Government, apart from auditor general reports. Little is known 
publicly about disbursements at local government level (island councils). 

2.33.3 Contributions to growth (supply),  
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The accounts of public enterprises are subject to little oversight, except 
when they overspend.

The Government plans to establish standards for several 
public enterprises so as to improve their prospects for successful 
commercialization and privatization. On the revenue side, the 
introduction of a broad-based tax on wholesale and retail sales is 
proposed for 2007. There is also room to improve the effectiveness of 
donor funding, particularly by expanding commitment of government 
funds for development purposes and by increasing financing for basic 
infrastructure.

Republic of the Marshall Islands
Economic activity picked up in 2005 with GDP rising by 3.5%, largely 
reflecting an expansionary fiscal stance and some growth in agriculture 
(Figure 2.33.4). Growth has also been supported by increased funds from a 
new financial agreement with the United States (US) under the Compact 
of Free Association. Inflation is estimated to have risen to an annual rate 
of 3.5%.

The fiscal position deteriorated in FY2005 (ended 30 September 2005) 
to an estimated deficit of 2.4% of GDP, mainly because actual revenue 
was lower than expected. Current expenditure changed little but capital 
spending rose markedly, supported by aid disbursements. External 
debt stood above 75% of GDP in FY2005. Around 60% of the debt is on 
concessional terms, but total debt service payments were relatively high at 
around 24% of exports of goods and services and are expected to increase 
as grace periods on a number of loans expire. The current account surplus 
narrowed in FY2005, reflecting higher imports of capital goods and the 
late-2004 closure of the tuna processing plant in Majuro.

Growth, driven by external assistance, has been unstable over many 
years, which has done little to support private sector development. 
The private sector’s share of GDP has fallen from 38% in 2000 to 35%. 
Although in 2000–2004 overall private employment grew, by about 20%, 
this was mainly attributable to the opening of the tuna loining plant in 
1999, but the plant’s subsequent closure led to the loss of around 600 jobs. 

The public sector, including state enterprises, continues to dominate 
the economy, including ownership and operation of interisland shipping 
services, air transport, and utilities. Government expenditure is typically 
70–80% of GDP. Tourism receipts are usually about 3–5% of GDP, as are 
fishing license fees. Copra income is around 1% of GDP. As with many 
Pacific island countries, it is likely that emigrants provide income support 
to their families still living in the home country, but the amount of such 
remittances is unknown.

Over the medium term, the economy will continue to be dominated 
by the public sector, supported heavily by Compact funds. The presence of 
the US Ronald Reagan Missile Test Site on Kwajalein Atoll also provides 
some demand for local goods and services. Economic growth of 3.5–4% is 
projected in FY2006 and FY2007, reflecting essentially increased public 
spending on capital projects. 

Although the medium-term fiscal position is likely to be relatively 
stable, Compact grant funding will decrease by $500,000 a year, and 
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consequently the Government will need to continue to improve its 
domestic revenue generation (and reduce expenditure by streamlining the 
public sector).

A long-term constraint relates to land tenure and lending security—
there are few official records that provide clear legal evidence of 
ownership rights to land. Legislation was passed in 2003 to establish a 
land registry but minimal progress has been made in actually registering 
land. Nor is there an effective framework for secured lending. 

In terms of risks, the economy remains vulnerable to the impact of 
such factors as delays in grant disbursements; the migratory nature of fish 
stocks, which was a factor in recent decreases of fishing and associated 
revenues; and increases in world fuel prices.

The Government faces a major challenge in ensuring that Compact 
funds contribute to economic development and poverty reduction. 
Unemployment has risen steadily since independence in 1986 and is 
estimated to have peaked at nearly 34% in 2004. Youth unemployment 
of 63% (1999 census) is the highest in the Pacific. It has been estimated 
that 20% of the population lives on less than $1 a day and that poverty 
and hardship have increased not only on the outer islands but also in 
the major urban centers of Majuro and Ebeye. Unemployment and social 
stress have contributed to an increasing incidence of violent crime, youth 
suicide, and substance abuse. If this continues, many of the remaining 
Marshallese may leave the country to seek better opportunities elsewhere. 
As for other Pacific island countries, the opportunity to migrate, in this 
case to the US, provides a valuable safety valve for the local population.

Federated States of Micronesia
The economy recorded growth of about 1% in 2005, reflecting a small 
increase in funds under the Compact of Free Association with the US, 
after contracting in 2004 when foreign grants fell (Figure 2.33.5). An 
expanded public works program, as well as some tourism, contributed to 
the recovery in 2005. The general government sector recorded a modest 
deficit. Government debt remained at comfortable levels, largely reflecting 
prudent fiscal policies in the past and reliance on grant funding. 
Inflation remained low, a consequence of the use of the US dollar as the 
domestic currency and continuing low inflation in the country’s main 
trading partners. Low tax revenue is a source of weakness in government 
accounts, particularly in the states of Chuuk and Kosrae. 

Over the medium and longer term, the economy is expected to remain 
heavily reliant on the public sector, supported by Compact revenue 
and grants. Although funds under new Compact arrangements are 
substantially lower in real terms than under the first Compact agreement 
(which ended in 2001, with an additional 2 years of economic assistance 
being committed by the US), grant funds are equivalent to about 40% of 
GDP (Figure 2.33.6). The amended Compact came into effect in FY2004 
(ended 30 September), and provides grant funds of $92 million each year 
(partially indexed for inflation). Initially, $16 million annually is to be 
saved in a trust fund, but from FY2007 the amount saved will increase 
by $800,000 a year until trust fund contributions are about 30% of total 
Compact funding. There is also access to separate additional US program 
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assistance. The amended Compact requires adoption of a number of rules 
and performance measures for the use of public funds. The trust fund 
has been established to help replace reliance on annual Compact funding, 
though clearly such a mechanism is unlikely to provide a sustainable 
source of income if the Government borrows heavily while building up 
the fund. In this case, the rules associated with the use of public funds 
are notable for establishing controls that extend beyond the trust fund 
and recognize the need to take a “whole-of-government” perspective in 
determining the fiscal position of the Government and the country. 

The economy needs to adjust to a lower level of grant funding and 
to become less reliant on public sector activity and public enterprises. 
Sizable budget surpluses will be required to build up the trust fund to the 
required level, which will create considerable pressure for fiscal reform. 
For several years, the Government has attempted to implement a program 
of public sector reform and private sector development, but progress is 
slow. No significant privatization of public enterprises has been carried 
out since initial reductions in Compact assistance in the early 1990s, 
though reliance of public enterprises on government subsidies has 
declined since then. 

The federal system of government, with a national Government 
and four state governments, makes it hard for all parties to agree on 
policy priorities and on planning, coordination, and implementation. 
It is difficult to obtain legislative backing for planning initiatives, and 
infrastructure investment plans have not been integrated into sector 
development approaches. This is particularly important for tourism, 
where meeting infrastructure needs will be critical for its development. 

Foreign investors could help the private sector to develop, but they are 
likely to be deterred by a lack of a clear and credible signal of federal and 
state government commitment to reform, including the changes required 
to improve access to land and to develop an environment conducive to 
investment. The introduction of a value-added tax (VAT), which is under 
consideration, would help improve the credibility of government policies 
and facilitate private sector development. 

Adjustment to reduced grant funding is likely to be easier to the 
extent that remittances become a source of income. Emigration is an 
important part of the relationship with the US, with citizens having the 
right to seek employment there. The volume of migration has increased 
substantially since the second stepdown in US grant aid in 1997, and 
an estimated 30,000 nationals now live outside the country. As a result, 
population growth has slowed from about 2% in the mid-1990s to 
virtually zero. 

Migration to the US is a useful escape valve that helps integrate the 
country into the world economy. Remittances provide income support 
and returning emigrants offer the prospect of bringing back newly 
acquired skills and capital. In this respect, policies to build up both the 
population’s basic skills and links between emigrants and their homeland 
are likely to play a major role in supporting the economy. 

Nauru
This economy, which depends heavily on foreign development assistance, 
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remained in a critical condition in 2005. There is now little benefit 
from the Australian Offshore Processing Centre (for asylum-seekers to 
Australia), with operations at that facility substantially reduced. Income-
earning opportunities are now very few.

For many years, Nauru has run chronic budget deficits to maintain 
the levels of expenditure of its high-income-earning years. Fiscal deficits 
were largely financed by offshore borrowings against the assets of the 
Nauru Trust Funds, which led to unsustainable levels of public debt. In 
2005 though, the Government achieved a fiscal surplus of A$1.6 million, 
mainly because of income from an earlier investment in the Philippine 
Phosphate Fertilizer Corporation (Philphos) and a loan repayment from 
the Cook Islands. The Government is expected to receive approximately 
A$5 million a year until early in the next decade from its investment in 
Philphos. Against this, the net value of the Nauru Trust Funds has greatly 
diminished and they will likely provide only minimal income in the 
future. 

Even though the FY2006 budget was originally expected to be in 
surplus, the Government has since forecast a significant deficit, reflecting 
continuing high expenditure and lower income as one-time revenue 
sources are exhausted (Figure 2.33.7). The budget deficit will also increase 
further once the revenue stream from the Philphos investment ends. 

Reflecting its long-standing, dire financial position, Air Nauru’s only 
aircraft was repossessed in December 2005 on behalf of the Export-
Import Bank of the United States. Air Nauru has never recorded a profit 
and has been a long-term drain on the budget. 

In June 2005, the Government appointed Astro Pacific of New 
Zealand to manage the Republic of Nauru Phosphate company (Ronphos). 
Ronphos has assumed operations of the Nauru Phosphate Corporation 
(NPC) with a view to increasing primary mining. It is also investigating 
“secondary” mining (i.e., mining of low-grade deposits). In November 
2005, the Government agreed with an Australian fertilizer company 
for it to refurbish some mining facilities at a cost of up to A$6 million. 
It is estimated that, at most, 3 to 5 years of primary phosphate reserves 
remain. 

Inflation in 2005 was an estimated 3–4%, driven by inflation in 
Australia (Nauru uses the Australian dollar as its currency) and transport 
cost increases stemming from higher global oil prices. 

The first donor roundtable meeting for Nauru was held on 30 
November 2005, attended by over 170 participants from government, 
business, civil society, and the donor community. At the meeting, the 
country’s president announced the Government’s ongoing reform agenda 
and a national sustainable development strategy. Short-term priorities 
include reviving phosphate mining, establishing a commercial bank, 
developing the private sector, and improving returns to commercial 
fisheries.

Macroeconomic prospects are gloomy. The economic base, mainly 
phosphate extraction, will remain static in the short term, and very few 
income-generating opportunities other than phosphate mining and 
fisheries are available. In 2004, earnings from the export of phosphate 
($640,000), the only merchandise export, failed to cover the cost of 
production. Secondary mining is the only beacon on the medium-term 
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landscape. The physical environment of Nauru island has been devastated 
by the long-term phosphate mining. In addition, many of the assets 
that were bought with phosphate income have turned out to be poor 
investments, and many were sold to repay debt. Net assets consequently 
provide limited income. 

Agricultural production is constrained by inadequate rainfall and 
the low fertility of the scarce arable land. Substantial food imports are 
required, and rising transport costs have raised food prices. Food security 
will continue to be a great concern over the medium term.

Republic of Palau
Palau has the highest per capita income (per capita GNP of $6,870 in 
2004) of the Pacific island countries. It receives substantial assistance 
from the US through the Compact of Free Association, with direct 
payments totaling about $410 million over 1994–2009. In recent years, 
annual disbursements have averaged about 20% of GDP, and have been 
used to create a Compact trust fund to enable Palau to provide perennial 
budget support after 2009, and to finance government operations.

The economy is dominated by the public sector. Public administration 
was estimated to account for 26–27% of GDP in 2005. Government 
businesses provide utility services and public sector demand is critical to 
construction, transportation, and trade. The ratio of public expenditure 
to GDP was estimated at 64% for FY2004 (ended 30 September 2004) 
(Figure 2.33.8).

Manufacturing is very limited, contributing around 1% of GDP. 
Construction is the most important industrial activity, at 8% of GDP, and 
is experiencing strong growth. The main projects are a Compact-funded, 
85-kilometer highway on Babeldaob island and a new national capital 
in the state of Melekeok, also on Babeldaob. A loan of $20 million was 
obtained from Taipei,China to help fund the building of the new capital.

Tourism also provides a stimulus to the economy. The hotels and 
restaurants sector grew by 6% in 2004 and accounted for about 11% of 
GDP. Visitor arrivals totaled about 95,000 in 2004 and were estimated 
to have remained high in 2005. A US television series “Survivor: Palau” 
filmed over several months in 2004 and 2005 lifted the country’s tourist 
profile. A new Japan Airlines-affiliated hotel opened in 2005. Visitor 
receipts are estimated to have increased from about 40% of GDP in 
FY2002 to 80% of GDP in FY2004.

Merchandise exports are small relative to the size of the economy and 
are mainly fish, some agricultural products, and clothing. There is a high 
dependency on imports, with the ratio of imports to GDP in the range 
of 50–115% between 1998 and 2004. The US (including Guam) supplies 
about half of Palau’s imports. A wide trade deficit and net outflow of 
remittances have led to current account deficits in most recent years, 
despite a large services account surplus generated by tourism and official 
transfers. The overall balance of payments is reported to have been in 
surplus in most recent years. 

Palau does not operate an independent monetary policy and it uses 
the US dollar as its currency. Inflation has been about 3% in recent years. 

Palau has enacted new financial sector legislation and implemented 
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an antimoney-laundering policy in recent years, though gaps remain and 
implementation capacity is limited. The National Development Bank, 
credit unions, and 12–16 remittance companies are currently outside the 
scope of prudential regulation.

The fiscal position highlights the potential adjustment facing the 
economy. Annual current expenditure is around $60 million–$65 million. 
The Compact specifies that US grants—the main source of operating 
grants to date—will largely cease in FY2009. This will leave domestically 
raised revenue of $30 million–$35 million a year, annual drawdowns 
of $15 million from the Compact trust fund, and a small amount of 
operating grants. The result is a looming shortfall in funding for current 
revenue of $15 million at current expenditure levels. Unless new operating 
grants are secured, substantial adjustments will need to be made to 
expenditure levels or domestic revenue collection just to cover operating 
costs.

Inward remittances from Palauans working overseas (citizens have 
the right to work in the US) are likely to be more than offset by outward 
remittances from foreigners—mainly from the People’s Republic of China 
and the Philippines—working in Palau. 

Economic growth of 5.7% is forecast in both 2006 and 2007, supported 
by aid projects and tourism. After that, the economy is expected to 
weaken as US Compact assistance declines. Tourism and income from 
remittances seem to offer the best long-term prospects, but there is 
considerable uncertainty given the prospective decline in external 
assistance.

Samoa
GDP grew by an estimated 5.5% in 2005, consolidating the growth of 
3.7% in 2004. Tourism, agriculture, transport, communications, and 
construction contributed to the momentum. Export revenue increased 
by 18% in the second quarter of 2005 from a year earlier, on the back of 
higher exports of nonu juice, beer, and fish. Foreign reserves at midyear 
were ST231.6 million, equivalent to 5.9 months of import cover. Inflation 
remained high at about 8%, in part reflecting food price increases after 
Cyclone Heta in January 2004. 

Agricultural production and fisheries grew by about 35% and 3%, 
respectively, in the second quarter of 2005 from a year earlier. Earnings 
from tourism continued to grow at about 4%. The Tourism and Hotel 
Development Incentive Act of 2003, which provides for investment 
tax credits, hotel income tax exemptions, and certain import duty 
concessions, has stimulated hotel construction. Lower production at 
Yazaki Samoa, which makes wire harnesses for vehicles, and which is the 
country’s largest industrial venture, was the main reason for a decline in 
manufacturing in 2005. 

The Government allocated more than ST14 million through May 2005 
for construction of facilities for the 2007 South Pacific Games. Other 
infrastructure work under way includes roads, a seawall, and schools, 
financed with partner support.

Consideration is being given to allowing a second wireless operator 
to enter the market to compete against Telecom Samoa Cellular Limited, 
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Regional integration and cooperation are important for 
Pacific island countries, especially the smaller islands, 
given their remoteness, small size, and narrow resource 
base. Governments of the Pacific have a mixed record in 
this area, but are making a renewed effort to address the 
issue. Heads of government of the Pacific Islands Forum 
(which includes Australia and New Zealand) approved 
a Pacific Plan for Strengthening Regional Cooperation 
and Integration (commonly known as the Pacific Plan) 
in October 2005. The plan is designed to improve 
cooperation among the 16 members, including 14 island 
member states (Timor-Leste is not a member) under four 
pillars: economic growth, sustainable development, good 
governance, and security.

An important aspect of the Pacific Plan relates to 
the benefits of greater labor mobility. Increasing quotas 
for temporary labor, equal to 1% of the workforces in 
Australia and New Zealand, would yield total estimated 
net benefits of about $1.4 billion over 3 years, mostly in 
wages paid to migrant workers from the Pacific. Although 
the Australian and New Zealand governments expressed 
reservations about the proposals for temporary labor 
migration, the Australian Government proposed the 
establishment of a Pacific Islands Technical College that 
would provide a technical qualification recognized in 
Australia. 

Pacific island countries are beginning a long-term 
process of executing key elements of the Pacific Plan. 
Initiatives at various stages of development include: 
expansion of trade in goods and services within the 
region; improved fisheries management; cooperation on 
civil aviation; environmental and waste management 
cooperation; and harmonization of health policies. 
Cooperative arrangements to strengthen collective capacity 
for good governance are particularly important. In relation 
to trade, developments include a free trade agreement 
among island economies (Pacific Island Countries 
Trade Agreement [PICTA]), a closer economic relations 
agreement among all Forum members including Australia 
and New Zealand (Pacific Agreement on Closer Economic 

Relations [PACER]), and negotiation of an economic 
partnership agreement between the island economies 
and the European Union. Some Pacific countries are 
also involved in negotiations as part of the World Trade 
Organization Doha round, though membership and 
negotiations are expensive for small countries. 

PICTA allows the retention of different levels of 
external tariffs, but tariffs within the free trade area (for 
countries that have signed the agreement) will decline to 
zero over a 10–12-year period. The free trade agreement 
would also entail trade diversion. This occurs when a 
trade agreement leads to imports from the lowest-cost 
source (exclusive of tariffs) from outside the free trade area 
being displaced by a higher-cost imports sourced from 
within. This happens because the lower-cost imports are 
still subject to a tariff while the higher-cost imports face 
lower or no tariffs. The result is a loss of tariff revenue and 
support of production that is economically inefficient and 
that may be unsustainable once wider trade liberalization 
takes place. 

In contrast, trade creation occurs when lower-
cost imports from within the free trade area displace 
higher-cost domestic production. This represents an 
increase in economic efficiency for the country reducing 
tariffs and for the free trade region. The net benefits of 
a regional free trade agreement essentially depend on 
whether the beneficial trade-creation effects outweigh 
detrimental trade-diversion effects and the administrative 
costs of establishing, promoting, and implementing the 
agreement. The net benefits of PICTA are estimated to 
be small and could easily be offset by the administrative 
costs. However, the smaller countries could minimize 
the problems associated with trade diversion by lowering 
trade barriers against all countries. PACER would increase 
the benefits of preferential trade liberalization by greatly 
increasing the size of the market and by substantially 
avoiding trade diversion. 

To be most effective for the smaller economies, PACER 
should go beyond trade in goods to include the scope for 
greater labor and capital mobility. 

a joint venture between the Government of Samoa and Telecom New 
Zealand. Also in the communications sector, the installation of a 
fiber optic network and wireless local loop services improved Internet 
connection. In the airline industry, a joint venture between Polynesian 
Airlines and Virgin Blue, called Polynesian Blue, was set up in late 2005 
to tap the operating strengths and brand of Virgin, and to save the 
Government some ST10 million a year in subsidies. 

Total fiscal revenue and grants for FY2005 (ended June 2005) 
was ST524.41 million, while total expenditure was ST500.4 million 
(Figure 2.33.9). The FY2006 budget is projected to have an overall deficit 

2.33.1 Pacific regional integration and cooperation
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of ST59.3 million, to be financed by soft loans of ST32.8 million and 
issuance of government securities of ST26.5 million. Official government 
debt outstanding at the end of June 2005 was ST455.7 million, down 
ST17.3 million than a year earlier.

The level of international reserves is expected to remain above 
the minimum target level of 4 months of import cover in 2006–2007. 
Remittances are likely to remain around 20% of GDP, providing strong 
support to the balance of payments. Inflation is expected to moderate 
as local food prices decline, but will probably remain above the Pacific 
average, reflecting the expansionary impact of government expenditure 
prior to elections in March this year.

GDP is forecast to grow by 2.2% in 2006 and 5.0% in 2007 
(Figure 2.33.10). This will largely depend on positive outcomes in the 
tourism, construction, and agriculture sectors and a boost from the 2007 
South Pacific Games. Manufacturing will decline in sectors that do not 
reflect Samoa’s comparative advantage. Agricultural exports are expected 
to increase, led by expansion in organic farming and nonu exports. Cattle 
farming is likely to develop, to supply the domestic market and, possibly, 
some exports. These trends in farming are likely to offset a further 
decline in fishing revenue. 

Solomon Islands
Growth in 2005 was 4.4%, similar to the rate in the previous year. 
Primary production (especially logs for export), construction, and 
the retail and wholesale trade sectors recorded robust growth. Copra 
production declined in response to a weakening in prices from about 
April. The tuna catch fell, though tuna prices were higher than 2004. 
Cocoa output also declined. Growth over the past 3 years follows an 
extended contraction of the formal economy in 2000–2002, when the 
country experienced an ethnic and political crisis. An Australian-led 
regional security force was deployed to restore law and order, boost public 
confidence, and facilitate economic recovery. 

The reconstruction of the economy is a major challenge for the 
Government and donors. The country is one of the least developed in the 
Pacific, but has the third-largest population as well as rapid population 
growth of 2.6–2.8% a year. It is well endowed with natural resources, 
including timber, minerals, and fish, and has large areas of underused 
land. Around 80% of the population live in rural areas, in large part 
outside the formal economy. The main gauge of the performance of the 
informal economy is export income from copra and cocoa, which has 
been fairly strong in recent years, reflecting favorable external conditions 
and the restoration of public security. However, the economy may require 
another 20 years to return to preconflict levels of per capita GDP. There is 
little prospect of meeting many of the Millennium Development Goals. 

In terms of the recent fiscal position, for the first 8 months of 2005, a 
budget surplus of SI$55.1 million (excluding grants and grant-supported 
expenditure) was realized. The budget outcome reflected higher revenue, 
improved tax and customs compliance, and lower expenditure than 
expected. However, the budget exhibits considerable variability from 

2.33.10 GDP growth and inflation, Samoa 
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month to month, creating some difficulties for cash-flow management 
(Figure 2.33.11). 

The external position weakened in 2005. Exports increased slightly, 
but imports surged by about 42%, leading to a large trade deficit of 
$40.1 million. This led to a current account deficit of $30.8 million (10.8% 
of GDP). Gross official reserves were estimated at $79 million in 2005, 
equivalent to about 5 months of import cover. 

Substantial progress has been made in achieving a sustainable public 
debt position. Debt management has been strengthened, new terms on the 
majority of domestic debt have been agreed with creditors, and arrears to 
trade creditors have been largely paid. The Government has committed to 
undertaking appropriate economic and debt-reform measures, including 
no further borrowing or sovereign guarantees until the economy recovers 
to levels where more borrowing can be sustained. Nevertheless, further 
reductions in debt and continued efforts to improve debt management are 
needed. 

Inflation eased to an estimated 6.9% in 2005. Relatively high economic 
growth, as well as high oil prices, have created inflationary pressures in 
the past few years. Solomon Islands has experienced higher than average 
inflation in the Pacific over a long time, which has required frequent 
adjustments to the exchange rate. The exchange rate policy is based on a 
trade-weighted crawling peg consisting of the Australian dollar, Japanese 
yen, United Kingdom pound, and US dollar. In 2001–2003, the Solomon 
Islands dollar depreciated against the US dollar by 30%, though the 
subsequent economic recovery was reflected in its appreciation against 
all of these currencies in 2005. The stated exchange rate policy stance 
now emphasizes relative price stability (thus attempting to minimize 
inflationary pressures and improving private sector confidence) rather 
than defending foreign reserves. 

Growth of around 5% is expected in 2006. The rehabilitation of the 
Guadalcanal Plains Palm Oil, Gold Ridge Mine, and Pacific Timbers 
enterprises will make an important contribution to growth over the next 
few years. Aid-funded infrastructure projects are expected to underpin 
construction, while the Government’s increased recurrent spending 
and external grant-funded development spending will allow for modest 
growth in services. Higher primary production and private sector 
development, supported by foreign investment in tourism, palm oil, and 
logging, should contribute to growth. Economic growth of 4–5% a year 
is achievable for 2007–2009, assuming favorable external conditions. 
Inflation is forecast to rise in 2006 and to remain at moderately high 
levels in the medium term, reflecting continuing expansion of some 
sectors of the economy but limited productive capacity.

Unsustainable rates of logging have been a long-standing concern, 
despite current (and proposed additional) legislation to curb the 
practice. Unless effective action is taken, the country will be faced with a 
degraded environment, and export income from logging will evaporate. 
Medium-term fiscal management presents a concern. On the revenue 
side, foreign budgetary support is likely to decline once donors believe 
that reasonable public security and economic stability are achieved. 
However, debt-servicing costs are high and fiscal consolidation requires 
continuing economic growth and secure revenues. Moreover, the scale of 
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rehabilitation, combined with limited institutional and local workforce 
capacities, will continue to require substantial donor assistance. 

National elections are scheduled for the second quarter of 2006. The 
incoming Government will face the challenge that, while law and order 
have been restored, financial discipline reinstated, and major reforms 
initiated, underlying causes of tension and conflict need to be addressed 
if the social fabric is to be healed. Equitable distribution of resources, 
as well as access to opportunities and basic social services, should be 
important priorities for the new Government.

Tonga
A public service strike and associated political demands culminated 
in September 2005 with an agreement for a 60–80% salary increase for 
public servants, which will likely create serious fiscal and development 
pressures. GDP growth of 2.5% was recorded in FY2005 (ended 30 June 
2005), up from 1.6% a year earlier. The stronger performance was mainly 
attributable to agriculture. Construction activity remained buoyant, 
underpinned by several large projects. The commerce, hotels, and 
restaurants sector recovered from subdued growth in the previous 2 years.

Inflation was 8% in March 2005, decelerating slightly from above 10% 
in 2002. However, inflationary pressures have remained because of rising 
food and oil prices, as well as salary increases due to the public sector 
wage settlement. A trade gap of T$173.1 million was recorded in FY2005, 
widening from T$140.8 million in FY2004. The country’s merchandise 
exports include fish, squash, root crops, kava, nonu juice, and vanilla. 
Remittances amounted to T$200 million in FY2005, continuing to 
provide a main source of funding for imports. Foreign reserves were 
T$85.4 million, or 4.8 months of import cover, in February 2005, up 
from 3.4 months of import cover 12 months earlier. Tourist arrivals, an 
important source of foreign exchange, rose slightly to 30,646 in the first 
half of FY2005. 

A small budget surplus was seen in FY2005 following a surplus of 
around 1.4% of GDP the previous year. This fiscal consolidation followed 
several years of small deficits. Total debt at mid-2005—most of it 
external—was about 42% of GDP. For FY2006, the additional salary cost 
is estimated at T$21.9 million, or 4.8% of GDP. Even with adjustments, 
including additional allocations (some from the contingency reserve), 
expenditure reductions, and borrowing, a T$3.7 million shortfall is 
foreseen, which could lead to a budget deficit of around 2.8% of GDP in 
FY2006. However, it is uncertain that the Government will be able to 
make these adjustments.

The salary increases for FY2007 and FY2008 amount to around 11% 
and 7.8% of GDP, respectively, suggesting that fiscal deficits will widen 
and causing other macroeconomic pressures (Figure 2.33.12). These 
pressures could be reflected in a mix of higher interest rates and inflation, 
exchange rate stress, cuts in public services, and further external 
borrowing. There is also a risk that the Government will be unable to 
meet its salary commitments at some stage. Such stresses could well 
divert the Government’s attention from implementing its Economic and 
Public Sector Reform Program, which started in 2002. 

2.33.12 Salary settlement costs, Tonga
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In this context, there are major risks and uncertainties associated 
with the medium-term outlook. GDP growth of 1.6% is forecast for 
FY2006, but growth in the following 2 years is based on assumptions 
that the fiscal position can be effectively managed and that substantial 
donor assistance will be forthcoming. If these assumptions prove correct, 
growth of around 2.5% could be recorded. 

The medium-term focus for industry and trade policies should be on 
sectors with a comparative advantage, such as agriculture, fisheries, and 
tourism. Emigration has been important in providing income support 
through remittances, which are likely to help cushion adverse effects 
of the likely fiscal imbalance. The number of Tongans living overseas 
has been estimated at 35,000, but anecdotal evidence suggests that the 
figure is much higher. Policies should aim to build workforce skills and 
contribute to successful emigration, while maintaining links between the 
overseas workers and their families in Tonga, if standards of living are to 
be maintained.

Tuvalu
GDP growth slowed to 2% in 2005, from estimated average rate of 
4.0% in 2003 and 2004. Construction activity declined after a hospital 
and a government office block were completed. Revenues from fishing 
licenses, telecommunications licenses, and the “.tv” domain name all 
fell. An El Niño weather pattern led to a migration of fish out of Tuvalu’s 
waters. Remittances from seafarers working on foreign-owned vessels 
are the most important source of income for the country, supporting 
construction, school fees, and other household consumption. Historical 
trends show that, at any given time, around 350 graduates of the Tuvalu 
Maritime Training Institute work as seafarers, out of the 1,000 nationals 
registered for seafaring employment.

The Tuvalu Trust Fund (TTF), with a total endowment value 
of $99.4 million, plays an important role in maintaining financial 
sustainability, supported by the policy of using the Australian dollar 
as the legal tender. With a real average annual return exceeding 6% 
since 1978, distributions from TTF have amounted to A$58.9 million, 
or an average of A$3.1 million a year. Drawdown amounts from the 
Consolidated Investment Fund, a depository of TTF investment income, 
have enabled the Government to balance the budget. In 2005, TTF 
contributed 17% of total recurrent fiscal budget revenue and 18% of fiscal 
expenditure. 

Windfall revenues from TTF investment, fishing license fees, and 
“.tv” domain name receipts led to budget surpluses in 2000 and 2002 
that in turn contributed to significant fiscal expenditure expansion that 
proved difficult to reverse in the deficit years, including 2005. Fiscal 
revenue in 2005 was estimated to be A$18.6 million and expenditure 
A$22.4 million (Figure 2.33.13). Donors increased grants in 2005 in view of 
the reduction in expected revenue. With the support of a drawdown from 
the Consolidated Investment Fund, the budget deficit was A$1.2 million, 
or 4% of GDP in 2005, representing a substantial improvement over 
deficits of 9% of GDP in 2004 and 11% of GDP in 2003. The gross value of 
government debt is around $16 million, or 80% of GDP. As almost all of 
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the debt is concessional, the net present value of the debt is much lower, 
at some 40% of GDP. 

