
I. GLOBAL AND REGIONAL ECONOMIC

DEVELOPMENTS AND PROSPECTS:

IMPLICATIONS FOR THE ESCAP REGION

OVERVIEW

The economy of the Asian and Pacific
region grew strongly in 2005, aided by a buoy-
ant global economy, and the region should main-
tain its growth momentum in 2006, barring any
unfavourable external events. Despite high en-
ergy prices globally, price pressures rose only
moderately in 2005 and are expected to remain
muted, or even ease slightly, in 2006. The re-
gion’s notable performance in 2005 is all the
more impressive considering several exogenous
developments that might at first glance appear to
impinge negatively on the region. These range
from the unsustainably large global imbalances,
the unwinding of which would almost certainly
involve exchange rate realignments of the major
currencies in the region, to the weak outcome of
the World Trade Organization (WTO) ministerial
meeting in Hong Kong, China, in December
2005, the threat of avian influenza becoming a
human pandemic and the development of a
firmer interest rate environment. However, the
consensus is that the region can sustain growth
in an environment of continuing low inflation in
2006 despite the significant risks.

These and other matters, such as output
and macroeconomic trends in the global economy,
the overall trade and financial market environ-
ment, developments in the housing markets in the
region, the need for greater equity in development
outcomes, the increasing economic and social
significance of workers’ remittances and the asso-
ciated policy trade-offs and challenges that the
Governments of countries in the region may need
to address in 2006, are discussed later in this
chapter. The performance, medium-term prospects
and principal policy issues of the subregions, the
least developed countries and the developed
countries in the Asian and Pacific region are
discussed in detail in chapter II.

THE INTERNATIONAL
ENVIRONMENT

The United States of America and

China drive global growth

The global economy grew at an average

annual rate of 3.2 per cent in 2005, down from

growth of 4.0 per cent in 2004 (table I.1). Not-

withstanding the slight deceleration, the perform-

ance in 2005 was impressive as oil prices rose

28 per cent in 2005, reaching nearly $71 a

barrel, following a rise of 35 per cent in 2004,

thus effectively doubling over a period of two

years. Natural gas prices rose more than 25

per cent in 2005; they have trebled since 2002.

Higher energy costs also exerted upward pres-

sure on electricity prices. Non-oil commodity

prices (in dollar terms) rose more than 14 per

cent in 2005, including a 26 per cent rise

in the price of metals, adding to overall cost

pressures in manufacturing. Alongside rising oil

and commodity prices, global imbalances

reached unprecedented levels in 2005, revolving

around the current account deficit of the United

States.

Although compared with earlier episodes,
the impact of the current phase of higher energy
and commodity prices on output growth and
inflation has been relatively mild so far, monetary
authorities virtually across the globe began tight-
ening monetary policy in 2005. The rationale
was that inflationary pressures tend to become
self-perpetuating when action to counter them is
delayed. Accordingly, with inflationary pressures
low by historical standards, the raison d’être for
the current policy tightening has been largely
pre-emptive. In addition, policy tightening in the
United States, where the federal funds rate rose

1



from 1 per cent in mid-2003 to 4.50 per cent in
early 2006, has reduced the spread between
interest rates in the Asian and Pacific region
and rates in the United States, leading to a
degree of exchange rate volatility for Asian
currencies. Meanwhile, low inflation has enabled
many Governments in the region to begin the
politically sensitive task of reducing or elimina-
ting subsidies on petroleum product prices in
view of the growing fiscal burden.

A closer examination of global growth in
2005 shows that it was driven essentially by the
United States and China, in a repeat of what
had occurred in 2004. Together, these two
economies account for more than a third of
global output (in purchasing power parity terms)
and nearly a fifth of global trade. They have
provided strong momentum to both global and
regional growth in the last three years. Growth in

the United States economy slowed somewhat in
2005 relative to 2004 but remained around the
long-term trend. The economy of China grew
even faster than in 2004 and, based on the
revision of its GDP announced by the National
Bureau of Statistics in December 2005, is the
sixth largest economy in the world at market
exchange rates. Other economies, notably Ja-
pan, which is the largest in the Asian and Pacific
region, and the members of the euro area expe-
rienced a moderate loss of growth momentum
relative to that of 2004 but nevertheless contin-
ued to match or exceed their performance in the
two years prior to 2004 (see table I.1).

From a regional perspective, growth,
though lower, was well distributed across
subregions and groups of countries. In addition,
it is satisfying to note that growth has been
shared in the last few years by both the devel-

Table I.1.  Selected indicators of global economic conditions, 2002-2006

(Percentage)

2002 2003 2004a 2005b 2006b

Economic growth (percentage change of GDP)

World
At market exchange rates 1.7 2.6 4.0 3.2 3.3
At purchasing power parity exchange rates 3.0 3.9 5.1 4.4 4.3

Developed economies 1.2 1.9 3.3 2.5 2.7
Japan 0.1 1.8 2.3 2.5 2.0
United States 1.6 2.7 4.2 3.6 3.3
Euro area 0.9 0.7 2.0 1.2 1.8

Developing economies 4.8 6.5 7.3 6.4 6.1
Developing countries in the Asian and Pacific region 6.1 6.5 7.4 6.6 6.5

Trade in goods and services (percentage)

World 3.3 5.4 10.3 7.0 7.4
Developed economies Exports 2.2 3.1 8.3 5.0 6.3

Imports 2.6 4.1 8.8 5.4 5.8
Developing economies Exports 6.6 10.8 14.5 10.4 10.3

Imports 6.0 11.1 16.4 13.5 11.9

Inflation rate (percentage)c

Developed economies 1.5 1.8 2.0 2.2 2.0
Developing economies 6.0 6.0 5.8 5.9 5.7

Sources: United Nations, World Economic Situation and Prospects 2006 (United Nations publication, Sales No.
E.06.II.C.2); International Monetary Fund, World Economic Outlook, September 2005: Building Institutions (Washington,
D.C., IMF, 2005); and The Economist (London, 4 February 2006).

a Estimate.
b Forecast.
c Consumer price index; developed and developing economies, ratios weighted at purchasing power parity.
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oping and transition economies of the region,
with the transition economies now having grown
for seven consecutive years. The number of
countries in which output per capita increased
by more than 3 per cent doubled between 2002
and 2004. Of 32 countries monitored in East,
West and South Asia, 22 exceeded the 3 per
cent level in 2004. This broad-based growth is
expected to continue over the next 12 months.

Despite China’s rapid rise and its growing
contribution to growth and trade flows in the
Asian and Pacific region, the fortunes of the
developing economies in the region are still
closely linked to the economies of the United
States, Japan and the European Union. To-
gether, these economies are the destination for
more than 50 per cent of exports from the
region. Among the three, the United States
economy, as mentioned, slowed in the second
half of 2005, with GDP growth likely to be 3.6
per cent or lower for 2005 as a whole, down
from 4.2 per cent in 2004. However, even at this
rate, United States growth would still be above
its long-term potential and the highest among
the Group of Seven (G-7) economies.

In addition to robust productivity growth,
there is relatively strong domestic demand, with
retail sales growing by close to 4.5 per cent
over the 12 months prior to November 2005.
Retail sales growth was driven by continuing
strong consumer demand, the wealth effect of
rising house prices, the easy availability of con-
sumer credit and the decline in unemployment.
However, by mid-2005, with private consumption
adversely affected by steadily rising petrol prices
and the continuing upward trend in interest rates
set by the Board of Governors of the Federal
Reserve System, growth started to lose momen-
tum. In the second half of the year, hurricanes
Katrina and Rita caused considerable human
and property losses, but their impact was con-
fined to the states around the Gulf of Mexico.

Will growth slow in the United States?

It is important to emphasize that, although
the United States economy has given the rest of
the world a significant boost over the last few
years, its current account deficit has worsened
steadily. By the third quarter of 2005, the deficit
had reached $780 billion, equivalent to 6.5 per
cent of GDP, double its level as a percentage of

GDP as recently as 1999 and three times the 2
per cent of GDP average it had been over the
past two decades. The rapid widening of the
deficit has contributed significantly to the global
current account imbalances, the overall size of
which poses a major risk to the near-term global
outlook. With the household savings rate in the
United States having fallen to zero and the
emergence of a significant fiscal deficit after 2001,
only large inflows of foreign savings are financing
the current account deficit, a state of affairs that is
clearly unsustainable beyond the short term.

A new uncertainty that emerged towards
the end of 2005 was the inversion in the yield
curve for United States bonds (yields on long-
term bonds fell below those on short-term
bonds). In the past, such inversions have pre-
dicted slower future output growth as the au-
thorities first raise interest rates to counter infla-
tionary pressure and then lower them as the
pace of activity slows in response. The signifi-
cance of such an inversion now, when interest
rates are still only marginally positive in real
terms and the future course of inflation is not
clear, has reinforced doubts about the future
strength of the United States economy.

In contrast to the United States, the 12
European Union members of the euro area re-
corded lacklustre growth of 1.2 per cent in 2005,
down from 2 per cent in 2004. The slow recov-
ery of domestic demand and low consumer and
investor confidence, especially after rejection of
the European Union constitution and failure to
agree on the European Union budget, had a
major effect on this outcome. Growth was the
result of higher net exports that were enhanced
by the robust global economy, aided by a mod-
erate depreciation of the euro during the year.
However, the relative importance of these factors
varied across the euro area. For example, Ger-
many and Italy were affected by lethargic do-
mestic demand while exports performed well; the
opposite was true for France and Spain.

Continuing weakness in domestic demand
in the euro area, however, kept inflation low at 2
per cent in 2005 notwithstanding the pressure
from rising energy prices. Despite the persist-
ently weak economic environment, the monetary
stance remained tight as the European Central
Bank made attempts to pre-empt the danger of
higher inflation in the months ahead. On the
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fiscal side, the average budget deficit for the
euro area is estimated to be about the 3 per
cent of GDP upper limit prescribed in the
Growth and Stability Pact, although France, Ger-
many and Italy, the three largest economies of
the euro area, are expected to exceed this rate
by a wide margin.

Prospects for strengthening the persis-
tently weak economic enviroment remain uncer-
tain, despite impressive profit growth by German
corporations in 2005, as weak internal demand
and structural rigidities in the product and labour
markets continue to undermine productivity-
enhancing investments in the wider European
Union economy. Furthermore, even though the
euro area trades primarily within the European
Union, the internal structural weaknesses of the
European Union make it vulnerable to external
developments, such as a sharp slowdown in the
global economy, euro appreciation or still higher
energy prices.

