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in 2005 to 3 per cent GDP in 2006 and remain
within the Government’s target rate of 3 per cent
of GDP. The Government is expected to imple-
ment further reforms of the tax and customs
administration in order to mobilize greater tax
revenues, enhance fiscal transparency and
strengthen the financial sector.

The GDP of Turkmenistan is expected to
grow by 8-9 per cent in 2006-2007, assuming
that the high international prices of hydrocarbons
persist. The hydrocarbon sector and construction
should be the main contributors to economic
growth. Strong export revenue from the sale of
gas would keep the current account in surplus in
2006.

The growing investment of China and the
Russian Federation in the oil and gas sector of
Uzbekistan could provide a major impetus to
economic growth in that country, which could
average 5.6 per cent annually in 2006-2007. High
gold prices would enable the economy to maintain
surpluses in its trade and current accounts and
allow greater freedom in domestic policies. The
textile sector’s contribution to economic expan-
sion should increase with a more competitive
exchange rate for the national currency.

High GDP growth will expand employment
opportunities in most of the subregion

Owing to high rates of growth, employ-
ment opportunities are expected to expand in
most of the economies of North and Central
Asia in 2006. The Russian Federation, for exam-
ple, improved its labour-market conditions con-
siderably in 2004-2005. Employment rose 2 per
cent in 2004, owing to restructuring of industry
and expansion of the service sector. In the first
nine months of 2005, 2.4 million jobs were cre-
ated and the unemployment rate fell by 1.7 per
cent.

The unemployment rate in Kazakhstan de-
clined steadily as a result of continuing eco-
nomic growth and stood at an average of 7.8
per cent of the economically active population of
just over 8 million in the first eight months of
2005. At this level, however, the country had the
highest reported unemployment rate in the
subregion, but other countries in the subregion
report only registered unemployment, which is
not comparable and may not measure unemploy-
ment accurately. The high rate also indicates
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that there was a greater measure of structural
reform in Kazakhstan than elsewhere in the
subregion.

The labour market of Armenia developed
favourably in 2004, and wages and incomes
rose. However, progress in job creation slowed
in 2005. The unemployment rate hardly changed,
falling from 9.0 per cent in 2004 to 8.9 per cent
in the second quarter of 2005 despite a high
rate of emigration.

Output growth in Georgia in recent years
has resulted in slow job creation, and the overall
labour-market situation remains unfavourable.
The unemployment rate rose from 10.7 per cent
in 2003 to 12.5 per cent in 2004 due to large-
scale cuts in public sector employment. The
unemployment rate was much lower in rural
areas than in urban areas owing to family,
largely subsistence, farming although there was
some seasonal work for the rural population.

The rate of labour migration from
Tajikistan to neighbouring countries declined
from more than 420,000 people in the first quar-
ter of 2004 to 320,000 in the first quarter of
2005. Although the Russian Federation contin-
ued as the destination for roughly 90 per cent of
this labour outflow from Tajikistan, the decline
was due to greater job opportunities in Tajikistan,
including new jobs related to the construction of
hydroelectric power plants.

The slow pace of structural reform contin-
ues to dampen job creation in Kyrgyzstan. As a
result, unemployment was higher than 4 per cent
in the first four months of 2005. It is worth
mentioning, however, that the actual number of
people unemployed was much higher, possibly
by one third more than the officially reported
unemployment numbers.

Pacific island economies

Overview

Modest growth continues

Pacific island countries face many daunt-
ing problems in their quest for economic growth
and sustainable development. These include the
physical disadvantages of remoteness, smallness
and dispersion, significantly raising transport and
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other development costs and limiting opportuni-
ties for realizing economies of scale. In many
cases, rapid population growth exerts pressure
on scarce resources and frustrates efforts to
raise living standards. The severe shortages of
professional and technical skills, paucity of do-
mestic savings and vulnerability to external
shocks pose further constraints.

Most Pacific island economies registered
modest real GDP growth in 2005 (figure 11.15).
However, at growth rates of less than 3 per cent
for most countries, there was little change from

the figures in 2004, and for Fiji and Solomon
Islands the GDP growth rates were almost
halved. Economic conditions in Pacific island
countries in 2005 were relatively favourable, with
good growth in tourist numbers, favourable
movements in primary commodity prices other
than petroleum and a strong performance from
remittances. Moreover, there was no significant
economic damage from natural disasters during
the year.

Most Pacific island countries continue to
experience declining living standards as popula-
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Figure 1.15. GDP and sectoral growth in selected Pacific island economies, 2003-20052
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Figure I1.15 (continued)
Industry®
12
10 1
8 -
o 6 1
g 41
s 0] - - - -
o —2 4
—4 A
—6 -
-8 T T T T
Fiji Kiribati Papua New Samoa Vanuatu
Guinea
[H 2003 W 2004 12005
Services
12
10 4
o 81
&
£ 61
©
© 4
e
N m
0 1 T
-2 T T T T
Fiji Kiribati Papua New Samoa Vanuatu
Guinea
[H 2003 W 2004 12005
Sources: United Nations Economic and Social Commission for Asia and the Pacific, based on national sources;
Department of Treasury and Planning, Papua New Guinea, 2006 National Budget (Port Moresby, 2005); Asian Development
Bank, Key Indicators of Developing Asian and Pacific Countries 2005 (Manila, ADB, 2005) and Asian Development Outlook
2005 Update (Manila, ADB, 2005).
2 Growth rates for 2005 are estimates.
b Real GDP at factor cost.
¢ Industry comprises mining and quarrying; manufacturing; electricity-generation, gas and power; and construction.

tion growth rates outpace modest GDP growth The small proportion of people who are
rates. Also, average economic performance in  doing well in Pacific island countries are mainly
these economies hides the fact that a small those benefiting from privileged monopoly posi-
proportion of the people earn high incomes, tions, which were created largely by Govern-

while the bulk of the population is doing poorly
and a larger proportion is slipping into poverty.
The three major causes of poverty are a lack of . . . .
employment and economic opportunities, lack of erally]: hlghly unfavourable. This is m.anlfested in
access to basic services (education and health)y  the frustration expressed by the private sector

and lack of response by government institutions with the difficulties faced in trying to establish
to the people’s needs. businesses in these countries.

ments. Conditions for the development of an
open-market, competitive private sector are gen-
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Agriculture is an important source of in-
come and employment in the majority of Pacific
island countries, so investment in this sector is
important. For land-rich countries such as Fiji,
Papua New Guinea, Solomon Islands and
Vanuatu, their development strategy has to focus
on the rural sector. Investment must be aimed at
improving agricultural productivity to increase rural
people’s incomes and savings so that they can be
invested in activities servicing the rural sector.
Increased research in new and improved varieties
of crops and farming systems is also needed.