For 2006, budget revenue is forecast to be A$19 million, consisting of 
domestic revenue and external grants totaling A$8 million, and “.tv” and 
fishing license fees of A$11 million. Target recurrent expenditure for 2006 
is A$21.9 million, implying a fiscal deficit of A$2.9 million, equivalent 
to 9.3% of GDP. While fiscal prudence is of paramount importance to 
financial stability, a TTF automatic distribution of A$11.4 million for 2006 
provides a comfortable cushion to finance the deficit.

The Government is exploring options to raise additional income 
through taxation and user charges, and to privatize certain government 
entities to finance the core budget deficit. It also plans to freeze hiring 
and salaries and to propose cost savings on medical treatment and 
overseas travel. Still, budget deficits for 2007 and 2008 are projected to 
widen substantially, to A$6.2 million and A$5.7 million, respectively. 

Te Kakeega II, the Government’s national development strategy, 
identifies eight strategic areas for the near term. The ability to finance 
these objectives depends on the performance of TTF, as receipts from 
fishing licenses and the sale of rights to the “.tv” domain name will be 
below trend in the medium term. Foreign aid is likely to continue to 
provide significant support. 

The economy is highly dependent on income from overseas. In the 
medium term, more frequent occurrences of El Niño and La Niña, both 
of which precipitate a decline in fish stocks in Tuvalu’s exclusive economic 
zone from levels seen in a normal season, will put fishing license income 
at risk. Although TTF has substantial net assets, distributions to the 
budget can only be available to the extent that TTF’s current market 
value exceeds what is termed its “maintained” capital value, as based on 
Australian consumer price inflation. If market returns exceed Australian 
inflation, as in the past 2 years, such distributions will be possible. 

A plan to expand the Tuvalu Maritime Training Institute would 
considerably increase the number of graduating seafarers, and so increase 
remittances. The expansion has been delayed, but a more important risk 
to the country’s outlook would be loss of the Institute’s accreditation with 
the International Maritime Organisation, which currently underwrites 
the country’s status as a supplier of high-quality seafarers. (The next 
round of assessments is due by November 2006.)

Vanuatu
Growth came in at 3.1% in 2005, lower than in 2004 but much better 
than the recessionary years 2001–2003 (Figure 2.33.14). Cocoa and cattle 
production recovered from weakness in 2004. Tourism and construction 
continued to grow. Tourism was boosted by the launch of Pacific Blue 
airline in September 2004. 

However, agriculture, forestry, and fisheries together contracted by 
0.8%, mainly reflecting substantial declines in copra and kava production. 
During the year, the Fiji Islands banned imports of kava from Vanuatu in 
retaliation for Vanuatu’s banning of imports of Fijian biscuits. 

The fiscal position deteriorated slightly, to show a small deficit of 0.3% 
of GDP. The current account deficit also widened, reflecting weakness in 
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commodity exports and high demand for consumer and capital goods 
imports. Foreign reserves remained at comfortable levels of 5–6 months 
of import cover. Government external debt is around 30% of GDP. The 
inflation rate also remained relatively low, at 2.6%. 

A comprehensive reform program has been implemented since 
1997 but with mixed results, for while financial management and the 
transparency of public policy making have improved, little progress 
is evident in improving the performance of public enterprises and 
facilitating private sector development. One consequence is that most of 
the population outside the towns have not seen a rise in living standards. 

The private sector remains hamstrung by relatively high costs and 
policy uncertainty. An example of the latter is that in September 2005, 
the Government placed kava on a list of commodities that can only be 
exported by indigenous citizens, despite the fact that foreign investors 
have been heavily involved in establishing markets for Vanuatu’s kava, 
particularly in powdered form. On the issue of costs, the monthly 
minimum wage was raised from Vt16,000 ($146) to Vt20,000 in 
September, which may deter the development of labor-intensive activities. 
Traditional, community-based land arrangements are a constraint to 
development, too. Furthermore, the Government is considering policies to 
restrict the conversion of agricultural leases to commercial subdivisions. 

In an effort to improve the performance of public enterprises, the 
Government is developing an economic regulatory framework for 
electricity, telecommunications, and water. Although the services of 
utilities in the main population centers of Port Vila and Luganville are of 
good quality compared with elsewhere in the Pacific, they are relatively 
costly, and services outside these centers are basic or nonexistent. Only 
25% of the population have access to electricity. The proposed framework 
should help improve efficiency and lower costs in the main towns, but it 
does not involve an extension to unserviced areas. The US Millennium 
Challenge Corporation has determined that the country is eligible for 
assistance and has approved a 5-year grant of $66 million to finance 
a range of infrastructure projects and supportive reforms designed to 
improve the living standards of the rural population.

Achieving broad-based growth is a major challenge for the 
Government, especially when per capita income levels are low, the 
population is dispersed over numerous islands, and population growth is 
more than 2%. Despite recent growth, GDP per capita is lower now than 
20 years ago. The Government forecasts growth of around 3% over the 
medium term, supported by continued expansion of agriculture, tourism, 
and aid-funded projects. Small budget surpluses or near-balance positions 
are expected, and annual inflation should remain at around 2.5%.

Risks to the outlook include political instability, which could lead to 
ineffective public policy and harm investor confidence; lack of progress 
in implementing and enforcing antimoney-laundering laws, which could 
expose the country to financial sanctions; financial weakness at Air 
Vanuatu; vulnerability to cyclones; and weak commodity prices.
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Routes for Asia’s trade

Developing Asia has a huge stake in maintaining an open global system of trade and investment. The 
integration of the region into the world economy has been largely driven by market forces, particularly by 
private foreign direct investment and the related rise of intra-industry trade. Asia’s dependence on demand 
in European and North American markets is increasing, but the dynamics of integration are changing. 
Countries in Asia and in other regions are increasingly experimenting with preferential trade agreements, 
and on a bilateral basis. The danger lies in the emergence of crisscrossing agreements, which may lead 
to “hub-and-spoke” systems benefiting large trading hubs but obstructing market access among trading 
spokes, and which may complicate the commercial environment through restrictive rules of origin. 

This part of the Asian Development Outlook 2006 illustrates the risks and opportunities of bilateralism 
and seeks out means to ensure that the rising tide of bilateral free trade agreements leaves, in its wake, 
building blocks to global trade liberalization, not stumbling blocks.  

Introduction
Rising prosperity in the global economy has been closely associated with 
vibrant growth of international trade (Maddison 1995). History attests 
that when nations erect high walls against international trade and turn 
their economies inward, stagnation and decline typically follow. 

Over the past 30 years, international trade has also been closely 
associated with rising incomes and falling poverty in Asia. Throughout 
most of this period of rapid Asian economic growth, growth of exports 
and imports has outpaced growth of income. Although debate remains 
about the exact nature of the links between trade and growth, rapid 
expansion of trade, particularly merchandise trade in manufactures, 
has usually occurred in tandem with large investments in capital, 
technological upgrading, and the acquisition of new skills and 
knowledge—all of which have boosted productivity. 

Fast expansion of trade has brought wider benefits. In particular, the 
social impacts of trade-led growth have generally had positive effects on 
employment, labor-force participation rates of women, and jobs for new 
entrants to the labor force. Expansion of international commerce has 
also been an important channel through which competition and choice 
have been enhanced. Although differences of opinion exist about the 
appropriate pace and scope of trade liberalization, the experiences of East 
Asia, and Southeast Asia, and then the People’s Republic of China (PRC) 
have had a powerful effect in persuading others of the potential benefits 
of reducing protection and better gearing their economies to trade. 
India, for example, has now embarked on a liberalization effort aimed 
at reducing its high tariffs to East Asian levels and is also allowing up to 
100% foreign equity in industrial enterprises.
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In this part of the Asian Development Outlook 2006, future 
opportunities for Asia’s trade are explored.1 These opportunities will 
be shaped by a variety of factors. At a global level, prospects for the 
world economy and the outcome of the Doha Round (Part I of Asian 
Development Outlook 2006) will obviously be important as, of course, 
would any future initiatives for multilateral liberalization. At a regional 
level, programs and agreements intended to forge closer cooperation 
and deepen integration could prove influential. Motivated by a variety of 
interests, a number of countries within the region are now also pursuing 
bilateral trade (and investment) agreements, often with partners outside 
the region. A looming challenge will be to minimize inconsistencies and 
frictions among multilateral, regional, and bilateral agreements. 

Outside the arena of formal trade agreements are other important 
factors driving trade expansion. For example, increasing trade integration 
within East and Southeast Asia has been closely associated with changes 
in industrial organization and the spread of international production 
sharing, or the fragmentation of vertically integrated supply chains. 
The attractiveness of East and Southeast Asia as production and 
investment platforms has been enhanced by a variety of measures that 
reduce the frictions and costs of trade, such as investments in port and 
other infrastructure, the establishment of special zones and bonded 
industrial warehouses, and duty drawback schemes. These arrangements 
have allowed investors to take advantage of economies of scope and 
specialization and have resulted in a burgeoning cross-border trade in 
manufactured parts and components and in assembly of final goods. 

In the next section, The drivers of trade and integration in Asia, the 
growth of Asia’s trade is chronicled. The roles of policy, technology, 
and markets in influencing growth of trade and patterns of regional 
integration are examined. A key conclusion is that technological change, 
markets, and the private sector, particularly multinational firms, have 
been crucial in deepening integration. To date, regional trade agreements 
have had only a limited impact on integration; the most significant 
liberalization efforts have been unilateral.

The rise of bilateralism, the subsequent section, considers relevant 
institutional factors. An enumeration and classification of free trade 
agreements (FTAs) involving one or more developing member country of 
the Asian Development Bank (ADB) suggests not only that bilateralism 
is on a strong upswing but that it crisscrosses regions. Asia’s “noodle 
bowl” is not only expanding, but is becoming increasingly enmeshed 
with elaborate agreements in other parts of the world. This section 
points to the risks that a proliferation in bilateralism entails in terms 
of trade diversion. There is also a risk that bilateralism could polarize 
opportunities, favoring large trading “hubs” at the expense of more 
isolated trading “spokes.”2

Trade scenarios: Potential benefits and risks examines the welfare 
implications of multilateral, regional, and bilateral trade liberalization 
scenarios using an Asian-focused computable general equilibrium 
model of the global economy (GEMAT). Full global liberalization of 
merchandise trade provides an ideal against which the impacts of partial 
liberalization in a hypothetical Asian Free Trade Area—with most-
favored-nation (MFN) tariffs—and Asian “bilateral hub and spoke” 
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systems are compared. Given the limitations of computable general 
equilibrium models and the likelihood that they underestimate benefits 
from trade liberalization, the relative rather than absolute magnitude of 
the welfare impacts are of most interest.

Recognizing that global free trade is a long-term ambition, the 
penultimate section, An agenda for trade and integration in Asia, asks 
what developing Asia can do to position itself to maximize the future 
benefits of trade. Steps to mitigate the potential damage arising from 
the noodle bowl problem and hub-and-spoke trading configurations 
are set out. These may require extending technical assistance and 
cooperation to poor countries where capacities and institutions are 
weak. Beyond ensuring that bilateral agreements are designed to mitigate 
trade diversion problems, it is argued that bilateralism may provide 
a springboard for “deeper integration,” either through measures that 
go beyond World Trade Organization (WTO) agreements, or through 
reductions in behind-the-border frictions. To the extent that bilateral 
agreements can do this, the gains from bilateralism may offset any losses 
entailed by discrimination. For example, bilateral agreements that help 
reduce trade transaction costs or liberalize cross-border investment 
present the opportunity for sizable income gains. 

The Conclusions section summarizes the key messages. The now 
familiar—but crucial—point is restated that further progress on 
multilateral liberalization will limit the potential harmful effects of 
bilateral agreements by reducing the scope for discrimination through 
narrowing margins of preference.

The drivers of trade and integration in Asia
Developing Asia’s trade performance in the last two decades has been 
remarkable. From 1984 to 2004, its exports expanded almost 10-fold. 
Over the same period, world exports grew just fivefold (Figure 3.1). As a 
consequence, developing Asia’s share of world exports almost doubled 
over the same period, and by 2004 had reached 21.3%. This mushrooming 
of trade was in substantial measure due to the performance of East Asia, 
but was also supported by steady expansion in South and Southeast Asia. 
Central Asia’s trade expanded rapidly over the last several years, and has 
even outpaced that in other subregions, but this was from a low base after 
the acute contraction that occurred with the breakup of the Soviet Union. 

Arguably, trade expansion has been a significant contributory factor 
in the strong growth performance of many of Asia’s developing countries 
(Box 3.1). Fast growth of trade has also been associated with rising 
intraregional trade shares. For example, in 2004, intraregional trade in 
developing Asia was about 40% of total exports, up from just 22% in 1980. 
Despite this steep rise, intraregional shares in Asia are still lower than 
comparable shares in North America (46%) and the European Union 
(EU) (64%).3 

Trade and integration in developing Asia
What are the forces driving the growth of trade in Asia and what explains 
evolving patterns of trade integration? 

On the demand side, a progressive reduction of trade barriers 
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Economic theory suggests that a reduction in trade 
frictions should contribute positively to incomes and, 
possibly, economic growth, and—provided that income 
distribution is not too adversely affected—reduce poverty. 
Potentially, trade influences—and is influenced by—growth 
through a variety of channels. Classical trade theory 
emphasizes the role that liberalization of border trade has 
for trade creation, but there are many other routes through 
which trade and growth may be connected. For example, 
the availability of lower cost imported capital goods may 
lift accumulation and contribute to growth through capital 
deepening, and related productivity gains. Openness and 
trade efficiency (meaning low trade costs due to efficient 
customs, ports and infrastructure, and absence of “behind-
the-border” obstacles to trade) would also appear to be 
important factors in attracting foreign direct investors. 

In addition to the direct impacts that such investments 
have on output and exports, foreign direct investment 
can add to potential output through skill creation and 
knowledge transfer. Increased competition and expanded 
choice for consumers and producers are additional avenues 
through which benefits may accrue to countries that open 
their borders to international commerce. Liberal trade 
policies and trade growth can also trigger or lock-in other 
beneficial reforms, or may amplify their impact. Trade 
openness imparts market discipline thereby alleviating 
government failures.

However, the empirical evidence on the contribution 
of trade to economic growth is by no means clear cut. 
Long-run historical research by Maddison (1995) certainly 
shows that trade expansion accompanies periods of 
sustained world economic growth (such as in the post-
Second World War period) and that periods of depression 
are accompanied by the stagnation or contraction of 
world trade. In recent decades, the volume of world trade 

expansion has typically been two or three times as great as 
growth in real incomes, and income growth has been high 
by historical standards. Studies by Dollar (1992), Sachs 
and Warner (1995), Asian Development Bank (1997), and 
Edwards (1998) would also appear to support the view 
that “openness” promotes growth. Berg and Krueger (2003) 
observe that there has been no economy that has sustained 
fast growth that has not undertaken a significant degree of 
trade liberalization.

Many have pointed out that although a positive 
relationship between trade and growth may have 
theoretical merit, identifying such a link empirically is 
fraught with difficulty, partly because of the problems 
that exist in measuring “openness” and unraveling the 
direction of causation (Rodriguez and Rodrik 2001). For 
example, since most empirical studies have used trade 
barrier measures that represented either macroeconomic 
imbalances or bad institutions, not actual trade 
restrictions, it is not possible to attribute growth to 
“openness.” Rodrik (1999) has argued that investment and 
sound macroeconomic policy, not openness per se, are the 
most reliable and important mechanisms for sustaining 
economic growth, and that institutions matter most.

It should not be a surprise that the country evidence 
linking growth to openness is mixed and it would be naïve 
to suggest that openness to trade guarantees fast growth. 
Variations in growth performance need to be explained 
by a broader range of factors including a country’s initial 
conditions, such as its size, geography, and economic 
structure, as well as its performance on a much broader 
set of policies and institutions. In weighing up competing 
arguments and contradictory evidence, Winters (2004) 
concludes that trade liberalization generally has had 
a positive effect on growth which, although possibly 
temporary, may turn out to be long lasting.

3.1 Trade and growth

resulting from trade liberalization through successive multilateral trade 
negotiating rounds under the General Agreement on Tariffs and Trade 
(GATT) and, more recently, the World Trade Organization (WTO) 
is thought to have played an important role in boosting trade at a 
global level, though evidence on this point is mixed.4 Asian countries 
that adopted outward-looking policies appear to have benefited 
disproportionately from this broader global trend. 

On the supply side, technological advances that have lowered 
transportation costs are another factor that has spurred Asia’s trade. 
Indeed, increases in trade efficiency and reductions of “trade costs” 
may have had a more powerful effect on trade than trade liberalization 
itself (Engman 2005). Improved trade efficiency has occurred 
through application and diffusion of informatics and improved 
telecommunications in international transactions, the development of 
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port and other “behind-the-border” infrastructure, improvements in 
customs procedures, and a variety of other measures that have reduced 
frictions to trade. 

Important institutional and policy changes have also helped gear 
developing Asia’s economies for greater trade openness. Asia has often 
moved ahead of WTO obligations. Unilateral trade liberalization, 
including the early elimination of tariffs on capital and intermediate 
goods and the reduction of nontariff barriers, played a prominent role 
in igniting and then sustaining growth of trade. Later, the net of trade 
liberalization was widened. For example, in 1995, Indonesia adopted a 
medium-term program of tariff reform aimed at lowering almost all 
tariffs for manufactured goods on an MFN basis to a maximum range of 
5–10% by 2001.5 

Institutional innovations, some pioneered in developing Asia, such 
as special export processing zones and bonded industrial warehouses, 
as well as duty drawback schemes, have also propelled trade (ADB 1997, 
Petri 2006). The world’s first export processing zone for manufacturing 
was established in Kaoshing in Taipei,China in 1966. By the 1970s, the 
Republic of Korea had established two large export processing zones and 
had over 200 bonded warehouses. By 1980, 74% of Malaysia’s total exports 
came from export processing zones. Elsewhere, in Indonesia (Batam 
Island), the PRC (Shenzen), and the Philippines (Subic Bay and Clark) 
special economic zones were also created, providing conditions that 
mimicked “free trade for exporters.” A later challenge for governments 
was to extend these experiments from limited areas to the economy as a 
whole, as is now being attempted in the PRC and Indonesia. 

More recently, regional cooperation efforts, such as those in the 
Greater Mekong Subregion (GMS), which have focused on investments 
that improve physical connections between neighboring countries, 
have opened up new opportunities for trade and have helped deepen 
integration within the region. Initiatives within GMS to improve customs 
procedures and reduce legal and policy barriers to the cross-border 
movement of goods and people engaged in legitimate commercial activity 
complement investments in physical infrastructure. Other cooperation 
initiatives are being carried out in South Asia (South Asia Subregional 
Economic Cooperation—SASEC), Central Asia (Central Asia Regional 
Economic Cooperation—CAREC), the Pacific Islands, and among 
Brunei Darussalam, Indonesia, Malaysia, and the Philippines (the East 
ASEAN Growth Area or BIMP-EAGA). These and other experiments in 
cooperation are helping strengthen links within and between subregions 
(ADB 2002).

There is, however, a question mark over the impact that preferential 
trade agreements (PTAs) have had in promoting growth of regional trade 
and regional integration. It is certainly true that intraregional trade 
in developing Asia has grown at a faster pace than the rate of growth 
of world trade in most years since 1980 (Table 3.1). But in addition to 
the technological, policy, and institutional factors cited above, rising 
intraregional trade shares are, to some extent, a direct consequence of 
fast regional economic growth itself. Other things equal, trade among 
countries that are growing fast will tend to rise more quickly than trade 
among countries where growth is slower. ADB (2002a) concluded that, 
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while at a worldwide level PTAs 
have probably increased trade, their 
impact on the Asia and Pacific region 
has been quite small. Intrabloc trade 
within the Association of Southeast 
Asian Nations (ASEAN) Free Trade 
Area (AFTA) would appear to be no 
larger than it would be without the 
agreement. 

Petri (2006) has analyzed 
Asian trade integration over a 
long historical period. His analysis 
shows that after a protracted period in which the economies of East 
and Southeast Asia became more closely tied to the rest of the world, 
an increasing bias toward intraregional trade can be observed from the 
mid-1980s. This turning point coincides with a boom in intraregional 
foreign direct investment, following the Plaza Accord and an appreciation 
of the yen against the US dollar (Kawai 2005). It also occurred at a time 
of concerted unilateral trade liberalization in some countries of East 
and Southeast Asia (Thee 1991 and 2003). Interestingly, the onset of the 
trend toward increasing regional trade integration predates any formal 
initiatives to promote trade integration within the region through PTAs. 

The trade-FDI nexus and regional integration in developing Asia
The growth of multinational enterprises and foreign direct investment 
(FDI) has, in recent decades, provided a boost to Asian trade, both 
intraregional (parts and components, assembly operations) and 
interregional (imports and exports of capital goods, intermediate goods, 
and final products). The additional trade and production resulting from 
the lowering of trade costs, liberalization of trade, and emergence of 
international production sharing have provided Asia with new sources of 
income and employment gains. Manufacturing exports in particular have 
expanded quickly with FDI (Hill 1988, Dobson and Chia 1997).

International production sharing—the fragmentation of vertical 
supply chains according to location-specific advantages within 
production networks—has been associated with a high and rising 
degree of intraregional trade in parts and components that are 
produced and assembled into final goods within Asia, particularly in 
East and Southeast Asia. Outward FDI to the PRC and Southeast Asia, 
particularly from Japan and the newly industrialized economies of Hong 
Kong, China; Korea; Singapore; and Taipei,China has played a significant 
role in the development of Asian production networks (Figure 3.2) 
(Kojima 1990, Kawai 2005). Development of Asian production networks 
has also been stimulated by FDI from European and North American 
multinational firms that have found Asia to be a low-cost and efficient 
location for production and assembly operations (Caves 1996, Dobson 
and Chia 1997).

The multinational enterprises that have invested in affiliates located 
in Asia or that have linked up with Asian contract component suppliers 
have global distribution and marketing capabilities that are among these 
firms’ most valuable intangible assets. The extensive marketing abilities of 

3.1 Intraregional trade shares (%)

Region 1980 1985 1990 1995 2000 2001 2002 2003

East Asia, including Japan 34.7 40.2 45.6 55.5 54.0 55.4 57.3 54.0
Developing East Asia 21.6 29.1 36.4 43.7 43.4 45.6 47.5 44.1
NIEs 7.7 10.7 14.3 18.1 16.4 17.5 17.1 16.1
ASEAN 18.0 20.3 18.9 24.1 25.7 24.1 24.4 24.0
NAFTA 33.8 38.7 37.9 43.2 48.7 49.0 48.3 46.0
European Union 15 52.4 52.5 58.6 56.8 62.2 62.1 62.4 64.4

ASEAN = Association of Southeast Asian Nations, NAFTA = North American Free Trade Agreement.

Notes: East Asia comprises Japan, ASEAN, PRC, newly industrialized economies (NIEs) of Hong Kong, China; 
Korea; Singapore; and Taipei,China. Developing East Asia excludes Japan.

Source: Kawai 2005. 

3.2 Foreign direct investment inflows into  
East Asian developing economies
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NIEs = Hong Kong, China; Republic of Korea; Taipei,China; 
and Singapore; ASEAN = Indonesia, Malaysia, Philippines, 
Thailand, and Viet Nam.
Sources: International Centre for the Study of East Asian 
Development, 2006; International Monetary Fund, Balance 
of Payments Statistics, 1990–2004 Yearbooks and December 
2005 CD-ROM, Washington, DC.
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multinational firms are another reason that explains why foreign-owned 
enterprises tend to have higher export-output ratios than firms that are 
domestically owned (Box 3.2 ) (Ngoc and Ramstetter 2004, James and 
Ramstetter 2005, Ramstetter 1999). The fact that multinational firms have 
plants located in more than one country also allows multinational parents 
to easily conduct international transactions with their affiliates. Although 
no reliable data are available on the size or share of intrafirm trade in 
Asia, some idea of the importance of such trade may be inferred from the 
growing role of foreign-owned enterprises in exports from the PRC and 
other developing Asian countries. 

Advances in computer and information processing technologies, and 
in telecommunications, have dramatically lowered the cost of dividing 
up production along the supply chain in production-sharing networks 
(Box 3.3) (Petri 2006). The ease of conducting intrafirm or intra-industry 
trade (in the case of contract component suppliers and assemblers) has 
also facilitated the fragmentation of production processes along lines of 
comparative advantage, sometimes including local input suppliers and 
contractors. 

The rise in production sharing has become particularly noticeable 
since the mid-1980s and has now been extensively documented (among 
others, Ng and Yeats 1999). For example, developing Asia’s share of 
world trade in parts and components rose from 16% in 1992 to 32% in 
2003, exceeding the share of the North American Free Trade Agreement 
(NAFTA) and equaling the share of the EU in 2003 (Athukorala and 
Yamashita 2005). Despite the significant volume of trade in parts 

Many East Asian and Southeast Asian developing 
countries have encouraged multinational affiliates to enter 
their markets through foreign direct investment (FDI). 
Multinationals tend to prefer to invest in locations where 
they are allowed to exercise control over their affiliates by 
holding at a minimum a majority ownership share (over 
50%) with many seeking to hold 100% of equity. Hong 
Kong, China; Indonesia; Malaysia; Singapore; Thailand; 
and Viet Nam have relaxed controls on ownership and 
have sought to encourage inward FDI. 

They recognize that allowing foreign investors to 
exercise their ownership preferences brings substantial 
benefits, as foreign affiliates with high shares of foreign 
ownership tend to export a larger share of sales. Indeed, 
by some estimates, about 60% of the PRC’s manufactured 
exports are generated by foreign-owned firms (Barboza 
2006). In the cases of Malaysia (73%) and Singapore 
(86%), foreign firms accounted for even greater shares 
of manufactured exports than is the case in the PRC 
(Ramstetter 1999). Although Malaysia imposed export 
requirements on foreign affiliates, Singapore had no 
such requirements. Since 1994, such performance 
requirements have been phased out under the World 

Trade Organization’s Trade-Related Investment Measures 
agreement.

Estimates of export-sales ratios of manufacturing 
establishments distinguished by foreign ownership have 
been made in Indonesia, Thailand, and Viet Nam (for 
example, Ngoc and Ramstetter 2004, James and Ramstetter 
2005, Ramstetter 1999). These studies control for firm 
characteristics, such as industry affiliation, firm size, age, 
and capital intensity. The findings confirm that export 
propensities tend to be significantly higher in affiliates with 
foreign ownership shares of 90% or more in these three 
countries compared with establishments with lower foreign 
ownership or no foreign ownership. Export propensities of 
firms with 90% or greater foreign ownership shares exceed 
50% in all three countries. In contrast, local firms tend to 
export an average of less than 10% of sales, and firms with 
intermediate foreign ownership shares export about 25% of 
sales. Productivity and remuneration (salaries and benefits) 
tend to be higher in establishments with foreign ownership 
as well. Hence, removing restrictions on ownership can 
confer substantial benefits on employees of manufacturing 
companies. In recognition of this, India now allows up to 
100% foreign equity in manufacturing firms. 

3.2 Foreign ownership shares and exports in manufacturing
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and components within developing Asia, the ultimate destination 
for most final assembled products remains outside the region, chiefly 
in the markets of the EU and US. In fact, recent empirical research 
demonstrates that developing Asia is growing more, not less, dependent 
on these large markets for final consumption of the outputs of the Asian 
production networks.6

It would seem that PTAs have had very little if any influence on these 
investment decisions. In some cases, the margin of preference offered 
by tariff concessions in the PTAs in the region has been too small to 
compensate firms for the costs of complying with the rules of origin 
that are necessary to enforce these agreements.7 For example, less than 
10% of all intra-ASEAN trade is under the ASEAN Free Trade Area’s 
common effective preferential tariff (CEPT) scheme (The Economist 2004). 
Obtaining an AFTA certificate of origin is apparently difficult in terms of 
paperwork and costly because it necessitates face-to-face meetings with 
customs officials, so many ASEAN businesses just elect to pay the MFN 
tariff. Multinationals in high-tariff sectors (automobiles, for example) 
may find it worthwhile to obtain the certificate of origin but this is not 
the case in sectors where tariffs are low or duty drawback is available 
for imported inputs that are used to produce products for export (e.g., 
electronics and office equipment). Preferential agreements in South Asia 
(SAARC Preferential Trading Arrangement) have failed to create much 
intraregional trade for similar reasons.

The availability of tariff preferences in nearby markets has 
not deterred US- and EU-based multinationals from investing in 
nonpreferential markets in Asia. In fact, many US multinationals have 
preferred to locate in Asian countries despite the FTAs that the US 
Government has negotiated within North America (NAFTA) and Central 
America (CAFTA). The profit motive has led multinational firms to 
seek locations with cost advantages, and many of these locations have 
been in Asia. Decisions by many nonregional multinationals to locate 

Asian developing countries have taken advantage of the 
trend toward vertical specialization or “fragmentation” 
of production by multinational enterprises from the 
United States, Japan, Europe, and other Asian countries 
themselves. They have attracted foreign direct investment 
(FDI) by foreign firms seeking out low-cost venues for 
various operations such as production of components or 
assembly of products. In general, “vertical intra-industry 
trade (VIIT) oriented FDI” (Fukao et al. 2003) in East 
Asia has been attracted to locations with inexpensive 
labor, clusters of enterprises capable of flexible production 
and timely delivery with few or no defects, access to 
infrastructure such as efficient ports, and policies that 
make it inexpensive to import intermediate goods (like 
duty-drawback schemes). 

VIIT is trade involving items that are in the same nine-
digit Harmonized System tariff line but that have price 

differentials of more than 25%, implying trade in items of 
different quality within the same statistical category. VIIT 
allows developing countries to participate in global and 
regional production networks by attracting FDI that makes 
use of relatively abundant factors of production, including 
labor of varying skill levels. 

Such trade accounted for over 43% of East Asian trade 
with Japan in electrical machinery in 2000, up from 
only 31% in 1996. In the case of Indonesia, such trade 
rose from zero percent of trade with Japan in electrical 
machinery in 1988 to over 40% in 2000 (Fukao et al. 
2003). This trade is largely conducted between Japanese 
multinational parents and affiliates located in Association 
of Southeast Asian Nations countries and the People’s 
Republic of China. The differences in factor endowments 
and large differences in factor prices are key drivers in the 
rapid expansion of VIIT in East Asia, including Japan.

3.3 Vertical intra-industry trade and Japanese foreign direct investment
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manufacturing production facilities in Asia reveal their preference for 
locations that have abundant supplies of skilled and semiskilled labor, less 
expensive nonproduction managerial workers and engineers, and growing 
potential domestic markets. The economic stability and predictable 
business environments found in locations such as Malaysia, Singapore, 
and Thailand have also attracted investment. The expansion of FDI and 
FDI-related intra-industry and intrafirm trade that has led to increased 
integration within Asia, like the growth of intraregional trade, all began 
well before the recent explosion of PTAs involving Asian developing 
countries. 