In the United Kingdom of Great Britain
and Northern Ireland, the largest European
Union economy outside the euro area, growth
slowed sharply in 2005 to 1.9 per cent from 3.2
per cent in the previous year. The main reasons
were the slower growth of private consumption,
higher oil prices and the cooling of the housing
market, offset to some extent by continuing fis-
cal stimulus. Inflation rose slightly above the
Bank of England target ceiling of 2 per cent and
the fiscal deficit is expected to reach 3.2 per
cent of GDP in 2005 to support higher spending
on health and education. Against this environ-
ment, the Bank of England attempted to main-
tain a cautious monetary policy stance balancing
the risks of higher inflation against the probabil-
ity of weaker output growth towards the later
part of 2005. Accordingly, interest rates have
been on hold since August 2004, apart from a
quarter-point increase in August 2005, and are
not expected to rise in the near term.

Japan will maintain steady growth

After GDP growth of 2.3 per cent in 2004,
the Japanese economy registered growth of 2.5
per cent in 2005, a relatively strong performance
compared with the virtual stagnation it experi-
enced between 1997 and 2003. Growth was
driven by a recovery in consumer demand and
investment, and not by exports as in other re-

cent episodes of recovery. Growth in private
consumption was helped by rising wages and
new employment opportunities, while strong
profit growth and improved investor confidence
helped corporate investment to pick up. Contrib-
uting to the recovery of domestic demand have
been some key structural reforms undertaken to
address long-standing weaknesses in the bank-
ing and corporate sectors. Private sector reform
and corporate restructuring to improve productiv-
ity and profitability, primarily by streamlining
operations and closing down loss-making oper-
ations, finally appear to be bearing fruit.

Monetary policy in Japan has been kept
loose for a number of years, with interest rates
close to zero, as the authorities struggled to
overcome the persistent deflation that has lasted
seven years. That phase is drawing to a close,
with deflation expected to end in 2006. Attention
accordingly is being focused on the fiscal situa-
tion and on Japan’s massive public debt. While
efforts at fiscal consolidation have resulted in a
lower fiscal deficit of 6.7 per cent of GDP in 2005
compared with 7.2 per cent in 2004, more ambi-
tious fiscal tightening may be required to attain a
more sustainable level of public debt by 2010, as
previously envisaged. Looking ahead, several
downside risks to growth remain. A further rise in
energy prices, upward pressure on the yen and a
simultaneous slowdown in the United States and
Chinese economies may affect the export sector,
which is still an important driver of growth.

Prospects for 2006: growth momentum

will be maintained

There is consensus that, as the world
economy successfully coped with high oil and
energy prices in 2004 and 2005, prospects for
2006 are broadly for a continuation of current
trends with oil prices fluctuating between $50 and
$55 a barrel, and the balance of risks possibly
weighted slightly on the downside. For instance,
growth could slow significantly in the United
States if the recent inversion of the yield curve
proves an accurate predictor of the future. It could
also slow as firmer interest rates more strongly
affect the housing market and private consump-
tion by reducing the wealth effect of buoyant
house prices and by reducing the demand for
credit. In the wider global economy, growth could
ease as businesses readjust corporate budgets
and consumers readjust household spending to
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absorb the higher energy prices. Moreover, a
significant oil supply shock, such as from further
difficulties in Iraq or in any other major oil-
producing country, cannot be ruled out. The
persistent current account imbalances, with their
implications for exchange rates, also overhang
investor perceptions about the future, creating a
degree of risk aversion.

More positively, growth could speed up in
the European Union, remain at its current level
in Japan and strengthen in the developing coun-
tries of the Asian and Pacific region. As a result,
world trade in goods and services would pick up
modestly in 2006 compared with 2005 but re-
main below the growth rate of 2004; however,
trade in goods and services, both exports and
imports, of developing countries is likely to ease
slightly in 2006 relative to 2005.

TRADE

Oil and commodity prices remain high

World trade volume grew by more than 10
per cent in 2004 but the rate of growth eased to

7 per cent in 2005. The main reason was the
slower pace of growth in the United States,
Japan and the European Union. Alongside the
rising price of energy, other commodity prices
also strengthened considerably (table I.2). For
instance, non-oil commodity prices rose by 18.5
per cent (in dollar terms) overall, with metals up
28.5 per cent, non-food agricultural raw materials
up 15.6 per cent and industrial raw materials up
24.4 per cent. Part of the increase can be
explained by the depreciation of the dollar, with
dollar prices for commodities adjusting upwards
to reflect the lower exchange rate of the dollar.
Even so, the increase in overall commodity
prices has been significant and has reinforced
the upward pressure on overall prices caused by
higher energy prices.

Trade has been central to the rapid
growth achieved by the region both historically
and in the last decade as the forces of globali-
zation have gathered speed. By and large, the
region has outpaced the rest of the world in the
rate at which its trade has grown, both trade
with the rest of the world and increasingly within
the region. The recent contributions of China to
global and regional trade growth have been re-

Table I.2. Price trends of major commodities, 2001-2005

(Current prices in United States dollars)

2001 2002 2003 2004 2005a

Cotton (per pound) 0.48 0.46 0.63 0.62 0.55
DRAM chip (all types) (per average selling price) 2.90 3.80 3.80 4.40 3.70
Flash memory (per average selling price) 5.20 4.30 4.70 4.70 4.50
Integrated circuits (per average selling price) 1.70 1.50 1.50 1.70 1.70
Microprocessor (per average selling price) 79.50 75.70 85.20 103.60 105.80
Oil: Brent (per barrel) 24.50 25.00 28.80 38.50 55.00
Palm kernel oil (per ton) 308.50 416.00 458.50 647.50 633.30
Palm oil (per ton) 285.80 390.00 443.30 471.30 407.30
Rice (per ton) 177.50 197.30 201.00 244.80 291.30
Rubber (per ton) 746.80 906.80 1 230.00 1 479.50 1 672.30
Soybean oil (per ton) 353.80 449.00 556.50 615.80 532.50
Soybeans (per ton) 193.00 209.30 257.80 301.50 264.00
Steel (per ton) 205.80 256.30 297.90 534.20 503.80
Sugar (per pound) 0.09 0.07 0.07 0.07 0.10
Tea (per kilogramme) 1.60 1.50 1.50 1.70 1.60

Sources: Derived from various sources including World Bank, International Monetary Fund and Asian Wall Street

Journal.

a Estimate.
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markable. Between 2002 and 2004, the value of
imports by China from the rest of the world
increased by more than $250 billion, compared
with the United States ($320 billion) and Japan
($117 billion). In the same period, China in-
creased its imports from the Asian and Pacific
region by more than $100 billion, almost keeping
pace with the United States ($106 billion) but
outpacing Japan significantly ($60 billion).

China’s massive and growing role in inter-
national and regional trade has meant that
China heavily influences the prices of many
manufactured goods (for example, steel) and
commodities (for example, oil, coal and copper)
and trade in these items plus the services asso-
ciated with their movement across borders, such
as shipping, logistics and insurance. Several
suppliers of these goods and services have en-
joyed huge gains in revenues and earnings in
the last two years. This situation may not last
long, however.

In addition to China’s contribution to glo-
bal and regional trade, the Asian and Pacific
region, especially the East and North-East and
South-East Asian subregions, is the most signifi-
cant participant in the trade in high-technology
goods, particularly in the information and com-
munication technology industry. For example, the
Republic of Korea’s exports of digital electronic
goods exceeded $100 billion in 2005, with semi-
conductors accounting for about $30 billion, and
China overtook the United States in the export
of high-technology products in 2004. Despite its
rapid growth in the last decade, the global infor-
mation and communication technology industry
has distinct cyclical characteristics. There was a
downturn in late 2004 and early 2005 and the
beginning of an upturn in the second half of
2005, with global semiconductor demand grow-
ing by 6.6 per cent in 2005 as a whole, a trend
that should last well into 2006.

The cyclicality in the global high-technol-
ogy industry is almost certainly driven by the
rapid development of new technology, especially
in semiconductors, that characterizes the indus-
try. Technological obsolescence is an inherent
characteristic of an industry in which new prod-
ucts and applications are constantly being cre-
ated and old ones become obsolete at a pace
unknown in other manufacturing sectors. There
is thus an ongoing risk of overcapacity being

created in the industry and of significant price
weakness. Countries that are major participants
in this industry, for instance some of the econo-
mies of East and North-East and South-East
Asia, are consequently prone to greater cyclical
fluctuations in trade than others, a feature that
would then feed backwards into domestic pro-
duction. However, the impact of such fluctuations
is becoming less acute for various reasons.

Although economies in the Asian and Pa-
cific region are known primarily for their manu-
facturing prowess across virtually the full spec-
trum of technologies, the region as a whole and
several individual economies within it are also
major producers and exporters of a number of
agricultural commodities and industrial raw mate-
rials that play an important part in the economic
life of these countries. They include cotton, palm
oil, rice, rubber, tea, coal and iron ore. Some of
these commodities and raw materials are more
subject to cyclicality than others.

It is noteworthy that even when the quanti-
ties of these commodities traded internationally
are relatively small, the region now exercises a
strong influence on their prices. In this context,
major price increases occurred in 2004. Since
then, prices have tended to remain relatively flat,
although with notable exceptions such as those
of rice and rubber, but have not displayed any
pronounced weakness because demand has re-
mained strong. The expectation among commod-
ity traders is that these trends are likely to
continue into 2006: prices will remain firm and
the quantities traded will grow but at a somewhat
slower pace than in 2003 and 2004, when con-
cerns about a potential shortage led to a spike in
demand and a sharp increase in commodity and
raw material prices, especially for steel.

Textiles and clothing trade: after the

WTO Agreement on Textiles

and Clothing

An industry of wide significance to the
region is textiles and clothing, the development
of which has been affected by the complex
application of country quotas by major importing
countries over the years. At the beginning of
2005 these quotas came to an end with the
expiration of the Multifibre Arrangement, although
some residual bilateral safeguard measures con-
tinued to operate, particularly for the export of
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textiles and clothing from China. The phase-out
of quotas has had a substantial impact on inter-
national markets. The import by the United
States of textiles and clothing from China in-
creased by 64 per cent (about $6 billion) in the
first eight months of 2005 and China’s share of
United States imports increased from 17 to 26
per cent. European Union imports of these items
from China went up by 67 per cent in the first
six months of 2005.

However, contrary to initial fears, other
producers from the region also performed well.
For example, United States imports from Bangla-
desh and India increased by 20 per cent in the
first eight months of 2005, while imports from
Cambodia and Indonesia rose by 15 per cent. At
the same time United States imports from Hong
Kong, China; Macao, China; Singapore; and Tai-
wan Province of China fell by 20 per cent.
Similar developments were evident in the Euro-
pean Union. Both the United States and the
European Union responded to the surge in ex-
ports from China by invoking safeguard meas-
ures on selected textile and clothing imports
from that country. Chinese exports of several
textile and clothing items to the United States
and the European Union were subject to new
restraints for a transitional period.