Infrastructure, human resources and the
investment climate need strengthening

Costly and unreliable utilities and poor
transport infrastructure are widespread problems
in Pacific island countries. Most Pacific island
countries have been unwilling to introduce a
level of competition into utility industries, and
where they have made markets more contest-
able, they have been slow to adopt effective
regulatory arrangements. They have adopted
monopoly positions, often public-private joint ven-
ture monopolies, that have led to internationally
uncompetitive telecommunications costs.

Primary and secondary education is of
relatively poor quality throughout most Pacific
island countries. It is stronger in countries that
have easy emigration access to metropolitan
countries, for example, in Samoa and Tonga,
where the prospect of higher-paying jobs over-
seas provides an incentive for investment in
education. In countries such as Papua New
Guinea, Solomon lIslands and Vanuatu, the weak
prospects of formal sector employment discour-
age investment in education. A better educated
labour force is a prerequisite for increased in-
vestment and economic growth, but unless other
constraints to investment are reduced, training
will be insufficient or the trained labour force will
leave the home country for overseas work.

The tourism industry makes an important
contribution to many Pacific island economies.
The recent increase in tourism numbers in some
countries reflects a combination of factors, in-
cluding the growing demand for safe destina-
tions, increased marketing and increased air ca-
pacity and the entry of low-cost carriers. The
South Pacific Tourism Organisation estimates
that tourism is worth more than $1.5 billion to
the Pacific subregion. The challenge is to ensure

political stability, to encourage private investment
in infrastructure such as hotels and roads and to
step up marketing efforts in new tourist-originat-
ing markets, such as China.

Remittances, mainly from long-term emi-
grants, have also given strong support to Pacific
island economies. However, the nature of remit-
tances has been changing, with short-term off-
shore employment opportunities becoming more
widely available and with countries such as Fiji
taking advantage of these opportunities. In addi-
tion, the rapid population ageing of high-income
countries is providing job opportunities for Pacific
island countries, which have large proportions of
people in the under-25 age groups.

To accelerate GDP growth, increase em-
ployment opportunities (see box 11.2) and reduce
poverty Pacific island countries must improve
their investment climate. Governments will have
to develop secure rights to land; remove restric-
tions against the free movement of goods and
services, investment, labour and technology;
provide reliable transport infrastructure; reduce
the costs of utilities; improve the regulation of
natural monopolies; reduce red tape and bureau-
cratic control over the establishment of busi-
nesses and improve people’s access to educa-
tion and health.

GDP growth performance

GDP growth declines in Fiji

The real GDP growth of 2005 is estimated
at 1.7 per cent, much lower than the 4.1 per
cent achieved in 2004. GDP growth is projected
to be 2.0 per cent for 2006 and 2.4 per cent for
2007, well below the nearly 4 per cent average
for the period 2002-2004. The poor prospects for
the sugar and the garment industries that led to
a pessimistic outlook in the 2005 budget have
not improved. The tourism industry is performing
well, with resort hotels fully booked for the cur-
rent tourist season; construction is under way on
four resorts, and other resorts are planned. Re-
mittances from overseas employment in nursing
and teaching and from army and security per-
sonnel are continuing to grow: from F$50 million
in 2000 to F$300 million in 2004 and F$500
million expected in 2005. The Reserve Bank of
Fiji estimates that an additional F$150 million
could be remitted in unrecorded transfers in
2005.
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This boom in remittances is helping to
sustain the economy in the face of the sharp
decline in garment exports and the long-term
decline in sugar production and exports. The
expiration of the WTO Agreement on Textiles
and Clothing on 1 January 2005 has led to the
loss of 5,000 to 8,000 jobs in Fiji. The closure
of one garment plant that was dependent on the
United States market meant the loss of 3,000
jobs. The Government of Australia has extended
the South Pacific Regional Trade and Economic
Co-operation Agreement (SPARTECA) by seven
years, giving some breathing space to the Fiji
garment industry. However, the value of this
access will decline as Australia lowers its tariffs
in line with the global WTO agreement. The
Government of Fiji is requesting the Government
of Australia to lower local content requirements
under the SPARTECA rules of origin from 50 per
cent to 25-30 per cent. This would provide Fijian
garment firms and employees some relief, but it
would advantage mainly other countries export-
ing materials for the garment industry to Fiji. Fiji
cannot hope to compete with major producers in
standard products because of its high trade
costs, small scale, remoteness and high wages
relative to other garment-manufacturing coun-
tries. The only hope for the garment industry in
Fiji is to find and exploit niche markets. The
country’s ability to move in this direction will
depend on many factors, most importantly on
product design and marketing.

The tourism sector in Fiji is continuing to
grow strongly. Visitors increased by an estimated
7.7 per cent in the first six months of 2005,
following an 18 per cent increase in 2004, when
tourist numbers topped 500,000 for the first time.
The Fiji Visitors Bureau forecast that visitor arrivals
would reach a new record of 532,000 in 2005.
Most tourists are from Australia and New Zealand,
followed by European countries and the United
States. With the terrorist bombings that occurred in
some other tourist destinations and the avian
influenza scare, tourism numbers in the Pacific
subregion should grow robustly. Because China is
expected to be a new growth market, Fiji and other
Pacific island countries have been negotiating
easier visa entry for tourists from China.

Growth in the country’s tourism sector
could be held back by the shortage of suitable
accommodations, although resort developments
under construction and in the planning stage will
add over the next two years 2,000 first-class
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rooms to those currently available. The Govern-
ment has initiated a public-private partnership
policy to encourage private sector participation.
Construction of resort hotels is being facilitated by
agreements between landowner groups and hotel
owners for 99-year leases on land held under
customary ownership. There are problems in the
construction industry, however, with the continuing
loss of skilled tradesmen in the wake of the 2000
coup. In the 2006 budget, the Government intro-
duced a 5 per cent “bed” tax for resort owners,
responding to claims that only 40 per cent of the
tourist dollar remains in the country.

The sugar industry, with annual foreign
exchange earnings of about F$200 million, well
below remittances and tourism, now accounts for
only 6 per cent of GDP and 8 per cent of
foreign exchange earnings. The Fijian sugar in-
dustry is in deep trouble with the upcoming loss
of preferential prices for exports to the European
Union and the United States. The Fiji Sugar
Corporation, owner of the country’s four sugar
mills, has been losing money consistently in
recent years, even though it sells two thirds of
its sugar at two to three times the price on the
global market. Farm yields are only half those of
major producers, such as Australia and Brazil. In
an attempt to stave off the necessary adjustment
to the liberalization of the global sugar market
under WTO, Fiji and various African, Caribbean
and Pacific countries are petitioning the Euro-
pean Union to slow the pace of reduction in the
preferential sugar price and to provide adjust-
ment assistance. A subsidized loan of F$86
million from the Government of India is being
used to upgrade machinery in the four mills to
improve efficiency. Sugar output has fallen from
a peak of 517,000 tons in 1994 to an estimated
320,000 tons in 2005.