In summary, technological changes and market forces unleashed 
by policy initiatives to unilaterally open up Asia to foreign investment 
and trade have thus far played the crucial role in deepening regional 
economic integration and in linking Asia to the largest global markets 
of the EU and US. This would appear to be in contrast to the formal 
institutionalization of regional integration in Europe and, more recently, 
in the Americas, where tariff preferences have played a major role. 
However, there are clear signs that this dynamic may be changing and 
that, going forward, more formal institutional trade agreements may be 
important in shaping the future of Asian trade.

The rise of bilateralism
Frustration with the slow and halting speed of multilateral trade 
negotiations conducted under the auspices of WTO has been one factor 
that has led impatient trading partners to consider liberalizing trade 
on a reciprocal basis. The limited mandates and explicitly mercantilist 
negotiating modalities in WTO, which have threatened Doha 
liberalization ambitions (Part I), have also encouraged some countries to 
look to bilateral opportunities for liberalization that serve their interests. 
It is readily apparent from the proliferation of new bilateral agreements 
since the completion of the Uruguay Round that negotiations between 
two or several parties are simpler and can go farther more quickly than 
can negotiations involving all 149 members of WTO. The advantage of 
bilateralism over multilateralism lies in its speed and scope. Viewed from 
a strategic perspective, bilateral agreements allow “like-minded” countries 
to make more progress on a wider range of issues in a shorter period of 
time than is possible in the diverse and complex WTO environment. For 
this reason, some countries that had long shunned a bilateral approach 
are now actively pursuing bilateralism as a competitive strategy for broad-
based trade liberalization. 

But the “rules of origin” that delimit free trade in bilateral agreements 
are inherently discriminatory. They put third parties, which do not 
qualify under the rules of origin, at a disadvantage. In Asia, bilateral 
deals, which emphasize closed reciprocity rather than the “open 
regionalism” espoused in the past, are now on a strong upswing. Bilateral 
PTAs (a form of FTAs) are being negotiated with increasing frequency 
by developing Asian countries—particularly India, Korea, Pakistan, 
Singapore, and Thailand.

The proliferation of bilateral agreements is a very recent phenomenon 
in developing Asia. Before 1995, only three of them involved developing 
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member countries (DMCs) of the Asian Development Bank as notified 
to WTO. By 2005, over 27 agreements had been notified, with a much 
bigger number of other agreements in negotiation or under consideration. 
Tables 3.2 and 3.3 chart the proliferation of preferential trade (and 
economic cooperation) agreements involving Asian developing countries. 
Table 3.2 presents a list of those agreements that have been notified to 
WTO. A total of 36 agreements have now been formally notified and 
appear on the WTO regional trade agreements gateway (available through 
www.wto.org). These agreements range from minimalist agreements that 
simply exchange partial tariff preferences or extend tariff concessions 
from more to less developed countries to “full-blown” FTAs that go well 
beyond agreements on tariff reductions. From Table 3.2, it can be seen 
that full-blown FTAs are becoming increasingly common. It also can 
be seen that agreements notified under the enabling clause (between 
developing countries) tend to be less comprehensive than agreements 
notified under GATT Article XXIV. In recent years, full-blown FTAs tend 
to extend coverage to services, which must be notified separately under 
GATS Article V. An attempt is made to classify agreements as “shallow” 
or “deep” integration and according to whether the agreements go beyond 
countries’ WTO commitments. (That is, are they “WTO+”, including, for 
example, investment or environmental clauses?) 

Table 3.3 goes beyond Table 3.2 by identifying new agreements that 
have been signed and/or have already entered into force but have not yet 
been notified to WTO. This greatly expands the list. Table 3.3 documents 
46 non-notified agreements that have been agreed by at least one DMC 
and a further 42 that are being negotiated (and suggests a potential 
avalanche of such agreements in years to come). In addition, at least 
another 55 potential new agreements are being studied or have ongoing 
consultations (but not formal negotiations). 

As the tables show, many of the new agreements that developing 
Asian countries are pursuing are with countries outside the region. These 
agreements may be referred to as “cross-regional agreements.” Asia’s 
emerging giants, the PRC and India, are also seeking to link up in some 
way. The fact that many of the new PTAs extend beyond the Asian region 
itself underscores the importance for Asian trade, and particularly for 
the export of final products, of markets external to the region. These 
cross-regional agreements are driven by a variety of concerns such as 
energy security, access to minerals and other natural resources, and 
efforts by countries to “lock in” reforms by making them part of a 
formal trade treaty with a major developed country or region. Many of 
these agreements are politically motivated, as countries seek to cement 
diplomatic alliances by providing economic benefits to partners. Hence, 
the new tendency toward PTAs involving developing Asia cannot readily 
be construed as an intention to create an Asian trade bloc to compete 
with the EU or North America. 

In large measure, the mushrooming of bilateralism globally—some 
measures suggest that about 300 bilateral agreements may be in force by 
the end of 2006—is being driven by a race for competitive advantage. 
The conclusion of a bilateral FTAs between two trading partners can 
often act as a strong incentive for third countries interested in protecting 
their market shares to negotiate similar agreements. The upshot is an 

www.wto.org
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3.2 Regional and bilateral preferential trade agreements involving ADB developing member countries notified to WTO

Agreement Date of entry 
into force

GATT/WTO 
notification date

Related 
provisions

Type of 
agreement

Cat. WTO+ Notes and comments

Bangkok Agreement 17-Jun-76 02-Nov-76 Enabling Clause PTA–regional 1 N Originally comprises Bangladesh, India, Korea, Lao PDR, and 
Sri Lanka. PRC acceded 1-Jan-02, notified 29-Jul-04

SPARTECA 01-Jan-81 20-Feb-81 Enabling Clause PTA–regional 1 N Includes the Pacific DMCs except Rep. of Palau and 
Dem. Rep. of Timor-Leste

ECO 1985 22-Jul-92 Enabling Clause PTA–regional 1 N Includes Afghanistan, Azerbaijan, Kazakhstan, Kyrgyz 
Republic, Pakistan, Tajikistan, Turkmenistan, and 
Uzbekistan

GSTP 19-Apr-89 25-Sep-89 Enabling Clause PTA–South-
South

1 N Includes Bangladesh, India, Indonesia, Korea, Malaysia, 
Myanmar, Pakistan, Philippines, Singapore, Sri Lanka, 
Thailand, and Viet Nam

AFTAa 28-Jan-92 30-Oct-92 Enabling Clause PTA–regional 1 N Includes the Southeast Asian DMCs

Armenia-Russia 25-Mar-93 27-Jul-04 GATT Art. XXIV FTA–bilateral 1 N Armenia became a DMC in 2005

Kyrgyz Republic-Russia 24-Apr-93 15-Jun-99 GATT Art. XXIV FTA–bilateral 1 N

MSG 22-Jul-93 07-Oct-99 Enabling Clause PTA–regional 1 N Comprises Fiji Islands, Papua New Guinea, Solomon Islands, 
and Vanuatu

Kyrgyz Republic-
Armenia

27-Oct-95 04-Jan-01 GATT Art. XXIV FTA–bilateral 1 N

Kyrgyz Republic-
Kazakhstan

11-Nov-95 29-Sep-99 GATT Art. XXIV FTA–bilateral 1 N

SAPTA 07-Dec-95 25-Apr-97 Enabling Clause PTA–regional 1 N Comprises the South Asian DMCs except Afghanistan

Armenia-Moldova 21-Dec-95 27-Jul-04 GATT Art. XXIV FTA–bilateral 1 N

Armenia-Turkmenistan 07-Jul-96 27-Jul-04 GATT Art. XXIV FTA–bilateral 1 N

Georgia-Azerbaijan 10-Jul-96 21-Feb-01 GATT Art. XXIV FTA–bilateral 1 N

Kyrgyz Republic-
Moldova

21-Nov-96 15-Jun-99 GATT Art. XXIV FTA–bilateral 1 N

Armenia-Ukraine 18-Dec-96 27-Jul-04 GATT Art. XXIV FTA–bilateral 1 N

Kyrgyz Republic-
Ukraine

19-Jan-98 15-Jun-99 GATT Art. XXIV FTA–bilateral 1 N

Kyrgyz Republic-
Uzbekistan

20-Mar-98 15-Jun-99 GATT Art. XXIV FTA–bilateral 1 N

Georgia-Armenia 11-Nov-98 21-Feb-01 GATT Art. XXIV FTA–bilateral 1 N

Georgia-Kazakhstan 16-Jul-99 21-Feb-01 GATT Art. XXIV FTA–bilateral 1 N

Georgia-Turkmenistan 01-Jan-00 21-Feb-04 GATT Art. XXIV FTA–bilateral 1 N

New Zealand-
Singapore

01-Jan-01 19-Sep-01 GATT Art. XXIV 
GATS Art. V

FTA–bilateral 2 Y Services agreement included

Lao PDR-Thailand 20-Jun-01 29-Nov-91 Enabling Clause PTA–bilateral 1 N

India-Sri Lanka 15-Dec-01 27-Jun-02 Enabling Clause FTA–bilateral 1 N

Armenia-Kazakhstan 25-Dec-01 27-Jul-04 GATT Art. XXIV FTA–bilateral 1 N

Japan-Singapore 30-Nov-02 14-Nov-02 GATT Art. XXIV 
GATS Art. V

FTA–bilateral 2 Y Services agreement included

EFTA-Singapore 01-Jan-03 24-Jan-03 GATT Art. XXIV 
GATS Art. V

FTA–cross-
regional

2 Y Services agreement included

ASEAN-PRC 01-Jul-03 21-Dec-04 Enabling clause PTA–regional 1 N

Singapore-Australia 28-Jul-03 01-Oct-03 GATT Art. XXIV 
GATS Art. V

FTA–bilateral 2 Y Services agreement included

PRC-Hong Kong, China 01-Jan-04 12-Jan-04 GATT Art. XXIV 
GATS Art. V

FTA–bilateral 2 Y Services agreement included

PRC-Macao, China 01-Jan-04 12-Jan-04 GATT Art. XXIV 
GATS Art. V

FTA–bilateral 2 Y Services agreement included

US-Singapore 01-Jan-04 19-Dec-03 GATT Art. XXIV 
GATS Art. V

FTA–bilateral 2 Y Services agreement included

Korea-Chile 01-Apr-04 19-Apr-04 GATT Art. XXIV 
GATS Art. V

FTA–bilateral 2 Y Services agreement included

Thailand-Australia 01-Jan-05 05-Jan-05 GATT Art. XXIV 
GATS Art. V

FTA–bilateral 2 Y Services agreement included

Thailand-New Zealand 01-Jul-05 02-Dec-05 GATT Art. XXIV 
GATS Art. V

FTA–bilateral 2 Y Services agreement included

Korea-Singapore 02-Mar-06 24-Feb-06 GATT Art. XXIV 
GATS Art. V

FTA–bilateral 2 Y Services agreement included

AFTA = ASEAN Free Trade Area; ASEAN = Association of Southeast Asian Nations; Cat. = Category; ECO = Economic Cooperation Organization; EFTA = European Free 
Trade Association; GATS = General Agreement on Trade in Services; GATT = General Agreement on Tariffs and Trade; GSTP = Global System of Trade Preferences; 
MSG = Melanesian Spearhead Group; SAARC = South Asian Association for Regional Cooperation; SAPTA = SAARC Preferential Trading Arrangement; SPARTECA = South 
Pacific Regional Trade and Economic Co-operation Agreement; WTO+ = agreement goes beyond countries’ WTO commitments.
a AFTA supersedes ASEAN 1967, which is a non-notified regional PTA among Indonesia, Malaysia, Philippines, Singapore, and Thailand; other members acceded later: Brunei 
Darussalam (1984), Viet Nam (1996), Myanmar and Lao People’s Democratic Republic (1997), and Cambodia (1998).
Notes: Category 1 = “shallow integration”, category 2 = “deep integration.” “N” denotes that agreements are not WTO+, and “Y” signifies that they have WTO+ features.
Source: World Trade Organization, available: http://www.wto.org/english/tratop_e/region_e/summary_e.xls, downloaded 24 March 2006. 

http://www.wto.org/english/tratop_e/region_e/summary_e.xls
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Signed preferential trade agreements involving ADB DMCs
Agreement Signed/entered into force Notes

Kazakhstan-Russia 1992 FTA–bilateral

Uzbekistan-Russia 1992 FTA–bilateral

Uzbekistan-Belarus 1993 FTA–bilateral

Armenia-Tajikistan 1994 FTA–bilateral

Kazakhstan-Ukraine 1994 FTA–bilateral

Tajikistan-Russia 1994 FTA–bilateral

Uzbekistan-Ukraine 1994 FTA–bilateral

Bhutan-India 1995 FTA–bilateral

Azerbaijan-Ukraine 1995 FTA–bilateral

Azerbaijan-Moldova 1995 FTA–bilateral

Kazakhstan-Moldova 1995 FTA–bilateral

Kazakhstan-Tajikistan 1995 FTA–bilateral

Uzbekistan-Georgia 1995 FTA–bilateral

Uzbekistan-Moldova 1995 FTA–bilateral

India-Nepal 1996 FTA–bilateral

Azerbaijan-Uzbekistan 1996 FTA–bilateral

Tajikistan-Uzbekistan 1996 FTA–bilateral

Turkmenistan-Uzbekistan 1996 FTA–bilateral

Kazakhstan-Belarus 1997 FTA–bilateral

Kazakhstan-Uzbekistan 1997 FTA–bilateral

India-Sri Lanka 1998 FTA–bilateral

Tajikistan-Belarus 1998 FTA–bilateral

Azerbaijan-Kazakhstan 1999 FTA–bilateral

PACER 2001 a

Thailand-Bahrain 2002 FTA–bilateral

India-Afghanistan 2003 FTA–bilateral

Thailand-India 2003 FTA–bilateral

Thailand-PRC 2003 FTA–bilateral

PICTA 2003 b

BIMSTEC 2004 c

Singapore-Jordan 2004 FTA–bilateral

Sri Lanka-Iran 2004 FTA–bilateral

Taipei,China-Panama 2004 FTA–bilateral

Azerbaijan-Belarus 2004 FTA–bilateral

Azerbaijan-Kyrgyz Republic 2004 FTA–bilateral

Pakistan-Sri Lanka 2005 FTA–bilateral

PRC-Pakistan 2005 FTA–bilateral

Korea-Singapore 2005 FTA–bilateral

Singapore-India 2005 FTA–bilateral

Taipei,China-Guatemala 2005 FTA–bilateral

Thailand-Peru 2005 FTA–bilateral

Japan-Malaysia 2005 FTA–bilateral

Trans-Pacific SEP 2006 d

3.3 Preferential trade agreements involving ADB developing member countries not notified to WTO

Preferential trade agreements in negotiation involving ADB DMCs
Agreement Notes

ASEAN-CER ASEAN plus FTA–cross-regional

ASEAN-India ASEAN plus FTA–regional

ASEAN-Japan ASEAN plus FTA–regional

ASEAN-Korea ASEAN plus FTA–regional

Azerbaijan-Russia FTA–bilateral

Azerbaijan-Turkmenistan FTA–bilateral

Bangladesh-India FTA–bilateral

Bangladesh-Sri Lanka FTA–bilateral

PRC-Australia FTA–bilateral

PRC-Chile FTA–bilateral

PRC-New Zealand FTA–bilateral

Hong Kong, China-New Zealand FTA–bilateral

India-Chile FTA–bilateral

India-Egypt FTA–bilateral

India-Pakistan FTA–bilateral

Indonesia-Australia FTA–bilateral

Japan-Indonesia FTA–bilateral

Japan-Philippines FTA–bilateral

Japan-Korea FTA–bilateral

Japan-Thailand FTA–bilateral

Korea-Canada FTA–bilateral

Korea-Mexico FTA–bilateral

Korea-US FTA–bilateral

Malaysia-New Zealand FTA–bilateral

Malaysia-Pakistan FTA–bilateral

Malaysia-US FTA–bilateral

Singapore-Canada FTA–bilateral

Singapore-Kuwait FTA–bilateral

Singapore-Mexico FTA–bilateral

Singapore-Pakistan FTA–bilateral

Singapore-Panama FTA–bilateral

Singapore-Peru FTA–bilateral

Singapore-Qatar FTA–bilateral

Singapore-Sri Lanka FTA–bilateral

Sri Lanka-Egypt FTA–bilateral

Taipei,China-Honduras FTA–bilateral

Taipei,China-Nicaragua FTA–bilateral

Thailand-US FTA–bilateral

PRC-GCC FTA–cross-regional

PRC-SACU FTA–cross-regional

India-SACU FTA–cross-regional

Korea-EFTA FTA–cross-regional

Thailand-EFTA FTA–cross-regional

ASEAN = Association of Southeast Asian Nations; BIMSTEC = Bay of Bengal Initiative for Multi-sectoral Technical and Economic Cooperation; CER = (Australia and 
New Zealand) Closer Economic Relations; DMC = developing member country; EFTA = European Free Trade Association; GCC = Cooperation Council for the Arab 
States of the Gulf; PACER = Pacific Agreement on Closer Economic Relations; PICTA = Pacific Island Countries Trade Agreement; SAARC = South Asian Association for 
Regional Cooperation; SACU = Southern African Customs Union; SEP = Strategic Economic Partnership.
a Nonreciprocal PTA: Australia and New Zealand extend tariff preferences to Pacific Island Forum countries, FTA between CER and Pacific Island Forum countries 
by 2011 (ADB DMC members include Cook Islands, Fiji Islands, Kiribati, Nauru, Papua New Guinea, Samoa, Solomon Islands, Tonga; non-ADB DMC members include 
Niue). DMCs Palau, Marshall Islands, Tuvalu, and Vanuatu have signed but not ratified the agreement.  b Limited PTA among Pacific Island Forum countries as 
identified above, to become FTA by 2010 for Forum Island Countries and by 2012 for small island states and least developed countries. To date, PICTA members 
include Cook Islands, Fiji Islands, Kiribati, Papua New Guinea, Niue, Nauru, Samoa, Solomon Islands, Tonga, and Vanuatu. Tuvalu has signed but not ratified. Niue 
is not an ADB DMC.  c FTA–regional: Thailand, Myanmar, Bangladesh, Bhutan, India, Nepal, and Sri Lanka. BIMSTEC is a Thai initiative aimed at linking SAARC and 
ASEAN for the countries in the Bay of Bengal area.  d FTA–cross-regional: Brunei Darussalam, Chile, New Zealand, and Singapore.

Sources: United Nations Development Programme (2005); Asian Development Bank (forthcoming). See also http://www.bilaterals.org.

http://www.bilaterals.org
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uncoordinated and crisscrossing set of agreements that carry with them 
substantial costs and risks (Sutherland 2004). Those countries that are 
first movers or that enjoy strong bargaining power on account of their 
size, may gain, but other countries, many of them poor developing 
countries, risk losing. The burgeoning number of bilateral agreements 
globally has the potential to add greatly to the complexity of international 
trade and to the potential costs of trade. For example, instead of simply 
choosing locations that minimize costs, firms must now factor into 
their investment calculations the trade-off between tariff preferences 
made available through direct investment and the preferences they can 
receive by contracting out to local suppliers under multiple rules of 
origin. Customs administration can also become complex quickly, and 
opportunities for corruption and malfeasance expand, when there are 
overlapping and inconsistent rules of origin.

To avert such problems, “harmonization” of the rules of origin in the 
context of regional trade agreements has been suggested. At a multilateral 
level, the “harmonization” program in nonpreferential rules of origin at 
WTO has dragged on for more than 10 years and is still not close to being 
realized. There is little hope that rules of origin in preferential agreements 
will ever be harmonized between the major hub-and-spoke systems.8 Even 
if the hub countries could agree in principle, the special interests created 
within industry and trade unions would produce formidable political 
opposition to such an exercise in rationality. 

An alternative might be to pursue “harmonization” under the 
auspices of regional agreements where a regional hub, such as the EU, 
has an FTA with spoke countries such as those on the Mediterranean 
rim and members of the African, Caribbean, and Pacific (ACP) grouping. 
But in practice, under this approach, the hub typically designs product-
specific rules of origin to suit its own domestic interests. Consequently, 
different hubs are likely to have different rules. For example, in EU rules 
of origin pertaining to textiles and clothing, a “double-transformation” 
rule applies. Given the absence of capacity to spin yarn and to knit and 
weave fabric in most of the spoke countries, this rule in effect requires 
spoke countries to use fabric originating in the hub (i.e., the EU) in 
their clothing exports to qualify for preferential tariff treatment. In 
the Americas, the US hub requires an even more stringent rule than 
in Europe. The US imposed a “triple-transformation” rule, which goes 
so far as to require the spoke countries (Mexico, Peru, etc.) to use yarn 
produced by the hub; fabric that is spun, knit, or woven from such 
originating yarn; and to cut and sew the originating clothing parts into 
the final product to receive preferential tariff treatment. In addition, very 
specific value-added rules exist for “sensitive” products that are custom 
designed for the interests of the industries in question. Not only are the 
rules product specific, but the interpretation of accounting procedures is 
also idiosyncratic to each hub. In practice, rules of origin are not simply 
a technical issue but, in a very real sense, are viewed by interest groups 
as a useful, indeed, indispensable instrument of commercial policy (James 
2005b, Vermulst and Waer 1990). 

Beyond the issue of rules of origin, the structure of bilateral 
agreements needs careful consideration. Potentially, PTAs that subsume 
and go beyond the WTO agreements and disciplines are likely to do least 
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damage in terms of trade diversion. But the development of a parallel 
structure of bilateral trade agreements with different rules and different 
coverage from WTO may also put the entire multilateral system at risk. 
The possible costs of bilateralism will be considered in the following 
section, through simulation experiments that compare and contrast 
the gains from multilateral, regional, and bilateral trade liberalization 
scenarios. 

Trade scenarios: Potential benefits and risks
The global tide of bilateralism on which Asian countries are being carried 
could pose significant risks to the multilateral trading system. At one 
level, these risks stem from rules of origin that confer preferences and 
complicate investment and trade decisions. At another level, bilateralism 
could jeopardize multilateralism as countries refocus their energies on 
reaching reciprocal deals with their trading partners, to the exclusion 
of others. And where bilateralism coexists with high MFN tariffs, 
bilateralism may raise administered protection through, for example, the 
use of antidumping measures (James 2000). Whether bilateralism turns 
out to be a building block or a stumbling block to trade will ultimately 
depend on the underlying motivations and ambitions of the countries 
concerned, and how these shape individual agreements.

In this section, an attempt is made to compare multilateral 
liberalization scenarios with the status quo, and with the possible 
trajectory of trade and income in a world where the dynamics of 
bilateralism lead to the emergence of hub-and-spoke configurations. 
Of course, there is much that can be done to protect against the threats 
posed by bilateralism and, as is argued in the section An agenda for trade 
and integration in Asia, below, bilateral agreements have the potential to 
act as a catalyst for deeper integration. 

Trade scenarios
The following subsections examine the potential income repercussions 
of several trade liberalization scenarios. The scenarios compare the 
impacts of possible reductions in tariff or tariff-equivalent barriers to 
merchandise trade at multilateral, regional, and bilateral levels. However, 
tariff barriers on merchandise trade are but one part of a broader 
integration agenda. Other ingredients could prove to be more significant, 
some of which may be more easily advanced on a regional and bilateral 
basis rather than in a multilateral setting. For example, there is reason 
to think that the liberalization of trade in services and cross-border 
investment, trade facilitation, and the movement of persons could all 
have a more pronounced impact on trade integration and income than a 
reduction in merchandise trade protection per se. The political economy 
of liberalization may also exercise an important influence on outcomes. 
If, for example, regional or bilateral agreements strengthen the bargaining 
position of exporters and “weed out” domestic protectionist influences, 
they may accelerate a more expansive liberalization agenda.

In theory, an upper bound on gains from liberalization of 
merchandise trade would occur in a world in which all tariff and tariff-
equivalent barriers have been completely eliminated. Though probably 
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naïve politically, a cooperative multilateral process that ends in global free 
trade is generally considered a “first best” solution and as such provides a 
useful benchmark against which other scenarios can be assessed. In the 
scenarios considered here (Box 3.4), it is assumed that all tariff barriers on 
merchandise trade are eliminated by 2025, with initial reductions (over 
baseline) starting in 2007.

This “perfect scenario” is contrasted with an “intermediate” 
scenario that postulates that “open regionalism” germinates in Asia. 
Open regionalism is represented by the Asian free trade scenario. As 
trade within Asia is liberalized, barriers to non-Asian partners are 
brought down in step, but barriers elsewhere in the global economy are 
unchanged. Again, it is assumed that moves toward the establishment of 
this hypothetical Asian Free Trade Area start in 2007, and are completed 
in 2025. 

These multilateral and regional liberalization scenarios are compared 
with a scenario in which bilateralism proliferates. The basic dynamic 
is set out by Baldwin (2002). Essentially, it is assumed that the costs of 
not having a bilateral FTA with a trading partner increases as more 
competitor countries have them. Exporters that suffer losses tilt the 
political equilibrium in favor of a new FTA, triggering a “domino” 
or ripple effect in other countries. Since the political forces favoring 
liberalization are more likely to concentrate their energies on opening 
large markets (“hubs”), and protectionist forces are more likely to have 
success in resisting free trade with smaller, peripheral markets (“spokes”), 
the pattern that emerges is likely to have an overlapping “hub and 
spoke” configuration (Zhai 2005). Bilateralism leads to a point where 
large countries (hubs) have multiple FTAs with smaller trading partners 
(spokes), but the spokes tend not to liberalize among themselves. Such 
hub-and-spoke systems would contain multiple layers of discrimination, 
usually codified in complex rules of origin. Further, they may place the 
spokes at a disadvantage over time as free trade in the hub country favors 

Baseline. This scenario covers the period from 2006 to 
2025, and assumes that there is no cut in tariff and tariff-
equivalent trade barriers or in trade costs. However, the 
baseline incorporates the trade reforms that took place 
over the period 2001–2004, including the accession of 
the People’s Republic of China and Taipei,China to the 
World Trade Organization; European Union enlargement; 
and the cessation of quotas under the Agreement on 
Textiles and Clothing. The baseline scenario provides 
the benchmark against which the impacts of the 
liberalization scenarios are measured. Although the 
baseline envisages no further reductions in the level of 
protection, it rules out backsliding on liberalization that 
some fear could be precipitated by failure of the Doha 
Round. 

Global free trade. This assumes that all import tariffs, 
tariff-equivalent nontariff barriers (NTBs), and export 

subsidies worldwide gradually decline to zero over the 
period 2007–2025. 

Asian free trade. This scenario assumes that Asian 
countries move ahead and establish their own agenda for 
trade liberalization. The scenario eliminates all import 
tariffs, tariff-equivalent NTBs, and export subsidies on 
merchandise trade within Asia over the period 2007–2025, 
and extends most-favored-nation treatment to the rest of 
the world. This represents a hypothetical Asian Free Trade 
Area that espouses open regionalism. 

Asian hub and spokes (bilateralism). This assumes 
that all bilateral tariffs, tariff-equivalent NTBs, and export 
subsidies between the assumed hub and all Asian spokes 
are eliminated over the period 2007–2025, but that 
there is no liberalization among the spokes. Under these 
assumptions, the hub and spoke scenarios entail partial 
liberalization compared to the Asian free trade scenario. 

3.4 Scenario assumptions
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the location of investment there but not in the spokes, as hubs gain more 
in terms of market access (Puga and Venables 1997, Baldwin 2002). 

Precisely where bilateralism will lead is difficult to predict (as 
discussed in the previous and following sections). Two illustrative 
scenarios are considered. These are not intended as a prediction of likely 
future trading agreements within Asia, but rather to illustrate what the 
implications of hub-and-spoke systems might be relative to alternative 
multilateral and regional liberalization scenarios. Two-hub, multiple-hub, 
and overlapping-hub-and-spoke configurations could emerge, but here 
attention is confined to two stylized scenarios in which ASEAN and the 
PRC emerge as single Asian hubs. In each scenario, the hub gradually 
eliminates tariff and tariff-equivalent barriers with all other Asian 
countries over the period 2007 to 2025, but the spokes do not liberalize 
with each other. 

Embedded in all scenarios are a number of common assumptions. 
First, it is assumed that conditions in the global economy remain 
generally benign, with industrial economies growing broadly in line 
with their potential rates. Although negative “shocks” are probable, 
their impacts are assumed to be quickly reversed. Also, any turbulence 
originating within the region is assumed to be short-lived. On a 
longer view, the structural transformations—for example, the massive 
population shift from countryside to towns that is likely to occur in 
Asia—that both cause and are a consequence of growth may themselves 
pose risks, and may eventually constrain or even derail progress. 
Each scenario assumes that institutions and policies adapt to new 
circumstances and that underlying transitions are successfully navigated. 
The associated challenges are undoubtedly serious and complex, but they 
are not of primary interest here.

A global “computable general equilibrium” model (GEMAT, Box 3.5)9 
is used to trace the numerical impact of each scenario. Although 
computable general equilibrium approaches have their limitations, they 
are generally considered to be the best tool available for analyzing trade 
policy issues. To some extent, limitations are mitigated as the major 
interest here is the relative, rather than absolute, magnitude of impacts. 
The particular model used here embodies the most recent description 
of the structure of the global economy, including a comprehensive 
description of trade protection and preferences, i.e., the Global Trade 
Analysis Project (GTAP) release 6 dataset (Dimaranan and McDougall 
2006). One important feature of this database is that its import protection 
data incorporate tariff preferences under PTAs such as the Everything But 
Arms initiative, under which Bangladesh’s textile and clothing exports 
enter the EU market.

Baseline
The baseline scenario represents the status quo in terms of the 
global trade regime, but illustrates some of the more pronounced 
transformations that could occur over the next two decades in developing 
Asia. Although uncertain and contingent, these transformations echo 
earlier experiences of robust growth and economic catch-up in East Asia. 
Similar transitions are implied by the other scenarios.

In the baseline, per capita incomes in developing Asia continue to 
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GEMAT is an applied general equilibrium model of the 
global economy, with a focus on Asia. It extends the 
LINKAGE model developed at the World Bank (van 
der Mensbrugghe 2005). GEMAT has strong micro-
foundations and captures detailed interactions among 
industries, consumers, and governments, across the global 
economy. It is ideally suited for the analysis of structural 
changes over periods that are sufficiently long to allow 
markets to adjust and rigidities to work themselves 
out. The dynamics of GEMAT are driven by changes in 
population and the labor force, and by aggregate (partly 
endogenous) productivity changes. Capital accumulation 
is governed by the availability of savings (domestic and 
foreign), and capital is allocated among production 
activities so that profit rates in different industries 
converge. 