It is too early to predict how the imple-
mentation of the WTO Agreement on Textiles
and Clothing will ultimately affect the region as a
whole. Most industry experts predict that global
buyers will not risk placing all their orders with
China, preferring a diversified set of suppliers.
Furthermore, it is unlikely that China can, or
would aim to, dominate every market segment in
this industry. The global textiles and clothing
market is vast and has several niche segments
that China may not be able to satisfy. Moreover,
China is likely to be aware of the sensitivities
if its industry were to dominate others in the
region. (Trade policy issues following the Sixth
WTO Ministerial Conference, which was held in
Hong Kong, China in December 2005, are dis-
cussed later in the chapter.)

In summary, while the region is integrated
into global trade and will inevitably be influenced
by global developments, it has simultaneously
developed considerable autonomy over the last
few years. Economies in the Asian and Pacific

region not only figure increasingly in trading
volumes and the size of trading links but also
influence the prices of many of the goods and
commodities. The phenomenon of “componenti-
zation” that began in the information and com-
munication technology industry is a case in
point. The growing role of domestic demand in
driving growth in the region is another factor that
is increasing the autonomy of the region and is
making it less dependent on global develop-
ments for sustaining its growth.

CAPITAL FLOWS

International capital serves to bridge the
gap between domestic saving and investment for
countries with balance of payments deficits, fi-
nancing varying shares of domestic investment
depending upon the country concerned. Where
such gaps or deficits do not exist, as in much of
the Asian and Pacific region, the surplus savings
usually go into reserves. Capital inflows are also
playing more of an indirect, developmental role
than savings and investments in the transfer of
new technology, management know-how and
skills and wider marketing links. The pattern of
capital outflows, on the other hand, provides a
picture of how surplus domestic savings are
being deployed in other countries, and of the
outlets and the instruments chosen (whether
finance alone, as in placements with banks or
the purchase of government or private sector
securities, or direct investment in enterprises).
The pattern indicates the degree of risk aversion
by investors, the institutions chosen for interme-
diation and their maturity preferences. Capital
outflows do not originate just in countries with
current account surpluses. Countries with current
account deficits may also have considerable
capital outflows. United States financial markets,
for example, intermediate between unrelated
third-country savers and investors.

Global savings currently amount to about
25 per cent of global GDP, about 2 percentage
points higher than in the 1990s, an increase
accounted for largely by higher savings in devel-
oping countries.1  The major contributor has

1 Bank for International Settlements, BIS 75th An-
nual Report (Basel, BIS, 2005).
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been the Asian and Pacific region, especially
China, the national saving rate of which has
risen to more than 45 per cent of GDP. On the
other side of the balance sheet, global invest-
ment levels have risen more moderately, from an
average of 24 per cent of GDP in the 1990s to
24.6 per cent in 2004, again with much of the
increase occurring in the Asian and Pacific re-
gion.

The higher global savings relative to
unchanged investment levels have almost cer-
tainly contributed to the low interest rates on
the global financial scene for the last two to
three years. Low inflation rates have also
helped. Low interest rates have meant that
savers have been forced to seek alternative
means for deploying their assets. They have
invested the bulk of their savings in real estate,
mainly housing. Prices of residential property
have risen to unprecedented levels in the last
few years. As not all the investment in real
estate has been financed through equity, house-
holds have built up high levels of debt. Again,
low interest rates have played a part in this
development. In 2005, however, short-term inter-
est rates globally and in the region began to
firm, although surprisingly they eased in China
and in the Philippines.

There is a perception, however, that while
aggregate savings have risen worldwide that
rise conceals wide variations across countries.
Savings have fallen in the United States, for
instance, and have become increasingly locked
in relatively illiquid investments, such as housing,
leaving less available for other investments. The
rather slow recovery in corporate investment ac-
tivity in the Asian and Pacific region has been
due, in part, to the diversion of investment into
housing and real estate and the higher returns
available there, as suggested by the huge in-
crease in property prices (discussed more fully
later) almost everywhere in the world. In view of
this, the volume and pattern of international
capital flows in the near term may become
constrained, favouring particular locations and
activities. In this context, there is no evidence
that low interest rates have made investors less
risk averse; with interest rates widely expected
to rise, households may be keener to consoli-
date their balance sheets than to seek new
outlets for their assets.

Capital flows to the region fall sharply

The latest data indicate that net capital
flows to the region fell fairly sharply in 2005
following huge increases in 2004 (table I.3). The
decline was almost entirely due to both portfolio
and private capital flows dropping close to zero,
indeed, portfolio flows on a net basis were
negative in 2005 despite the region’s buoyant
stock markets. The experience of individual
economies is more relevant. Thus, significant net
inflows occurred in both 2004 and 2005 in India,
Malaysia, the Philippines and Thailand, whereas
net outflows occurred in Indonesia and the Re-
public of Korea. Singapore and Hong Kong,
China, have traditionally been responsible for
large net outflows, but only in their role as
financial centres. While portfolio inflows can
boost stock markets and lower the cost of capi-
tal for enterprises, such flows tend to be volatile
and can be instrumental in creating asset bub-
bles. Indeed, buoyant stock markets in the re-
gion might attract even larger inflows in 2006,
creating difficult trade-offs for the conduct of
monetary policy for the countries concerned.
One feature of the foreign direct investment
(FDI) flows in 2005 is the growing importance of
mergers and acquisitions. FDI flows in the form
of mergers and acquisitions do not add to the
stock of capital. They should, however, generate
improvements in the use of capital by creating
economies of scale and by increasing the effi-
ciency of capital by facilitating consolidation in
different sectors of the economy.

Stock markets globally and within the re-
gion showed mixed trends: the indices for the
major United States stock markets, that is, the
Dow Jones Industrial Average and the NASDAQ
Composite Index, were generally flat, while those
for other developed country markets showed
considerable buoyancy. The Japanese stock
market indices (Nikkei and Topix) reached their
highest levels in five years. However, elsewhere
within the region, China’s stock markets declined
as did Malaysia’s, while most other markets rose
strongly. Stock markets in India, Pakistan, the
Republic of Korea, the Russian Federation and
Turkey were among the best performing in the
world. These mixed trends in the region suggest
that country-specific influences, such as corpo-
rate profits, were at work, more so than systemic
influences governing capital flows in the region
as a whole.
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Foreign direct investment

flows increase

In contrast to portfolio flows, net FDI flows
rose in 2005 and reached their highest level
since 1994. Economies attracting higher FDI
were China; Hong Kong, China; India; Indonesia;
Malaysia; and Turkey. Economies experiencing
outflows were China; Hong Kong, China; India;
the Republic of Korea; Malaysia; and Singapore.
The increase in net FDI inflows is of major
significance considering the rapid increase in
FDI outflows from the region. It also belies the
fear that FDI into China may be crowding out
FDI to other economies in the region. It is worth
emphasizing that the amount of FDI is not fixed:
more for one country does not necessarily mean
less for others. FDI in one country may well
stimulate FDI in others when the production
process can be broken down into segments.
This phenomenon has already occurred in tex-

tiles and clothing, in shoes, in many information
and communication technology investments, and
is happening increasingly in automobiles and
could happen in other production lines. More-
over, the size of FDI flowing into China is not
disproportionate to the size of that country’s
economy.

One of the puzzles of 2005, however, is
why the large and growing global current ac-
count imbalances, a potential source of instabil-
ity in financial markets and hence in cross-
border financial flows, did not emerge as a
major policy issue in the region during the year.
Exchange rates and financial markets, by and
large, remained stable in 2005. The dollar depre-
ciated by about 10 per cent on a trade-weighted
basis, with the euro and the yen bearing most of
the burden of adjustment. Among the developing
countries of the Asian and Pacific region, the
Chinese yuan, Malaysian ringgit, Philippine peso

Table I.3.  Net capital flows of developing countries and of all Asian developing countries, 1995-2005

(Billions of United States dollars)

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Total

Net private capital flowsa 211.5 496.7 191.7 76.2 86.0 74.3 66.2 68.2 158.2 232.0 132.9
Net private direct investment 98.2 116.0 146.2 158.6 173.2 167.0 178.6 142.7 153.4 189.1 209.2
Net private portfolio investment 42.7 86.3 60.8 42.6 69.5 21.0 –83.6 –87.6 –7.3 64.0 –28.6
Net other private capital flows 70.5 –5.6 –15.3 –125.0 –156.7 –113.7 –28.8 13.0 12.1 –21.1 –47.7

Net official flows 26.5 –6.8 28.4 56.0 18.3 – 52.1 – 0.6 10.6 –61.7 –81.0 –137.1
Changes in reservesb –118.2 – 90.3 –105.2 –34.8 –93.4 –113.2 – 115.9 –185.7 –364.6 –517.4 –510.5
Developing Asiac

Net private capital flowsa 96.9 119.4 36.6 –49.9 11.8 7.5 14.7 21.0 62.0 132.9 84.6
Net private direct investment 52.6 53.4 55.7 56.6 67.1 59.8 48.6 47.5 67.1 81.6 84.2
Net private portfolio investment 22.7 32.5 6.8 8.7 55.8 20.1 –54.7 –60.2 4.9 25.8 –3.3
Net other private capital flowsd 21.6 33.5 –26.0 –115.2 – 111.1 – 72.4 20.7 33.7 –10.0 25.4 3.8

Net official flows 4.5 – 14.5 22.7 15.4 –0.3 –11.7 –11.3 5.2 –16.6 5.8 13.1
Changes in reservesb –43.3 – 46.3 –36.0 –52.9 –87.5 – 52.5 –90.9 –149.9 –227.8 –342.7 –291.6

Source: International Monetary Fund, World Economic Outlook, September 2005: Building Institutions (Washington,
D.C., 2005).

Note: Net capital flows comprise net direct investment, net portfolio investment, and other long- and short-term net
investment flows, including official and private borrowing.

a Because of data limitations, figures may include some official flows.
b A minus sign indicates an increase.
c Consists of Asian developing countries and the newly industrializing Asian economies (Hong Kong, China; Republic

of Korea; Singapore; and Taiwan Province of China).
d Excluding the effects of the recapitalization of two large commercial banks in China with foreign reserves of the

Bank of China ($45 billion), net private capital flows to emerging economies in Asia in 2003 were $101.1 billion
while other net capital flows to Asia amounted to $28.0 billion.
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and Republic of Korea won appreciated against
the dollar, while the Indian rupee, Indonesian
rupiah and Thai baht depreciated slightly during
2005. The relative exchange rate stability in
2005 should not be taken to signify that it will
continue into 2006 and beyond, however.