For the sugar industry to become viable,
farm yields would have to improve substantially,
the cost of transporting sugar cane to the mills
would have to drop substantially and milling
efficiency would have to rise. To achieve higher
yields farmers will need more secure access to
land, farms will need to be consolidated so that
machine-harvesting can be used and the area of
marginal land will have to be reduced substan-
tially. The Asian Development Bank has provided
a loan and technical assistance to help farmers
displaced from their leaseholds land and farmers
wishing to move out of farming sugar cane, so
that they can develop new livelihoods.
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Private investment in Fiji is well below the
level needed to generate economic growth in the
5 per cent plus range and provide jobs for the
15,000 or more young people entering the la-
bour force each year. Although increasing in
recent years, total investment is still only about
17 per cent of GDP, and only about a quarter of
this amount is private investment. Investment in
public enterprises is earning poor returns, as
most State-owned enterprises are losing money
or earning close to zero returns on their invest-
ments. If growth is to move beyond the 2-3 per
cent range, the challenge for the Government
will be to create an environment in which private
investment could increase rapidly and raise total
investment to about 25 per cent of GDP. In-
creasing private investment will depend on a
significant reduction in political instability and law
and order problems. The Government should
focus on actions, such as providing better trans-
port infrastructure, ending the monopoly status of
the telecommunications industries to reduce
costs, resolving the impasse over land leases
and reducing the red tape facing potential inves-
tors.

Stable growth continues in
Papua New Guinea

The improvement in economic activity in
Papua New Guinea that began in 2003 contin-
ued with a modest real GDP growth rate of 3
per cent expected for 2005. This three-year pe-
riod of modest growth followed a three-year pe-
riod of decline in real GDP, which eroded aver-
age per capita incomes. The construction sector
is expected to drive growth in 2005, with several
new projects under construction. The combina-
tion of low interest rates and strong domestic
demand has translated into several new residen-
tial and commercial building projects. GDP in the
agricultural, forestry and fishing sectors is ex-
pected to grow by 4.1 per cent in 2005, while
the non-mining sector will grow by 3.2 per cent.
The sector’'s strong performance reflects new
fisheries licenses and increased production of
cash crops as the maintenance and rehabilitation
of feeder roads increase producers’ access to
markets. The petroleum sector is expected to
grow by 11 per cent during the year, while the
mining and quarrying sector is expected to de-
cline by 4.5 per cent in 2005 reflecting a 6 per
cent decline in gold production.

GDP growth for Papua New Guinea is
projected at 3.5 per cent for 2006, underpinned
by a 5 per cent increase in construction activity
resulting from the initiation of work on the Ramu
Nickel Project. Initial construction work on the
Papua New Guinea-Australia gas pipeline will
also contribute to growth. The mining sector is
projected to grow by 5.8 per cent in 2006, with
better productivity expected from all mines ex-
cept the Porgera Gold Mine. It is hoped that the
expected boom in government revenues from the
gas project and related activities will be handled
better than during the mining boom in the early
1990s.

Solomon Islands recorded GDP growth of
5 per cent in 2004. Growth for 2005 is estimated
at 2.9 per cent, because of reduced earnings
from tuna fishing and copra production. Receipts
from fishing over the first nine months of 2005
declined by 49 per cent owing to seasonal con-
ditions and the poor performance of the coun-
try’s ageing fishing fleet. The fishing company in
Solomon Islands, now under government control,
is not performing as well as it was when it was
privately owned, in part because of the loss of
Japanese expertise and the links to the market-
ing network of Japan. The poor performance in
the fishing and copra industries has meant
greater dependence on logging for export and
foreign exchange earnings. Log exports re-
mained fairly stable during the years of internal
conflict because logging is confined to the West-
ern Province, a region of the country that has
experienced relatively little fighting.

The rehabilitation of palm oil plantations
on Guadalcanal Island has proceeded well, and
production and export were expected to resume
at the end of 2005. Gold production from the
Gold Ridge Mine, closed during the period of
civil unrest and considerably damaged, is ex-
pected in late 2006. This will be important for
the economy as the mine was contributing about
30 per cent of GDP before the conflict.

Real GDP growth for Samoa in 2005 is
estimated at 5.6 per cent compared with 3.7 per
cent in 2004. Credit for the improved performance
is due to the upswing in the construction sector in
preparation for the 2007 South Pacific Games
and a turnaround in agriculture and fishing. The
construction industry grew by 29 per cent in
nominal terms as of the end of June 2005, and a
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further increase in real GDP of 3 per cent is
expected for 2006, with the construction for the
Games completed and the further improvements
made in the agricultural and fishing sectors.
Because of the much-improved performance of
the Samoan economy over the past decade, per
capita GDP has increased from about WS$1,000
in 1995 to about $2,000 in 2005.

The agricultural sector in Samoa has been
performing poorly since damage was caused by
Cyclone Heta in January 2004 and subsequently
by drought. The fishing industry recovered some-
what in 2005 following the poor tuna catches
since mid-2002. The recent difficult conditions
have led to a rationalization of the fishing fleet,
with  marginal operators dropping out. This
should result in a more resilient industry, better
able to weather the inevitable fluctuations in
catch and in global prices.

The economy of Samoa was supported
strongly again in 2005 by remittances and tour-
ism, the two largest contributors to national in-
come and the balance of payments. Remittances
account for up to 20 per cent of GDP, while
tourism receipts account for about 15 per cent.
Efforts are being made to increase tourism earn-
ings, particularly through resort hotel construc-
tion. The recent joint venture between
Polynesian Airlines and Virgin Blue should re-
duce the high costs of travel to Samoa.

Real GDP growth in Tonga recovered to
an estimated 2.8 per cent in 2005 from 1.6 per
cent in 2004 on better performance in agriculture
and tourism and ongoing construction projects.
Similar performance is expected in 2006 but will
depend primarily on continuing growth in remit-
tances, on an improved tuna catch, on the per-
formance of the squash industry and on the
Government’'s management of the fiscal prob-
lems resulting from large pay increases for pub-
lic servants following a nationwide public strike
in 2005.

Because of the high rate of emigration,
Tonga’s population growth rate is well below 1
per cent per year so, even with modest GDP
growth rates, average income levels continue to
rise. Private remittances average from T$80 mil-
lion to T$90 million and can be expected to
continue if economic growth in Australia and
New Zealand continues at its recent pace. Offi-
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cial estimates of remittances are likely to be low
because of the large amount of cash that enters
the country unofficially.