In GEMAT, producers in each industry are assumed to 
maximize profits, and a representative household in each 
country or region maximizes its utility. In each (annual) 
period, the model solves for the (relative) prices that 
equate demand for and supply of all goods and factors 
of production—given technology, taste, and substitution 
parameters, and the characterization of the trade regime. 
Mobile factors of production are allocated in a way that 
promotes equalization of factor prices across sectors. 
Labor is immobile across countries as is capital, once it 
is invested. For fixed foreign savings, external balance is 
assured by adjustment of the real exchange rate. Lump-
sum taxes on households compensate for any fiscal 
impacts of liberalization. Finally, domestic investment is 
determined by the availability of domestic and foreign 
savings. GEMAT models only the “real” economy and does 
not explain nominal variables such as inflation. 

The model extends the LINKAGE framework to 
incorporate features thought to be important in the 
study of trade. Product differentiation among sectors 
and differentiation among firms generates two-way trade 
between countries and regions in the same product 
group. GEMAT allows for increasing returns to scale, 
and firms that have differentiated productivity may 
enter and leave industries. Entry and exit is a function 
of firms’ productivity and of the fixed costs they incur 
for production and for exporting. In some sectors, firms 
are price setters, but markups are fixed. Finally, GEMAT 
captures “variety effects,” which are a source of potential 
increases in consumer welfare or firm productivity. 

Trade costs are explicitly modeled. Some trade costs 
provide income to the suppliers of trade and distribution 
services. But GEMAT also includes frictional trade barriers 
that “burn” (waste) resources without generating income. 
This can happen, for example, when goods for which 
the timing of delivery is important are held up in ports 
due to customs inefficiencies or poor infrastructure. In 
GEMAT, this idea is captured by the “iceberg” specification 
of trade costs. This discounts deliverable quantities as if 
some portion had virtually perished between the point of 
production and delivery. These trade costs are different 
from tariff costs, which entail a reallocation of resources 
and inefficiency, but, in the absence of rent seeking, no 
direct resource losses. 

GEMAT is calibrated to the latest Global Trade Analysis 
Project (GTAP) database (version 6, which has a 2001 
base year). GEMAT aggregates the world economy into 
19 regions (including 14 Asian countries or regions), 
17 economic activities, and 4 primary factors (capital, 
labor, land, and other natural resources).

3.5 Asian computable general equilibrium model (GEMAT)

close the gap with developed-country averages. But given the wide gaps 
to start with, per capita incomes for most countries continue to lag far 
behind developed-country averages by 2025 (Figure 3.3). By 2025, baseline 
per capita income in the PRC is just 25% of that in developed countries, 
but this compares favorably to a starting ratio of 15% in 2005 (measured 
in constant 2001 purchasing power parity [PPP] terms). In terms of the 
PRC’s aggregate income (also in PPP terms), the baseline suggests that 
it could become the largest national economy in the world in around 
2015.10 If incomes are instead measured at market exchange rates, the PRC 
retains its momentum but its economic mass is downsized. At market 
exchange rates, the PRC could rank as the third-largest national economy 
in the world by 2025, after the US and Japan. With rapid economic 
growth, developing Asia’s share in world GDP would increase steadily 
over the period from 28% to over 40% in constant 2001 PPP terms 
(Figure 3.4).

As productivity growth lifts income, the baseline suggests that there 
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will be an exodus of workers out of agriculture. Growth of services 
absorbs almost all “surplus” agricultural labor, and services’ share in 
output grows by more than manufacturing’s. In India, services play 
a particularly important role in absorbing resources released from 
agriculture. In some countries, the model suggests that the movement of 
labor from low- to higher-productivity occupations could add as much as 
0.5 percentage points to annual GDP growth. 

The model suggests that the sources of growth may vary somewhat 
across Asia. In the PRC and East Asia, the contribution of labor force 
expansion to income growth is likely to taper off, and by 2015 could be 
negative. But in India, provided that jobs can be generated for young 
workers, growth could be buoyed by a “demographic dividend.” In 
Southeast Asia, growth should accelerate in the next decade as the effects 
of the crisis years recede, and as investment rates and productivity 
growth revert to their longer-run trend. Capital accumulation continues 
to be an important growth driver across the region, but especially in the 
lower-income countries, including Indonesia, Philippines, and Viet Nam.

Global free trade
The welfare gains from trade liberalization would be maximized if 
all countries eliminated protection. Box 3.6 illustrates the various 
mechanisms through which trade liberalization can influence income.

The results of the global free trade scenario are presented in Table 3.4. 
By 2025, it is estimated that free trade in merchandise goods would 
raise world income by $341.4 billion dollars a year (in 2001 prices).11 This 
translates to about 0.5% of baseline GDP, an estimate not dissimilar to 
that of Anderson et al. (2006).12 But estimated gains for developing Asian 
countries are substantially larger than this average as a fraction of their 
baseline incomes.

A general feature of computable general equilibrium models is 
that they tend to suggest that changes in levels of protection (in either 
direction) have seemingly modest effects on income. But such models are 
likely to understate the gains from liberalization, possibly substantially. 
Most immediately, the estimates here allow for only limited impacts 
on factor productivity. If greater openness provides a direct boost to 
productivity or has other beneficial externalities, as many assume (e.g., 
Anderson et al. 2006), then estimated gains would measurably increase. 
Another point worth noting is that, at an aggregate level, the “level of 
ambition” embodied in the liberalization of merchandise trade is quite 
modest. Tariff rates are already low across much of the developed world, 
so that their elimination is unlikely to have large impacts on a global 
scale. However, for individual countries, impacts may be large. Also, there 
is assumed to be no change for trade in services, which is hobbled by 
countless frictions, and where perhaps the greatest potential gains from 
multilateral liberalization would lie (Part 1 of the Asian Development 
Outlook 2006).

It is also possible that the model may overstate some gains. In 
particular, no allowance has been made for any adjustment costs 
associated with liberalization. Where countries’ capacity to adjust is 
seriously constrained, international development assistance—particularly 
technical assistance—may help countries design programs that allow 

3.4 Shares in world GDP (in 2001 PPP 
exchange rates)
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Trade liberalization can influence income and welfare 
through several channels. The first is through a reallocation 
of resources favoring activities in which a country enjoys 
a comparative advantage. This is the traditional “trade 
creation” effect as production of tradable goods moves from 
higher- to lower-cost production locations. This effect is 
also referred as a “trade volume effect,” since it leads to an 
expansion of trade (see Baldwin and Venables 1995).1

A second channel is through changes to a country’s 
terms of trade. Changes in tariffs induce changes in relative 
goods prices. Hence, net exporters of goods, whose price 
increases, gain as they can now buy a larger quantity 
of imports for a given quantity of exports. The reverse 
occurs for countries specialized in producing goods whose 
(relative) price falls. For example, if export subsidies 
are removed on a commodity, importing countries may 
experience deterioration in their terms of trade and income 
losses.

A third source of potential income and welfare changes 
is through the effect that reduced tariffs have on scale and 
on the variety of goods available to consumers (who derive 
utility from greater choice) and to producers (for whom 
variety is a source of productivity gains as it offers more 

options in terms of inputs). For exporting industries, a 
larger market size induced from trade liberalization allows 
firms to spread fixed costs over more output, allowing 
more output to be produced for the same input (i.e., scale 
effect). The larger market size also motivates more firms to 
enter the market, resulting in a positive variety effect. In 
the domestic market, although trade liberalization can have 
salutary effects on competition—reducing markups over 
cost and expanding output—this mechanism is not present 
in GEMAT as it assumes a “large group” market structure.

Finally, there are gains linked to investment and capital 
accumulation. If trade liberalization adds to the stock of 
capital (through raising income and saving), this will raise 
the level of capital and output per worker over the long 
run (but not the underlying growth rate). Additionally 
for many developing countries, trade liberalization will 
lower the relative price of capital goods (which are often 
imported), thereby stimulating investment and raising 
future consumption and welfare.

1 Where domestic distortions exist, the trade-induced resource 
reallocation may have an indeterminate effect on domestic allocative 
efficiency.

them to capture better opportunities and influence positively their 
willingness to liberalize. Of course, if the political economy is such 
that those who stand to lose from liberalization can impede it, the 
scenario design is questionable. But from a narrow economic accounting 
perspective, adjustment costs, which are fixed and may be spread 
out over time, are likely to be dominated by the recurrent benefits of 
liberalization. 

With global free trade, Southeast Asian economies such as Malaysia, 
Singapore, Thailand, and Viet Nam are major winners. By 2025, their real 
incomes rise by 3.5–5.5% of their GDP. Percentage income gains in South 
Asia are smaller. The income gain is 1.8% of baseline GDP in Sri Lanka, 
and 1.0% in India, but Bangladesh benefits only marginally. In part, 
the muted impact for Bangladesh reflects an assumption that it bears 
losses when its preferences in EU and other markets are ended. If, in 
reality, developed-country importers capture a large portion of the rents 
conferred by preferences, or complicated rules of origin deter exports 
(see The rise of bilateralism, above),13 the losses borne by countries like 
Bangladesh on the erosion of preferences may be more limited and their 
gains from liberalization commensurately larger. More generally, however, 
the limited scale of benefits in some South Asian countries illustrates 
some fundamental weakness of exporting sectors in these countries, 
suggesting the importance of structural and institutional reforms (as well 
as international development cooperation) in gearing them to trade and 
increasing their openness. The benefits from trade liberalization would 
be magnified by such reforms. Likewise, steps to improve infrastructure 
and to lower trade costs that lift trade volumes would also intensify 

3.6 Capturing the benefits of trade liberalization in computable general equilibrium models

3.4 Welfare gains from global trade 
liberalization (change compared to 
baseline in 2025)

Real income
$ billion % of 

GDP

Asia including Japan 194.92 1.08
Japan 42.12 0.65
Developing Asia 152.80 1.31

PRC 12.22 0.22
Hong Kong, China 7.43 1.80
Korea 51.36 4.87
Taipei,China 8.73 1.29
Indonesia 7.43 1.42
Malaysia 10.93 3.72
Philippines 1.95 0.82
Singapore 7.27 3.50
Thailand 18.05 4.57
Viet Nam 7.08 5.21
Bangladesh 0.08 0.06
India 19.48 1.04
Sri Lanka 0.79 1.80

Non-Asia
United States 9.56 0.05
Europe 19 82.70 0.61
Australia & New Zealand 7.16 0.80
Latin America 9.26 0.21
Rest of the world 37.84 0.53

World 341.44 0.53

Europe 19 = EU 15 plus Iceland, Liechtenstein, 
Norway, and Switzerland. 

Source: Staff estimates.
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the benefits of liberalization (see the section An agenda for trade and 
integration in Asia, below). 

Trade volumes and patterns undergo some significant shifts in 
the global liberalization scenario. By 2025, global merchandise trade 
expands by 10% over the baseline. Yet in developing Asia, the expansion 
is more pronounced due to its relatively high initial level of protection: 
merchandise trade expands by 20.1%, raising the weight of the region in 
world trade by 2.4 percentage points. Agriculture, food, and textiles and 
clothing emerge as major sources of export growth in developing Asia, 
reflecting the existence of large initial trade policy distortions in these 
sectors and the geographic locus of comparative advantage. 

Notably, however, liberalization does not benefit electronics in Asia, 
perhaps the most dynamic sector of the last decade. Electronics exports 
from the region decline relative to the baseline. This is because the sector 
is already highly globalized, with complex international production-
sharing agreements and geographically fragmented supply chains. Even 
today, electronics trade is dominated by the intra-industry shipments 
of intermediate goods, including parts, components, and semifinished 
products. Trade costs associated with logistics, customs clearance, and 
time delays are the binding constraints to growth for the electronics 
sector, not tariff distortions. 

Box 3.7 explains the composition of gains at an aggregate regional 
level in terms of their static and dynamic components.

Asian free trade
Table 3.5 summarizes results for the Asian free trade scenario. The 
estimated benefits from free trade in Asia (with the extension of 
MFN to the rest of the world) are nearly as large as those from global 
free trade. It is also of note that no country or global region loses 
under the assumptions of Asian free trade. This result reflects the 
nondiscriminatory nature of the liberalization that is assumed in this 

3.5 Welfare gains from Asian free trade 
(change compared to baseline in 2025)

Real income
$ billion % of 

GDP

Asia including Japan 170.87 0.95
Japan 37.69 0.59
Developing Asia 133.18 1.14

PRC 5.93 0.11
Hong Kong, China 7.75 1.88
Korea 44.14 4.19
Taipei,China 6.39 0.95
Indonesia 4.19 0.80
Malaysia 11.21 3.82
Philippines 2.53 1.07
Singapore 4.99 2.40
Thailand 16.28 4.12
Viet Nam 6.85 5.04
Bangladesh 1.21 0.84
India 21.44 1.15
Sri Lanka 0.27 0.61

Non-Asia

United States 10.58 0.05
Europe 19 23.30 0.17
Australia & New Zealand 4.34 0.49
Latin America 1.85 0.04
Rest of the world 17.62 0.25

World 228.56 0.35

Europe 19 = EU 15 plus Iceland, Liechtenstein, 
Norway, and Switzerland.

Source: Staff estimates

3.7 Sources of gains

The payoff from trade liberalization includes both static 
gains, following a reallocation of resources (“trade 
creation”), and “dynamic” gains associated with additional 
capital accumulation. In GEMAT, there are also gains that 
accrue from scale and variety effects that are important 
when markets are imperfectly competitive. 

The box figure provides a breakdown of estimated gains. 
In a straightforward model of perfect competition (with 
no scale or variety effects), estimated global income gains 
are just 60% of those estimated in the presence of such 
effects. Irrespective of the nature of competition, just over 
one third of global gains are attributable to accumulation 
effects on future consumption percolating from higher 
investment rates, which are lifted by higher income and 
saving. But for developing Asia, the dynamic gains account 
for about half the estimated gains. These larger gains from 
accumulation reflect higher propensities to save in Asia.

 Changes in welfare under global trade 
liberalization, by type of competitive model
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Static allocationMedium-term accumulation
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Source: Staff estimates.
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experiment. Tariffs are lowered for exports from all countries to Asia in 
step with the reduction of tariffs within Asia.

A comparison of Asian free trade gains with those of the global free 
trade scenario shows that, for most developing countries in Asia, the 
bulk of gains from global liberalization originates from free trade within 
Asia. The point has already been made that for many countries, especially 
for South Asian countries and Viet Nam, the major benefit from 
liberalization comes from lowering their own tariff barriers, so this result 
should come as no surprise. For those countries that tend to have large 
intraregional trade shares, such as most ASEAN countries, the gains are 
larger still. But for Indonesia, its gains from Asian free trade are relatively 
small in comparison with those from global free trade, even though 
it has a high intraregional export share. This reflects the difference in 
commodity structure of exports between Indonesia and other major 
ASEAN countries, which results in higher tariff barriers faced by 
Indonesia in nonregional markets and, consequently, larger gains from 
global free trade for that country. For the PRC and Sri Lanka, the gains 
from Asian free trade are less than half those from global free trade. This 
reflects the PRC’s strong trading links with markets outside the region, as 
well as both countries’ small gains from unilateral liberalization due to 
their already low import protection. 

In the case of Bangladesh and the Philippines, the Asian free trade 
assumptions generate estimated gains that exceed those from global free 
trade (Figure 3.5). Under the Asian free trade assumptions, Bangladesh 
retains preferential access for its garment exports to EU markets, which it 
loses in the global simulation. A similar story applies to the Philippines, 
which enjoys reduced or zero preferential tariff rates in the EU market 
in some sectors such as electronics, machinery, and other manufactured 
goods. 

In spite of overall gains, the simulation suggests that Asian free trade 
could lead to a significant deterioration in the terms of trade for Asia’s 
two mammoth economies, the PRC and India. Both these countries’ 
major trading partners are outside Asia. The elimination of import 
tariffs on an MFN basis raises the PRC’s and India’s demand for goods 
produced in other parts of the world, but 
now there is no compensating increase 
in the demand for their exports outside 
Asia. This asymmetry lifts import prices 
relative to export prices, creating terms-
of-trade losses. 

In terms of the direction of trade, 
Asian free trade would increase regional 
integration on some traditional measures. 
The share of intra-Asian trade in global 
trade in 2025 rises to 19.3% compared to 
15.3% in the baseline. But the “double-
relative” measure of trade intensity 
presented in Table 3.6 suggests that the 
intensity of trade within Asia would 
decline slightly. However, this result has 
no welfare implications.

3.5 Effects of terms-of-trade changes on 
real income in selected developing Asian 
economies under Asian free trade

-0.8 -0.4 0.0 0.4 0.8 1.2

India

Bangladesh

Viet Nam

Singapore

Philippines

Hong Kong, China

PRC

% of 2025 GDP

Source: Staff estimates.

3.6 Estimated trade intensity index with Asian free trade by 2025

Baseline Asian free trade

Intra-Asia 1.67 1.60
Intra-East Asia 1.70 1.65
Intra-Southeast Asia 3.05 2.83
Intra-South Asia 1.71 1.22
East Asia–Southeast Asia 1.58 1.58
East Asia–South Asia 0.70 0.75
Southeast Asia–South Asia 1.58 1.51

Note: The double-relative measure of trade intensity attempts to normalize trade flows for differential 
growth of regional nodes. If one region is growing more quickly than others, then even on a random 
assignment of trade flows, it would be expected that its intraregional trade would increase. The 
double-intensity measure compares actual trade flows to those that would occur with a random 
assignment based on the size of each regional node. An index value greater than one signifies actual 
flows greater than the randomly generated flows, and suggests that there is more trade between the 
nodes in question than would be expected on the basis of their size alone. See, for example, Petri 
(2006).

Source: Staff estimates.
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Asian hub and spokes (bilateralism)

Two hub-and-spoke configurations in Asia are simulated. The “PRC hub” 
configuration assumes that the PRC is a hub of Asian bilateral FTAs, and 
that all other Asian countries (including Japan) are the spokes of these 
FTAs. The “ASEAN hub” configuration assumes that ASEAN countries 
act as a hub collectively; also that ASEAN establishes its own free trade 
area and negotiates bilateral FTAs with other Asian countries as a whole. 
Implicitly, if ASEAN became a platform for bilateral agreements, it would 
connect some of the spokes that remain separated in the other bilateral 
hub configuration. 

In both Asian hub-and-spoke configurations, all bilateral 
distortions—including tariff, tariff-equivalent nontariff barriers, and 
export subsidies—are phased out between hub and spokes over the period 
2007–2025. Trade barriers are retained between spokes. As GEMAT does 
not include the impacts of rules of origin that can have high compliance 
costs and result in reduction of preference margin, other things equal, the 
simulation results may overestimate the welfare gains of these overlapping 
bilateral FTAs.

These two simulations forcefully illustrate the potential downside 
of bilateralism. Compared to the Asian free trade scenario that extends 
MFN status to countries outside Asia, the Asian hub-and-spoke scenario 
generates somewhere between one fifth and one quarter of the global 
gains. Within developing Asia, too, hub-and-spoke systems are inferior to 
regional free trade and to multilateral liberalization 
initiatives (Table 3.7). A PRC hub generates just 
over half the benefits of Asian free trade for 
Asian developing countries, and an ASEAN hub, 
which implicitly entails the removal of more trade 
distortions, about 70% of the benefits.

The inferiority of hub-and-spoke systems for 
Asian developing countries is most evident from the 
welfare impacts for South Asian countries, which gain 
very little or nothing from the hypothetical bilateral 
FTAs with hubs in East Asia and Southeast Asia. This 
result reflects a high level of own import protection 
in the countries of South Asia and their limited trade 
linkages with East Asia and Southeast Asia. 

Only Korea appears to capture most of the 
benefits that might otherwise accrue from Asian 
free trade or global free trade through a bilateral 
agreement with the PRC. This is both because the 
PRC is one of Korea’s most important export markets, 
and because their trade structures are largely 
complementary.

Although the two hypothetical hub-and-spoke 
configurations represent an inferior option toward 
trade liberalization in terms of global or regional 
gains, they generally induce larger benefits for 
the hub countries. The PRC’s welfare gain from a 
regional FTA hub position is almost four times that 
from Asian free trade. ASEAN countries as well are 

3.7 Bilateral liberalization configurations (change compared 
to baseline in 2025), real income

PRC hub ASEAN hub
$ billion % of 

GDP
$ billion % of 

GDP

Asia including Japan 82.48 0.46 100.76 0.56
Japan 9.07 0.14 5.62 0.09
Developing Asia 73.41 0.63 95.14 0.82

PRC 23.16 0.41 4.13 0.07
Hong Kong, China 4.42 1.07 1.01 0.25
Korea 31.92 3.03 17.44 1.65
Taipei,China 3.79 0.56 1.07 0.16
Indonesia 1.21 0.23 9.76 1.86
Malaysia 2.22 0.76 13.50 4.60
Philippines 0.12 0.05 3.37 1.43
Singapore 1.52 0.73 11.62 5.60
Thailand 7.36 1.86 24.26 6.14
Viet Nam 1.93 1.42 7.92 5.84
Bangladesh 0.20 0.14 -0.47 -0.32
India -4.43 -0.24 1.56 0.08
Sri Lanka -0.01 -0.03 -0.03 -0.06

Non-Asia
United States -3.81 -0.02 -3.81 -0.02
Europe 19 -3.20 -0.02 -3.33 -0.02
Australia & New Zealand -0.90 -0.10 -1.38 -0.15
Latin America -0.58 -0.01 -0.50 -0.01
Rest of the world -3.58 -0.05 -2.70 -0.04

World 70.41 0.11 89.05 0.14

Europe 19 = EU 15 plus Iceland, Liechtenstein, Norway, and Switzerland.

Source: Staff estimates.
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better off as a hub than under the Asian free trade scenario. Therefore, 
potential hubs may have little incentive to pursue broader regional trade 
liberalization.

An agenda for trade and integration in Asia 
The multilateral, regional, and bilateral trade liberalization scenarios 
illustrated in the previous section make the point that uncoordinated 
bilateral liberalization risks sacrificing gains, which could be captured 
either through cooperative multilateral approaches or through 
nondiscriminatory (open) regional agreements. The potential for 
trade diversion, as opposed to trade creation, is greater in a system of 
overlapping bilateral agreements. Crisscrossing bilateral agreements also 
risk marginalizing peripheral countries with small markets. Investment 
decisions are not easily reversible, and can have a cumulative influence 
on economic advantages. Therefore, even if bilateral preferences were to 
eventually give way to multilateral liberalization, the polarizing impacts 
of bilateralism could be long lasting (Baldwin 2002).

The proliferation of bilateral regional trade agreements in Asia reflects 
countries’ strategic and political interests as well as their commercial 
interests in institutionalizing market-driven integration processes. But the 
pursuit of overlapping bilateral, regional, and plurilateral FTAs by Asian 
countries has resulted in multiple agendas for integration. Harmonizing 
these agendas to tap the potential of nondiscriminatory approaches 
to liberalization, and to expand the reach of integration, constitutes a 
significant challenge. 

In this section, the practical question is addressed as to how bilateral 
FTAs might be best designed so as to maximize their potential leverage 
on the growth of trade and economic integration. At a minimum, FTAs 
should be consistent with the principle of not, on average, raising barriers 
to imports from nonmembers. They should also strive to be trade creating 
by actually lowering barriers to nonmembers. There are working examples 
of agreements that are pushing liberalization forward in “nontraditional” 
areas and moving outward the frontiers of economic integration into 
areas beyond WTO’s jurisdiction. For example, Singapore’s FTA with 
New Zealand provides more flexibility on rules of origin than traditional 
FTAs, leaving firms some choice in compliance and so lowering the costs 
of compliance. In addition, full-blown FTAs extend liberalization into 
new areas, such as investment.

Bilateral trade agreements as building blocks for integration
Asia’s “noodle bowl” is already quite full and is spilling over regional 
boundaries. An important question is how to mitigate the damage that 
may be caused by a knot of agreements that differ in terms of their 
coverage, treatment, and ambitions, and that may contradict one another. 
On the ground, the problems associated with bilateral trade agreements 
have little to do with esoteric theories of the second best, and everything 
to do with bread and butter commercial decisions. As observed in The 
rise of bilateralism, above, rules of origin with high compliance costs 
may simply mean that businesses prefer to pay an MFN tariff, rather 
than attempting to establish that their goods qualify for preferences. 
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Likewise, customs administration can quickly become bogged down 
when products have components that are assembled in multiple locations. 
Where administrative structures are weak, gray areas heighten incentives 
and opportunities for corruption, punishing honest businesses and 
leading to significant leakage of public revenues. For investors, decisions 
also become much more complex as cost considerations must now be 
weighed against current and expected future margins of preference all 
along the supply chain. However, these are not inevitable consequences of 
bilateral agreements, and steps can be taken to mitigate distortions and 
inefficiencies. 

As Plummer (2005) points out, the scope for reducing distortions 
will depend critically on the “inclination” of bilateral accords. If they are 
intended to protect special interest groups and to turn countries inward, 
they are likely to act as a stumbling block to broader liberalization. 
Against this—and there is evidence that bilateral agreements are 
moving in this direction (The rise of bilateralism, above)—if they aim at 
deepening integration, they may present additional opportunities to those 
currently accommodated within the multilateral framework. Given these 
conditions, Plummer advocates a number of specific steps that, together, 
could constitute an approach to a “first best” solution (Box 3.8). 

The WTO agreements impose relatively few requirements on member 
countries who wish to negotiate bilateral FTAs. Agreements between 

Bilateral trade agreements should ensure:
Wide coverage of goods with few exclusions. 
Agriculture and manufacturing tariffs and nontariff 
barriers should be eliminated on a clear and fast 
timetable.
Wide coverage of services and coverage of all modes of 
service delivery. Harmonization of regulatory regimes 
may or may not be required, depending on whether an 
agreement is extended to competition policy.
Symmetrical and simple rules of origin based on a 
positive standard or test. They should have transparent 
and consistent implementing regulations (e.g., 
accounting practices, paperwork for certification of 
origin) that are chosen at the minimum level needed to 
prevent trade deflection.
Even-handed and transparent customs procedures. 
Valuation should be transparent, offering few or 
no chances for corruption (use of electronic data 
interchange).
Enforcement of intellectual property rights in a 
nondiscriminatory manner. This should be consistent 
with the World Trade Organization (WTO) Agreement 
on Trade-Related Intellectual Property Rights, 
reinforcing international conventions on copyrights, 
patents, etc.
National treatment embodied in foreign direct investment 
regulations and investment provisions. Any performance 

•

•

•

•

•

•

requirements should be based on a “negative-list” 
approach and should provide protection in law 
for foreign investors to prevent expropriation or 
unwarranted actions against such investors’ interests.
Establishment of dispute-settlement provisions, to 
adjudicate conflicts in a timely and fair fashion by 
using objective panels of experts. Antidumping findings 
should be subject to review by such panels with 
proceedings held in a fair and transparent manner.
Open competition and nondiscrimination among 
members for government procurement and as little 
discrimination against nonmembers as possible.
Transparent and nondiscriminatory competition laws 
and regulations. To the extent possible, they should 
be harmonized among members to eliminate use of 
antidumping (as distinct from antimonopoly) measures.
Clear and simple codes that guide technical barriers 
to trade, such as product standards and phytosanitary 
standards to protect public health and safety (based 
on the WTO agreements on standards). Likewise, 
agreements that cover environmental and labor 
standards should embrace the rights of partners to 
establish and implement their own laws and regulations 
in conformity with existing international obligations in 
the areas of environmental protection and labor rights 
and conditions. 

Source: Plummer (2005).

•

•

•

•

3.8 Suggested guidelines for bilateral trade agreements



Asian Development Outlook 2006    2�1

developing countries that are notified under the “Enabling Clause” have 
only to be formally notified to WTO. For industrial countries, there is the 
requirement under Article XXIV of GATT that an agreement: (i) covers 
substantially “all” trade in goods; (ii) does not raise barriers on average 
to nonmembers; and (iii) is notified to WTO. There are also limits of 
10 years imposed on the time frame for implementation and, for any 
agreement that includes services, there is a notification requirement under 
the General Agreement on Trade in Services (GATS). WTO also conducts 
reviews of notified agreements to ensure that they are implemented in 
accord with the above requirements.

Full-blown FTAs are often designed to push liberalization between 
members beyond the limits of the WTO agreements. These “WTO+” 
FTAs are typically agreements between the advanced industrial 
economies, but increasingly involve middle- or upper-income developing 
countries. Plummer (2005) provides a checklist of features for such FTAs 
(Box 3.8 above). He also attempts to grade some recent FTAs involving 
Asian or Pacific countries accordingly. 

From a developing country’s perspective, some of Plummer’s 
requirements appear onerous. A lack of capacity and technical expertise, 
missing institutions and laws, and weak enforcement mechanisms may 
seriously constrain what agreements can really deliver. In the case of 
agreements involving a developed-country partner, technical cooperation 
and assistance may gradually relax some of these constraints. The EU’s 
experience shows that the deepening of trade agreements is a process that 
takes time, patience and, above all else, political commitment.

Connecting the spokes
The experiments outlined in Trade scenarios: Potential benefits and 
risks, above, underline the point that bilateralism resulting in many 
unconnected and isolated “spokes” poses the greatest risks, particularly 
to the spokes themselves. In a hub-and-spoke configuration, investors are 
likely to limit their interests to large hubs, with spokes benefiting only to 
the extent that they provide margins of preference, net of the compliance 
costs of rules of origin. As many countries have now learned, investors in 
search of preference margins can leave as quickly as they arrive.

Processes that connect the spokes are likely to be superior for overall 
trade creation and for the leveling of opportunities. In developing Asia, 
this suggests that there would be advantages to building a network or 
association of agreements around subregional hubs (ASEAN, SAARC). 
The “ASEAN+” agreements have this potential, as would plurilateral 
agreements between subregional alliances. But building such a network 
may be politically difficult, in view of the heterogeneity within such 
groupings and their asymmetric interests. The creation of separate 
bilateral agreements between an outside country and different countries 
within an emerging free trade area magnifies potential distortions. 
Customs unions are superior to FTAs in that they could further reduce 
distortions, but they require members to surrender their autonomy in 
trade policy. Hence, most countries choose FTAs so as to retain some 
independence in trade policy toward nonmembers.

It is also clear, however, that within existing regional groupings 
some countries are better prepared than others to make strides toward 
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full-blown “WTO+” trade agreements as outlined above. This will make 
it difficult to move at a uniform pace and in a coordinated way. Indeed, 
Singapore has already closed deals along those lines with Australia, 
European Free Trade Association, Japan, Korea, New Zealand, and US. 
Likewise, Malaysia and Thailand are better positioned than Indonesia, 
Philippines, or Viet Nam, let alone the smaller, poorer countries like 
Cambodia and the Lao People’s Democratic Republic.

Technical assistance, capacity building, and increased “aid for trade”
The binding constraints on the negotiation and practical implementation 
of full-blown FTAs involving DMCs reside precisely in the weak 
institutions and limited technical capacity of DMC governments and 
private sectors. Customs departments are often ill-equipped, their 
staff underpaid and prone to corruption, and lacking expertise both in 
valuation, and, of course, for efficient implementation of rules of origin 
and other complex facets of a full-blown FTA. Legal coverage and 
institutions are too frequently slow and weak, and this will not only pose 
limits on what agreements can do in terms of attracting investment, but 
will make dispute resolution fraught with uncertainty. In addition, lack of 
business experience with the accounting practices required to document 
production costs and purchases according to source, which are necessary 
to obtain certificates of origin, may result in paper agreements that are 
ignored in practice. Taking the “easy option” of paying the MFN tariff 
makes sense if the compliance costs of attaining certificates of origin are 
too high. 