Reserves in the region

increased in 2005

The low level of real interest rates in the
region mirrors the low level of global real inter-
est rates and, more specifically, United States
interest rates. These phenomena have been re-
flected, as previously mentioned, in the buoyant
housing and real estate markets during the last
few years and, more recently, in the price of
gold. However, Governments of countries in the
region seeking to resist appreciation of their
currencies have accumulated very large re-
serves. Reserves in the region (excluding Japan)
increased by 26 per cent in 2003 and 30 per
cent in 2004. The pace of reserve accumulation
slackened somewhat in 2005, particularly in the
second half, but reserves rose by nearly 28 per
cent up to September 2005, reaching more than
$1.8 trillion. In 2005, the pace of reserve accu-
mulation was driven more by China’s current
account surplus, which rose from $46 billion in
2004 to $128.5 billion in 2005, than by short-
term capital inflows. Such inflows have been
important for India and the Republic of Korea,
which have seen large portfolio flows into their
stock markets. Reserve holdings are typically
held in low-yielding government securities and
are heavily weighted in dollar-denominated in-
struments. They are now a massive resource
and countries of the region are incurring consid-
erable opportunity costs by eschewing alterna-
tive, though somewhat riskier, investments in the
region, such as in infrastructure.

Against the background of the principal
trends and prospects for the global economy
outlined above, a number of issues need eluci-
dation. Some of the issues are challenges that
Governments of countries in the region may
have to confront during 2006, such as even
higher oil prices, global current account imbal-
ances and the impact of higher interest rates.
There is also a degree of uncertainty about the
multilateral trade liberalization agenda following
the previously mentioned WTO ministerial meet-

ing in Hong Kong, China in December 2005 and
the growing fear that avian influenza might de-
velop into a human pandemic in the near future.
Other issues embody longer-term problems and
opportunities for the countries of the region,
such as the unequal sharing of the fruits of
development in the region and the steadily rising
economic and social importance of home remit-
tances. Both these issues, discussed later, will
need policy attention over the medium term.

OIL PRICES: A NEW OIL

SHOCK?

Oil prices reach record levels

Oil prices have doubled since the begin-
ning of 2004 and have trebled since 2002. These
increases are similar in scale to the price in-

creases of 1973-1974, 1979-1980 and 1990-
1991, each of which was followed by rising
inflation and global recession. The current real

price adjusted for global export prices, the appro-
priate measure for oil-importing countries, is also
above the peaks it reached in 1974 and 1980.

While both demand and supply factors
have contributed to the recent rise in oil prices,
demand seems to be the more dominant factor.

Demand for oil grew by 3.2 per cent in 2004
and 2.1 per cent in 2005, compared with 1.4 per
cent between 2000 and 2003 (table I.4). This

was the highest growth rate since 1976. The
growing demand for oil is set to continue, rising
from 84.2 million barrels per day in 2005 to 86

million barrels per day in 2006 as vehicle owner-
ship increases rapidly in many developing coun-
tries.

The low global spare capacity, the result
of inadequate investments in both upstream and
downstream activities, especially refineries, has

also contributed to the rise in prices. The hostili-
ties in Iraq and other geopolitical developments
have also contributed to volatility in the oil mar-

kets. In addition, the volume of trading in finan-
cial instruments linked to oil- and energy-related
commodities, especially among non-commercial

traders, has increased sharply in recent months,
indicating that speculation is also contributing to
rising prices.
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balance is influenced not only by the extent of
the rise and its persistence but also by the
country’s oil and energy dependence, measured
by oil self-sufficiency, the energy intensity
of GDP and the intensity of oil use in energy
consumption. On all these counts, the Asian
and Pacific region ranks as highly dependent on
oil.

Table I.5 summarizes the short-run eco-

nomic impact of a permanent increase of $10

per barrel in the price of oil in selected Asian

economies: GDP growth would fall in all Asian

economies. The Philippines, Singapore and Thai-

land would be the most severely affected, as

they are large net oil importers and highly de-

pendent on imported oil and energy. Inflation,

measured by the consumer price index, would

tend to increase in all cases, with India, Malay-

sia, the Philippines and Thailand experiencing

the highest increases. The current account bal-

ance would worsen in all countries except Ma-

laysia, where the oil self-sufficiency index is

positive. Hong Kong, China; the Republic of

Korea; and Taiwan Province of China would be

the most severely affected, with current account

balances declining by about 1 per cent of GDP.

Table I.4. Global oil consumption

Millions of barrels per day Annual percentage change

1980- 1990- 2000- 2000-

1989 1999 2003 2004 2005a 2006a 2003 2004 2005a 2006a

United States 16.3 17.9 19.8 20.7 20.8 21.2 0.7 3.3 0.5 1.9
Europe 14.1 15.4 16.0 16.3 16.3 16.4 0.0 1.2 0.0 0.6
Japan 4.7 5.6 5.5 5.4 5.4 5.4 –0.5 –3.2 0.0 0.0
China 1.9 3.3 5.1 6.5 7.0 7.5 6.2 17.1 7.7 7.1
India 0.9 1.5 2.2 2.3 2.4 2.4 3.4 4.5 4.1 4.1
Other Asia 2.9 5.9 7.6 8.2 8.5 8.7 2.6 3.6 3.7 2.4
Middle East 2.7 4.1 5.0 5.6 5.9 6.2 3.1 6.3 5.2 5.1
Africa 1.8 2.2 2.6 2.8 2.9 3.0 2.6 2.5 3.2 3.1
Latin America 2.6 3.5 4.1 4.2 4.3 4.4 –0.2 4.7 2.6 2.5
OECDb 39.1 44.6 48.1 49.5 49.9 50.4 0.4 1.7 0.8 1.0
Global demand 61.8 70.3 78.3 82.5 84.2 86.0 1.4 3.2 2.1 2.1

Source: Energy Information Administration, International Energy Agency and United Nations Economic and Social
Commission for Asia and the Pacific calculations.

a Expected value, from Energy Information Administration.
b Organisation for Economic Co-operation and Development.

Although the recent oil price increase is
similar in scale to that of the oil shocks of the
1970s and 1980s, there has been no sign thus far
of an impending global economic slowdown as a
result of the latest episode. There are three
reasons for the continuing growth in the face of
rising oil prices. First, the recent increase in oil
prices has been driven mainly by strong global
demand, not supply disruptions, as had occurred
in the past. With supply disruptions, the physical
shortage of oil leads to an immediate disruption in
overall economic activity, whereas a demand-
driven price rise has a far less adverse effect on
growth. Second, both inflation and inflationary
expectations are lower worldwide than during the
previous oil shocks. Third, the oil intensity of
consumption and production, particularly in devel-
oped countries where services contribute almost
70 per cent of output, is significantly lower than in
the 1980s, so that the economic impact of even a
large increase in oil prices is lower now than then.

Rising oil prices have a negative

impact on growth, inflation
and trade balances

The impact of rising oil prices on eco-
nomic growth, inflation and a country’s trade
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Table I.5. Impact of a $10 increase in oil prices on selected Asian economies

(Percentage)

GDP growth Inflation
Current account balance

(percentage of GDP)

China –0.5 0.2 –0.6

Hong Kong, China –0.3 0.0 –1.0

India –0.5 1.1 –0.3

Indonesia –0.5 0.6 0.0

Japan –0.2 0.4 –0.4

Malaysia –0.5 0.9 0.1

Philippines –0.7 0.9 –0.1

Republic of Korea –0.3 0.5 –1.0

Singapore –0.8 0.8 –0.7

Taiwan Province of China –0.1 0.3 –1.1

Thailand –0.8 1.0 –0.6

Source: United Nations Economic and Social Commission for Asia and the Pacific calculations, based on the Oxford

Economic Forecasting Model, released in September 2005, <www.oef.com>.

Several factors should mitigate the impact
of a rise in oil prices in the region, however.
First, widespread State intervention in petroleum
product price-setting acts as a limit on the pass-
through from higher oil prices to domestic infla-
tion and output costs. Some degree of State
intervention is practised in about half the coun-
tries in the region and prices are set administra-
tively in Bangladesh, China, India, Indonesia,
Malaysia and Viet Nam. Thailand had set prices
previously but has ended subsidies on petroleum
products. In per litre terms, the Government of
India provides the highest subsidies. Such subsi-
dies have added significantly to fiscal burdens.
The fiscal burden in Indonesia was equivalent to
3 per cent of GDP in 2004 and to 4.4 per cent
in 2005. Lower but significant fiscal costs prevail
in India, Malaysia and Viet Nam. A second
mitigating factor is the low level of inflationary
expectations. With inflationary pressures con-
tained, pressures for higher wages have not
emerged, at least for the time being.

Given the demand-driven nature of the oil
price increase and the prevailing supply con-
straints, prices are expected to remain high
throughout 2006 and possibly beyond, which is
referred to in some quarters as a “permanent oil
shock”. The impact would depend, however, on
specific country circumstances, which are briefly
discussed in the following paragraphs.

Policy actions are needed for

net oil importers

Net oil-importing countries need to take
steps to adjust to this reality. Having recognized
that the continuation of oil subsidies may not be
fiscally sustainable, many countries have scaled
down subsidies since the second quarter of
2005. Inflationary pressure has been increasing
as a result. Some degree of monetary policy
tightening may be required to pre-empt higher
inflation in the months ahead. The prevailing
low-interest environment in the region should
make it easier for policymakers to pursue tighter
monetary policies for some time to come.

The streamlining of subsidies is clearly
warranted, particularly when they do not reach
the intended group: the poor. Governments could
start by phasing out subsidies on fuel types that
are not widely used by the poor. For example,
diesel subsidies, though widespread, do not di-
rectly benefit the poor as do, for instance, subsi-
dies on liquefied petroleum gas (LPG) or kero-
sene. A better approach would be to replace oil
subsidies with direct income-targeting instru-
ments for the poor, as the Indonesian authorities
have done. In that country payments in cash are
to be made to 15 million of the poorest families
who are affected by rising kerosene prices.
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Over and above the fiscal burden, subsidies
create distortions in other areas. They increase
fuel and energy inefficiency, reduce incentives
to develop and diffuse cleaner technologies
and encourage smuggling and other illegal
activities.