Apart from remittances, agriculture, fishing
and tourism are the mainstays of the Tongan
economy. The contributions of the squash and
vanilla industries depend heavily on prices,
which tend to be highly volatile. The fishing
industry has also been in difficulty, with lower
catches and lower prices, but better performance
is expected. Tonga’s tourism industry has been
performing well, with increasing tourist arrivals
and expenditures. The declining level of the
pa’anga against the Australian and New Zealand
currencies and the safe environment offered by
Pacific island countries appear to have encour-
aged visitors. However, the number of visitors to
Tonga fell over the first six months of 2005.

A modest expansion of economic activity
was expected in Vanuatu for 2005, underpinned
in part by rising output in the forestry and beef
industries and a pickup in tourism following the
start-up of low-cost flights from Australia by the
“no frills” Pacific Blue Airlines. The economy has
grown while inflation remained low. Vanuatu also
maintains low interest rates and a reasonable
level of international reserves, despite the politi-
cal instability of the past few years and the
disappointment over the absence of the growth
dividend expected from the partially implemented
Comprehensive Reform Programme. However,
with the population growing faster than the
economy, the long-term lack of improvement in
average incomes persists. GDP per capita in
real terms is reported to have fallen below the
level of 20 years ago. The obstacles to achiev-
ing a much higher growth path appear to be the
continuing political instability, the difficulties in
mobilizing land for investment and the monopo-
lies in key areas, particularly essential services.

The one bright spot has been the growth
in tourist numbers over the past two years. In
2004, visitors to Vanuatu increased by 20.3 per
cent and in the first six months of 2005, num-
bers increased by a further 11 per cent. The
increases are attributed to the entry of low-cost
carriers into the market and to better marketing.
The safety of the Pacific subregion from terror-
ism and disease may be another reason, as is
the continued good economic performance of
Australia and New Zealand. Important for income
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generation and distribution is the extent to which
tourist expenditures flow through to local labour
and producers of goods and services used in
tourist resorts. Growing confidence in Vanuatu's
tourism industry is reflected in plans for new
hotels and extensions to existing properties that
will significantly increase capacity. The industry’s
growth prospects could, however, be frustrated
by financial troubles and political interference
in the management of the national airline, Air
Vanuatu.

In the longer term, Vanuatu’s GDP growth
is forecast to remain in the 2-3 per cent range.
In its Article IV consultations on exchange ar-
rangements, IMF has argued that Vanuatu has
the potential for much improved economic per-
formance, particularly in agriculture and tourism.
Achieving this would require a reorientation of
fiscal spending towards social and infrastructural
needs, further financial sector reform and crea-
tion of a more investor-friendly environment.
Areas for increased spending on the infrastruc-
ture include roads, electricity, water and trans-
portation.

Key macroeconomic policy
developments

Fiji enioys greater macroeconomic stability

The budget deficit of Fiji for 2005 is ex-
pected to be 4.3 per cent of GDP, up from 3.2
per cent in 2004 (see figure 11.16). The Govern-
ment has announced an expansionary fiscal
policy for 2006, with an expected deficit of 4 per
cent of GDP in 2006, which appears quite opti-
mistic. With the next general election to be held
in 2006, this is widely seen as a pre-election
budget. It includes several concessions to the
poorer sections of the population, including a
zero value added tax rate on several basic food
items and tax concessions on fuel-related items.
However, the concessions will reduce revenue
collection. The Government has also granted
substantial income tax exemptions for new in-
vestment activities in several areas, thus forgo-
ing additional revenue collections. The public
debt is projected to increase substantially over
the period 2006 to 2008 in order to fund the

Figure 11.16. Budget balance? in selected Pacific island economies, 2003-2005
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deficit, so debt-servicing costs will continue to
rise. The public arbitrator has granted a cost-of-
living adjustment to public service salaries that is
not funded in the budget, and no initiatives were
announced for reducing the number of civil serv-
ice staff, which is believed to be quite high.

The Reserve Bank of Fiji raised the offi-
cial interest rate from 1.75 to 2.25 per cent in
October 2005, the first increase since May 2004.
It justified the increase on the grounds that
consumer credit growth remained strong and that
robust domestic demand growth was resulting in
rapidly increasing imports and rapid growth in
mortgage lending, which if left unchecked, risked
straining households’ capacity to service rising
debt. Total domestic credit rose by a further 22.6
per cent over the year as of September 2005,
fuelled primarily by private sector credit, which
grew by 23.4 per cent.

The Fiji dollar appreciated by 1.87 per
cent against the Japanese yen, by 0.08 per cent
against the New Zealand dollar and by 0.33 per
cent against the United States dollar, and depre-
ciated by 1.25 per cent against the Australian
dollar in September 2005. After rising for much
of the year, the effective exchange rate index of
the Fiji dollar fell by 0.1 per cent in September
2005, pointing to an improvement in the coun-
try’s international competitiveness, thanks mainly
to lower domestic inflation (see figure 11.17).

The inflation rate for 2004 was 3.3 per
cent, and it was expected to be close to 3 per
cent for 2005. In 2006, high global oil prices are
expected to have a greater impact on other
prices. The 2006 inflation rate is projected to be
3.0 per cent.

The budget deficit of Papua New Guinea
for 2005 is projected to be 0.6 per cent of GDP,
compared with the target of 1.0 per cent. The
turnaround is due mainly to improved revenue
performance and good fiscal discipline. Revenue
for 2005 is estimated to have increased by 16
per cent over that of 2004. Total expenditure
and net lending in 2005 is projected to increase
by 24 per cent, reflecting mainly the Govern-
ment’s intention to use 400 million kina to assist
in funding its equity interest in the Papua New
Guinea-Australia gas project. Interest rates on
government securities have fallen steadily with
tight government expenditure controls and the
related drop in inflation.
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The Government is targeting a budget defi-
cit of 0.6 per cent of GDP for 2006. A risk built
into the 2006 budget may well be the expected
prices for gold and oil for the next three years.
The budget assumes that these prices will decline
from current high levels, but only gradually; how-
ever, primary commodity price declines from
peaks are characteristically quite rapid.

Good public expenditure control, together
with the increased revenues from high prices for
gold and petroleum, has provided scope for the
Government to substantially reduce its public
debt. When the current Government took office
in 2002 the public debt to GDP ratio was about
80 per cent. This figure was expected to be
49.8 per cent of GDP at the end of 2005,
reflecting prudent fiscal management and ex-
change rate appreciation. The improvement in
budget performance, low interest rates, low infla-
tion and the high level of foreign exchange
reserves reflect improved macroeconomic man-
agement, which should provide an encouraging
environment for investment. However, the coun-
try’'s coalition Governments have remained un-
able to implement the necessary changes in
microeconomic policies, to lower the high cost
and improve the reliability of the infrastructure
and to tackle the significant law and order prob-
lems needed to improve the investment climate.