Similarly, talk of extending agreements to competition policy is 
meaningless in countries where systems for entry and exit of firms 
are opaque, where modern bankruptcy laws may not exist, or where 
bankruptcy proceedings are routinely used to expropriate legitimate 
and profitable firms (while shoring up loss-making state enterprises). 
The practical capability of small and low-income countries to negotiate 
beneficial agreements with numerous parties on the long list of technical 
matters raised above is negligible. Immediate efforts to build capacity to 
not only negotiate with partners, but also to “sell” such agreements to the 
private sector, bureaucracy, legislature, and public at large, are needed. 
These efforts must also be continued, determinedly, for several years if 
these agreements are to be worth more than the paper they are written on.

Ultimately, winners and losers will emerge from these agreements, 
and so there must be a way to make the adjustment process politically 
palatable. This is where “aid for trade” comes in. Provision of technical 
assistance by the more advanced to the less advanced partner is one 
obvious means of addressing the political economy problems. Producers 
in countries entering into FTAs with industrial countries or advanced 
developing countries could be given technical assistance to improve the 
quality of their products and to reduce unit costs. These producers still 
have to adjust, but they will become more competitive as a result.

Compilation of “best practices” with practical examples could provide 
officials responsible for negotiations with a tool that will serve them 
well in future trade talks. Enabling them to have a better understanding 
of WTO law and practice in numerous areas of trade and trade policy, 
particularly customs valuation, standards, intellectual property rights, 
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government procurement, services, and agriculture would also provide 
valuable intellectual capital to the smaller countries in the region. 

Reducing trade costs 
One area in which bilateral agreements, especially if accompanied by 
technical and other assistance, may be able to promote deeper integration 
is through initiatives that help improve trade efficiency, thereby reducing 
trade costs. These measures help exporters get their goods to market 
more quickly and cheaply. Initiatives that help reduce trade costs are 
particularly attractive because they are nondiscriminatory and can 
generate “win-win” outcomes.

A constellation of factors may influence trade costs including: 
access to and the quality of infrastructure; port handling procedures; 
customs regulations and efficiency; the availability of trade credit; 
licensing, inspection, and regulatory requirements; and the efficiency of 
information and logistics networks. Trade costs include direct monetary 

For modern international business, trade policies are only 
part of the overall costs of trade. Institutional, logistical, 
and regulatory barriers are often more costly than tariffs. 
Trade costs are expansive and complex. They involve direct 
monetary outlays associated with tariffs, freight insurance, 
and distribution charges, as well as tacit costs such as 
order and shipment times, uncertainty, and the difficulties 
of transacting in unfamiliar places or conditions. Some 
of these costs are fixed in character, others variable. For 
instance, with just-in-time production and international 
supply networks, time has become an increasingly 
important factor in costs. Also, fractionalization of supply 
chains means that intermediate products may cross 
borders several times in the production of a final good, 
raising the share of trade costs in the basic price. 

Hummels (2001) estimated that for imports into the 
United States, the time cost of 1 day in transit is equivalent 
to an ad valorem tariff rate of 0.8%. These costs are likely 
to be most pronounced for goods that have a “perishable” 
quality, or for which demand may change fast (such as 
clothing), or for which the costs of delayed shipments are 
large. Unreliable trade services are likely to encourage 
large inventory holdings for which the financing costs can 
be significant. A study by the Organisation for Economic 
Co-operation and Development (Engman 2005) cites a 
cost disadvantage in west coast United States markets to 
textile producers in India of 37% relative to producers in 
Shanghai, due to delays and inefficiencies in Indian ports. 
An Asian Development Bank technical assistance study 
found that clothing producers in Bangladesh might earn 
30% more if inefficiencies were removed at Chittagong 
port (ADB 2003). World Bank (2000) survey information 
identifies customs and foreign trade regulations as major 

impediments to trade cited by nearly 80% of respondents 
in South Asia. 

In a survey paper, Anderson and van Wincoop (2004) 
estimated the tariff equivalent of “representative” trade 
costs to be as high as 170% of trade value for industrial 
countries, including 74% international trade costs 
and 55% retail and wholesale distribution costs. The 
costs are not simply additive, but rather multiplicative 
(1.70=1.74*1.55-1). A breakdown of these costs suggests 
that 21% are for transport and 44% are border related. 
More detailed components of “representative” international 
trade costs are listed in the box table. For many developing 
countries, trade costs are likely to be significantly larger 
than those of industrial countries. Inferior infrastructure, 
inefficient regulation, and underdeveloped domestic 
insurance, finance, and logistics sectors all raise costs, as 
does corruption. 

Representative trade costs of industrial 
countries

Tariff rate 
equivalent (%)

International trade costs 74
   Border-related trade barriers 44
      Policy 8
      Language 7
      Currency 14
      Information cost 6
      Security 3
   Transportation cost 21
      Freight 11
      Time 9
Retail and wholesale distribution costs 55

Source: Anderson and van Wincoop (2004).

3.9 Trade costs
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costs associated with moving goods across borders as well as any indirect 
costs, including time costs. Time costs can be particularly important 
for perishable or other goods where delivery deadlines are important 
(Box 3.9). 

A number of studies have attempted to assess the welfare impact of 
trade transactions costs. These studies estimate that for each 1% reduction 
of trade transaction costs, world income could increase by $30 billion–
$40 billion (Francois et al. 2005, OECD 2003, APEC 2002). Typically, the 
benefits for developing countries are larger than for developed countries 
as the former are generally less efficient in trade. Case study evidence 
suggests that customs modernization programs can significantly increase 
trade flows and government revenues, as “lost” tariffs and duties are 
recouped. Hertel et al. (2001) analyze the impact of customs automation 
in the context of a bilateral FTA between Japan and Singapore and find 
that it would result in global gains of US$9 billion annually, with 70% of 
it accruing to Japan. A reduction in trade costs could also have a positive 
impact on foreign direct investment, but there would appear to be little 
direct empirical evidence for this (Engman 2005).

In Table 3.8, the results of an experiment are reported in which it is 
assumed that there are gains in trade efficiency in Asia. These gains may 
be compared with the tariff liberalization exercises reported above in 
Trade scenarios: Potential benefits and risks. For high-income countries in 

3.8 Impact of assumed trade cost reductions, 2025

Real income gain 
($ billion)

Real income gain 
(% of GDP)

Direct efficiency gain 
(% of GDP)a

Trade cost reduction 
(% of trade value)b

Multiplier

(A) (B) (A/B)

Asia including Japan 673.45 3.72 1.32 2.82
Japan 54.23 0.84 0.43 2.50 1.97
Developing Asia 619.22 5.32 1.93 2.76

PRC 165.20 2.93 1.41 5.00 2.07
Hong Kong, China 45.74 11.09 3.15 2.50 3.52
Korea 35.39 3.36 1.24 2.50 2.71
Taipei,China 29.70 4.40 1.59 2.50 2.76
Indonesia 41.42 7.90 2.27 5.00 3.48
Malaysia 61.15 20.83 6.52 5.00 3.19
Philippines 22.12 9.36 3.21 5.00 2.92
Singapore 38.04 18.32 4.74 2.50 3.86
Thailand 55.92 14.16 3.94 5.00 3.59
Viet Nam 21.85 16.10 5.96 10.00 2.70
Bangladesh 7.10 4.91 2.33 10.00 2.10
India 91.72 4.90 1.45 10.00 3.39
Sri Lanka 3.86 8.82 4.77 10.00 1.85

Non-Asia
United States 26.23 0.12 0.16 0.00 0.77
Europe 19 31.91 0.24 0.23 0.00 1.05
Australia & New Zealand 4.71 0.53 0.32 0.00 1.66
Latin America 4.90 0.11 0.13 0.00 0.85
Rest of the world 25.57 0.36 0.27 0.00 1.33

World 766.76 1.18 0.49 2.40
a Direct efficiency gains are calculated as the product of a country’s imports in 2025 under the baseline and the assumed reduction in its import trade costs.
b Refers to trade cost reduction by exporters or importers. The bilateral trade cost reduction is calculated as the sum of cost reductions by exporters and importers.

Europe 19 = EU 15 plus Iceland, Liechtenstein, Norway, and Switzerland.

Source: Staff estimates.
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Asia, trade efficiency gains are assumed to be modest, but for low-income 
countries larger gains are assumed in recognition of lower initial levels of 
efficiency and enhanced opportunities for improvement and “catch-up.” 
Between 2007 and 2025, frictional trade costs, i.e., the component that 
generates no counterpart income, are assumed to fall by 10% of baseline 
trade values in the lowest-income developing Asian countries, by 5% for 
middle-income developing Asian countries, and by 2.5% in higher-income 
countries in Asia. These cost reductions are applied to both exports and 
imports. It is assumed that reductions in the costs of exports are passed 
through to importers who now pay less for a given volume. Consequently, 
importers outside as well as inside Asia benefit from the assumed 
improvement in trade efficiency. The direct efficiency gains (or savings) 
to importers are shown in data column 3 of Table 3.8. These terms-of-
trade gains then trigger adjustments in demand, supplies, trade flows, and 
relative prices across countries and regions. The upshot in terms of final 
changes in real income, measured relative to base, is summarized in data 
columns 1 and 2 of Table 3.8. 

As a percentage of the baseline estimate of GDP, estimated impacts of 
the trade cost reduction scenario appear large. But a substantial portion 
of the gains is due to the assumed size of the disturbance (data column 4), 
which varies across countries and regions. Low-income countries, and 
countries with large initial trade shares, are most affected by a reduction 
in trade costs and have most to gain. A 10% reduction in the costs of 
trade is very large for an economy where trade accounts for over 100% 
of GDP. A more useful measure of the possible benefits of an increase 
in trade efficiency, which controls for the size of the disturbance, is the 
total income generated by each dollar saved on trade costs. For the global 
economy, each dollar reduction in trade costs raises income by $2.40, 
including the original direct saving of $1, as this constitutes the recovery 
of resources that were previously wasted. The additional $1.40 is generated 
by multiplier effects and by induced accumulation. In Asia, which is 
the assumed source of efficiency gains, each dollar saved in trade costs 
generates total income of $2.80. However, these estimates of the gains 
from improved trade efficiency are sensitive to model assumptions. For 
example, at a global level, if constant returns to scale better characterize 
technology, the estimated gains are $1.90 for each $1 of trade costs saved; 
if no accumulation accompanies rising income, this estimate falls to $1.20.

These results demonstrate the nondiscriminatory nature of increased 
trade efficiency. Despite the assumption that reductions in trade costs 
are confined to Asia, all regions benefit. This is a “win-win” outcome. 
Both Hong Kong, China and Singapore, for whom assumed reductions 
in trade costs are modest, also clearly benefit from improvements in 
trade efficiency of their major partners. Within Asia, the most significant 
benefits are seen for ASEAN. Although impacts on income are more 
modest in South Asia, because the subregion is not as open as East Asia 
and Southeast Asia, the additional income generated by each dollar saved 
is large. For example in India, a dollar reduction in trade costs generates 
total income of $3.40, partly because this reduction generates terms-of-
trade gains for the country, adding significantly to the benefits of lower 
protection levels.14

Lower trade costs would likely change patterns of trade. One route 

3.6 Export and import growth with trade 
efficiency gains
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would be further fragmentation of production across national borders to 
exploit economies of specialization and scale. Figure 3.6 shows growth of 
exports and imports in the current experiment. Reductions in trade costs 
induce greater trade expansion in modern manufacturing sectors such as 
chemicals, electronics, and machinery. The most striking change occurs 
in electronics. In the Asian free trade scenario, electronics exports from 
Asia decline relative to the baseline. But with the assumed reduction in 
trade costs, Asia’s electronics trade (exports plus imports) rises by 70%. 
Asia’s trade in electronic goods is largely driven by international vertical 
specialization and involves a large amount of “back and forth” trade in 
parts and components. Even moderate improvement in trade efficiency 
can substantially cut the costs of international supply chains, encourage 
the expansion of regional production networks, and boost intra-industry 
trade. Also, if trade efficiency can be improved in the Asian region, 
intraregional trade will play an increasingly important role in supporting 
long-term income growth. Under current assumptions, the estimated 
share of intra-Asian trade in global trade rises to 38.3% by 2025.

Conclusions 
Trade has been an important ingredient in the mosaic of factors that 
has contributed to rapid economic catch-up in parts of developing Asia. 
Although it would be naïve to suggest that trade liberalization alone 
can ignite and sustain growth, the balance of evidence (Winters 2004) 
provides a strong “presumption” that trade liberalization has been an 
important element in a broader package of factors that has helped lift 
productivity and incomes, and perhaps accelerated growth. The direction 
of causation between growth and trade is difficult to disentangle, but one 
possible reason for the link is that trade openness stimulates investment 
by expanding markets abroad and reducing the cost of imported 
machinery. Another is that trade liberalization may help stimulate or 
lock in other beneficial institutional and policy changes. Significant trade 
protection, in contrast, has never been associated with sustained fast 
economic growth. 

So far, the closer trade integration that has taken shape in East and 
Southeast Asia over the past two decades has been propelled largely by 
market forces, rather than by PTAs. The private sector in developing Asia 
has benefited from access to developed-country markets sponsored under 
successive rounds of multilateral liberalization, and countries have done 
much to help themselves by reducing tariffs, frequently on a unilateral 
basis. However, a rising tide of bilateralism is sweeping across the global 
trading system and Asia is being carried along by it (discussed in The 
rise of bilateralism, above). Estimates confirm both the potential costs of 
bilateralism in terms of trade diversion and the promise of initiatives that 
could go beyond WTO agreements to deepen integration. The simulation 
results summarized in this part of the Asian Development Outlook 2006 
(and echoed in many other studies) underscore the principle that the 
more open and nondiscriminatory the trade agreement, the better it is. It 
is also demonstrated that agreements that attempt “deep integration”—by 
reducing trade costs through behind-the-border reforms—could be 
potentially much more beneficial than traditional PTAs.
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The movement toward regional and bilateral agreements is a reality 
and is motivated by noneconomic, as well as commercial, considerations. 
Asia’s agreements tend to be very young, but during the time that they 
are implemented they will start making their mark on regional and global 
trade and investment flows. Therefore, it is essential that the dynamics 
of bilateralism are guided in such a way that they support, rather than 
contradict, the openness that to date has been a hallmark of Asia’s trade 
expansion and integration. Many of the PTAs that Asian countries are 
entering into extend beyond the region. This underscores the importance 
to Asia of non-Asian markets.

The political economy of bilateralism is complex. Baldwin (2002), for 
example, sees an opportunity to leverage bilateralism to work for, and 
not against, multilateralism. His point is that special and differential 
treatment of low-income countries within the context of multilateral 
liberalization efforts has inadvertently fortified protectionist pressures. 
Bilateral agreements with developed countries that already have negligible 
protection, such as Japan, would under GATT Article XXIV require the 
virtual elimination of tariffs and indirectly pit protectionist interests in 
developing countries against international competition. As a consequence, 
protectionist influences would likely shrink, and the influence of 
exporters and those favoring liberalization expand. Such a shift, Baldwin 
argues, would help change attitudes to multilateral negotiations, as well 
as their mood.15 Others have contributed to the “building blocks versus 
stumbling blocks” debate (e.g., Frankel 1998). They emphasize that 
bilateral FTAs are more likely to cause damage if they fail to address 
behind-the-border barriers and focus narrowly on preferential reduction 
of tariffs. Bilateralism also runs the risk of establishing hub-and-spoke 
systems that marginalize small trading spokes and concentrate gains 
in the larger hub countries, unless governments make conscious efforts 
to link the spokes. Associations of bilateral agreements can help in this 
linking, but this would present considerable harmonization problems. In 
principle, if such associations become sufficiently large, include countries 
with complementary factors, and extend preferences on an MFN basis to 
outsiders, they would help increase opportunities for gains.

The “building/stumbling blocks” literature tends to focus merely 
on what might emerge endogenously out of bilateral and regional trade 
agreements. But it would be useful if a format could be established 
whereby these accords would have to be building blocks. Currently, the 
Doha Development Agenda is exploring means to ensure that bilateral 
and regional trade agreements will be consistent with WTO principles, 
i.e., to give more “teeth” to its Article XXIV, but only modest policies 
are being considered, such as improving transparency. Much more is 
needed. Possible “guidelines” to good practice in bilateral and regional 
trade agreements are set out in An agenda for trade and integration in 
Asia, above. Adoption and effective implementation of these 10 basic 
principles (Box 3.8 above) would help minimize the potential damage 
from bilateral agreements and, at the same time, allow for trade creation, 
investment creation, and efficient behind-the-border reforms. While 
this sort of approach would be best adopted at the multilateral/WTO 
level, it will be difficult to do so without strong political support. Asia 
could play a significant leadership role by adopting these principles and 
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by incorporating them in its bilateral and regional trade agreements. 
Leading by example would not only have significant economic benefits 
but would also strengthen the profile of Asia in the global trading system. 

The least-developed countries in Asia have, perhaps, the most at 
stake in this process. As they move forward with economic reform and 
commercial policy liberalization, it is of the essence that international 
markets remain open to them. If market access is effectively closed off by 
a web of preferences favoring others, it will be extremely difficult for them 
to succeed in their reform process. It is also important that the poorest 
countries are helped in developing the technical and physical capacity to 
take advantage of global markets. Many low-income countries remain at a 
competitive disadvantage in getting their goods to market (Box 3.9 above). 
Assistance for trade facilitation and the easing of behind-the-border trade 
barriers will likely prove critical to their success. 

Ultimately, Asia’s growth and prosperity will be a function of the 
health of the global trading system, of which the region is an important 
part. Asia has a significant interest in a strong, healthy, ambitious 
multilateral agenda. After all, Asia’s trade interests overwhelmingly lie 
in having unfettered access to the largest markets of the US and EU. 
Intraregional trade integration through production sharing actually 
reinforces Asia’s interests in keeping open access to industrial-country 
markets. This is because these markets are the ultimate destination of 
most exports of final goods assembled from parts and components traded 
in Asia. Thus, WTO and the Doha Development Agenda are critical. A 
substantive, comprehensive result in the Doha talks would mitigate any 
potential negative effects of preferential trade agreements. It would also 
emphasize that the multilateral system, generally governed by WTO, 
forms the core of the system. Asia has much riding on this result, and 
needs to take an active leadership role in the Doha talks. 

Endnotes
1 The analysis here builds on and extends Part 3 of ADB (2002a). A particularly significant 

development since then has been the rise of bilateral free trade agreements.
2 Hubs are usually large countries that are the center of preferential trading regions such 

as the United States in the western hemisphere and the European Union in Europe and 
the Mediterranean rim. Spokes are smaller, often developing, countries that opt to join 
the hub through an FTA. Whereas hubs automatically have preferential access to all the 
spokes in the system, the converse is not always true. Spokes may be linked to one another 
through their own FTAs. However, rules of origin may inhibit trade between the spokes. 
One solution to this problem is for hubs to allow “diagonal cumulation” (as in the Euro-
Med Free Trade Agreement rules of origin) so that content from several spokes can count 
cumulatively toward the originating value added and will help make products eligible for 
duty-free treatment in the hub (Cadot et al. 2006). 

3 Kawai (2005) reports East Asia (comprising members of the Association of Southeast Asian 
Nations, PRC, newly industrialized economies of Hong Kong, China; Korea; Singapore; 
and Taipei,China) having an intraregional trade share of 44%. However, if South Asia is 
included, this share will fall somewhat.

4 For example, see Rose (2004). Rose uses a standard gravity model and finds little evidence 
that trade patterns of members of the GATT/WTO system differ from those of outsiders 
once standard variables have been taken into account. He concludes that if GATT/WTO 
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membership does not account for the fact that trade growth has led income growth in the 
post-Second World War era, membership in regional trade agreements (e.g., EU, NAFTA) 
may be an alternative explanation. That East Asian countries attained even more rapid 
growth in trade than other regions of the world without resort to discriminatory trade 
preferences for several decades would appear to contradict such a conclusion.

5 The program was largely successful as it reduced Indonesia’s simple average import tariff 
from 20% in 1994 to about 7% by the end date. See James (2005a).

6 Data from Athukorala and Yamashita (2005) show increase from 66% to 70% between 1992 
and 2003.

7 Compliance costs fall typically in the range of 3–5% of the cost, insurance, freight import 
price and these costs (arising from paperwork and documentation procedures in customs 
and ports) discourage firms from applying for tariff preferences (Productivity Commis-
sion 2003). 

8 This is in fact why Sutherland et al. (2004) recommended that the deepest possible cuts 
be made in MFN tariffs in the Doha Round negotiations—as the only practical way to 
undo the “spaghetti bowl” problem in the context of proliferation of discriminatory trade 
agreements. 

9 For an earlier version of GEMAT, with an assumption of constant returns to scale and 
perfect competition, see Roland-Holst et al. (2005).

10 The calculation here does not take into account the recent revision of GDP statistics in the 
PRC, which raises the GDP figure of 2004 by 16.8%. 

11 Technically, the changes in real income are measured as Hicksian equivalent variation, 
which represents a money metric of welfare change. It is defined as the amount of income 
that, if given to the consumers at baseline prices, would be equivalent in terms of their level 
of utility to the effects of policy changes.

12 They estimate gains of 0.7% of world GDP by 2015 but their scenario assumptions imply 
quicker liberalization than those used here. The coarser regional disaggregation for the non-
Asia region in GEMAT also partly accounts for the smaller estimate of global gains. 

13 Rules of origin are not captured in GEMAT.
14 In the global trade liberalization scenario, India suffers a terms-of-trade deterioration.
15 Baldwin cautions that, to avoid the possibility of transnational protectionist alliances, the 

exclusion of sectors from FTAs should be considered case by case. Agreements to exclude 
them on a consistent basis risk creating strong constituencies in favor of protectionism.
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Statistical notes and tables

The statistical appendix presents selected economic indicators for 43 
developing member countries (DMCs) of the Asian Development Bank 
(ADB) in a total of 23 tables. These tables can generally be classified into 
the following accounts, namely: national accounts, both production 
and demand sides; labor (unemployment); prices; money supply; 
components of the balance of payments; external debt and debt service; 
exchange rates; international liquidity (gross international reserves); and 
government finance. The DMCs are grouped into five subregions: Central 
Asia, East Asia, South Asia, Southeast Asia, and the Pacific.

These tables contain historical data from 2001 to 2005. Forecasts for 
2006 to 2007 are also provided in the following tables: growth rate of 
GDP (A1), growth rate of per capita GDP (A2), inflation (A8), growth rate 
of merchandise exports (A10), growth rate of merchandise imports (A12), 
trade balance (A13), current account balance (A14), and current account 
balance as percent of GDP (A15).

As much as possible, efforts were undertaken to standardize the data 
to allow comparability over time and across DMCs. However, limitations 
exist because of differences in statistical methodology, definitions, 
coverage, and practices. A discussion of the sources, definitions, scope, 
and nature of data in the 23 tables, as well as the methodology for the 
computation of regional and subregional averages/totals, follows. 

Historical data are obtained from official sources, statistical 
publications, secondary publications, other working papers, and 
documents of the Asian Development Bank (ADB), International 
Monetary Fund (IMF), and World Bank. Projections for 2006 and 
2007 are generally staff estimates, although for a few countries some 
projections are in accord with government economic programs agreed 
with IMF. Data in the tables are reported either on a calendar year 
or fiscal year basis. The DMCs that record most of their accounts on 
a calendar year basis (except for government finance data, which are 
reported on a fiscal year basis) are: Armenia; Azerbaijan; Hong Kong, 
China; Kazakhstan; Kyrgyz Republic; Lao People’s Democratic Republic 
(Lao PDR); Samoa; Taipei,China; Tajikistan; Thailand; Democratic 
Republic of Timor-Leste; and Uzbekistan. Palau reports government 
finance and balance-of-payments data on a fiscal year basis. Some 
countries record the majority of their accounts on a fiscal year basis, with 
some of their accounts recorded on a calendar year basis, e.g., GDP data 
for Bhutan.

Regional and subregional averages/totals for DMCs are provided for 
nine economic indicator tables. Data for Afghanistan, Myanmar, and 
Nauru are excluded from the computation of subregional averages/totals 
due to measurement problems. Out of the nine economic indicator 
tables, six have regional and subregional averages (A1, A2, A8, A10, A12, 
and A15). Where there are missing data for a given year, regional and 
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subregional averages are computed on the basis of available information 
only. Meanwhile, regional and subregional totals are incorporated in 
three tables (A11, A13, and A14) except that in Table A11, subregional 
totals are represented in terms of percentage shares of the subregions’ 
exports to DMCs (excluding PRC), PRC, Japan, United States (US), and 
the rest of the world. For four tables, (A1, A2, A8, and A15), levels of 
gross national income (GNI) in current US$ using the World Bank Atlas 
method are used as weights to calculate the subregional and regional 
averages. Tables on growth rates of merchandise exports and imports 
(A10 and A12) do not incorporate weights in the computation of averages; 
regional and subregional averages in these two tables are computed on the 
basis of a consistent sum, which means that if there are missing country 
data for a given year, the sum of the prior year used for computing the 
growth rate excludes the corresponding country data.

The GNI data, in current US$, for DMCs from 2001 to 2004 were 
obtained from the World Bank Group WDI Data Query (http://devdata.
worldbank.org/data-query/). The most recent data, 2004, are also used 
to derive the weights for the computation of regional and subregional 
averages for 2005 to 2007. The GNI data, in current US$, for three of the 
DMCs are unavailable, namely Cook Islands; Taipei,China; and Tuvalu. 
For these economies, GNI data are estimated. 

Six tables (A1, A2, A3, A4, A5, and A7) refer to the national income 
accounts. They show output and sector growth rates, as well as gross 
domestic investment (GDI) as a percentage of GDP. Definitions relating 
to output growth, production, and demand, are generally based on 
the United Nations System of National Accounts. The national income 
accounts data series for the People’s Republic of China (PRC) was revised 
starting in 1993 as a result of the new economic census conducted in 
2004. Similarly, the national income accounts series for Bhutan and India 
have been revised to reflect their adoption of new base years. 

Sector shares of agriculture, industry, and services for 2004 are, 
respectively, presented in Tables A3 to A5. Sector shares are computed 
based on constant prices. For Hong Kong, China, import duties and taxes 
net of imputed bank service charges are added to the services sector 
only for the computation of the sector shares to obtain a 100% sum for 
all sectors. For Samoa, imputed bank service charges are added to the 
services sector.

For Azerbaijan, Bhutan, Cambodia, Cook Islands, Fiji Islands, 
Republic of Korea, Kyrgyz Republic, Lao PDR, Maldives, Nepal, Solomon 
Islands, Tonga, and Vanuatu, the calculation of sector shares is based on 
the share of each sector to the sum of gross value added.

For Armenia, Bangladesh, and Papua New Guinea, import duties and 
taxes are excluded in the sector data but are also netted out in the total 
GDP level so that the sector shares still add up to 100%.

Gross domestic investment (GDI) from the expenditure side of the 
national income accounts is also presented in Table A7. This represents 
final expenditures on investment at purchasers’ prices. It is presented as a 
percentage of GDP, valued at current prices.

The following paragraphs examine the tables in more detail.
Table A1: Growth rate of GDP (% per year). This shows annual growth 

rates of GDP valued at constant market prices, factor costs, or basic 

 http://devdata.worldbank.org/data-query/) 
 http://devdata.worldbank.org/data-query/) 
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prices. GDP at market prices is the aggregation of the value added of all 
resident producers at producers’ prices including taxes less subsidies on 
imports plus all nondeductible value-added or similar taxes. Factor cost 
measures differ from market price measures in that they exclude taxes on 
production and include subsidies. Basic price valuation is the factor cost 
plus some taxes on production, such as property and payroll taxes, and 
less some subsidies, such as labor-related subsidies but not product-related 
subsidies. Most DMCs use constant market price valuation. South Asian 
countries predominantly use constant factor costs, including Bhutan, 
India, Nepal, Pakistan, and Sri Lanka, while the Maldives’ GDP valuation 
is at basic prices. Among the Pacific countries, Fiji Islands, and Solomon 
Islands employ constant factor cost valuation. For Hong Kong, China, the 
computations of real GDP and sector growth rates are based on volume 
indexes, while GDP sector growth rates for Solomon Islands are based on 
GDP production indexes. Growth forecasts for Cook Islands, Fiji Islands, 
and Vanuatu adopt official government projections.

Table A2: Growth rate of per capita GDP (% per year). The table 
provides the growth rates of real per capita GDP, which is defined as GDP 
at constant prices divided by the population. Data on per capita gross 
national product in US$ terms for 2004, sourced from the World Bank, 
are also shown.

Table A3: Growth rate of value added in agriculture (% per year). 
The table shows the growth rates of value added in agriculture and its 
corresponding share in 2004. The agriculture sector includes agricultural 
crops, livestock, poultry, fisheries, and forestry. 

Table A4: Growth rate of value added in industry (% per year). The 
table provides the growth rates of value added in industry and its 
corresponding share in 2004. This sector includes the manufacturing and 
nonmanufacturing subsectors. Mining and quarrying, construction, and 
utilities fall under the latter subsector. 

Table A5: Growth rate of value added in services (% per year). The 
table gives the growth rates of value added in services, as well as its 
corresponding share in 2004. Subsectors include trade, banking, finance, 
real estate, public administration, and other services. For Uzbekistan, 
construction is included in services while for Tajikistan, trade and other 
items are included in services.

Table A6: Unemployment rate (%). The unemployment rate is the 
percentage of the labor force that actively seeks work but is unable to 
find work at a given time. The age of the working population ranges 
from 18 to 65, except for Bangladesh where the labor force includes those 
aged 10 and above. In the case of the Philippines, a previous definition 
of unemployment is used to maintain historical consistency. Under that 
definition, unemployment was based on only two criteria: (i) without a 
job or business and (ii) looking for work (including those not seeking 
work for valid reasons). The new definition (which took effect only in 
April 2005) introduced “availability for work” as a third criterion. The 
unemployment rates of the PRC and Viet Nam refer to unemployment in 
urban areas only. 

Table A7: Gross domestic investment (% of GDP). This table provides 
the ratio of GDI to GDP. GDI is the sum of gross fixed capital formation 
plus changes in inventories. Gross fixed capital formation is measured by 
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the total value of a producer’s acquisitions, less disposals, of fixed assets 
in a given accounting period. Additions to the value of nonproduced 
assets, e.g., land, form part of gross fixed capital formation. Inventories 
are stocks of goods held by institutional units to meet temporary or 
unexpected fluctuations in production and sales. For India, GDI includes 
valuables and errors and omissions.