The low-income, net oil importers of the
Asian and Pacific region face significant external
vulnerabilities as a result of rising oil prices.
Since these countries have little access to fi-
nancing to cushion a temporary balance of pay-
ments instability caused by an oil price shock,
international financial institutions need to provide
assistance to them, as was done in the 1970s
through the International Monetary Fund “oil fa-
cility”. However, to be useful to countries such
as the least developed countries, such mecha-
nisms have to be highly concessional.

Policy actions are necessary for

net oil exporters

Net oil exporters in the region, for exam-
ple Central Asian countries, also need to adjust
to rising oil prices. The focus should be on how
to manage oil windfalls efficiently without jeop-
ardizing short-term macroeconomic stability, as
there will be pressure on the real exchange rate
to appreciate (the so-called Dutch disease).
Even though such appreciation may be inevita-
ble, the monetary authorities can use “steriliza-
tion operations” to reduce the impact. With re-
gard to fiscal policy, the windfalls should be
used to improve the country’s overall fiscal posi-
tion through refinancing previously issued high-
interest debt or to reduce the absolute level of
such debt. Alternatively, the windfalls could be
invested in much needed infrastructure, human
capital development and social safety nets.

Long-term policy actions are required

Both oil-importing and oil-exporting coun-
tries need to develop a longer-term policy
response to reduce oil dependency, improve
energy efficiency and promote energy conserva-
tion. As industry, road transport, construction,
buildings and domestic appliances are major
energy consumers, energy-efficiency policy initia-
tives need to be formulated to target these
areas. Capacity-building in energy management,
rationalization of energy pricing, greater public

awareness of alternative energy options, regula-
tions to ensure a minimum level of energy effi-
ciency and fiscal incentives to reduce energy
consumption have proven effective in various
settings. Such initiatives need to be promoted
more widely as a matter of priority in the region.

THE PROBLEM OF GLOBAL
IMBALANCES

The United States current account

deficit is increasing

The widening imbalances in the external
accounts of major economies are emerging as a
risk for the global economy, with potentially seri-
ous repercussions for Asian and Pacific econo-
mies. A precipitous unwinding of these imbal-
ances could create large upheavals in interna-
tional financial markets, causing exchange rate
instability involving the dollar and several curren-
cies in the region. Both consumers and investors
could become more risk averse, with negative
impacts on the global real economy. The United
States current account deficit is the largest sin-
gle contributor to the global imbalances. Since
2001, that country’s fiscal situation has deterio-
rated sharply and household savings have virtu-
ally disappeared. The United States now has
both current account and fiscal deficits, a repeat
of what occurred in the 1980s, and correcting
them will have a major impact on monetary
policy and the future course of interest rates in
the United States.

Contrasting with this development have
been the widening current account surpluses of
Japan, China, several other Asian countries and
recently the oil-producing developing countries
(figure I.1). Until the technology bubble ended in
2001, the United States deficit was financed
largely by private capital inflows. Since then, as
the fiscal deficit grew alongside the current ac-
count deficit, it has been increasingly financed
by foreign Governments, especially some in
Asia, that are now buying United States govern-
ment securities. Such Governments seem con-
tent to continue buying dollar-denominated as-
sets despite the capital losses incurred by the
depreciating dollar; it has depreciated 12 per
cent since 2002 in real effective terms and even
more on a bilateral basis against a number of
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  Figure I.1. Current account balances for selected economies, 2004-2005a

Billions of United States dollars

     –800 –700 –600 –500  –400  –300  –200  –100    0    100   200   300

Source: International Monetary Fund, World Economic Outlook, September 2005: Building Institutions (Washington,
D.C., IMF, 2005).

a Data for 2005 are IMF projections.
b Rest of Asia and Pacific comprises Bangladesh; Bhutan; Cambodia; Fiji; Hong Kong, China; India; Indonesia;

Kiribati; Lao People's Democratic Republic; Malaysia; Maldives; Myanmar; Nepal; Pakistan; Papua New Guinea;
Philippines;  Republic of Korea; Singapore; Samoa; Solomon Islands; Sri Lanka; Taiwan Province of China;
Thailand; Tonga; Vanuatu; and Viet Nam.

c Euro area comprises Austria, Belgium, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Netherlands,
Portugal and Spain.

d Middle East includes Bahrain, Egypt, Islamic Republic of Iran, Iraq, Jordan, Kuwait, Lebanon, Libyan Arab
Jamahiriya, Oman, Qatar, Saudi Arabia, Syrian Arab Republic, United Arab Emirates and Yemen.

2004 2005

other currencies. This willingness may not con-
tinue indefinitely as investors are likely to de-
mand progressively higher risk premiums to in-
vest in dollar-denominated assets. The greatest
risk in the imbalances lies in the possibility of
market sentiment changing suddenly, with for-
eigners switching away from dollar-denominated
assets within a short span of time. In an ex-
treme case scenario, a global recession could
follow as:

• A sharp depreciation of the dollar
leads to a drastic reduction in the
value of foreign exchange reserves in
Asian countries that have accumu-
lated substantial reserves in recent
years. The dollar depreciation could
also hurt the export competitiveness
of Asian economies;

• High interest rates, in turn, lead to
large capital losses on official dollar-
denominated bond portfolios held by
many Asian countries. High rates im-
pose an additional debt service bur-
den on Asian developing countries.
Considerably higher interest rates
would reduce the level of activity vir-
tually across the board in the global
economy.

There is considerable uncertainty about

the federal funds rate

There is considerable uncertainty regard-
ing the trajectory of United States interest rates
over the next 18 to 24 months. Not only are the
current account and fiscal deficits a concern, but

United States

Japan

Russian Federation

China

Rest of Asia and Pacificb

Euro areac

Middle Eastd
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inflation has reached 3.5 per cent, the highest
level among developed countries, and it is ex-
pected to remain at this level for most of 2006.
Thus, there is a strong possibility that nominal
interest rates could rise substantially to fund the
current account and fiscal deficits and to restrain
price pressures. The United States Federal
Reserve Board has increased its benchmark in-
terest rate (the federal funds rate) in a series of
steps from 1 per cent in mid-2003 to 4.50 per
cent in January 2006 to bring borrowing costs
into a range consistent with keeping the eco-
nomy operating near its non-inflationary potential
(see figure I.2).

In the light of the uncertainty, three
simulations were conducted by the ESCAP se-
cretariat to examine the impact of changes in
the Federal Reserve’s rate on Asian econo-

case in the first quarter of 2006 and maintains
that rate until 2007. The second scenario as-
sumes a further increase in the third quarter of
2005 by 25 basis points so that the rate reaches
5 per cent in the third quarter. The third scenario
assumes that the rate reaches 5.5 per cent at
the end of 2006.

Such increases will affect Asian econo-

mies through two main channels: the exchange

rate and the interest rate. An increase in the

United States interest rate would tend to depre-

ciate nominal and real exchange rates in Asian

economies relative to the dollar, stimulating ex-

ports, particularly to the United States. However,

a rise in the interest rate would simultaneously

generate a negative income effect in the United

States economy, cancelling out at least some of

the increased export effect. An increase in the

2 Based on the Oxford Economic Forecasting Model.

  Figure I.2. Federal funds rate, 2004Q1-2007Q4

(Percentage)

Source: Board of Governors of the Federal Reserve System, <www.federalreserve.gov>.

a Assumes that federal funds rate increases by 25 basis points in the first quarter of 2006 and maintains that rate
until 2007.

b Assumes that the federal funds rate increases in the third quarter of 2005 by 25 basis points so that it reaches 5
per cent.

c Assumes that the federal funds rate increases to 5.5 per cent at the end of 2006.

mies.2  The first scenario assumes that the Fed-
eral Open Market Committee increases the fed-
eral funds rate by 25 basis points from the base

United States interest rate is also likely to trigger

increases in interest rates in other countries,

generating a negative income effect on overall

demand. The net impact remains ambiguous,

depending on the relative magnitudes of the

positive impact from the exchange rate deprecia-
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tion and the negative income effects from higher

interest rates in the United States and in the

Asian and Pacific economies (see table I.6).

The simulation exercise suggests that the
negative impact from a slowdown and a higher
interest rate in the United States exceeds the
positive impact from the exchange rate channel.
In all three scenarios, economic growth in the
Asian economies would slow. GDP growth would
slow most in scenario 3 and least in scenario 1.
In the Asian economies GDP growth would de-
cline by 0.04 percentage point in 2006 and by
0.30 percentage point in 2007 under scenario 1
and by 0.08 points in 2006 and by 0.84 points
in 2007 under scenario 3. Developing economies
would be the most seriously affected group in

the Asian and Pacific region, especially China;
Hong Kong, China; Singapore; and Thailand, the
economies of which are the most closely linked
with the United States.

The impact of a rise in the federal funds
rate on inflation in the region would be minimal,
however, because of two effects that would tend
to dampen inflation on balance in most coun-
tries. Depreciation of the exchange rate in Asian
economies would tend to increase inflation, with
the increase varying depending on the degree of
exchange rate pass-through into domestic prices.
The decline in aggregate demand from an in-
crease in interest rates and a slowdown in the
United States economy would reduce inflationary
pressure, with this effect more than offsetting the

Table I.6. Three simulated impacts of a rise in the federal funds rate on GDP growth

(Change relative to baseline scenario, percentage points)

Scenario 1a Scenario 2b Scenario 3c

2006 2007 2006 2007 2006 2007

United States –0.10 –0.40 –0.10 –0.70 –0.10 –1.10
Australia 0.00 –0.10 0.00 –0.10 0.00 –0.20
Japan 0.00 –0.20 0.00 –0.30 0.00 –0.50

North-East Asia

China –0.10 –0.70 –0.20 –1.20 –0.20 –1.90
Hong Kong, China –0.10 –0.40 –0.10 –0.80 –0.20 –1.30
Republic of Korea –0.10 –0.30 –0.10 –0.50 –0.20 –0.90
Taiwan Province of China –0.10 –0.20 –0.10 –0.40 –0.10 –0.80

South-East Asia

Indonesia –0.20 –0.40 –0.20 –0.80 –0.30 –1.40
Malaysia –0.10 –0.30 –0.10 –0.60 –0.10 –1.00
Philippines –0.10 –0.40 –0.20 –0.70 –0.20 –1.20
Singapore –0.20 –0.60 –0.20 –1.10 –0.30 –1.80
Thailand –0.10 –0.51 –0.20 –0.90 –0.20 –1.50

South Asia

India –0.10 –0.20 –0.10 –0.40 –0.10 –0.60

Asian countries –0.04 –0.30 –0.06 –0.51 –0.08 –0.84
Developing countries –0.11 –0.46 –0.15 –0.82 –0.18 –1.35

Source: United Nations Economic and Social Commission for Asia and the Pacific calculations, based on the Oxford
Economic Forecasting model.

a Assumes that federal funds rate increases by 25 basis points in the first quarter of 2006 and maintains that rate
until 2007.

b Assumes that the federal funds rate increases in the third quarter of 2005 by 25 basis points so that it reaches 5
per cent.

c Assumes that the federal funds rate increases to 5.5 per cent at the end of 2006.