The Bank of Papua New Guinea main-
tained an accommodative monetary policy stance
in 2005. The Kina Facility Rate remained un-
changed at 7 per cent between December 2004
and August 2005 before being reduced to 6 per
cent in September 2005. This measure reflected
the good progress made in reducing inflation
over the past few years and the absence of
price pressures. Market interest rates have fallen
well below the indicator rate, with short-term
treasury bill rates as low as 3-4 per cent during
the year, reflecting the excess liquidity in the
market. The accommodative policy stance has
been made possible by prudent fiscal manage-
ment and strong global conditions, which have
supported the exchange rate and moderated
prices. Monetary policy is likely to remain ac-
commodative in 2006 as long as inflation pres-
sures remain subdued. The year-on-year aver-
age inflation rate for the quarter ending in June
2005 was 1.2 per cent and the rate is expected
to rise to 3.4 per cent in 2006, largely because
of higher global oil prices and the flow-through
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Figure 11.17. Inflation and money supply growth in selected
Pacific island economies, 2003-20052
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to most transport and production activities.
However, with the expected construction boom
the challenge to monetary policy will be
increased.

The kina exchange rate was generally
stable in 2004 and steadily appreciated through
2005, appreciating by 2 per cent against the
United States dollar and 3.8 per cent against the
Australian dollar in the first nine months. The
stability of the currency reflects both an increase
in the terms of trade from higher international
prices of the country’s key commodity exports
and lower inflation reflecting the Government’s
sound economic management.

Average per capita income in Solomon
Islands has been recovering slowly since the
arrival of the Regional Assistance Mission to
Solomon Islands in July 2003; it is now back
to about 80 per cent of its level before the
civil unrest during the period 1999-2003. The
achievements since the arrival of the Mission
have been significant. Law and order was
quickly restored. Fiscal prudence has been de-
veloping and the public debt has been reined in;
foreign exchange restrictions have been relaxed
and foreign reserves have been increased
to about eight months of import cover. Public
services are also slowly recovering. These
achievements have been realized because of
considerable donor support. For example, donors
funded about 55 per cent of the recurrent
budget and almost the entire development
budget for 2005. Since this level of donor sup-
port cannot be expected to continue indefinitely,
the country will have to create an environment in
which domestic savings and investment can play
the major part in development.

Some relief on the fiscal front was pro-
vided when international creditors agreed to
grant Solomon Islands a two-year moratorium on
its debt repayments. The Honiara Club of credi-
tors agreed on a framework for consultations on
reducing the country’s debt, provided Solomon
Islands maintains its planned programme of fis-
cal discipline and economic reform. The 2005
budget had allowed for the use of up to 20 per
cent of revenues for debt-servicing.

Investors in palm oil production and in the
restoration of the Gold Ridge Mine have been
given substantial tax concessions for a consider-
able period, a matter of concern because of the
loss of potential government revenue. If over-
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logging of the country’s forests leads to a sharp
decline in log exports and log export revenue
within five years or so, this will create a large
gap in government revenue. A major question is
how this gap will be filled.

The 85 per cent of the population living
outside the urban areas of Solomon lIslands form
the backbone of the economy, and enhancing
their capacity to increase their livelihood is the
most important factor in achieving significantly
improved living standards. Most communities in
rural areas were able to function during the
previously mentioned unrest, which prevented
what could have been much more widespread
hardship. However, the productivity of rural ac-
tivities is very low. Improving rural productivity
will require government investment in physical
and social infrastructure such as transport, safe
water, power and health and education services.
Research into new and improved plant species
is also needed as are improved farming systems
to lift productivity, improvements in the provision
of market information and the means to raise
and maintain quality standards and trade facilita-
tion. The loss of resource rents from exploitation
of forests and from mining gold and cultivating
oil palm will make it very difficult for the Govern-
ment to fulfil its functions.

The inflation rate in Solomon Islands in
the three months to the end of October 2005
was 10 per cent, a considerable increase over
that of the same period in 2004. The higher
inflation has been due in part to the increase in
fuel prices; inflation has flowed into transport
and utility costs. In addition, the Mission exer-
cise is being reflected in a surge in the housing
rental component of the consumer price index.

A major concern for economic prospects in
Samoa is the pre-election 2006 budget. Public
sector salaries and wages are to be increased by
up to 50 per cent over the next three years, an
increase equivalent to 4 per cent of GDP. The
rise in public service salaries and the expenditure
commitments for the South Pacific Games are
projected to sharply increase the budget deficit to
4.5 per cent of GDP, from its average range of 1-
2 per cent over the past decade. The Govern-
ment proposes to issue government bonds worth
$26.5 million to fund the 2006 deficit, in contrast
to previous years when the much smaller budget
deficits were funded from government savings
held in the banking system.
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Inflation in Samoa was expected to be
about 7.8 per cent in 2005. This rate is lower
than the rate in 2004 when Cyclone Heta dam-
aged crops, which led to higher prices for local
produce and import costs rose because of in-
creased fuel costs. The continuing high fuel
costs, the public service salary and wage in-
creases and construction expenditures for the
South Pacific Games present a severe challenge
to the central bank in managing inflation and
protecting foreign exchange reserves. Some
budget relief may be provided by the Polynesian
Airlines-Virgin Blue joint venture, which means
that the Government will no longer have to cover
airline losses. The central bank has announced
that it will be tightening monetary policy to pro-
tect foreign exchange reserves. As a result,
interest rates will rise, credit will be restricted
and demand will be compressed.

The Government of Tonga has taken
measures to improve revenue collection. Techni-
cal assistance is being provided with donor
support to improve customs duty collections; cur-
rent inefficiency in duty collection accounts for
the loss of an estimated $20 million in revenue
annually. A new 15 per cent consumption tax
has replaced the 20 per cent ports services tax
levied on all imports as well as the 5 per cent
sales tax and fuel tax. The consumption tax
does not discriminate between imports and do-
mestically produced goods and services and
therefore does not distort resource allocation.
Compliance costs are being kept low by requir-
ing only businesses with an annual turnover of
$50,000 or more to register for the tax.