Table A8: Inflation (% per year). Data on inflation rates represent 
period averages. Except for India, which reports the wholesale price 
index, and Kiribati, which use the retail price index, annual inflation 
rates presented are based on consumer price indexes. Data for 2005 for 
India is as of February 2006. The consumer price indexes of the following 
countries are for a given city or group of consumers only: Cambodia is 
for Phnom Penh, Kiribati is for Tarawa, Republic of Marshall Islands is 
for Majuro, and Nepal is for urban consumers. 

Table A9: Growth in money supply (% per year). This table tracks the 
annual percentage change in the end-of-period supply of broad money 
as represented by M2 (for most DMCs). M2 is defined as the sum of M1 
and quasi-money where M1 denotes currency in circulation plus demand 
deposits and quasi-money consists of time and savings deposits including 
foreign currency deposits. For Korea, M2 includes transferable savings 
deposits. For Sri Lanka, money supply (M2b) includes time and savings 
deposits held by commercial banks’ foreign currency banking units. In 
the case of Turkmenistan, M2 excludes deposits in foreign currency. For 
India and Philippines, broad money is represented by M3, defined as M2 
plus other assets that are less liquid than what would be classified under 
M2 and M1. For India, M3 includes deposits with the Reserve Bank of 
India and growth rate for 2005 is as of 3 March 2006. For Timor-Leste, 
M2 excludes currency holdings by the public, for which data are not 
available. The 2005 data for Kazakhstan is as of end-November only. 

Tables A10, A12, A13, A14, A15, A16: Balance of payments. This set of 
tables primarily contains items from the balance of payments (BOP). 
These items cover the annual flows recorded in the BOP account. Data for 
the Philippines have been revised to conform to international standards. 
Major revisions involve valuation adjustments of imports under 
consignment arrangement; adoption of residency criterion for overseas 
Filipino workers and adjustments to account for remittances channeled 
outside the banking system; and use of survey-based data to estimate 
trade credits under the “other investment” account.

Tables A10 and A12: Growth rates of merchandise exports and imports 
(% per year). The annual growth rates of exports and imports, in terms of 
merchandise goods only, are shown in these tables. Data are in million 
US$, primarily obtained from the balance-of-payments accounts of each 
DMC, except for Fiji Islands where data are sourced from Overseas 
Merchandise Trade statistics. Exports in general are reported on a free-
on-board (f.o.b.) basis. In this case, exports are valued at the customs 
frontier of the exporting country plus export duties and the costs of 
loading the goods onto the carrier unless the latter is borne by the carrier. 
It excludes the cost of freight and insurance beyond the customs frontier. 
Import data are reported either on an f.o.b. or c.i.f. (cost, insurance, 
freight) basis. On a c.i.f. basis, the value of imports includes the cost of 
international freight and insurance up to the customs frontier of the 
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importing country. It excludes the cost of unloading the goods from the 
carrier unless it is borne by the carrier. 

For East Asia, all economies report imports on an f.o.b. basis except 
Mongolia, which records them on a c.i.f. basis. Imports are valued on 
an f.o.b. basis for Indonesia, Malaysia, and Viet Nam while the rest 
of the Southeast Asian countries’ imports are valued on a c.i.f. basis. 
Afghanistan, Bhutan, and India record imports on a c.i.f. basis while 
Bangladesh, Maldives, Nepal, Pakistan, and Sri Lanka value imports on 
an f.o.b. basis. For most of the Central Asian republics, namely Armenia, 
Azerbaijan, Kyrgyz Republic, Kazakhstan, Tajikistan and Uzbekistan, all 
imports are reported on an f.o.b. basis. The 2005 data on merchandise 
exports and imports for Armenia are estimated based on the actual 
figure for the first three quarters of the year, while for Tajikistan, exports 
and imports data are based on projections. Most of the Pacific countries 
report imports on an f.o.b. basis. The only countries that record imports 
on a c.i.f. basis are Fiji Islands, Papua New Guinea, and Timor-Leste. 

Table A11: Direction of exports (% of total). Data from this table are 
sourced from IMF, Direction of Trade and Statistics, CD-ROM (January 
2006). This table shows the exports of ADB’s DMCs, except Taipei,China 
of which data on exports were sourced from CEIC Data Company 
Ltd. This table shows the percentage share of exports of each DMC to 
developing Asia excluding the PRC; PRC only; US; Japan; European 
Union (EU); and others (or rest of the world). The rest of the world is 
derived as total exports of DMCs to the world minus their exports among 
themselves and to US, Japan, and EU.

Table A13: Trade balance (US$ million). The trade balance is the 
difference between merchandise exports and merchandise imports. 
Figures on this table are based on the exports and imports levels used 
to generate Tables A10 and A12. For Samoa, data for 2004 are as of 
September only. 

Table A14: Current account balance (US$ million). The current account 
balance is the sum of the balance of trade for merchandise, net trade in 
services and factor income, and net transfers. In the case of Mongolia, 
Cambodia, Lao PDR, Viet Nam, and Bangladesh, official transfers are 
excluded from the current account balance. The 2005 data for Armenia 
is estimated based on the actual figure for the first three quarters of the 
year; while data for Tajikistan is based on projection.

Table A15: Current account balance (% of GDP). The values reported 
in Table 14 are divided by GDP at current prices in US$. In the case of 
Bhutan, GDP for the previous calendar year is used as the denominator. 

Table A16: Foreign direct investment (US$ million). Foreign direct 
investment refers to equity capital, reinvested earnings, investment in 
debt securities, and other capital associated with the transactions of 
the enterprises, net of repatriations and intercompany loan repayments. 
For the PRC, foreign direct investment refers to investments of 
foreign enterprises, economic organizations, and individuals through 
joint ventures and cooperation; reinvested earnings; and enterprises’ 
borrowings from abroad under approved investment projects. The series 
was revised to reflect actually utilized foreign direct investment. Data 
on foreign direct investment for Korea comprise equity purchases and 
long-term intercompany loans. In the case of the Lao PDR, gross capital 



Asian Development Outlook 2006    30�

flows, instead of net capital flows, are presented. For Bangladesh, only 
those capital investments passing through banking channels are reported. 
Data for the Maldives are derived from the United Nations Conference on 
Trade and Development (UNCTAD) database and refer to gross inflows. 
The 2005 data for Armenia and Kyrgyz Republic cover only the first three 
quarters of the year, while the figure for Tajikistan is based on projection. 

Table A17: External debt outstanding (US$ million). For most DMCs, 
external debt outstanding—public and private—includes medium- and 
long-term debt, short-term debt, and IMF credit. The external debt 
reported by Cambodia also excludes that owed to the Russian Federation 
and the US. For Samoa, the figure for 2005 is as of June 2005, while 
for India, the figure for 2005 is as of September 2005. The 2005 data 
for Armenia is estimated based on the actual figure for the first three 
quarters of the year. In the case of Kazakhstan, total external debt 
includes intracompany debt and its figure for 2005 is as of end-September.

Table A18: Debt service ratio (% of exports of goods and services). 
This table presents the total debt service payments of each DMC as a 
percentage of exports of goods and services. Total debt service payments 
comprise principal repayments (excluding on short-term debt) and 
interest payments on outstanding external debt. For Taipei,China, the 
debt service refers to external public debt only. Exports of goods are used 
as the denominator in the calculation of the ratio for PRC, Mongolia, 
Pakistan, Papua New Guinea, and Viet Nam. For the Philippines, exports 
of goods, services, and income are used as the denominator in the 
calculation of the ratio. For Bangladesh, the ratio represents debt service 
payments on medium- and long-term loans as a percentage of exports 
of goods, nonfactor services, and workers’ remittances. For Azerbaijan, 
the ratio represents public and publicly guaranteed external debt service 
payments as a percentage of exports of goods and nonfactor services. 

Table A19: Exchange rates to the US dollar (annual average). The 
 annual average exchange rates of the DMCs are quoted in local currencies 
per US dollar. Data for Cook Islands are end-period rates, except in 2005 
where the exchange rate is as of November only.

Table A20: Gross international reserves (US$ million). Gross 
international reserves (GIR) are defined as the US$ value of holdings 
of special drawing rights (SDR), reserve position in the IMF, foreign 
exchange, and gold at the end of a given period. Most DMCs report GIR 
without gold. However, for Southeast Asian countries, gold is included 
in the computation of gross international reserves. For a few countries, 
GIR data are reported as of the end of the fiscal year. For the PRC, and 
for Taipei,China, GIR refers to foreign exchange reserves only. For India, 
GIR refers to foreign currency assets, and data for 2005 is as of 10 March 
2006 only. For Maldives, GIR comprises foreign assets of the Maldives 
Monetary Authority. For Pakistan, GIR consists of net foreign reserves 
with the State Bank of Pakistan. For Azerbaijan, GIR includes Oil Fund 
assets. GIR data for Marshall Islands, Samoa, Solomon Islands, Tonga, 
and Vanuatu refer to gross official foreign exchange reserves. For Kiribati, 
GIR refers to total official external assets. In the case of Papua New 
Guinea, GIR includes the Bank of Papua New Guinea’s holdings of gold. 
The 2005 data for Tajikistan and Turkmenistan are staff estimates.

Tables A21, A22, and A23: Government finance. This set of tables refers 
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to the revenue and expenditure transactions as well as the fiscal balance 
of the central government. For PRC, India, Mongolia, Kazakhstan, and 
Tajikistan, transactions are those reported by the general government. 
The shares of these major fiscal items as against GDP are calculated 
for this group of tables. For Bhutan, ratios are calculated relative to the 
previous calendar year’s GDP. The 2005 data for Tajikistan covers the 
period January–October only.

Table A21: Central government expenditures (% of GDP). Central 
government expenditures comprise all nonrepayable payments to 
both current and capital expenses, plus net lending. These amounts 
are computed as a share of GDP at current prices. For Singapore, 
expenditures refer to outlays made from the Consolidated Revenue 
Account, Development Fund Account, and Sinking Fund Account 
plus lending minus repayments. For Thailand, expenditures refer to 
budgetary expenditures excluding externally financed expenditures and 
corresponding borrowing. For Bangladesh, expenditures include a residual. 
One-time expenditures are excluded but a statistical discrepancy is included 
for Pakistan. For Tuvalu, Tuvalu Trust Fund transfers are excluded. 

Table A22: Central government revenues (% of GDP). Central 
government revenues comprise all nonrepayable receipts, both 
current and capital, plus grants. These amounts are computed as a 
percentage of GDP at current prices. For Korea, revenues incorporate 
the repayment on government-guaranteed debts but exclude social 
security contributions. For Singapore, revenues refer to receipts credited 
to Consolidated Revenue Account, Development Fund Account, and 
Sinking Fund Account, including investment income, capital receipts, 
and investment adjustments. In some countries, other revenue items 
are included or excluded in the reported revenue figures: grants are 
excluded for Cambodia, Lao PDR, Malaysia, Singapore, Thailand, and 
Viet Nam; capital receipts are excluded but revenues from disinvestment 
are included for India; current revenues only are included for Bangladesh 
and Pakistan; grants and privatization proceeds are excluded for Sri 
Lanka; and Consolidated Investment Fund drawdowns are excluded for 
Tuvalu. For Kazakhstan, privatization proceeds are treated as financing 
items rather than revenues in 2002.

Table A23: Fiscal balance of central government (% of GDP). Fiscal 
balance is the difference between central government revenues and 
expenditures presented in nominal local currency. The difference is 
also computed as a share of GDP. Data variations may arise due to 
statistical discrepancies, e.g., balancing items for both central and local 
governments, and differences in the concept used in the individual 
computations of revenues and expenditures as compared with the 
calculation of the fiscal balance. For Thailand, the fiscal balance is a cash 
balance composed of the budgetary balance and nonbudgetary balance. 
Some off-budget accounts are included in the computation of the fiscal 
balance for Turkmenistan. 



Table A1  Growth rate of GDP (% per year)

2001 2002 2003 2004 2005 2006 2007

Central Asia 10.4 9.3 10.3 10.6 10.9 10.3 9.8 
Armenia 9.6 13.2 14.0 10.1 13.9 7.5 6.0 
Azerbaijan 9.9 10.6 13.3 12.7 26.4 30.5 27.3 
Kazakhstan 13.5 9.8 9.2 9.4 9.4 8.5 8.5 
Kyrgyz Republic 5.3 0.0 7.0 7.0 -0.6 5.0 5.5 
Tajikistan 10.2 9.5 10.1 10.6 6.7 8.0 6.0 
Turkmenistan 20.4 19.8 23.0 21.0 10.0 6.5 6.5 
Uzbekistan 4.2 4.2 4.4 7.7 7.0 6.2 6.0 

East Asia 5.1 7.4 7.1 8.3 7.7 7.7 7.1 
China, People’s Rep. of 8.3 9.1 10.0 10.1 9.9 9.5 8.8 
Hong Kong, China 0.6 1.8 3.2 8.6 7.3 5.5 5.0 
Korea, Rep. of 3.8 7.0 3.1 4.6 4.0 5.1 4.9 
Mongolia 1.0 4.0 5.6 10.7 6.2 6.0 5.0 
Taipei,China -2.2 4.2 3.4 6.1 4.1 4.4 4.0 

South Asia 5.1 3.7 7.7 7.2 7.8 7.3 7.5 
Afghanistan - 28.6 15.7 8.0 13.8 11.7 10.6 
Bangladesh 5.3 4.4 5.3 6.3 5.6 6.5 6.0 
Bhutan 8.6 7.1 6.8 8.7 8.8 10.0 12.0 
India 5.8 3.8 8.5 7.5 8.1 7.6 7.8 
Maldives 3.5 6.5 8.5 8.8 -5.5 9.0 6.0 
Nepal 4.8 -0.4 3.0 3.5 2.3 2.0 3.4 
Pakistan 1.8 3.1 4.8 6.4 8.4 6.5 7.3 
Sri Lanka -1.5 4.0 5.9 5.5 5.7 5.3 5.2 

Southeast Asia 1.9 4.7 5.3 6.3 5.5 5.5 5.7 
Cambodia 5.5 5.2 7.0 7.7 8.4 6.3 6.4 
Indonesia 3.8 4.3 5.0 4.9 5.6 5.4 6.0 
Lao People’s Dem. Rep. 5.8 5.9 5.8 6.9 7.2 7.3 6.5 
Malaysia 0.3 4.4 5.4 7.1 5.3 5.5 5.8 
Myanmar 11.3 12.0 13.8 13.6 12.2 - - 
Philippines 1.8 4.4 4.5 6.0 5.1 5.0 5.3 
Singapore -2.3 4.0 2.9 8.7 6.4 6.1 4.6 
Thailand 2.2 5.3 7.0 6.2 4.5 4.7 5.5 
Viet Nam 6.9 7.1 7.3 7.8 8.4 7.8 8.0 

The Pacific 1.9 0.4 2.2 3.1 2.7 2.9 3.0 
Cook Islands 4.9 2.6 8.0 4.2 3.0 3.5 3.5 
Fiji Islands 2.7 4.3 3.0 4.1 1.7 2.0 2.4 
Kiribati 4.4 2.3 -4.0 3.3 0.3 0.8 0.7 
Marshall Islands, Rep. of 5.5 4.0 1.8 0.4 3.5 4.0 3.5 
Micronesia, Fed. States of 0.3 1.1 5.1 -3.8 1.0 1.0 1.0 
Nauru - - - - - - - 
Palau 3.8 -4.7 -0.1 4.9 5.5 5.7 5.7 
Papua New Guinea -0.1 -1.0 2.9 2.9 3.0 3.2 3.0 
Samoa 6.1 1.3 3.3 3.7 5.5 2.2 5.0 
Solomon Islands -4.4 -0.7 3.6 4.5 4.4 5.0 5.0 
Timor-Leste, Dem. Rep. of 16.5 -6.7 -6.2 1.8 2.5 5.0 4.0 
Tonga 2.6 3.0 3.2 1.6 2.5 1.6 2.5 
Tuvalu 13.2 5.5 4.0 4.0 2.0 3.0 3.0 
Vanuatu -2.1 -2.8 -4.7 4.2 3.1 3.4 3.4 

Average 4.6 6.3 7.0 7.8 7.4 7.2 7.0 

- = data not available.
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Table A2  Growth rate of per capita GDP (% per year)

2001 2002 2003 2004 2005 2006 2007 Per Capita 
GNP, $, 2004

Central Asia 9.7 7.8 8.2 8.6 10.0 9.9 9.4 
Armenia 9.8 13.3 14.1 10.0 13.9 7.2 6.0 1,120 
Azerbaijan 9.1 9.7 12.4 11.6 25.1 29.5 26.3 950 
Kazakhstan 13.8 9.6 8.6 8.5 8.4 8.0 8.0 2,260 
Kyrgyz Republic 4.5 -0.8 5.9 5.9 -1.6 3.8 4.3 400 
Tajikistan 8.0 6.9 7.9 9.0 5.5 5.0 5.2 280 
Turkmenistan 16.9 - - - - - - 1,340 
Uzbekistan 3.0 3.1 3.2 6.7 6.2 4.7 4.5 460 

East Asia 4.4 6.8 6.6 7.7 7.1 7.1 6.6 
China, People’s Rep. of 7.6 8.5 9.4 9.5 9.1 8.9 8.2 1,290 
Hong Kong, China -0.3 0.9 3.0 7.4 6.4 4.5 4.0 26,810 
Korea, Rep. of 3.1 6.3 2.6 4.2 3.6 4.8 4.6 13,980 
Mongolia -0.4 2.6 4.3 9.4 4.9 4.7 3.7 590 
Taipei,China -2.9 4.2 3.0 5.6 4.0 4.0 3.6 13,989 

South Asia 3.4 1.8 5.9 5.6 6.2 5.7 5.9 
Afghanistan - - 13.6 3.3 6.9 7.8 6.8 - 
Bangladesh 5.2 3.1 3.8 4.9 4.2 4.6 4.1 440 
Bhutan 6.0 4.5 4.2 6.1 6.4 7.6 9.6 760 
India 3.9 2.0 6.6 5.8 6.5 6.1 6.3 620 
Maldives 1.7 4.8 6.8 7.3 -8.1 6.4 3.5 2,510 
Nepal 2.2 -13.6 13.5 1.3 0.1 0.0 1.4 260 
Pakistan -0.4 0.9 2.7 5.4 5.9 4.3 5.1 600 
Sri Lanka -2.9 2.5 0.6 3.9 4.1 3.8 3.6 1,010 

Southeast Asia 0.2 3.2 3.8 4.6 3.6 4.1 4.3 
Cambodia 3.6 3.3 5.0 5.6 7.4 4.7 4.8 320 
Indonesia 2.5 2.9 3.7 3.6 3.3 4.2 4.8 1,140 
Lao People’s Dem. Rep. 2.6 3.1 2.9 4.0 11.5 5.2 4.5 390 
Malaysia -1.8 2.2 2.2 4.3 2.5 3.3 3.6 4,650 
Myanmar 9.1 9.8 11.6 - - - - - 
Philippines -0.6 2.4 2.4 3.9 3.0 3.2 3.3 1,170 
Singapore -5.0 2.7 2.9 7.3 3.7 4.5 3.1 24,220 
Thailand 1.3 4.4 6.1 4.4 4.1 3.9 4.7 2,540 
Viet Nam 5.5 5.7 5.8 6.3 7.0 7.3 6.4 550 

The Pacific 0.2 -1.5 0.4 1.1 1.3 1.9 2.0 
Cook Islands 3.8 1.5 8.0 -5.6 -12.0 3.5 3.5 - 
Fiji Islands 2.1 2.9 2.1 3.4 0.7 1.3 1.7 2,690 
Kiribati 2.2 0.2 -6.0 1.2 -1.7 -1.2 -1.3 970 
Marshall Islands, Rep. of 2.9 0.6 -2.0 -3.4 0.0 0.4 0.0 2,370 
Micronesia, Fed. States of 0.0 0.5 4.3 -4.6 -0.2 0.4 0.4 1,990 
Nauru - - - - - - - - 
Palau, Rep. of 1.7 -6.8 -1.7 3.3 4.1 4.7 4.7 6,870 
Papua New Guinea -2.3 -3.2 0.8 0.8 2.6 2.8 2.6 580 
Samoa 5.1 0.4 2.5 2.9 4.8 1.8 4.6 1,860 
Solomon Islands -7.0 -3.3 0.9 1.8 1.7 2.6 2.6 550 
Timor-Leste, Dem. Rep. of 14.0 -11.1 -12.1 -5.0 -2.8 -0.4 -1.4 550 
Tonga 2.2 2.6 2.9 1.3 2.3 1.4 2.3 1,830 
Tuvalu 12.5 5.0 3.5 3.5 0.0 1.0 1.0 - 
Vanuatu -4.0 -4.8 -6.5 2.2 0.8 1.5 1.6 1,340 

Average 3.6 5.3 6.0 6.8 6.3 6.4 6.1 

- = not available.
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Table A3  Growth rate of value added in agriculture (% per year)

2001 2002 2003 2004 2005 Sector Share 2004, %

Central Asia
Armenia 11.7 3.8 4.0 14.5 11.2 22.4 
Azerbaijan 1.4 4.0 0.9 3.7 4.6 12.3 
Kazakhstan 17.1 3.4 1.4 0.1 6.7 7.9 
Kyrgyz Republic 7.3 3.1 3.2 4.1 -4.2 48.5 
Tajikistan 9.0 15.7 9.4 - - - 
Turkmenistan - - - - - - 
Uzbekistan 4.1 6.0 5.9 10.1 6.6 26.8 

East Asia
China, People’s Rep. of 2.8 2.9 2.5 6.3 5.2 9.5 
Hong Kong, China 4.1 -0.7 -5.6 2.8 2.1 0.1 
Korea, Rep. of 1.1 -3.5 -5.3 7.4 0.5 4.0 
Mongolia -18.3 -12.4 4.9 17.7 7.7 20.9 
Taipei,China -1.9 4.7 -0.1 -4.1 -4.1 1.6 

South Asia
Afghanistan - - 16.9 -17.1 10.0 38.9 
Bangladesh 3.1 0.0 3.1 4.1 2.7 23.1 
Bhutan 5.0 3.1 1.7 3.1 3.2 23.5 
India 6.2 -6.9 10.0 0.7 2.3 20.8 
Maldives 5.1 15.9 1.8 2.7 - 8.8 
Nepal 5.5 2.2 2.5 3.9 3.0 38.8 
Pakistan -2.2 0.1 4.1 2.2 7.5 23.3 
Sri Lanka -3.4 2.5 1.5 -1.8 0.5 17.7 

Southeast Asia
Cambodia 2.7 -2.8 12.2 -2.0 9.5 32.8 
Indonesia 4.1 2.8 4.8 2.1 2.5 15.0 
Lao People’s Dem. Rep. 3.8 4.0 2.2 3.5 3.0 47.1 
Malaysia -0.6 2.8 5.6 5.0 2.1 7.9 
Myanmar 8.7 6.0 11.7 - - - 
Philippines 3.7 4.0 3.2 4.9 2.0 19.6 
Singapore -2.0 -6.3 1.3 12.3 -2.5 0.1 
Thailand 3.2 0.7 11.4 -4.8 -2.4 9.3 
Viet Nam 3.0 4.2 3.6 4.4 4.0 20.4 

The Pacific
Cook Islands -2.9 9.5 28.3 15.1 - 16.7 
Fiji Islands -5.8 4.3 -3.9 3.4 - 14.6 
Kiribati 13.8 3.8 33.4 11.9 - 9.4 
Marshall Islands, Rep. of 5.0 - - - - - 
Micronesia, Fed. States of - - - - - - 
Nauru - - - - - - 
Palau, Rep. of 3.4 -2.5 -1.1 - - - 
Papua New Guinea -8.5 10.5 2.7 2.8 4.1 27.3 
Samoa -3.9 -6.5 -3.5 -6.5 - 12.3 
Solomon Islands -9.8 5.6 33.1 14.0 - 32.7 
Timor-Leste, Dem. Rep. of 8.7 6.0 -0.4 10.1 - 31.3 
Tonga 1.2 3.3 3.8 -3.3 - 25.9 
Tuvalu -2.6 -9.4 - - - - 
Vanuatu 0.5 1.7 -2.6 5.5 -0.8 19.2 

- = not available.
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Table A4  Growth rate of value added in industry (% per year)

2001 2002 2003 2004 2005 Sector Share 2004, %

Central Asia
Armenia 4.2 22.9 27.6 7.2 7.4 34.1 
Azerbaijan 12.3 17.4 19.2 19.2 19.7 55.4 
Kazakhstan 13.5 10.4 9.1 10.1 4.6 31.1 
Kyrgyz Republic 5.1 -8.3 11.7 3.2 -9.7 17.5 
Tajikistan 7.8 12.0 4.9 - - - 
Turkmenistan - - - - - - 
Uzbekistan 2.7 3.4 2.8 5.4 4.2 17.1 

East Asia
China, People’s Rep. of 8.4 9.8 12.7 11.1 11.4 66.3 
Hong Kong, China -4.2 -3.6 -5.1 -2.7 -0.8 9.4 
Korea, Rep. of 3.1 6.4 6.1 9.0 5.6 43.2 
Mongolia 15.5 3.8 4.8 15.0 -0.9 25.8 
Taipei,China -7.5 5.9 3.8 8.7 5.2 28.8 

South Asia
Afghanistan - - 11.9 32.4 16.5 24.0 
Bangladesh 7.4 6.5 7.3 7.6 8.4 27.7 
Bhutan 13.1 14.4 8.8 12.7 12.0 44.1 
India 2.7 7.0 7.6 8.6 9.0 26.0 
Maldives 8.1 10.4 8.3 5.0 - 14.5 
Nepal 3.2 -2.9 3.3 1.1 1.4 22.4 
Pakistan 3.6 2.6 4.7 12.0 10.2 24.1 
Sri Lanka -2.1 1.0 5.5 5.4 6.1 26.5 

Southeast Asia
Cambodia 11.2 17.3 11.9 16.1 8.5 30.7 
Indonesia 2.7 4.4 3.8 3.7 4.3 44.5 
Lao People’s Dem. Rep. 10.1 10.1 11.5 12.5 13.0 27.3 
Malaysia -3.8 4.3 7.1 7.9 3.9 42.5 
Myanmar 21.8 35.0 20.7 - - - 
Philippines -2.5 3.9 3.6 5.2 5.3 33.2 
Singapore -9.0 4.0 1.1 10.5 7.8 31.2 
Thailand 1.7 7.1 9.5 8.0 5.7 46.7 
Viet Nam 10.4 9.5 10.5 10.2 10.6 39.4 

The Pacific
Cook Islands 13.3 -0.3 16.2 14.1 - 9.9 
Fiji Islands 9.1 2.9 5.1 4.5 - 25.6 
Kiribati 25.8 -4.9 -1.1 1.8 - 11.5 
Marshall Islands, Rep. of 3.7 - - - - - 
Micronesia, Fed. States of - - - - - - 
Nauru - - - - - - 
Palau, Rep. of 6.3 -5.0 0.5 - - - 
Papua New Guinea 5.0 -10.2 2.7 2.8 - 39.5 
Samoa 12.1 -1.9 6.5 6.0 - 22.6 
Solomon Islands -17.4 4.0 4.5 6.0 - 9.3 
Timor-Leste, Dem. Rep. of 18.5 -3.4 -4.9 2.2 - 4.2 
Tonga 1.2 5.0 2.4 -1.0 - 16.0 
Tuvalu 10.3 6.5 - - - - 
Vanuatu -4.6 -5.9 -3.2 3.5 3.4 8.8 

- = not available.
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Table A5  Growth rate of value added in services (% per year)

2001 2002 2003 2004 2005 Sector Share 2004, %

Central Asia
Armenia 11.2 16.8 10.3 12.4 10.8 35.1 
Azerbaijan 5.9 4.1 11.5 7.3 30.0 32.8 
Kazakhstan 13.0 10.9 10.4 10.8 10.5 57.5 
Kyrgyz Republic 3.3 4.2 7.3 11.9 8.1 34.0 
Tajikistan 12.4 3.5 13.6 - - - 
Turkmenistan - - - - - - 
Uzbekistan 5.2 4.3 4.8 7.3 10.3 41.2 

East Asia
China, People’s Rep. of 10.2 10.4 9.5 10.0 9.6 24.2 
Hong Kong, China 1.8 2.8 4.5 9.9 8.0 90.5 
Korea, Rep. of 4.8 7.8 1.6 1.3 3.0 52.8 
Mongolia 6.1 11.6 6.1 6.3 9.1 53.3 
Taipei,China 0.1 3.6 3.4 5.3 3.8 69.5 

South Asia
Afghanistan - - 13.8 34.6 14.7 37.1 
Bangladesh 5.5 5.4 5.4 5.7 6.5 49.2 
Bhutan 8.3 1.2 10.2 7.9 8.1 32.4 
India 7.1 7.3 8.2 9.9 9.8 53.2 
Maldives 2.4 4.7 9.5 9.0 - 75.8 
Nepal 5.3 -1.3 3.4 4.8 2.4 38.8 
Pakistan 3.1 4.8 5.2 6.0 7.9 52.6 
Sri Lanka -0.5 6.0 7.8 8.1 7.1 55.8 

Southeast Asia
Cambodia 3.8 4.4 0.2 9.2 7.5 36.5 
Indonesia 5.0 4.7 6.5 7.3 8.1 40.5 
Lao People’s Dem. Rep. 5.7 5.7 7.2 7.5 8.0 25.6 
Malaysia 6.2 6.5 4.5 6.7 6.6 49.6 
Myanmar 12.9 14.8 14.5 - - - 
Philippines 4.3 5.1 5.8 7.1 6.3 47.2 
Singapore 2.0 3.9 3.3 7.3 5.8 68.7 
Thailand 2.4 4.6 3.6 6.9 4.6 44.0 
Viet Nam 6.1 6.5 6.5 7.3 8.5 40.3 

The Pacific 
Cook Islands 5.0 1.7 3.5 2.4 - 73.3 
Fiji Islands 3.1 4.3 3.2 3.6 - 59.8 
Kiribati -1.2 0.0 -5.7 3.7 - 79.2 
Marshall Islands, Rep. of -1.5 - - - - - 
Micronesia, Fed. States of - - - - - - 
Nauru - - - - - - 
Palau, Rep. of 3.5 -4.8 -0.1 - - - 
Papua New Guinea 1.1 3.3 2.7 1.7 - 33.2 
Samoa 6.8 4.5 3.9 5.0 - 65.1 
Solomon Islands -5.7 -5.8 -3.9 2.6 - 58.0 
Timor-Leste, Dem. Rep. of 19.3 -11.1 -8.5 -1.8 - 64.5 
Tonga 3.5 2.0 3.0 4.8 - 58.1 
Tuvalu 6.3 3.4 - - - - 
Vanuatu -1.8 -3.9 -5.1 3.7 3.9 72.0 

- = not available.
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Table A6  Unemployment rate (%)

2001 2002 2003 2004 2005

Central Asia
Armenia 10.4 10.8 10.1 9.6 8.1 
Azerbaijan 1.3 1.3 1.4 1.4 1.5 
Kazakhstan 10.4 9.4 8.8 8.4 7.8 
Kyrgyz Republic 7.8 8.6 9.0 9.0 9.0 
Tajikistan 2.3 2.2 2.2 1.8 - 
Turkmenistan 2.6 2.5 2.5 - - 
Uzbekistan 0.3 0.3 0.2 0.2 - 