16

Economic and Social Survey of Asia and the Pacific 2006



inflationary effect of the exchange rate deprecia-
tion. As a result, inflation in the region as a
whole and in the developing countries would be
reduced. All in all, the simulations suggest that
an increase in the federal funds rate would have
a negative growth effect on Asian economies,
and on emerging Asian economies in particular,
especially if the rate exceeds 4.75 per cent. The
effect on inflation would be more limited.

Exchange rates become an issue

The large United States current account
deficit has already set off a protectionist back-
lash in the United States against Asian coun-
tries, particularly China. This sentiment is partly
reflected in the increasing number of anti-dump-
ing actions against Asian countries, action in the
United States Congress at the beginning of 2005
for a bill to impose trade restrictions on China in
the absence of a revaluation of the yuan and
political clamour for appreciation of other curren-
cies in the region.

The widening global imbalances and their
unsustainability thus do not bode well for the
Asian and Pacific region, which is highly de-
pendent on a favourable external environment
for economic growth. ESCAP estimates show
that a sharp and abrupt depreciation of the
dollar could bring the United States current ac-
count deficit down to 3 per cent of GDP within a
year, but at a significant cost to partner trading
countries, particularly in Asia. On average, Asian
currencies would experience an immediate real
appreciation of about 33 per cent, with Singa-
pore, the Philippines, Malaysia and Thailand ex-
periencing the highest appreciation, in that order.
This would be followed by current account bal-
ances across the region deteriorating by about
2.4 percentage points. The most seriously af-
fected countries would be Malaysia, the Republic
of Korea and Singapore. Finally, the unwinding
of the global imbalances would lead to a sub-
stantial slowdown in economic activity, with
Asia’s GDP growth declining by about 2.6 per-
centage points. Singapore, the Republic of Ko-
rea, Indonesia and China would be the most
seriously affected, in that order.

One way to address global imbalances is
to focus on the current account balances them-
selves, ignoring their underlying causes, such as
a deficiency or surplus of domestic savings.

Since one country’s deficit is another’s surplus,
one approach would be to cause the currencies
to depreciate in deficit countries and to appreci-
ate in surplus countries. Deficit countries would
improve their export competitiveness and thus
improve their current account balances. The op-
posite would be true for surplus countries.

This approach is unlikely to prove effec-
tive, however, for several reasons. First, the
price elasticities of internationally traded goods
tend to be limited in the short term, and con-
sumer choice is not a matter of price alone.
Hence, while the dollar has depreciated by 12
per cent in real effective terms since 2002, the
current account deficit has continued to grow.
Second, pressing for exchange rate adjustments
in one country, such as China, or in one region,
such as Asia, may not solve the problem either.
For example, the United States–China bilateral
deficit accounted for 26 per cent of the overall
United States deficit in 2005. At this level, even
a massive appreciation of the yuan may not
make a meaningful dent in the United States
current account deficit. Third, large exchange
rate adjustments are likely to be excessively
contractionary in their impact on output in the
countries where the exchange rate appreciates.

Current account imbalances tend to reflect
deeper structural problems. Unless these prob-
lems are addressed, a pure exchange rate ad-
justment is unlikely to provide a lasting solution.

Countries with excess savings over invest-
ment tend to run current account surpluses. The
opposite is true for countries with low savings.
Remedying the imbalances therefore requires
higher investment in and by the surplus coun-
tries, and higher savings in deficit countries,
particularly the United States.

Investment in Asia needs

to be bolstered

Asian countries with current account sur-
pluses need to bolster investment in their econo-
mies. In the aftermath of the 1997-1998 Asian
financial crises, Asian countries have seen a
build-up of excess savings over investment in the
form of reserves. East Asia, in particular, has cut
back on public sector investment. This partly
reflects a deliberate effort to make economies
less vulnerable to future financial crises by cut-
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ting back public sector expenditures (especially
investment expenditure), maintaining high liquid-
ity, running current account surpluses and accu-
mulating foreign reserves. However, low public
sector investment, especially in essential public
goods, is likely to have negative consequences
for competitiveness and long-term growth.

Asian countries have made tentative
progress in promoting regional financial integra-
tion that could facilitate the profitable reduction
of Asia’s huge pool of savings. At the national
level, countries are deepening their capital mar-
kets by issuing investment-grade securities and
they are also strengthening corporate govern-
ance. As a result, domestic bond markets have
grown rapidly, but cross-border activity in finan-
cial markets remains limited. At the regional
level, the Asian Bond Market Initiative is a wel-
come development, but much remains to be
done to deploy the region’s pool of savings
profitably within the region. There is great scope
for investment in Asia, particularly given the
enormous need for new investment in physical
and social infrastructure.

If left to financial markets alone, an abrupt
and large-scale unwinding of global current ac-
count imbalances could have widespread nega-
tive implications. A concerted global response is
needed that is commensurate with the risk.
Rather than trying to correct imbalances that
may lead to sharp contractions in the global
economy, a more effective solution would be a
balanced, medium-term approach of exchange
rate adjustments over time rather than suddenly.
However, a lasting solution requires addressing
structural imbalances in savings and investments
across the world. It is also the case that the
threat of a sudden unwinding of global imbal-
ances can, perhaps, be overstated. Indeed, with
United States interest rates going up, a sharp
dollar depreciation in the short term is unlikely.

IS THERE A PROPERTY
BUBBLE IN THE REGION?

There is no evidence of a bubble yet

The Asian and Pacific region has wit-
nessed a sharp increase in property prices over
the last few years, with this trend continuing in
2005 (see table I.7). In certain parts of the

Table I.7. Change in real estate prices
in selected Asian and Pacific economies

from 2004 to 2005

(House price indices)

Q3 2005 Rate of

compared inflation

with Q3 2004 (percentage)

Republic of Korea 20.0a 2.9
India 20.0a 4.5
Hong Kong, China 14.1 1.1
New Zealand 14.5 2.8
China 6.6 2.4
Singapore 3.3 0.5
Australia 1.0 2.4
Japan –4.7 –0.1

Source: The Economist, various issues; Seoul

Times, 18 October 2005.

a For major cities.

region, the increase has been extraordinary in
real terms given the relatively low rates of infla-
tion currently prevailing. The increase in real
estate prices is virtually a worldwide phenom-
enon taking in much of the developed world,
although there are important exceptions such as
Germany and Japan. The following paragraphs
examine whether there is a real estate bubble in
the region and what policy implications the cur-
rent situation might have.

The Organisation for Economic Co-opera-
tion and Development (OECD) defines an asset
bubble in housing as occurring when the ratio of
house prices to house rents exceeds a “funda-
mental ratio”, with prices taking into considera-
tion property taxes, tax relief and maintenance
costs. Another definition of a bubble occurring is
when average house prices are significantly
higher than historical multiples of average annual
earnings. While comparable data for a sufficient
number of countries are not readily available in
the Asian and Pacific region, a widening gap
between the ratio of house prices and house
rents has undoubtedly emerged in several coun-
tries in the region. Yet evidence of a property
bubble in the region in the strict sense of the
word has not been found except in particular
locations. As table I.7 indicates, the real estate
sector is not booming uniformly in the region.
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The notion of a bubble also implies that
sooner or later the bubble will burst and property
prices will come crashing down. In the Republic
of Korea, for instance, house prices slumped by
45 per cent in the immediate aftermath of the
Asian financial crises. Similarly in Hong Kong,
China, the average price of luxury homes tum-
bled 58 per cent in 1998 from their peak in mid-
1997. However, there are no signs yet that
property prices in the Asian and Pacific region
are likely to fall dramatically in the near future.

Before a bubble forms, the real estate
market usually displays evidence of buying and
selling to take advantage of the capital gains
available in the market rather than for owner
occupation. In the United States, for instance,
there are signs that home loans for the pur-
chase of a second house for purposes other
than owner occupation are playing a major role
in the housing market and thus keeping prices
higher than they would be otherwise.

In principle there is nothing wrong in bor-
rowing to buy real estate for investment rather
than for owner occupation. The action can be
regarded as rational profit-seeking behaviour so
long as borrowers are able to sell at a profit.
The buying becomes speculative when people
begin to borrow to buy, regardless of price or of
their ability to service the debt, in the expecta-
tion of selling at an even higher price. Since
prices cannot rise forever, some speculative buy-
ers will inevitably take a loss. Losses on assets
purchased with debt generate systemic risk that
might affect the health of the financial system,
and that is why real estate bubbles or potential
bubbles have policy implications for Govern-
ments and central banks.

Reports from some parts of the region,
especially Seoul and Hong Kong, China, suggest
some speculative real estate buying activity. A
further sign of speculation is a rise in the
number of people buying property with a loan
and selling it before their first mortgage payment
becomes due. This phenomenon was common in
many parts of East and South-East Asia before
the 1997 financial crisis and has been reported
to have resurfaced in places such as Hong
Kong, China, and some cities of China. Such
risky behaviour is giving rise to concerns about
a potential real estate bubble in parts of the
region.

A property bubble collapse could

be devastating

The collapse of a property bubble is likely
to prove even more devastating than a stock
market crash, as many more people own houses
than shares. The direct loss of asset value is
compounded if property owners, propelled by a
wealth effect, borrow for consumption against
the inflated price of their property, as has hap-
pened in the United States over the past two to
three years. If property prices crash, borrowers
are left with huge personal debts that can lead
to bankruptcy and misery for themselves and
their families. There is another important social
dimension to the problem. The construction sec-
tor is a major employment generator in both rich
and poor countries. By one estimate, half of all
private sector jobs created in the United States
since 2001 have been in housing-related sec-
tors. In developing countries, too, construction,
with its many low-skill jobs, is a major employer,
often acting as a “pull” for surplus labour in
agriculture. A real estate collapse can therefore
jeopardize the future of tens of thousands of
workers living on the margins of the economy.