In Tonga, the monetary expansion from
support provided to loss-making public enter-
prises that have been unable to meet their debt
commitments appears to underlie the continuing
high level of inflation and depreciation of the
pa’anga. The inflation rate was expected to re-
main high in 2005 and 2006 because of high
international oil prices and the increases in pub-
lic service salaries agreed at the time of a
sector-wide strike. Wage increases as high as
80 per cent are well in excess of the increases
planned in the budget. The increases have no
basis in labour productivity gains and therefore
the real value of the nominal increases will
be quickly lost to inflation through depreciation
of the exchange rate unless the Government
somehow reduces expenditures in other areas;
however, this is highly unlikely. The expected

revenue increase from the value added tax
will not be enough to shore up government
finances.

The high inflation in Tonga will continue to
place downward pressure on the exchange rate
and the country’s international competitiveness.
The loss of international competitiveness may
already be reflected in the downturn in tourist
numbers in the first six months of 2005. Con-
cerns over the sustainability of foreign exchange
reserves and high inflation will likely see the
Reserve Bank of Tonga attempt to maintain
a tight monetary policy in order to dampen
domestic demand and investment. However, past
performance casts doubt on whether the Bank
will be able to maintain this discipline.

Prudent fiscal and monetary management
in Vanuatu has ensured continuing good
performance on the inflation front. The inflation
rate has been held to 2-3 per cent in recent
years. High petroleum prices, reinforced by the
rising United States dollar, present considerable
challenges for restraining inflation and maintain-
ing foreign reserves. Moreover, because of
the low growth and lack of benefits arising from
the Comprehensive Economic Reform pro-
gramme, there could be strong public pressure
for fiscal stimulus to promote economic growth,
resulting in increased budget deficits in coming
years.

Developments in the external sector

Higher commodity prices will aid growth but
higher oil prices remain a problem

Higher world prices for primary commodi-
ties over the past three years have been a
mixed blessing for Pacific island countries, ex-
cept for Papua New Guinea. The sharp rise in
the prices of oil, gold, copper and agricultural
commodities enabled the Government of Papua
New Guinea to reduce substantially the public
debt and take the pressure off interest rates.

Increases in the prices for cocoa, copra
and coconut oil have also benefited Solomon
Islands and Vanuatu. However, palm oil prices
declined between 2004 and 2005, and cocoa
and copra prices fell in the third quarter of 2005,
which may herald a period of lower prices for
these commodities.
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Pacific island countries other than Papua
New Guinea rely heavily on petroleum imports
for energy production and transport, and the
sustained high prices for petroleum products
have increased the costs of production and
made it more difficult for the Goverments to
control inflation and the balance of payments.

Exports from Fiji have been declining be-
cause of the decline in sugar production and
exports, the loss of kava markets due to the
bans (since lifted) on the product in Europe and
the United States and stagnant fish exports (see
figure 11.18). Total merchandise exports (in local
currency terms) fell 11 per cent in the 12

Figure 11.18. Growth rates in merchandise export earnings and import
spending in selected Pacific island economies, 2003-2005
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months to September 2005, largely attributable
to negative contributions from textiles, clothing
and footwear and from fish that more than offset
the positive contributions from sugar, re-exports
of mineral fuel, ginger and mineral water. During
the same period, merchandise imports rose
about 20 per cent, with delivery of greater quan-
tities of goods for consumption, investment and
intermediate use. Imports grew by 13.7 per cent
in the first six months of 2005. Garment exports
to the United States declined in 2005, and mar-
ket opportunities there and in the rest of the
world are expected to worsen considerably as
Fiji and other countries face the full force of
East Asian exporters. A bright spot for the bal-
ance of payments has been the sharp increase
in remittances from teachers, nurses and army
and security personnel employed overseas (see
figure 11.19). Remittances were expected to rise
from more than F$300 million in 2004 to reach
almost F$500 million in 2005. The country’s
official foreign exchange reserves fell from
F$992 million at the end of June (equivalent to
5.6 months of import cover) to F$940 million at
the end of September 2005 (5.3 months of

import cover), reflecting sluggish export receipts
and rising import costs. Exports were affected by
the modest appreciation of the Fijian dollar in
2004. However, the exchange rate stabilized in
2005 (see figure 11.20).

Papua New Guinea recorded a current
account surplus of K 273 million in the first half
of 2005 compared with a surplus of K 2 million
in the first half of 2004, mainly because of a
larger surplus in the balance of trade in goods
and services (K 897 million in the first half of
2005 compared with K 461 million in the first
half of 2004), which more than offset a larger
deficit in the balance of income and transfers.
This was mainly due to a higher merchandise
trade account, which recorded a surplus of K
4,624 million in the first half of 2005, reflecting
the higher export values of major commodities
driven higher as a result of the increase in
international prices. The value of Papua New
Guinea’s merchandise imports increased by 0.4
per cent in the first nine months of 2005 com-
pared with the same period in 2004. The rise
reflects increased business investments and an

Figure 11.19. Current account balance in selected Pacific island economies, 2003-20052
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Figure 11.20. Index of exchange rates against the United States dollar in selected
Pacific island economies, 1996-20052
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increase in domestic demand. Holdings of gold
and foreign exchange reserves totaled K 2,135
million as of August 2005, sufficient for 5.2
months of import cover.

The underlying balance of payments posi-
tion of Papua New Guinea is expected to be
healthy in 2006, with solid global growth and
high commodity prices boosting export receipts,
and steady domestic demand and moderate
price increases for imports curbing increases in
the volume of imports. However, the country’s
external account could be heavily affected over
time by the goods and services and capital flows
associated with the Papua New Guinea-Australia
gas project and the Ramu Nickel project. If the
projects proceed as expected, this will result in
a substantial rise in imports and a turnaround in
the current account from a surplus in 2005 to a
large deficit in 2006 in the range of 4-5 per cent
of GDP.

80

The external trade deficit of Samoa wid-
ened to 45.7 per cent of GDP in 2004 as a
result of sluggish export growth and higher im-
port growth owing to rapid growth in the con-
struction sector, which is largely externally fi-
nanced, and higher prices for imported fuel.
Slow export growth in 2004 was the result of
weak performance in the agricultural and fishing
sectors. The current account deficit was almost
eight times larger than that of 2004, at 8.9 per
cent of GDP. With better performance in the
agricultural and fishing sectors in 2005, export
performance is likely to record an improvement
for the year. Fish exports were the top merchan-
dise export earner for the quarter ending in June
2005, accounting for 39 per cent of exports. For
that quarter, total exports increased 18.3 per
cent over the same period in 2004. However,
with imports increasing even faster, the trade
deficit increased to 65 per cent of GDP in that
quarter, and the current account deficit reached
14.4 per cent of GDP. Foreign exchange re-
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serves as of June 2005 were equivalent to 5.9
months of import cover. The central bank ex-
pects that pressures on reserves, particularly
from rising fuel costs, will cause import cover to
fall to about 4.8 months in 2006.