East Asia
China, People’s Rep. of 0.9 1.0 1.2 1.1 1.1 
Hong Kong, China 5.1 7.3 7.9 6.8 5.6 
Korea, Rep. of 3.8 3.1 3.4 3.5 3.7 
Mongolia 4.6 3.4 2.6 3.6 - 
Taipei,China 4.6 5.2 5.0 4.4 4.1 

South Asia
Afghanistan 3.9 3.9 3.8 3.8 - 
Bangladesh - - - - - 
Bhutan - - - - - 
India - - - - - 
Maldives 2.0 - - - - 
Nepal - - - - - 
Pakistan 7.8 8.3 8.3 7.7 7.7 
Sri Lanka 7.9 8.8 8.4 8.3 8.8 

Southeast Asia
Cambodia 0.5 - - - - 
Indonesia 8.1 9.1 9.6 9.9 10.3 
Lao People’s Dem. Rep. - - - - - 
Malaysia 3.6 3.4 3.6 3.5 3.5 
Myanmar - - - - - 
Philippines 11.1 11.4 11.3 11.8 11.4 
Singapore 2.7 3.6 4.0 3.4 3.2 
Thailand 3.3 2.4 2.2 2.1 1.4 
Viet Nam 6.3 6.0 5.8 5.6 5.1 

The Pacific
Cook Islands - - - - - 
Fiji Islands - - - - - 
Kiribati - - - - - 
Marshall Islands, Rep. of - - - - - 
Micronesia, Fed. States of - - - - - 
Nauru - - - - - 
Palau, Rep. of - - - - - 
Papua New Guinea - - - - - 
Samoa - - - - - 
Solomon Islands - - - - - 
Timor-Leste, Dem. Rep. of - - - - - 
Tonga - - - - - 
Tuvalu - - - - - 
Vanuatu - 

- = not available.
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Table A7  Gross domestic investment (% of GDP)

2001 2002 2003 2004 2005

Central Asia
Armenia 19.8 21.7 24.3 23.9 33.3 
Azerbaijan 20.7 34.6 53.2 54.5 44.3 
Kazakhstan 26.9 27.3 25.9 24.0 7.9 
Kyrgyz Republic 19.6 20.3 20.5 20.9 21.6 
Tajikistan 16.6 13.9 13.1 18.0 - 
Turkmenistan 42.0 - - - - 
Uzbekistan 21.1 21.2 20.8 23.9 - 

East Asia
China, People’s Rep. of 34.2 35.2 38.0 39.3 43.5 
Hong Kong, China 25.3 22.8 21.9 21.8 20.5 
Korea, Rep. of 29.3 29.1 30.0 30.2 30.1 
Mongolia 36.1 32.2 38.0 36.5 35.5 
Taipei,China 18.4 17.4 17.4 21.5 20.2 

South Asia
Afghanistan - 34.5 42.1 45.2 43.1 
Bangladesh 23.1 23.1 23.4 24.0 24.4 
Bhutan 65.1 63.1 63.1 - - 
India 23.0 25.3 27.2 30.1 - 
Maldives 28.1 25.5 26.9 38.1 - 
Nepal 24.1 24.2 25.8 26.4 25.7 
Pakistan 17.2 16.8 16.9 17.3 16.8 
Sri Lanka 22.0 21.3 22.3 25.8 27.0 

Southeast Asia
Cambodia 18.7 20.1 25.1 25.8 26.4 
Indonesia 23.5 20.4 17.3 21.3 21.3 
Lao People’s Dem. Rep. - - - - - 
Malaysia 23.9 24.0 21.6 22.6 19.8 
Myanmar 11.6 10.1 11.0 - - 
Philippines 19.0 17.7 16.7 17.1 15.7 
Singapore 26.5 23.7 15.6 19.4 18.6 
Thailand 24.1 23.8 24.9 27.1 31.6 
Viet Nam 31.2 33.2 35.4 35.5 35.4 

The Pacific
Cook Islands - - - - - 
Fiji Islands 13.7 14.8 15.8 16.6 - 
Kiribati - - - - - 
Marshall Islands, Rep. of 53.6 52.1 - - - 
Micronesia, Fed. States of - - - - - 
Nauru - - - - - 
Palau, Rep. of - - - - - 
Papua New Guinea 23.0 21.4 - - - 
Samoa - - - - - 
Solomon Islands - - - - - 
Timor-Leste, Dem. Rep. of 41.8 35.7 31.3 28.4 - 
Tonga 18.5 20.4 18.9 17.5 - 
Tuvalu - - - - - 
Vanuatu 20.0 20.9 - - - 

- = not available.
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Table A8  Inflation (% per year)

2001 2002 2003 2004 2005 2006 2007

Central Asia 13.8 10.6 6.7 5.8 7.4 7.9 6.3 
Armenia 3.1 1.1 4.7 7.0 0.6 3.0 3.0 
Azerbaijan 1.5 2.8 2.2 6.7 9.6 13.0 7.0 
Kazakhstan 8.4 5.9 6.6 6.9 7.6 7.3 7.0 
Kyrgyz Republic 6.9 2.0 3.0 4.0 4.4 4.5 4.3 
Tajikistan 38.6 10.2 17.1 7.1 7.1 7.0 5.0 
Turkmenistan 11.6 8.8 5.6 5.9 - - - 
Uzbekistan 27.4 27.6 10.3 1.6 7.8 9.2 6.0 

East Asia 1.2 0.0 1.3 3.3 2.0 2.4 2.7 
China, People’s Rep. of 0.7 -0.8 1.2 3.9 1.8 2.3 3.0 
Hong Kong, China -1.6 -3.0 -2.5 -0.4 1.1 2.5 2.5 
Korea, Rep. of 4.1 2.7 3.6 3.6 2.7 3.0 2.8 
Mongolia 8.2 0.2 5.0 8.2 12.7 5.5 5.0 
Taipei,China 0.0 -0.2 -0.3 1.6 2.3 1.6 1.3 

South Asia 3.8 3.5 5.1 6.2 5.3 6.1 5.4 
Afghanistan - - 10.2 16.3 10.0 8.0 5.0 
Bangladesh 1.9 2.8 4.4 5.8 6.5 7.5 6.0 
Bhutan - 2.9 2.1 3.6 4.8 5.5 6.0 
India 3.7 3.4 5.5 6.5 4.5 5.5 5.0 
Maldives 0.7 0.9 -2.9 6.4 3.3 2.8 2.5 
Nepal 2.4 2.9 4.8 4.0 4.5 8.0 6.5 
Pakistan 4.4 3.5 3.1 4.6 9.3 8.5 7.6 
Sri Lanka 12.1 10.2 2.6 7.9 11.6 9.0 8.0 

Southeast Asia 4.7 4.5 4.3 4.3 6.3 7.3 4.9 
Cambodia 0.3 3.3 1.2 3.9 5.8 4.5 3.5 
Indonesia 11.5 11.9 9.8 6.5 10.5 14.0 7.5 
Lao People’s Dem. Rep. 7.8 10.7 15.5 10.5 7.2 9.0 9.0 
Malaysia 1.4 1.8 1.2 1.4 3.0 3.5 3.3 
Myanmar 21.2 57.0 36.6 - - - - 
Philippines 6.1 2.9 3.5 6.0 7.6 6.8 6.5 
Singapore 1.0 -0.4 0.5 1.7 0.4 1.7 1.6 
Thailand 1.6 0.6 1.8 2.8 4.5 4.0 3.0 
Viet Nam -0.4 3.8 3.1 7.8 8.3 6.0 5.0 

The Pacific 6.5 6.7 8.5 3.4 2.6 2.9 2.8 
Cook Islands 8.7 3.4 2.0 0.9 1.7 2.0 2.0 
Fiji Islands 4.3 0.8 4.2 2.8 2.4 2.7 2.7 
Kiribati 7.1 1.6 2.6 2.5 - - - 
Marshall Islands, Rep. of 1.8 -0.4 -0.9 2.0 3.5 2.9 2.4 
Micronesia, Fed. States of 0.5 -0.1 0.1 2.5 2.5 2.5 2.5 
Nauru - - - - - - - 
Palau, Rep. of 0.4 -1.3 0.9 5.0 3.0 2.5 2.0 
Papua New Guinea 9.3 11.8 14.7 2.2 1.7 2.4 2.4 
Samoa 3.8 8.1 0.1 16.3 8.0 6.0 4.0 
Solomon Islands 6.9 10.2 10.0 7.1 6.9 7.0 7.0 
Timor-Leste, Dem. Rep. of 3.6 4.8 7.1 3.2 1.8 2.0 2.0 
Tonga 8.3 10.4 11.6 11.0 8.0 8.0 8.0 
Tuvalu 4.6 0.0 6.7 2.1 2.8 2.8 2.8 
Vanuatu 3.6 2.0 3.0 1.8 2.6 2.5 2.5 

Average 2.5 1.5 2.6 4.1 3.4 4.0 3.7 

- = not available.
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Table A9  Change in money supply (% per year)

2001 2002 2003 2004 2005

Central Asia
Armenia 4.4 28.8 15.1 22.3 27.8 
Azerbaijan -13.5 14.4 29.8 47.5 32.0 
Kazakhstan 16.3 47.4 39.1 24.0 25.0 
Kyrgyz Republic 11.3 34.1 33.5 32.0 9.9 
Tajikistan 33.4 43.8 31.9 3.3 17.6 
Turkmenistan 17.5 -2.5 57.7 14.7 - 
Uzbekistan 54.3 29.7 27.1 47.8 56.1 

East Asia
China, People’s Rep. of 17.6 16.9 19.6 14.5 18.0 
Hong Kong, China -2.7 -0.9 8.4 9.3 5.1 
Korea, Rep. of 8.1 14.0 3.0 5.2 6.6 
Mongolia 27.9 42.0 49.6 20.4 38.1 
Taipei,China 4.4 2.6 5.8 7.4 6.5 

South Asia
Afghanistan - - 50.5 31.9 26.9 
Bangladesh 16.6 13.1 15.6 13.8 16.8 
Bhutan 5.5 17.6 28.7 4.0 10.7 
India 14.1 14.7 16.7 12.4 16.3 
Maldives 9.0 18.4 14.5 32.7 11.7 
Nepal 15.2 4.4 9.8 12.8 8.3 
Pakistan 9.0 15.4 18.0 19.6 19.3 
Sri Lanka 13.6 13.4 15.3 19.5 16.6 

Southeast Asia
Cambodia 20.4 31.1 15.3 30.0 16.1 
Indonesia 13.0 4.7 8.1 8.1 16.4 
Lao People’s Dem. Rep. 20.1 27.0 19.2 22.9 8.1 
Malaysia 2.2 5.8 11.1 25.4 15.4 
Myanmar 43.2 18.4 11.0 33.3 9.5 
Philippines 6.8 9.5 3.3 9.2 9.0 
Singapore 5.9 -0.3 8.1 6.2 6.2 
Thailand 4.2 2.6 4.9 5.4 9.4 
Viet Nam 25.5 17.6 21.0 30.0 27.0 

The Pacific
Cook Islands 14.4 3.2 9.9 9.6 -5.2 
Fiji Islands -3.1 7.9 25.2 10.3 - 
Kiribati -3.9 29.0 - - - 
Marshall Islands, Rep. of - - - - - 
Micronesia, Fed. States of 6.0 -12.0 -3.7 -0.1 - 
Nauru - - - - - 
Palau, Rep. of - - - - - 
Papua New Guinea 1.9 4.4 -3.6 30.2 21.7 
Samoa 20.1 3.6 6.6 12.7 - 
Solomon Islands -13.3 3.9 25.4 19.5 - 
Timor-Leste, Dem. Rep. of 155.5 6.8 32.4 16.2 - 
Tonga 26.6 7.8 13.4 18.6 12.1 
Tuvalu - - - - - 
Vanuatu - -3.5 -10.4 -4.8 - 

- = not available.
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Table A10  Growth rate of merchandise exports (% per year)

2001 2002 2003 2004 2005 2006 2007

Central Asia -1.8 8.9 25.3 42.2 40.2 16.3 17.1 
Armenia 13.9 45.5 35.5 6.1 28.2 9.1 11.8 
Azerbaijan 13.7 12.7 13.9 42.6 87.1 76.1 42.1 
Kazakhstan -3.9 12.3 31.6 55.5 40.0 8.0 10.0 
Kyrgyz Republic -6.0 3.7 18.5 24.2 -6.4 15.5 8.1 
Tajikistan -17.3 7.3 14.3 36.2 3.3 6.0 6.0 
Turkmenistan 4.5 9.0 10.7 9.6 42.6 - - 
Uzbekistan -6.6 -8.4 29.1 31.6 17.9 8.0 2.9 

East Asia -5.8 12.1 22.5 28.0 19.0 15.2 12.8 
China, People’s Rep. of 6.8 22.4 34.6 35.4 28.4 20.0 17.0 
Hong Kong, China -5.8 4.9 12.1 15.9 11.2 11.0 9.0 
Korea, Rep. of -14.0 7.9 20.7 30.6 12.1 11.0 8.0 
Mongolia 12.3 3.2 16.1 36.0 23.4 - - 
Taipei,China -17.3 6.4 10.5 20.7 8.8 9.0 7.4 

South Asia 0.1 12.9 20.5 21.4 14.9 16.9 15.7 
Afghanistan - - 46.7 -12.6 14.3 4.0 -10.8 
Bangladesh 12.6 -7.6 9.5 15.9 14.0 13.0 12.0 
Bhutan -12.9 4.1 8.9 39.7 18.0 - - 
India -1.6 20.3 23.3 23.9 15.8 17.0 17.0 
Maldives 1.4 20.1 14.9 19.1 -10.5 - - 
Nepal 11.7 -20.3 -13.8 14.8 10.3 10.2 12.5 
Pakistan 9.1 2.3 20.1 13.5 16.0 20.0 13.0 
Sri Lanka -12.8 -2.4 9.2 12.7 8.9 8.0 8.0 

Southeast Asia -10.1 5.8 12.8 20.6 14.7 12.8 10.5 
Cambodia 12.1 11.7 15.5 22.1 9.3 9.0 8.9 
Indonesia -12.3 3.1 8.4 12.6 20.1 12.1 11.9 
Lao People’s Dem. Rep. -3.3 -5.9 7.2 12.7 48.6 8.0 8.0 
Malaysia -10.6 7.2 11.0 20.9 12.0 17.8 15.1 
Myanmar 43.0 -3.9 12.6 8.2 - - - 
Philippines -16.2 9.9 2.7 9.8 3.7 5.1 8.0 
Singapore -10.5 5.2 15.0 24.3 15.7 9.5 6.0 
Thailand -7.1 4.8 18.2 21.6 15.0 15.3 12.0 
Viet Nam 6.5 7.4 20.4 30.3 20.5 18.0 15.0 

The Pacific -11.2 -2.6 29.6 11.9 22.5 - - 
Cook Islands 6.7 14.3 38.7 0.8 0.0 - - 
Fiji Islands -9.2 5.3 21.6 1.1 -3.2 - - 
Kiribati -33.1 7.8 44.2 14.6 -10.5 - - 
Marshall Islands, Rep. of 13.6 14.0 24.6 10.6 5.1 - - 
Micronesia, Fed. States of 26.4 -14.7 -9.2 -9.3 -9.2 - - 
Nauru - - - - - - - 
Palau, Rep. of 62.3 8.9 -58.7 5.3 - - - 
Papua New Guinea -13.7 -9.5 34.4 15.6 31.2 - - 
Samoa 10.8 19.1 5.7 6.9 - - - 
Solomon Islands -32.0 22.6 28.9 31.2 - - - 
Timor-Leste, Dem. Rep. of -20.0 50.0 16.7 14.3 25.0 - - 
Tonga 9.5 49.0 -1.1 -21.2 15.9 - - 
Tuvalu - - - - - - - 
Vanuatu - - 32.4 43.3 -0.4 - - 

Average -6.9 10.0 19.4 25.6 17.9 14.7 12.4 

- = not available.
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Table A11  Direction of Exports (% of total)  

                                    
                                   To
      From

DMCs People’s Rep. 
of China

Japan United States European 
Union

Others

1995 2004 1995 2004 1995 2004 1995 2004 1995 2004 1995 2004

Central Asia 16.9 8.0 3.2 8.1 1.3 1.0 0.9 2.4 28.1 32.7 49.7 47.8 
Armenia 19.8 1.7 0.0 0.3 0.0 0.1 0.2 8.1 22.3 44.1 57.7 45.7 
Azerbaijan 6.7 13.8 0.3 1.5 0.0 0.0 0.2 1.8 19.0 56.8 73.8 26.1 
Kazakhstan 9.4 5.6 5.7 9.9 0.9 1.1 0.8 2.5 26.6 35.2 56.7 45.7 
Kyrgyz Republic 47.3 22.4 0.6 12.0 0.0 0.1 0.5 1.2 16.3 4.2 35.2 60.1 
Tajikistan 20.7 11.1 0.8 0.0 1.1 0.0 2.0 0.1 53.5 54.4 22.0 34.5 
Turkmenistan 23.2 5.0 0.4 0.3 0.0 0.0 1.7 2.1 26.7 12.0 48.0 80.6 
Uzbekistan 22.2 22.9 2.4 14.7 3.7 3.1 0.5 3.2 29.8 18.5 41.6 37.6 

East Asia 26.4 25.0 11.9 15.5 12.3 9.6 20.0 18.8 13.9 16.0 15.5 15.1 
China, People’s Rep. of 37.6 31.4 0.0 0.0 19.1 12.4 16.6 21.1 13.6 18.1 13.0 17.0 
Hong Kong, China 9.6 9.6 33.3 44.0 6.1 5.3 21.8 17.0 15.3 14.0 13.9 10.1 
Korea, Rep. of 23.9 19.0 7.0 19.7 13.0 8.6 18.5 17.0 13.3 15.0 24.3 20.8 
Mongolia 22.4 3.9 16.4 47.8 9.9 3.9 5.5 17.9 15.0 21.5 30.9 5.0 
Taipei,China 40.4 35.4 0.3 19.9 11.8 7.7 23.7 16.5 12.7 13.0 11.0 7.5 

South Asia 18.4 19.6 1.0 4.4 6.5 2.2 19.5 19.2 29.9 25.7 24.8 28.9 
Afghanistan 55.9 50.1 9.2 0.4 0.6 0.5 3.2 12.4 20.6 20.3 10.5 16.3 
Bangladesh 8.2 4.4 0.6 0.4 3.3 0.8 31.9 22.4 44.8 51.2 11.2 20.8 
Bhutan - - - - - - - - - - - - 
India 20.2 22.0 0.9 5.5 7.0 2.5 17.4 17.0 27.5 21.9 27.0 31.1 
Maldives 31.4 42.2 0.0 0.0 5.7 11.7 19.2 26.5 38.4 19.3 5.3 0.3 
Nepal 9.8 49.3 0.1 1.2 0.5 1.1 30.5 22.7 53.3 18.2 5.8 7.5 
Pakistan 19.6 15.8 1.5 2.3 6.8 1.2 15.1 23.5 31.0 30.3 26.1 27.0 
Sri Lanka 8.9 12.7 0.1 0.4 5.3 2.7 35.6 32.4 32.4 32.4 17.7 19.5 

Southeast Asia 35.7 35.5 2.7 7.5 13.9 12.0 18.7 15.6 14.7 14.6 14.2 14.8 
Cambodia 74.0 8.0 1.5 1.1 1.9 3.5 1.4 55.9 14.5 25.9 6.7 5.7 
Indonesia 25.9 31.3 3.8 6.4 27.1 22.3 13.9 12.3 15.2 12.6 14.0 15.0 
Lao People’s Dem. Rep. 55.0 33.2 2.8 2.1 1.7 1.3 1.7 0.6 10.9 28.6 27.9 34.2 
Malaysia 37.8 38.0 2.6 6.7 12.5 10.1 20.8 18.8 14.4 12.6 12.0 13.9 
Myanmar 51.1 60.2 11.3 5.9 7.1 5.2 6.6 0.0 6.1 15.8 17.7 12.9 
Philippines 21.1 28.3 1.2 6.7 15.8 20.1 35.8 18.2 17.7 17.2 8.4 9.5 
Singapore 43.5 41.9 2.3 8.6 7.8 6.4 18.3 13.0 13.9 14.5 14.3 15.6 
Thailand 29.2 31.1 2.9 7.4 16.6 14.0 17.6 16.1 16.1 14.9 17.7 16.5 
Viet Nam 28.8 17.5 6.4 9.0 26.0 13.6 3.0 20.2 12.6 23.6 23.2 16.1 

The Pacific 14.0 13.1 1.9 4.6 19.8 5.9 3.2 4.9 17.1 10.6 44.1 60.8 
Cook Islands - - - - - - - - - - - - 
Fiji Islands 13.7 17.6 1.0 0.5 5.8 4.1 11.5 24.0 24.5 13.6 43.4 40.2 
Kiribati 44.5 7.2 0.0 0.0 17.0 29.2 10.5 9.1 25.9 51.9 2.1 2.6 
Marshall Islands, Rep of - - - - - - - - - - - - 
Micronesia, Fed. States of - - - - - - - - - - - - 
Nauru 15.3 17.5 0.0 0.0 1.5 7.2 0.0 0.0 2.2 28.8 81.0 46.5 
Palau - - - - - - - - - - - - 
Papua New Guinea 12.9 8.4 2.3 4.6 21.2 5.8 1.6 1.2 16.3 10.0 45.7 70.0 
Samoa 1.5 7.1 0.0 0.9 1.8 1.1 0.9 5.7 2.1 4.3 93.7 80.8 
Solomon Islands 35.5 47.5 0.4 27.8 46.6 9.7 2.4 1.9 10.3 7.4 4.8 5.8 
Timor-Leste, Dem. Rep. of - - - - - - - - - - - - 
Tonga 1.6 4.3 0.0 18.7 47.8 37.1 25.8 17.7 0.0 1.9 24.7 20.2 
Tuvalu 17.4 14.4 0.0 0.0 0.3 0.0 0.0 0.0 22.6 82.0 59.6 3.6 
Vanuatu 8.3 69.3 0.0 4.9 25.1 7.5 0.0 0.9 37.9 11.3 28.7 6.1 

DMCs 29.0 27.4 8.1 12.6 12.4 9.7 19.3 17.6 15.1 16.3 16.1 16.4 

- = not available.
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Table A12  Growth rate of merchandise imports (% per year)

2001 2002 2003 2004 2005 2006 2007

Central Asia 14.2 -6.8 8.0 48.6 34.2 22.5 17.2 
Armenia 0.0 14.1 28.1 5.8 23.8 10.7 9.0 
Azerbaijan -4.8 24.5 49.3 31.5 20.1 28.0 0.0 
Kazakhstan 11.1 1.6 16.9 53.0 37.0 24.0 15.0 
Kyrgyz Republic -13.1 25.4 31.1 25.0 24.0 1.2 6.3 
Tajikistan -7.3 6.5 21.9 23.5 13.2 - - 
Turkmenistan 34.8 -9.8 5.8 30.1 24.7 - - 
Uzbekistan 4.6 -14.4 10.0 27.3 21.7 23.0 7.7 

East Asia -6.6 10.4 23.8 28.7 14.4 15.4 12.4 
China, People’s Rep. of 8.1 21.3 39.8 35.8 17.6 20.0 17.0 
Hong Kong, China -5.5 3.1 12.2 17.0 10.2 10.6 8.6 
Korea, Rep. of -13.4 7.7 18.0 25.6 16.1 14.6 8.3 
Mongolia 12.8 8.6 9.8 22.4 13.4 - - 
Taipei,China -23.7 3.4 12.2 32.5 8.5 8.2 7.0 

South Asia -1.7 7.9 21.4 40.5 28.2 21.7 19.5 
Afghanistan - - 50.9 2.1 14.0 9.6 -5.2 
Bangladesh 11.4 -8.7 13.1 13.0 20.6 15.0 16.0 
Bhutan -8.3 9.9 1.7 29.2 67.6 - - 
India -2.8 14.5 24.1 48.5 30.0 21.2 21.0 
Maldives 1.3 -0.5 20.2 36.9 15.5 - - 
Nepal 6.7 -15.3 7.1 15.9 0.1 15.3 20.0 
Pakistan 6.2 -7.5 20.1 21.2 38.0 30.0 15.0 
Sri Lanka -18.4 2.2 9.3 19.3 13.0 7.0 6.0 

Southeast Asia -10.3 5.6 10.4 24.6 16.8 14.0 12.6 
Cambodia 8.0 10.7 10.4 24.7 17.1 13.0 12.0 
Indonesia -14.1 2.8 10.9 28.0 26.2 17.0 17.0 
Lao People’s Dem. Rep. -4.7 -12.4 1.9 56.4 23.8 12.0 10.0 
Malaysia -10.3 8.3 4.8 25.5 9.3 22.4 18.9 
Myanmar 13.4 -16.1 1.3 -10.6 - - - 
Philippines -13.3 6.3 3.1 8.0 7.4 6.6 8.5 
Singapore -13.7 3.3 8.4 27.2 15.7 9.5 6.2 
Thailand -3.0 4.6 17.4 25.7 26.0 15.0 15.0 
Viet Nam 6.0 19.5 37.4 26.0 16.0 15.0 15.0 

The Pacific -0.3 6.9 20.2 17.5 13.4 - - 
Cook Islands -1.7 16.3 41.8 2.1 -13.5 - - 
Fiji Islands 3.5 1.7 33.8 19.8 6.5 - - 
Kiribati -8.9 12.7 21.7 11.4 1.0 - - 
Marshall Islands, Rep. of 56.6 -11.1 9.8 -5.7 17.4 - - 
Micronesia, Fed. States of -3.5 0.0 21.6 9.1 2.3 - - 
Nauru - - - - - - - 
Palau, Rep. of -24.7 1.0 -8.8 56.4 - - - 
Papua New Guinea -6.4 14.6 10.3 22.4 29.4 - - 
Samoa 8.8 0.9 14.8 10.5 - - - 
Solomon Islands -11.5 -41.8 47.7 3.2 42.0 - - 
Timor-Leste, Dem. Rep. of 17.4 -6.3 -16.9 -8.6 5.9 - - 
Tonga -1.6 -0.3 21.1 11.5 27.5 - - 
Tuvalu - - - - - - - 
Vanuatu - - 16.8 22.2 11.0 - - 

Average -7.2 8.5 19.5 28.6 16.4 15.7 13.2 

- = not available.
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Table A13  Trade balance (US$ million)

2001 2002 2003 2004 2005 2006 2007

Central Asia 1,856 3,296 5,055 7,914 13,871 14,297 18,843 
Armenia -420 -369 -434 -458 -534 -607 -633 
Azerbaijan 581 482 -98 162 2,701 6,825 12,018 
Kazakhstan 1,321 2,301 4,171 6,786 9,817 7,576 7,159 
Kyrgyz Republic 40 -54 -134 -171 -435 -342 -350 
Tajikistan -121 -124 -204 -151 -279 - - 
Turkmenistan 271 736 919 545 1,301 - - 
Uzbekistan 185 324 835 1,202 1,300 845 650 

East Asia 58,868 77,872 85,520 103,210 177,182 201,858 233,468 
China, People’s Rep. of 34,017 44,167 44,652 58,983 133,450 160,141 187,364 
Hong Kong, China -8,331 -5,053 -5,775 -9,311 -7,631 -7,250 -6,525 
Korea, Rep. of 13,488 14,777 21,952 37,569 33,473 28,000 29,372 
Mongolia -170 -213 -200 -159 -95 - - 
Taipei,China 19,864 24,193 24,891 16,128 17,985 20,967 23,256 

South Asia -17,084 -15,149 -19,072 -43,923 -71,540 -91,254 -114,464 
Afghanistan - -1,218 -1,892 -2,211 -2,515 -2,863 -2,824 
Bangladesh -2,011 -1,768 -2,215 -2,319 -3,297 -3,963 -4,985 
Bhutan -70 -83 -77 -87 -225 - - 
India -11,574 -10,690 -13,718 -36,629 -59,342 -75,992 -96,402 
Maldives -236 -212 -262 -386 -494 - - 
Nepal -766 -695 -902 -1,052 -978 -1,169 -1,471 
Pakistan -1,269 -294 -359 -1,279 -4,515 -7,315 -8,759 
Sri Lanka -1,158 -1,407 -1,539 -2,170 -2,690 -2,815 -2,848 

Southeast Asia 53,014 56,966 73,279 72,944 72,064 74,132 67,970 
Cambodia -523 -563 -533 -718 -1,034 -1,276 -1,521 
Indonesia 22,697 23,513 24,562 21,552 22,784 22,412 21,269 
Lao People’s Dem. Rep. -191 -146 -133 -349 -342 -405 -457 
Malaysia 18,383 18,978 25,727 27,493 33,391 34,324 34,335 
Myanmar 223 503 790 1,232 - - - 
Philippines -6,265 -5,530 -5,851 -5,684 -7,546 -8,634 -9,579 
Singapore 15,722 18,767 29,558 32,899 37,953 41,558 43,626 
Thailand 2,494 2,739 3,759 1,460 -8,578 -9,537 -14,745 
Viet Nam 473 -1,295 -4,600 -4,940 -4,564 -4,311 -4,958 

The Pacific -31 -286 -31 -223 -33 - - 
Cook Islands 14 15 19 17 32 - - 
Fiji Islands -351 -337 -520 -751 -867 - - 
Kiribati -28 -32 -38 -42 -43 - - 
Marshall Islands, Rep. of -69 -59 -63 -57 -69 - - 
Micronesia, Fed. States of -87 -90 -113 -126 -130 - - 
Nauru - - - - - - - 
Palau, Rep. of -77 -76 -80 -129 - - - 
Papua New Guinea 875 563 1,017 1,095 1,464 - - 
Samoa 56 81 79 81 - - - 
Solomon Islands -34 10 4 25 -40 - - 
Timor-Leste, Dem. Rep. of -280 -260 -214 -194 -204 - - 
Tonga -50 -44 -57 -69 -90 - - 
Tuvalu - - - - - - - 
Vanuatu - -58 -65 -74 -86 - - 

Total 96,623 122,698 144,750 139,922 191,545 199,033 205,817 

- = not available.