Is there a real estate bubble in the region?
Not yet. First, house prices, though inflated in
many countries of the region, are on the whole
lower than they were in the mid-1990s. In Hong
Kong, China, for instance, despite recent rises,
prices for luxury homes in the second quarter of
2005 were still about 80 per cent of what they
had been at their peak in 1997.3

Second, the funds that are fuelling the
current property boom differ from those that
fuelled the last one. In the 1990s, the property
bubble in East Asia was built largely on money
borrowed from abroad since global interest rates
were lower than domestic rates. This, along with
full current account convertibility, gave specula-
tors access to a huge pool of overseas funds
that were channelled into speculative deals in
the property and stock markets. Currently, there
is no significant interest rate differential across
countries. Greater regulatory surveillance by cen-
tral banks to ensure that foreign funds are not
borrowed indiscriminately means that the bulk of

3 International Herald Tribune, 22 April 2005.
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funds going into the real estate sector are do-
mestic in origin. Thus, the total sum of funds
available for property investment is smaller than
in the 1990s, so the boom is less extravagant
this time.

Third, the chief cause of the current rise
in property prices is low interest rates, which
have caused home loan rates to fall to record
lows in several countries. As interest rates move
up, albeit gradually, this should dampen demand
in the coming months. The remedy therefore
suggests itself: property markets can be cooled
down by the proper use of policy instruments, as
has already begun in countries such as China,
where real estate prices began to taper off
in 2005 after four years of rapid increases,
especially in Beijing, Hangzhou and Shanghai.
Elsewhere, Australia is another location where
the property boom appears to have come to an
end.

Against this background, it would be safe
to conclude that, while some Asian and Pacific
property markets are certainly overheated, there
is no property bubble of the magnitude seen in
the past decade. However, what are the chances
of a bubble building up in the near future? With
property prices softening in developed countries,
investors are likely to look for profitable avenues
in the Asian and Pacific region. However, the
two countries with scope for the highest returns
suffer from either high risk (absence of a devel-
oped legal system, in China) or barriers to entry
(individual foreign investors cannot buy property
in India as yet). Regulators in many countries
have also learned from the experience of the
Asian financial crises of 1997-1998 and are more
likely to intervene swiftly against speculative ac-
tivity in real estate this time, as happened in
China in 2005. There are therefore a number of
constraints to any property bubble build-up in the
Asian and Pacific region.

What measures could countries take to
minimize the risk of a property bubble? One
possible step is the imposition of a capital gains
tax or a surcharge on the sale of property
owned for less than a reasonable period (say,
two years), a rise in margin requirements for
home loans and a ban on the registration of
property sales that occur before the first mort-
gage payment becomes due. There would also
be some merit in building up awareness through

the media to warn prospective buyers about the
pitfalls of purchasing property in an overheated
market. Governments could also enforce a prac-
tice that has been successfully used in financial
markets: requiring real estate developers to list
prominently in their prospectuses the potential
risk factors.

THE CHALLENGE OF AVIAN
INFLUENZA

Avian influenza is a viral infection primarily
affecting birds but sometimes also mammals,
such as pigs, tigers and humans. The current
outbreak is caused by the H5N1 strain. The
infection is spread by migratory birds and me-
chanical vectors, such as contaminated cages
and clothing. Crowded poultry markets exacer-
bate the problem. International trade in live poul-
try could also spread the disease. The main
mode of transmission to humans has been expo-
sure to infected birds; almost all cases have
been traced to this mode or the handling of
infected carcasses.

Until recently, the current outbreak of
avian influenza has affected mainly poultry in
East and South-East Asia, although it has the
potential to spread to humans under certain
conditions. Between December 2003 and Febru-
ary 2006, there have been 161 human cases
of avian influenza in the region with 86 deaths.
No vaccine is yet available to protect humans
from avian influenza. Anti-viral drugs (such
as oseltamivir phosphate and zanamivir) have
proved to be of some use for treating H5N1
infection.

The region has already suffered significant
human and economic losses as a result of the
outbreak. Losses in GDP resulting from the
damaged poultry sector in Asia total roughly $10
billion. The impact has been hardest on small
and medium-sized farmers, whose flocks are
often not insured and who have no alternative
sources of income. This is especially the case in
poorer countries, where small backyard produc-
ers, usually individual rural households, supply
the bulk of poultry output.

Consumer confidence in poultry has plum-
meted and poultry prices have dropped, adding
to the financial burden on producers and affect-
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ing the poultry industry even in countries where
poultry has not been infected. Approximately 140
million birds were destroyed as a result of the
2003 and 2004 avian influenza outbreaks in
Asia. Trade in poultry at the domestic, regional
and international levels has been adversely af-
fected. Many countries ban imports of poultry
meat from affected countries.

Estimates of human deaths from a possi-
ble global pandemic of the highly pathogenic
avian influenza range from 5 million to 150 million
people. As a conservative estimate, the global
loss in GDP from a pandemic would amount to
$200 billion in just one quarter and in a worst
case scenario could plunge the global economy
into recession. The costs of dealing with the
wider spread of the disease have so far been
limited, for example, about 0.1 per cent of GDP
in Viet Nam but, should it emerge as a pandemic
involving rapid human-to-human infection, it will
inevitably cause massive disruption to everyday
life through overloaded health-care systems,
widespread quarantines and travel restrictions.

Tourism accounts for about a tenth of
GDP in East and South-East Asia. A global
pandemic that causes severe restrictions on
people’s movement and reduced consumer spen-
ding would result in a sizeable loss of global
output and large increases in unemployment.
Restrictions on the movement of people across
regions could also adversely affect long-term
economic growth through the destruction of hu-
man capital. The need for collective prepared-
ness in the region is urgent, involving the stock-
piling of medicines and vaccines (when they
become available) and joint action on possible
control measures such as travel restrictions to
prevent the spread of the disease. From a cost-
effectiveness standpoint, it is important to con-
centrate resources and action on controlling
avian influenza at the source before it develops
into a more rapidly spreading disease.

THE ISSUE OF INEQUALITY

High growth and increasing inequality

are of growing concern

Of growing concern in the region is the
number of countries experiencing increasing in-
equality in tandem with high growth. Inequality

emerges in a number of guises. The most obvi-
ous is income inequality. Perfect equality is prob-
ably unattainable. However, inequality becomes
a problem when differences in income across
sections of society are deemed to be excessive,
with the definition of “excessive” varying across
countries and societies, or self-perpetuating. Also
important are inequalities in the social sphere,
for instance, unequal access to public services
such as health and education, a problem com-
pounded in many countries by gender, ethnic
and cultural biases.

Income inequality is evident in many
forms: the income gap between countries, be-
tween the poorest and richest citizens within a
country, between rural and urban dwellers and
between regions in a country. The Gini coeffi-
cient is one way of expressing this phenomenon,
as is measuring the proportional income gap
between social groups.

Within countries, there is ample evidence
of high rates of growth being accompanied by
growing inequality. This is an unfortunate depar-
ture from the region’s reputation until the 1990s
of having managed to retain a significant degree
of equity along with the growth in incomes.
Inequality manifests itself across a great diversity
of circumstances. For example, inequality is in-
creasing in the rapidly growing large economies
of China and India, in the middle-income devel-
oping economies of the Republic of Korea and
Thailand, in Viet Nam, the Lao People’s Demo-
cratic Republic and Georgia, as well as in the
Philippines, Nepal and Sri Lanka. In some coun-
tries, such as in China, India and Thailand, the
income gap has a significant urban-rural bias
and these income differences have increased
over the 1990s.

Social inequalities, the most important be-
ing in access to health care and education,
continue in many countries. Access depends on
income, on rural or urban location and on gen-
der. Although there have been some advances
in extending primary education, the slow
progress in reducing the gender divide in sec-
ondary education in South Asia remains a matter
of great concern. At the current pace of
progress, achieving the Millennium Development
Goal of eliminating gender disparity in education
by 2015 will prove a great challenge. Health
inequalities are seen in the disproportionate
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numbers of poorer people who are affected by
diseases and illnesses related to HIV infection
and AIDS and smoking.

Least developed countries in the region
display only a quarter of the average income of
all Asian and Pacific countries, despite the im-
pressive growth of the region as a whole. No
least developed country in the region has yet
graduated from that status. Extending the fruits
of the region’s development to the least devel-
oped countries is important for addressing the
special needs of such countries, one of the
targets of the eighth Millennium Development
Goal.

Inequality has many facets

The problem of inequality has many fac-
ets. At the ethical level, it is an affront to social
conscience if large numbers of people are
excluded from the fruits of progress and devel-
opment. Inequality also has serious negative
functional attributes. Extensive research indicates
that inequality is hampering progress towards
achieving the Millennium Development Goal of
eradicating extreme poverty and hunger. Coun-
tries can also gain through the effects of in-
creased efficiency and productivity if inequality is
less. For instance, health inequalities lead to
lower worker productivity and higher national
health care costs. Gender discrimination affects
efficiency through the inability of girls to achieve
their educational potential and to access ad-
equate business-related facilities, such as credit.
Gender and income inequalities have also
played    an important role in the spread of HIV/
AIDS. Unequal access to sexual and reproduc-
tive health services, unequal rights in the home
and community, and early marriage make women
especially vulnerable to infection and less likely
to receive adequate treatment. While the rela-
tionship between income inequality and HIV/
AIDS is complex, the two are correlated in
developing countries. At the social and political
levels, there are clear links between income
inequality and social unrest and violence.

Governments need to be aware that in-
equality may follow from particular growth-
enhancing policies and other such measures.
However, there are country examples of growth
both with and without a negative effect on equal-
ity. Hence, growth and equality are not irreconcil-

able. The causes of the increase in inequality in
some countries in the region include rapid popu-
lation growth, trade and labour policies, the state
of rural development and the lack of social
protection mechanisms, in particular the inad-
equacy of public health and education services.
FDI-led growth has widened the gap between
skilled and unskilled labour in some countries,
with the notable exception of FDI in the textile
and apparel subsector. Rural areas have often
lagged behind their urban counterparts in physi-
cal infrastructure and health and education op-
portunities and have received insufficient invest-
ment in agricultural research and extension serv-
ices. The Asian financial crises of the 1990s had
important longer-term negative consequences for
equality in some of the countries affected. These
include underemployment and higher school
dropout rates at the primary and secondary lev-
els.

More robust measures are needed

There can be little doubt that Govern-
ments need to adopt more robust measures to
tackle inequality. Indeed, appropriate policy
measures at both the country and regional levels
could foster greater equality without sacrificing
the benefits of growth. At the national level
secondary schooling should be emphasized and
should impart vocational skills that are relevant
to the evolving globalized workplace. This would
help to narrow gaps in knowledge and skills and
reduce the income differences between skilled
and less skilled workers. The rewards of sec-
ondary education are known to be large. It is
particularly important to provide equal access to
secondary schooling for girls. Adequate social
safety nets are also necessary to provide coping
mechanisms in the event of macroeconomic
shocks. “Workfare” programmes, with sufficient
credit and transfers, may be considered to en-
able the poor to return to employment.