Samoa and New Zealand recently reached
an agreement that should enhance the access
of Samoa to New Zealand markets. Niche mar-
kets in products such as taro, woven mats and
tapa cloth are developing for countries such as
Samoa and Tonga that have large overseas
populations in New Zealand, Australia and the
United States. Organically grown foods with eco-
labelling certification could also provide export
growth in products that fetch premium prices.
Such export diversification will also enable the
economy to better withstand external shocks.
Development of niche markets that can com-
mand a premium price is also the only way to
overcome the high costs of international trade
that these small, isolated economies face.

Foreign exchange reserves of Solomon
Islands at the end of October 2005 were at
record levels owing to inflows of donor aid,
improved export receipts and some investment
inflows, mainly linked to the rehabilitation of the
gold mine and oil palm plantation damaged dur-
ing the civil unrest. Foreign reserves of SI$705
million were equivalent to six months of import
cover. With the fishing sector decline in diversifi-
cation of exports is urgently needed to reduce
the dependence on the forestry sector, which is
said to be logging at three to four times the
sustainable rate. Progress in getting the palm oil
plantation back into operation has been rapid,
and production was expected to begin at the
end of 2005, which will contribute to export
diversification. Imports are expected to increase,
in view of the high import content of the invest-
ment rehabilitation projects under way and the
high international fuel prices.

International prices for cocoa and copra,
the main agricultural exports of Vanuatu, contin-
ued to be favourable in the first half of 2005.
However, prices declined in the third quarter
quite sharply for copra. Although bans on kava
exports to Europe and the United States have
been lifted, until the results of ongoing tests of
the effects of kava on human health are known,
it is unlikely that exports will be resumed. The
kava industry in the Pacific is optimistic about
the test results and expects that exports will be

resumed as early as 2006. There are prospects
for new markets for kava in Asia, particularly in
China, for pharmaceutical uses, but these mar-
kets also are not likely to open up until the
scientific tests are concluded.

A trade dispute between Fiji and Vanuatu
led to a six-month ban on kava exports from
Vanuatu to Fiji, which had recently developed as
an important market for Vanuatu. While the two
countries are members of the Melanesian Spear-
head Group, the lack of an effective mechanism
for resolving disputes appears to present an
important obstacle.

The foreign exchange reserves of Vanuatu
rose further in the second quarter of 2005,
owing mainly to an increase in donor funds and
stronger foreign earnings from tourism. Accord-
ing to the Reserve Bank of Vanuatu, official
foreign reserves rose from 6.8 billion vatu ($63
million) at the end of March 2005 to 7.1 billion
vatu at the end of June 2005, equivalent to 5.8
months of import cover.

Medium-term prospects and
key policy issues

Growth is expected to accelerate slightly in
2006 but longer-term challenges remain

Despite high oil prices, current indications
are that most Pacific island economies will con-
tinue to grow in 2006-2007 largely because of the
expansion of the tourism sector, diversification in
the agriculture sector, and remittances. However,
GDP growth rates are expected to be modest as
countries in the subregion continue to experience
high population growth rates; thus, living stand-
ards are likely to decline in the medium term.
Most Pacific island countries also expect low
inflation rates in 2006, although this situation
could change if major natural disasters were to
strike.

There are uncomfortable levels of poverty
in most Pacific island countries. The three major
causes of poverty are lack of employment and
economic opportunities, lack of access to basic
services (education and health) and lack of re-
sponse by the Government to people’s needs,
all traceable to unsatisfactory economic perform-
ance. However, more people live under condi-
tions of hardship rather than absolute poverty.
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Law and order problems are confined
mainly to Fiji, Papua New Guinea, Solomon
Islands and Vanuatu. Political instability is also a
problem in a few of these countries. At the
extreme, those countries have experienced
coups, as in Fiji and Solomon Islands. More
common across the Pacific are weak coalition
Governments that make economic reform, par-
ticularly microeconomic reform, especially diffi-
cult. Contributing to the law and order problems
in these countries is the large number of unem-
ployed and underemployed youth who threaten
person and property.

Education at the primary and secondary
levels is poor throughout most Pacific island
countries. Commentators lament the dearth of
vocational training and the concentration on uni-
versity training for the elite. Certainly, a better-
educated labour force is a prerequisite for a
country wishing to attract increased investment
and to stimulate economic growth. However, un-
less other constraints to investment are reduced,
the trained labour force in these countries will
leave for overseas work and investment in edu-

Remittances play a major role
in development

Remittances have long been playing a
major role in Pacific island economies such as
Kiribati, Samoa and Tonga, but their importance
and volume have risen dramatically in recent
years. Where emigration has been possible, re-
mittances have grown substantially; in Samoa
and Tonga, remittances account for up to half of
gross national income.

Pacific island countries consider emigra-
tion and the possibility of overseas employment
for their youth as a safety valve in an environ-
ment of continued high fertility rates and stag-
nant domestic employment opportunities (see
box II.2). Many of these countries are exerting
pressure on their developed Pacific neighbours,
Australia and New Zealand, to increase the in-
take of migrants from Pacific island countries.
However, overseas employment and remittances
should not be a reason for Pacific island coun-
tries to relax efforts to improve domestic invest-

cation will not be made in the first place. ment environments.

Box Il.2. Lack of economic growth and employment opportunities
in Pacific island countries

Unemployment data are unlikely to give a true picture of the extent of unemployment in Pacific island
countries. There is little in the way of public unemployment insurance or unemployment benefits. If people
become unemployed, their families usually have to support them until they find a job. Thus, there is little incentive
for people to notify the authorities that they are unemployed. The high unemployment rates shown for economies
such as Cook Islands, the Federated States of Micronesia and Marshall Islands reflect to some extent the desire
for employment in the formal sector, while the low unemployment rates for Samoa and Tonga could reflect the
lack of interest in finding local jobs because of the high levels of emigration. In contrast, however, because of the
large share of the population living in rural areas, it is unlikely that the low unemployment rates for Kiribati and
even for Vanuatu truly reflect the numbers searching jobs in the formal sector.

Formal sector jobs account for only a very small share of the total labour force in some Pacific island
countries and a much larger proportion in others. In countries where the bulk of the labour force is engaged
in semi-subsistence activity, a combination of subsistence activity and cash-earning activity, the labour force
may be seen as a pool of potential workers for formal sector employment. In countries where formal sector
workers form a large part of the total labour force, this has occurred largely because of the migration of
workers in search of employment overseas .

In most Pacific island countries large numbers of people have moved from rural areas to urban
centres, partly in search of formal employment.2 They are also looking for better educational opportunities for
their children, improved access to health care and perhaps the attractions of urban life. Because of high

2 Urban centre populations in most of the Pacific island countries are growing at rapid rates, up to 5-6 per cent a
year, as a result of rural-urban migration.