32�    Asian Development Outlook 2006

Table A14  Current account balance (US$ million)

2001 2002 2003 2004 2005 2006 2007

Central Asia -1,730 -1,308 -1,399 -1,130 1,420 3,655 8,629 
Armenia -200 -148 -189 -162 -152 -213 -242 
Azerbaijan -50 -769 -2,021 -2,585 -152 2,865 8,112 
Kazakhstan -1,390 -1,024 -273 530 750 479 395 
Kyrgyz Republic -19 -35 -81 -75 -197 -124 -117 
Tajikistan -74 -32 -20 -83 -86 -118 -129 
Turkmenistan 115 583 304 82 - - - 
Uzbekistan -113 117 881 1,164 1,258 766 610 

East Asia 53,293 78,680 103,392 130,896 207,973 228,452 224,658 
China, People’s Rep. of 17,405 35,422 45,875 68,659 155,500 180,000 177,000 
Hong Kong, China 9,786 12,412 16,469 15,728 19,700 21,134 20,635 
Korea, Rep. of 8,033 5,394 11,950 28,174 16,559 7,910 7,468 
Mongolia -169 -178 -160 -157 -151 - - 
Taipei,China 18,239 25,630 29,258 18,493 16,366 19,408 19,555 

South Asia 2,500 9,011 18,196 -4,062 -22,413 -31,506 -34,772 
Afghanistan - -142 141 111 123 -76 -242 
Bangladesh -1,170 88 94 115 -594 -502 -627 
Bhutan -26 -48 -67 -55 -188 -80 - 
India 3,400 6,345 14,083 -5,400 -19,352 -24,173 -29,255 
Maldives -59 -36 -32 -129 -298 - - 
Nepal 274 237 149 198 405 371 278 
Pakistan 326 2,690 4,070 1,811 -1,559 -6,150 -4,400 
Sri Lanka -244 -265 -101 -601 -828 -972 -768 

Southeast Asia 32,993 32,926 48,911 50,068 52,758 53,520 52,906 
Cambodia -344 -361 -441 -482 -556 -695 -787 
Indonesia 6,901 7,822 8,106 3,108 2,996 3,500 3,400 
Lao People’s Dem. Rep. -93 -38 -55 -221 -239 -335 -382 
Malaysia 7,286 8,025 13,323 14,871 20,536 19,444 18,326 
Myanmar -77 -115 -75 443 - - - 
Philippines -1,762 -351 282 1,626 2,354 2,200 2,300 
Singapore 14,402 11,887 22,319 26,299 33,265 35,431 36,542 
Thailand 6,205 7,008 7,965 6,865 -3,714 -4,626 -4,881 
Viet Nam 475 -950 -2,513 -2,441 -1,885 -1,398 -1,612 

The Pacific 136 -108 193 -113 -109 - - 
Cook Islands 14 15 19 17 - - - 
Fiji Islands -158 -9 - -437 -295 - - 
Kiribati 2 -3 1 2 2 - - 
Marshall Islands, Rep. of 9 9 16 4 0 - - 
Micronesia, Fed. States of -14 -9 -1 13 20 - - 
Nauru - - - - - - - 
Palau, Rep. of -5 -15 -6 -11 - - - 
Papua New Guinea 281 -129 140 122 78 - - 
Samoa 8 25 12 -3 - - - 
Solomon Islands -33 -3 28 67 -31 - - 
Timor-Leste, Dem. Rep. of 46 26 17 119 149 - - 
Tonga -13 7 -5 8 -10 - - 
Tuvalu - - - - - - - 
Vanuatu - -21 -27 -15 -22 - - 

Total 87,192 119,201 169,293 175,659 239,630 254,122 251,421 

- = not available.
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Table A15  Current account balance (% of GDP)

2001 2002 2003 2004 2005 2006 2007

Central Asia -3.3 -2.1 -1.9 -1.8 1.7 2.9 4.8 
Armenia -9.4 -6.2 -6.7 -4.5 -3.1 -4.1 -4.3 
Azerbaijan -0.9 -12.3 -27.8 -30.3 -1.2 15.8 32.9 
Kazakhstan -5.6 -2.4 -0.2 1.3 1.0 0.7 0.5 
Kyrgyz Republic -1.3 -2.2 -4.2 -3.4 -8.1 -4.7 -4.0 
Tajikistan -6.7 -2.7 -1.3 -4.0 -3.7 -4.5 -4.5 
Turkmenistan 1.9 7.3 3.0 0.6 - - - 
Uzbekistan -1.0 1.2 8.9 8.4 9.4 5.1 3.9 

East Asia 2.5 3.3 4.0 4.3 5.8 5.5 4.8 
China, People’s Rep. of 1.3 2.4 2.8 3.6 7.0 6.7 5.7 
Hong Kong, China 5.9 7.6 10.4 9.5 11.1 11.0 10.0 
Korea, Rep. of 1.7 1.0 2.0 4.1 2.1 1.0 1.1 
Mongolia -16.6 -16.0 -12.6 -9.8 -8.0 -8.5 -8.5 
Taipei,China 6.3 8.7 9.8 5.7 4.7 5.1 4.8 

South Asia 0.4 1.4 2.4 -0.5 -2.3 -3.0 -3.1 
Afghanistan - -3.5 3.1 1.9 1.7 -0.9 -2.4 
Bangladesh -2.5 0.2 0.2 0.2 -1.0 -0.8 -1.0 
Bhutan -6.1 -10.2 -13.0 -9.3 -27.3 -9.0 10.1 
India 0.7 1.3 2.3 -0.8 -2.5 -3.0 -3.3 
Maldives -9.4 -5.6 -4.6 -16.1 -40.0 -21.4 -16.9 
Nepal 4.9 4.3 2.5 2.9 5.5 4.6 3.2 
Pakistan 0.5 3.8 4.9 1.9 -1.4 -4.9 -3.1 
Sri Lanka -1.6 -1.6 -0.6 -3.0 -3.5 -3.7 -2.7 

Southeast Asia 5.8 5.2 7.0 6.3 6.1 5.6 5.2 
Cambodia -9.1 -8.8 -10.1 -9.9 -10.2 -11.8 -12.5 
Indonesia 4.2 3.8 3.4 1.2 1.1 1.0 0.9 
Lao People’s Dem. Rep. -5.3 -2.1 -2.6 -8.6 -8.1 -10.0 -10.0 
Malaysia 8.3 8.4 12.8 12.6 15.7 13.0 11.2 
Myanmar 0.0 0.0 0.0 - - - - 
Philippines -2.5 -0.5 0.4 1.9 2.4 1.9 1.8 
Singapore 16.8 13.4 24.1 24.5 28.5 28.6 28.2 
Thailand 5.4 5.5 5.6 4.3 -2.1 -2.5 -2.5 
Viet Nam 1.5 -2.7 -6.4 -5.4 -3.6 -2.7 -2.8 

The Pacific 2.2 -1.6 0.3 -0.8 -0.6 - - 
Cook Islands 16.6 13.4 11.7 9.1 - - - 
Fiji Islands -9.4 -0.5 -7.6 -18.4 -12.7 - - 
Kiribati 3.5 -5.4 0.9 3.3 - - - 
Marshall Islands, Rep. of 8.4 7.7 14.2 3.6 0.3 - - 
Micronesia, Fed. States of -6.5 -4.0 -0.5 5.9 8.6 - - 
Nauru - - - - - - - 
Palau, Rep. of -4.0 -12.6 -4.8 -9.4 - - - 
Papua New Guinea 9.1 -4.3 3.9 3.0 1.8 - - 
Samoa 3.3 9.4 3.7 -0.7 - - - 
Solomon Islands -11.9 -1.5 12.1 26.0 -10.8 - - 
Timor-Leste, Dem. Rep. of 12.5 7.6 5.1 35.1 42.6 - - 
Tonga -9.5 5.1 -3.1 4.2 - - - 
Tuvalu - - - - - - - 
Vanuatu - -8.9 -10.2 -5.1 -7.2 - - 

Average 2.6 3.2 4.1 3.6 4.3 3.9 3.4 

- = not available.
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Table A16  Foreign direct investment (US$ million)

2001 2002 2003 2004 2005

Central Asia
Armenia 70 111 121 217 151 
Azerbaijan 298 1,048 2,293 3,659 3,466 
Kazakhstan 2,861 2,157 2,188 5,383 2,544 
Kyrgyz Republic -1 5 46 131 60 
Tajikistan 9 36 32 272 55 
Turkmenistan 170 276 226 233 - 
Uzbekistan 83 65 70 140 200 

East Asia
China, People’s Rep. of 46,878 52,743 53,505 60,630 60,325 
Hong Kong, China 12,431 -7,781 8,139 -11,689 3,323 
Korea, Rep. of 1,108 -224 100 4,588 26 
Mongolia 63 78 132 93 110 
Taipei,China -1,371 -3,441 -5,229 -5,247 -4,403 

South Asia
Afghanistan - 50 58 187 253 
Bangladesh 550 391 376 385 776 
Bhutan 0 2 2 3 9 
India 4,734 3,217 2,388 3,240 - 
Maldives 12 12 14 13 - 
Nepal 0 -4 12 0 - 
Pakistan 286 483 771 906 1,459 
Sri Lanka 172 181 171 217 261 

Southeast Asia
Cambodia 142 139 74 121 216 
Indonesia -2,977 145 -597 1,023 2,258 
Lao People’s Dem. Rep. 24 5 20 17 27 
Malaysia 287 1,299 1,104 2,563 713 
Myanmar 192 191 128 - - 
Philippines 335 1,477 188 109 970 
Singapore -8,590 5,051 7,233 6,307 14,562 
Thailand 3,540 841 1,466 1,289 3,289 
Viet Nam 273 397 1,222 1,730 1,914 

The Pacific
Cook Islands - - - - - 
Fiji Islands 46 20 27 - - 
Kiribati - - - - - 
Marshall Islands, Rep. of 0 0 - - - 
Micronesia, Fed. States of - - - - - 
Nauru - - - - - 
Palau, Rep. of - - - - - 
Papua New Guinea - - - - - 
Samoa - - - - - 
Solomon Islands -12 -1 0 0 - 
Timor-Leste, Dem. Rep. of - - - - - 
Tonga - - - - - 
Tuvalu - - - - - 
Vanuatu - 9 15 22 - 

- = not available.
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Table A17  External debt outstanding (US$ million)

2001 2002 2003 2004 2005

Central Asia
Armenia 906 1,026 1,098 1,183 1,096 
Azerbaijan 1,270 1,356 1,568 1,625 1,673 
Kazakhstan 15,158 18,252 22,920 32,095 38,380 
Kyrgyz Republic 1,677 1,784 1,966 2,104 1,974 
Tajikistan 1,017 982 1,031 822 895 
Turkmenistan 1,865 1,660 1,519 1,273 - 
Uzbekistan 3,960 3,925 4,092 3,997 - 

East Asia
China, People’s Rep. of 170,110 168,538 193,634 228,600 - 
Hong Kong, China 340,024 350,693 371,575 429,336 445,365 
Korea, Rep. of 128,687 141,471 157,552 172,259 190,010 
Mongolia 899 986 1,237 1,338 - 
Taipei,China 34,336 45,033 63,054 80,888 - 

South Asia
Afghanistan 7,224 7,297 - 749 - 
Bangladesh 14,677 15,885 16,953 17,953 18,557 
Bhutan 237 292 406 529 608 
India 98,843 104,914 111,721 123,278 124,326 
Maldives 182 223 273 332 482 
Nepal 2,661 2,744 2,968 3,120 3,122 
Pakistan 32,124 33,400 33,352 33,307 34,037 
Sri Lanka 8,544 9,291 10,646 11,809 - 

Southeast Asia
Cambodia 2,489 2,626 2,874 3,110 3,208 
Indonesia 133,074 131,343 135,401 137,024 132,718 
Lao People’s Dem. Rep. 1,205 1,284 1,384 1,961 2,212 
Malaysia 45,636 48,858 49,113 52,786 51,719 
Myanmar 5,670 6,556 - - - 
Philippines 51,900 53,645 57,395 54,846 54,186 
Singapore 160,127 163,409 189,071 225,818 245,983 
Thailand 67,509 59,459 51,783 51,312 50,871 
Viet Nam 13,242 13,100 14,100 14,410 17,400 

The Pacific
Cook Islands - - - - - 
Fiji Islands 228 229 246 267 - 
Kiribati 10 10 16 21 24 
Marshall Islands, Rep. of 90 88 91 103 101 
Micronesia, Fed. States of 58 57 59 59 - 
Nauru - - - - - 
Palau, Rep. of - - 18 37 - 
Papua New Guinea 1,575 1,486 1,380 1,367 1,264 
Samoa 204 234 365 - - 
Solomon Islands 134 152 161 160 - 
Timor-Leste, Dem. Rep. of 0 0 0 0 0 
Tonga 58 60 75 77 81 
Tuvalu - - - - - 
Vanuatu 69 74 87 90 - 

- = not available.
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Table A18  Debt service ratio (% of exports of goods and services)

2001 2002 2003 2004 2005

Central Asia
Armenia 9.7 9.8 15.6 9.7 - 
Azerbaijan 4.9 4.4 5.0 3.7 4.0 
Kazakhstan 37.5 35.2 35.0 26.6 38.3 
Kyrgyz Republic 30.8 20.7 21.8 13.7 9.4 
Tajikistan 25.6 22.9 18.2 49.2 - 
Turkmenistan 17.4 14.3 11.6 9.6 - 
Uzbekistan 25.6 23.3 22.5 17.5 - 

East Asia
China, People’s Rep. of 8.0 7.3 7.5 7.5 - 
Hong Kong, China - - - - - 
Korea, Rep. of 14.4 7.8 6.5 5.6 5.8 
Mongolia 5.3 4.9 - - - 
Taipei,China 0.0 0.0 0.0 0.0 - 

South Asia
Afghanistan - - - - - 
Bangladesh 6.6 6.3 5.8 4.8 4.7 
Bhutan 4.7 4.9 5.0 4.2 7.0 
India 13.9 16.4 16.3 6.2 - 
Maldives 4.3 4.3 3.7 4.1 6.6 
Nepal 6.8 8.5 9.7 9.5 9.4 
Pakistan 38.0 44.8 28.7 39.9 18.8 
Sri Lanka 13.2 13.2 11.6 11.5 10.8 

Southeast Asia
Cambodia 3.1 2.6 2.6 2.1 1.9 
Indonesia 36.0 32.1 29.8 31.2 38.6 
Lao People’s Dem. Rep. 7.8 8.9 6.8 9.4 12.0 
Malaysia 6.8 6.6 6.2 4.4 4.0 
Myanmar 3.1 - - - - 
Philippines 15.8 16.4 16.9 13.8 13.3 
Singapore - - - - - 
Thailand 20.8 19.6 16.0 8.5 9.8 
Viet Nam 10.6 8.3 8.0 6.7 5.2 

The Pacific
Cook Islands - - - - - 
Fiji Islands 3.4 3.4 3.1 3.0 - 
Kiribati 7.6 4.4 4.8 4.1 - 
Marshall Islands, Rep. of 135.8 15.1 16.9 14.6 24.4 
Micronesia, Fed. States of 27.8 5.6 5.9 6.1 - 
Nauru - - - - - 
Palau, Rep. of - - 66.1 1.4 - 
Papua New Guinea 1.5 1.7 1.4 1.4 - 
Samoa 8.8 9.1 8.7 7.9 - 
Solomon Islands 5.1 7.8 6.4 6.4 - 
Timor-Leste, Dem. Rep. of - - - - - 
Tonga - - - - - 
Tuvalu - - - - - 
Vanuatu 1.0 1.5 1.5 1.7 1.5 

- = not available.
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Table A19  Exchange rates to the US dollar (annual average)

Currency Symbol 2001 2002 2003 2004 2005

Central Asia
Armenia Dram AMD 555.1 573.4 578.8 533.5 457.7 
Azerbaijan Azerbaijan manat AZM 4,656.7 4,860.8 4,910.7 4,913.4 4,730.4 
Kazakhstan Tenge T 146.9 153.5 149.5 136.7 132.9 
Kyrgyz Republic Som Som 48.4 46.9 43.7 42.7 41.0 
Tajikistan Somoni TJS 2.4 2.8 3.1 2.9 3.1 
Turkmenistan Turkmen manat TMM 5,200.0 5,200.0 5,200.0 5,200.0 5,200.0 
Uzbekistan Sum SUM 423.3 772.0 971.0 1,020.0 1,115.0 

East Asia
China, People’s Rep. of Yuan CNY 8.3 8.3 8.3 8.3 8.2 
Hong Kong, China Hong Kong dollar HK$ 7.8 7.8 7.8 7.8 7.8 
Korea, Rep. of Won W 1,291.0 1,250.7 1,191.9 1,143.7 1,024.1 
Mongolia Togrog MNT 1,097.7 1,110.3 1,146.5 1,185.3 1,204.0 
Taipei,China New Taiwan dollar NT$ 33.8 34.6 34.4 33.4 32.2 

South Asia
Afghanistan Afghani AF 54.4 44.8 49.0 47.7 49.8 
Bangladesh Taka Tk 54.0 57.4 57.9 58.9 61.4 
Bhutan Ngultrum Nu 46.4 48.2 47.9 45.4 44.6 
India Indian rupee/s Re/Rs 47.7 48.4 45.9 44.9 45.2 
Maldives Rufiyaa Rf 12.2 12.8 12.8 12.8 12.8 
Nepal Nepalese rupee/s NRe/NRs 73.7 76.7 77.9 73.8 72.2 
Pakistan Pakistan rupee/s PRe/PRs 58.4 61.4 58.5 57.6 59.4 
Sri Lanka Sri Lanka rupee/s SLRe/SLRs 89.4 95.7 96.5 101.2 100.5 

Southeast Asia
Cambodia Riel KR 3,924.0 3,917.0 3,979.0 4,019.0 4,097.0 
Indonesia Rupiah Rp 10,260.9 9,311.2 8,577.1 8,938.9 9,750.0 
Lao People’s Dem. Rep. Kip KN 8,954.6 10,056.3 10,652.0 10,380.0 10,500.0 
Malaysia Ringgit RM 3.8 3.8 3.8 3.8 3.8 
Myanmar Kyat MK 6.7 6.6 6.1 5.7 - 
Philippines Peso P 51.0 51.6 54.2 56.0 55.1 
Singapore Singapore dollar S$ 1.8 1.8 1.7 1.7 1.7 
Thailand Baht B 44.5 43.0 41.5 40.3 40.2 
Viet Nam Dong D 14,725.2 15,279.5 15,656.0 15,781.0 15,939.0 

The Pacific
Cook Islands New Zealand dollar NZ$ - - - - - 
Fiji Islands Fiji dollar F$ 2.3 2.2 1.9 1.7 1.8 
Kiribati Australian dollar A$ 1.9 1.8 1.5 1.4 1.4 
Marshall Islands, Rep. of US dollar US$ 1.0 1.0 1.0 1.0 1.0 
Micronesia, Fed. States of US dollar US$ 1.0 1.0 1.0 1.0 1.0 
Nauru Australian dollar A$ - - - - - 
Palau, Rep. of US dollar US$ 1.0 1.0 1.0 1.0 1.0 
Papua New Guinea Kina K 3.4 3.9 3.6 3.2 - 
Samoa Tala ST 3.5 3.4 3.0 2.8 - 
Solomon Islands Sol. Islands dollar SI$ 5.3 6.8 7.5 7.5 - 
Timor-Leste, Dem. Rep. of US dollar US$ 1.0 1.0 1.0 1.0 1.0 
Tonga Pa’anga T$ 1.9 2.2 2.2 2.0 1.9 
Tuvalu Australian dollar A$ 1.9 1.8 1.5 1.4 1.4 
Vanuatu Vatu Vt 145.7 139.1 122.2 111.9 112.5 

- = not available.



330    Asian Development Outlook 2006

Table A20  Gross international reserves (US$ million)

2001 2002 2003 2004 2005

Central Asia
Armenia 330 431 504 575 674 
Azerbaijan 1,218 1,414 1,620 1,075 1,186 
Kazakhstan 2,508 3,141 4,959 9,292 7,070 
Kyrgyz Republic 285 317 389 565 612 
Tajikistan 96 96 135 189 219 
Turkmenistan 2,055 2,346 2,673 2,714 3,600 
Uzbekistan 1,212 1,215 1,659 2,100 - 

East Asia
China, People’s Rep. of 212,165 286,400 403,251 609,932 818,872 
Hong Kong, China 111,159 111,919 118,388 123,569 124,280 
Korea, Rep. of 102,753 121,343 155,281 198,994 210,317 
Mongolia 207 226 178 205 268 
Taipei,China 122,211 161,656 206,632 241,738 253,290 

South Asia
Afghanistan - 426 816 1,261 1,730 
Bangladesh 1,307 1,583 2,470 2,705 2,930 
Bhutan 293 315 373 383 420 
India 51,049 71,890 107,448 135,571 137,419 
Maldives 94 134 160 204 187 
Nepal 1,002 1,031 1,159 1,447 1,476 
Pakistan 1,677 4,333 9,525 10,554 9,791 
Sri Lanka 1,338 1,700 2,329 1,824 2,458 

Southeast Asia
Cambodia 548 663 737 807 923 
Indonesia 28,016 32,039 36,296 36,321 34,724 
Lao People’s Dem. Rep. 131 192 209 228 238 
Malaysia 30,848 34,583 44,862 66,720 70,497 
Myanmar 223 312 456 - - 
Philippines 15,692 16,365 17,063 16,228 18,495 
Singapore 75,800 82,276 96,324 112,808 116,646 
Thailand 33,048 38,924 42,148 49,832 52,066 
Viet Nam 3,540 3,815 5,577 6,027 7,730 

The Pacific
Cook Islands - - - - - 
Fiji Islands 372 339 385 454 464 
Kiribati 358 391 485 571 - 
Marshall Islands, Rep. of 4 18 34 11 5 
Micronesia, Fed. States of 98 117 90 84 - 
Nauru - - - - - 
Palau, Rep. of - - - - - 
Papua New Guinea 481 355 488 639 771 
Samoa 60 63 63 75 - 
Solomon Islands 19 18 36 79 79 
Timor-Leste, Dem. Rep. of - - - - - 
Tonga 13 18 17 44 42 
Tuvalu - - - - - 
Vanuatu - 35 41 59 64 

- = not available.
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Table A21  Central government expenditures (% of GDP)

2001 2002 2003 2004 2005

Central Asia
Armenia 20.8 19.4 19.2 17.6 18.8 
Azerbaijan 20.1 20.8 27.2 27.0 24.2 
Kazakhstan 23.0 21.7 23.2 23.8 27.5 
Kyrgyz Republic 22.8 24.8 25.0 24.1 25.0 
Tajikistan 15.3 16.8 16.3 17.2 18.3 
Turkmenistan 24.2 19.6 21.7 20.5 - 
Uzbekistan 26.7 25.8 24.6 22.9 26.4 

East Asia
China, People’s Rep. of 17.2 18.3 18.1 17.7 18.4 
Hong Kong, China 18.4 18.7 20.1 18.8 17.2 
Korea, Rep. of 22.0 19.9 23.3 22.2 22.7 
Mongolia 43.9 44.2 42.1 39.4 34.1 
Taipei,China 24.1 23.3 22.9 21.9 21.0 

South Asia
Afghanistan - 8.5 14.0 13.9 15.7 
Bangladesh 14.0 14.8 13.7 13.3 13.8 
Bhutan 57.3 44.9 39.8 45.0 50.0 
India 27.6 28.2 27.6 28.2 27.2 
Maldives 37.7 38.0 38.2 38.2 - 
Nepal 17.5 16.9 16.0 15.5 16.3 
Pakistan 17.6 18.5 18.7 17.3 17.1 
Sri Lanka 27.5 25.4 23.7 23.4 25.0 

Southeast Asia
Cambodia 16.9 17.3 17.1 15.1 14.7 
Indonesia 20.3 18.2 18.1 16.2 15.5 
Lao People’s Dem. Rep. 20.7 18.4 19.0 17.2 17.7 
Malaysia 29.3 28.7 28.7 26.4 25.3 
Myanmar 10.5 8.6 9.5 - - 
Philippines 19.6 19.6 19.3 18.4 17.5 
Singapore 23.4 19.1 14.0 13.8 13.2 
Thailand 17.2 18.2 16.2 17.3 18.0 
Viet Nam 23.9 25.3 27.1 24.9 23.9 

The Pacific
Cook Islands 36.7 36.0 33.1 31.0 - 
Fiji Islands - - - 29.1 - 
Kiribati 131.4 134.7 140.2 - - 
Marshall Islands, Rep. of 80.9 62.2 66.7 71.5 67.1 
Micronesia, Fed. States of 69.4 72.8 70.5 63.2 68.6 
Nauru - - - - - 
Palau, Rep. of 63.9 69.1 63.8 63.1 - 
Papua New Guinea 34.1 31.8 29.0 27.8 - 
Samoa 19.6 20.7 21.3 20.0 - 
Solomon Islands 36.2 29.8 39.5 40.6 - 
Timor-Leste, Dem. Rep. of 13.9 15.3 21.1 21.3 22.5 
Tonga 30.0 32.2 31.6 28.1 27.6 
Tuvalu 142.1 97.2 - - 77.9 
Vanuatu 25.2 24.1 24.0 22.7 25.1 

- = not available.
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Table A22  Central government revenues (% of GDP)

2001 2002 2003 2004 2005

Central Asia
Armenia 16.5 16.8 18.0 15.9 16.8 
Azerbaijan 18.0 18.7 24.2 25.0 22.5 
Kazakhstan 22.6 21.4 22.2 23.5 28.2 
Kyrgyz Republic 17.0 19.1 19.4 19.5 20.3 
Tajikistan 15.2 16.7 17.2 17.9 18.1 
Turkmenistan 24.9 19.7 20.2 20.5 - 
Uzbekistan 25.7 25.0 24.2 23.7 23.0 

East Asia
China, People’s Rep. of 14.9 15.7 16.0 16.5 16.8 
Hong Kong, China 13.5 13.9 16.8 18.4 17.5 
Korea, Rep. of 20.3 20.3 20.8 19.7 23.5 
Mongolia 39.4 38.4 37.9 37.3 36.8 
Taipei,China 17.7 19.0 20.1 19.0 19.9 

South Asia
Afghanistan - 8.4 11.0 12.7 15.6 
Bangladesh 9.0 10.1 10.3 10.1 10.3 
Bhutan 44.5 39.5 28.2 38.3 38.7 
India 17.7 18.6 19.1 19.9 19.6 
Maldives 33.0 33.1 34.8 36.5 - 
Nepal 13.0 13.1 14.5 14.4 15.2 
Pakistan 13.3 14.2 14.9 14.3 13.7 
Sri Lanka 16.6 16.5 15.7 15.3 16.3 

Southeast Asia
Cambodia 10.3 10.9 10.2 10.8 11.6 
Indonesia 17.9 16.1 16.4 15.1 15.0 
Lao People’s Dem. Rep. 13.2 13.1 11.1 11.3 11.6 
Malaysia 23.8 23.1 23.4 22.1 21.5 
Myanmar 4.7 5.0 4.6 - - 
Philippines 15.5 14.3 14.6 14.5 14.8 
Singapore 23.1 17.5 20.5 19.4 21.1 
Thailand 15.0 15.8 16.6 17.6 18.1 
Viet Nam 21.0 21.6 22.8 22.8 21.6 

The Pacific
Cook Islands 38.0 36.2 32.3 30.5 - 
Fiji Islands - - - - - 
Kiribati 114.9 134.1 112.0 109.1 - 
Marshall Islands, Rep. of 76.3 74.8 66.2 69.0 64.7 
Micronesia, Fed. States of 62.8 72.5 70.6 53.7 62.5 
Nauru - - - - - 
Palau, Rep. of 43.0 57.5 - - - 
Papua New Guinea 30.6 27.9 28.1 29.6 - 
Samoa 31.4 32.9 32.0 30.6 - 
Solomon Islands 23.5 18.8 39.4 48.9 - 
Timor-Leste, Dem. Rep. of 16.0 15.7 24.2 31.1 54.9 
Tonga 28.5 30.6 28.4 29.5 - 
Tuvalu 129.5 155.6 - - 73.9 
Vanuatu 21.6 22.2 22.1 24.0 24.8 

- = not available.



Asian Development Outlook 2006    333

Table A23  Fiscal balance of central government (% of GDP)

2001 2002 2003 2004 2005

Central Asia
Armenia -4.3 -2.6 -1.3 -1.7 -2.0 
Azerbaijan -2.1 -2.1 -3.0 -2.0 -1.8 
Kazakhstan -0.4 -0.3 -1.0 -0.3 0.6 
Kyrgyz Republic -5.0 -5.4 -5.1 -4.3 -4.2 
Tajikistan 0.1 0.7 1.1 0.7 -0.3 
Turkmenistan 0.7 0.2 -1.5 0.0 - 
Uzbekistan 0.2 -0.9 -1.3 0.0 0.1 

East Asia
China, People’s Rep. of -2.3 -2.6 -2.2 -1.3 -1.6 
Hong Kong, China -4.9 -4.8 -3.3 -0.3 0.3 
Korea, Rep. of -1.7 0.4 -2.5 -2.5 0.8 
Mongolia -4.5 -5.8 -4.2 -2.1 2.7 
Taipei,China -6.4 -4.3 -2.8 -2.9 -1.0 

South Asia
Afghanistan - -0.1 -3.0 -1.2 -0.1 
Bangladesh -5.0 -4.6 -3.4 -3.2 -3.5 
Bhutan -12.8 -5.5 -11.6 -6.7 -11.3 
India -9.9 -9.6 -8.4 -8.3 -7.6 
Maldives -4.7 -4.9 -3.4 -1.7 - 
Nepal -4.5 -3.9 -1.5 -1.0 -1.1 
Pakistan -4.3 -4.3 -3.7 -3.0 -3.3 
Sri Lanka -10.8 -8.9 -8.0 -8.1 -8.7 

Southeast Asia
Cambodia -6.6 -6.4 -6.9 -4.3 -3.1 
Indonesia -2.4 -2.1 -1.7 -1.1 -0.5 
Lao People’s Dem. Rep. -7.5 -5.3 -7.9 -5.8 -6.0 
Malaysia -5.5 -5.6 -5.3 -4.3 -3.8 
Myanmar -5.8 -3.6 -4.9 -6.0 - 
Philippines -4.0 -5.3 -4.7 -3.9 -2.7 
Singapore -0.3 -1.6 6.5 5.6 8.0 
Thailand -2.1 -2.2 0.6 0.3 0.1 
Viet Nam -2.9 -3.6 -4.3 -2.0 -2.3 

The Pacific
Cook Islands 1.3 0.2 -0.8 -0.6 3.1 
Fiji Islands -6.6 -5.6 -6.0 -3.3 -4.3 
Kiribati -16.5 -0.6 -28.2 - - 
Marshall Islands, Rep. of -4.7 12.7 -0.4 -2.6 -2.4 
Micronesia, Fed. States of -6.6 -0.3 0.0 -9.5 -6.1 
Nauru - - - - - 
Palau, Rep. of -20.8 -11.6 -11.7 -12.0 - 
Papua New Guinea -3.5 -3.9 -1.0 1.8 -0.6 
Samoa 11.8 12.1 10.7 10.6 - 
Solomon Islands -12.7 -11.0 -0.2 8.3 - 
Timor-Leste, Dem. Rep. of 2.0 0.4 3.2 9.8 32.4 
Tonga -1.6 -1.5 -3.2 1.4 - 
Tuvalu -12.6 58.4 -11.0 -9.0 -4.0 
Vanuatu -3.7 -2.0 -1.9 1.3 -0.3 

- = not available.
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