(Continued overleaf)
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The level of poverty in Samoa and Tonga
is not much lower than in the Federated States
of Micronesia and the Republic of Marshall Is-
lands, although it is well below the estimates of
poverty in Papua New Guinea, Solomon Islands
and Vanuatu.

The poverty situation has likely deterio-
rated considerably in Solomon Islands because
of the disastrous impact of the civil unrest on
economic activities, which reduced average per
capita incomes by about 25 per cent.

Many reasons can be advanced for the
low per capita GDP growth rates and the poor
investment and employment performance of Pa-
cific island countries. Overall, the poor invest-
ment environment is the most obvious proximate
cause.

While data on investment, particularly pri-
vate investment, is almost non-existent for Pa-
cific island countries, comparative data are avail-
able on the difficulties faced by those attempting
to establish businesses. The Doing Business
study of the World Bank ranks countries in
terms of the difficulties in starting a business,
registering property, getting credit, protecting in-
vestors, trading across borders, enforcing con-
tracts and similar activities. Samoa, which has
done the most among Pacific island countries to
create a favourable environment for domestic
and foreign investment, performs most poorly in
terms of the bureaucratic steps involved in start-
ing a business.

Insecurity of access to land is a problem
common to most Pacific island countries, al-
though to varying degrees. Most land is held
under some form of customary tenure, rather
than individual tenure rights that can provide
reliable collateral for commercial borrowing. For
example, Fiji has developed its sugar industry on
the basis of long-term individual leasehold of
land owned under “customary” communal tenure
by land-owning groups; however, the conditions
on the transfer of such leases erode the land’s
value as collateral.

At the other extreme is Papua New
Guinea, where even the little land that is held
under freehold title is sometimes under threat
because of claims over it by former landowners.
Also, the widespread nature of claims for in-
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creased compensation from landowners when
projects on leased land are seen to do well has
created a climate of pervasive uncertainty.

Restrictive policies against trade in goods
and services are another reflection of the antipa-
thy towards open markets in Pacific island coun-
tries. Because of remoteness from major mar-
kets and the small size of domestic markets,
Pacific island countries face very high costs in
participating in international trade, except in min-
ing projects where production costs may be in-
ternationally competitive. If these countries are to
improve their economic performance, they have
to take advantage of the economies of scale in
trading with the rest of the world. Moreover, to
compensate for the high costs of trade, they
have to export products and services the prices
for which would more than compensate for their
high costs. This means they have to develop
differentiated products in niche markets. They
cannot depend on the export of basic primary
commodities, for which they are at a cost disad-
vantage in relation to other producing countries.
By placing barriers against the import of goods
and services and capital, they increase the costs
of producing for export markets by raising the
costs of inputs. They should have completely
open markets for trade, investment, labour and
technology in order to maximize the opportuni-
ties for developing the differentiated products
they need to export.

Pacific island countries need
better infrastructure

Unreliable and high-cost utilities and poor
transport infrastructure are other widespread
problems in Pacific island countries. The rapid
decline in the cost of telecommunications glo-
bally has accelerated the international fragmenta-
tion of firms, benefiting developing countries by
offering new investment opportunities and jobs.
The Pacific island countries have, for the most
part, shut themselves off from this global phe-
nomenon by adopting monopoly positions, often
public-private joint venture monopolies, that re-
sult in internationally uncompetitive telecommuni-
cations costs. Pacific island countries have gen-
erally been unwilling to introduce competition
into their utility industries, and where they have
made markets more contestable, the countries
concerned have been slow to adopt effective
regulatory arrangements.
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(Continued from preceding page)

fertility and high population growth rates, per capita agricultural production in Pacific island countries appears
to be declining and it is probably becoming harder to maintain livelihoods in rural areas.” Because of the poor
opportunities for formal employment, many rural migrants have not found jobs in the formal sector and
therefore have to sustain themselves and their families with informal sector activity. Underemployment is a
much more relevant issue for the Pacific island countries than unemployment.

Economies such as Cook Islands, the Federated States of Micronesia, Marshall Islands, Samoa and
Tonga have relatively easy access to emigration, which reduces the working-age population and therefore
increases formal sector employment as a percentage of the working-age population.

In the Pacific island countries that do not have such easy access to emigration, such as Papua New
Guinea, Solomon lIslands and Vanuatu, the bulk of the population (75 per cent or more) live in rural areas
and earn their livelihood from mixed subsistence cash-crop activity. Most of those in rural areas are unskilled
and would have little chance of migrating even if easier access to metropolitan countries were provided.

The Governments of Pacific island countries must improve the investment climate if they are to see
increases in formal sector employment and reductions in unemployment and underemployment. Otherwise,
workers will continue to leave for overseas employment or remain underemployed in the rural sector; another
alternative is that they will continue to migrate to urban centres, where they will have to support themselves
through legal or illegal informal activity.

b Mahendra, Reddy and Ron C. Duncan, “Causes of decline in Pacific island agriculture”, (mimeo) (Suva, University
of South Pacific, 2005); Marin Yari and Ron C. Duncan, “Food security: development issue for Pacific island countries”,

Bulletin on Asia-Pacific Perspectives 2004/05 (United Nations publication Sales No. E.04.11.F.47), pp. 97-116.

Moreover, in the larger countries such as
Papua New Guinea, Solomon Islands and
Vanuatu, emigration and remittances cannot be
expected to become as important as they are in
the smaller and atoll economies.

For land-rich countries such as Fiji, Papua
New Guinea, Solomon Islands and Vanuatu,
where most of the populations continue to live
and work in the rural sector, the development
strategy should focus on the rural sector. Agri-
cultural productivity has to increase so that rural
incomes and welfare improve, helping to spur
growth in rural services. Growth in the urban
manufacturing and services sectors will create
employment for labour that will be able to
move out of the rural sector as its productivity
improves. Increased research is needed to
provide improved and new varieties of crops
and improved farming systems. Improved access
to markets for rural produce will demand
improved infrastructure and better market infor-
mation.
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South and South-West Asia
Overview

Despite high oil prices, the momentum
of growth was maintained ...

Despite high oil prices, the South and
South-West Asian subregion maintained its
growth momentum in 2005. The continuing re-
forms and structural changes of the last few
years are bearing fruit. The subregion’s increas-
ing integration into an expanding global
economy, rising consumer spending and gener-
ally accommodative policies are also helping to
foster economic growth. Both India and Pakistan
have achieved impressive growth rates in recent
years. On the basis of sustained high economic
growth, India is increasingly becoming a leading
contributor to global growth. A strong earthquake
in October 2005 resulted in massive loss of
human life and damage to property and infra-
structure in Pakistan, but the impact on GDP