While the paucity of public resources is a
fundamental constraint for all developing coun-
tries, it is nonetheless important that the overall
thrust of their fiscal policy should be to reduce
inequality. On the expenditure side, fiscal policy
needs to ensure that sufficient funds are avail-
able for poverty reduction in rural areas and for
disadvantaged groups in times of growth. The
health of the poor can benefit from the reduction
or waiving of charges for health care and the
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provision of incentives to families for health
check-ups for children. It is generally seen that
the most effective way to ensure community
health is by helping mothers and children di-
rectly. At the same time, tax systems should
guard against excessive tax collection from the
poor in the form of indirect taxes and high user
charges for public services, in order to ensure
that growth is maintained.

At the regional level, true tariff- and quota-
free access for least developed countries to
developed country markets will enable the poor-
est countries to share more equally in the ben-
efits of globalization. While the Sixth WTO Minis-
terial Conference, held in Hong Kong, China in
December 2005, offered least developed coun-
tries greater openness in terms of market access
and the European Union already permits unre-
stricted access, some of the most important tariff
lines remain excluded in some major developed
countries. Greater support should be provided to
international migrant workers in and from the
region. Work by poor migrants and the remit-
tances they send to their families can be an
important tool to reduce income inequality in their
home countries. Measures to facilitate such work
include the provision of adequate social security
by the labour-receiving countries and improve-
ment in the mechanisms for transferring remit-
tances. Asian and Pacific countries can gain
from greater sharing of information on best prac-
tices among themselves, as they often have
similar issues and concerns. One of many rel-
evant areas is the regulation and delivery of
inequality-reducing social programmes, for exam-
ple, pro-poor public-private partnerships in the
delivery of public services.

REMITTANCES: A RESOURCE
FOR DEVELOPMENT

Remittances make a major

contribution to development

Over the last two decades or more, remit-
tances by migrants or temporary workers in for-
eign countries to their countries of origin have
made a major socio-economic contribution in
many countries. At the social level, remittances
have added to family incomes and boosted con-
sumption. At the national economic level, remit-
tances have reduced, in some cases substan-

tially, the current account deficit of many devel-
oping countries. Recent data indicate that remit-
tances from high-income countries to developing
countries reached more than $167 billion in
2005, an unprecedented sum, amounting to
twice the level of official development assistance
from all sources. Indeed, total remittances world-
wide reached $232 billion in 2005, underlining
their growing importance as a source of external
finance. If remittances sent through informal
channels are added, totals could be as much as
50 per cent higher. Of the top five remittance-
receiving countries in the world in 2004, three
were in the Asian and Pacific region: India
($21.7 billion), China ($21.3 billion) and the Phil-
ippines ($11.6 billion). The other major remit-
tance-receiving countries in the region include
Bangladesh, Pakistan and Sri Lanka. Countries
such as Cambodia, the Lao People’s Democratic
Republic, Myanmar, Nepal, Thailand and Samoa
also benefit from remittance flows. For many
countries in the region, remittances now far ex-
ceed inflows of FDI and official development
assistance (table I.8). In the Asian and Pacific
region, flows between developing countries and
flows from developed countries are important.
Within the region, Australia; Hong Kong, China;
Japan; New Zealand; the Republic of Korea; and
Singapore are major sources of remittances for
several developing countries. For  the Lao Peo-
ple’s Democratic Republic and Myanmar, Thai-
land is a major source of remittances, although
the precise level is unknown. Outside the region,
Canada, the United States, the United Kingdom,
France, Saudi Arabia and the Gulf States remain
the largest sources of remittances for the devel-
oping countries of the Asian and Pacific region.
A growing number of remittance-senders are fe-
male workers.

Several factors have contributed to the
recent surge in remittances. Liberalization of fi-
nancial markets has made it easier to remit
money from one country to another. A surge in
the number of bank branches seeking remit-
tance-related business in host countries and pro-
viding an increased range of financial services
has also played an important role. Changes in
the skill composition of workers going abroad
has further contributed to the higher remittance
flows of the last two to three years.

It needs to be emphasized, however, that
remittances should not be seen as substitutes
for development assistance. They do, nonethe-
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less, play an important developmental role, par-
ticularly in helping countries to achieve some of
the targets of the Millennium Development
Goals. For instance, there is considerable evi-
dence that remittances reduce household poverty
through increased consumption and investment
in housing, health and education. They also
facilitate the formation of small businesses by
other members of the household. The countries
sending workers abroad benefit as migration
eases unemployment pressure and results in a
better allocation of labour at home.

It is not only the worker-exporting coun-
tries that benefit. The worker-receiving countries
also benefit as the migrant workers enable them
to meet their need for specific skills at lower
cost and without long lead times. Several
worker-receiving countries also use migrant
workers to smooth out seasonal variability in the
demand for labour, as in agriculture.

Remittances have an important

macroeconomic impact

Remittances have important macroeco-
nomic impacts too. They add to a country’s
foreign exchange earnings, enabling it to boost
imports and spur growth. Indeed, as remittances
are a non-debt-creating external resource, many
developing countries find it more useful than other
forms of external finance. Remittances increase a
country’s international creditworthiness and lead
to lower borrowing costs. If financial institutions in
the home countries can securitize remittance
deposits, they can increase their access to and
participation in international capital markets, thus
enhancing the home countries’ integration in such
markets. Furthermore, remittances tend to be
stable and may be countercyclical, thus smooth-
ing out household consumption and investment
patterns during episodes of unemployment and
high inflation in the home countries.

Table I.8.  Receipts of workers’ remittances, foreign direct investment, official development
assistance and merchandise exports for selected development countries

of the Asian and Pacific region

(Millions of United States dollars)

Foreign direct Official development
Remittancesa investmentb assistance and Merchandise  exports

official aid

Amount Percentage Amount Percentage Amount Percentage Amount  Percentage
of GDP of GDP of GDP of GDP

Bangladesh 3 400 5.8 102 0.2 1 393 2.6 8 151 14.0
China 21 300 1.3 53 505 3.8 1 325 0.1 593 393 35.9
India 21 700 3.3 4 269 0.7 942 0.2 59 338 10.3
Lao People’s Democratic

Republic 1 0.0 19 0.9 299 14.2 311 17.7
Myanmar 78 0.9 134 1.6 126 1.5 2 927 42.5
Nepal 785 12.9 15 0.2 467 7.7 764 12.0
Pakistan 3 900 3.8 534 0.6 1 068 1.2 13 353 12.9
Philippines 11 600 13.7 319 0.4 737 0.9 38 728 45.7
Samoa 45 15.1 0 0.0 33 11.1 18 7.9
Sri Lanka 1 438 7.9 229 1.3 672 3.7 5 757 27.8
Thailand 1 601 1.1 1 949 1.4 –966 –0.7 94 979 58.1

Source: World Bank, World Development Indicators (CD-ROM) (Washington, D.C., 2005); and Global Economic Prospects 2006
(Washington, D.C., 2006).

Notes: Data in the table refer to 2003. Data for merchandise exports refer to 2004, except for India (2003), the Lao People’s
Democratic Republic (2001) and Samoa (1999).

a Data are defined as workers’ remittances and the employees’ compensation. Data for Bangladesh, China, India, Pakistan and
the Philippines are for 2004.

b Data refer to net inflows and are calculated based on the balance of payments.
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Although remittances have grown rapidly,
high transaction costs remain a disincentive to
sending money home. Fees charged by remit-
tance service providers are very high in compari-
son to the actual costs incurred in transferring the
funds. For small transfers, fees can reach as high
as 10 to 15 per cent of the money sent home.
For poor migrant workers, who generally send
small sums of money, this has encouraged the
growth of informal channels for remittances. With
declining transaction costs associated with more
competition in the remittance market, a greater
volume of funds could be remitted through formal
channels. While measures must remain in place
to eliminate the use of informal channels for
criminal and terrorist activities, such measures
should be implemented carefully so that the cost
of transferring funds through formal means does
not go up. One option is to increase the effi-
ciency of the postal system. Identity cards for
migrant workers have also proved useful.

There is no doubt that more can be done
to increase the volume of home remittances and
to enable recipients to use them more effec-
tively. Additional measures should be taken to
increase the access of poor migrant workers and
their families to formal financial institutions. The
establishment of more home-country bank bran-
ches in host countries and allowing microcredit
institutions and credit unions to transfer funds to
rural households could significantly increase the
access of remittance senders and receivers to
financial services.

Over the medium term, investments by
sending countries in training to produce workers
with higher skills could create a larger pool of
workers who could respond to changing market
conditions in the worker-receiving countries.
Once workers can move beyond unskilled jobs
and secure higher paying semi-skilled and skilled
jobs, their earnings should rise, enabling them to
send more money home. Making information
available on job opportunities can improve the
chances of migrants in securing stable, safe and
remunerative employment abroad. Many poor
families spend huge sums of money, sometimes
their life savings, and incur large debts to send
a family member abroad, only to find that the
earnings are not sufficient to recover the costs
incurred. Public policy can play a key role in
providing timely and appropriate information so
that potential migrants can avoid such financially
devastating consequences.

Remittances are private flows of money

Policymakers need to recognize that remit-
tances are private flows of money that need to
be treated as such. Therefore, these flows
should not be taxed, for at least two reasons.
First, these flows have already been taxed in the
originating countries. Second, taxes would only
discourage the transfer of funds through formal
channels. Measures to guide remittances to spe-
cific end-uses or sectors by creating matching-
fund programmes should also be avoided, by
and large, as they have proven to be ineffective.

Migrant worker-sending countries need to
devote sufficient resources to monitoring the
changing labour-demand patterns in receiving
countries and to make this information widely
available. Policymakers also need to tighten up
regulatory and enforcement mechanisms to en-
sure that their citizens do not fall prey to unscru-
pulous agents. The level of remittances and the
rate at which these flows increase over time are
intimately connected with the safety and security
of migrant populations. This is particularly press-
ing for countries that send large numbers of
women workers abroad, as they remain highly
vulnerable to misinformation, mistreatment, ex-
ploitation and physical violence.4

Finally, official data on remittances do not
always capture the flows to the developing coun-
tries. Data on remittances are sometimes scat-
tered across overlapping categories and institu-
tions. In some instances, remittances to buy real
estate or business assets are classified as FDI.
Remittances in the form of imports of durable
goods are also difficult to record. Financial insti-
tutions in some countries treat such flows in
ways that make it difficult to classify and accu-
rately estimate them. These problems indicate
the need for better data management and
improvements in the reporting systems of both
the remittance-sending and remittance-receiving
countries.

4 Freer movements of natural persons, as envisaged
under Mode 4 of the WTO General Agreement on Trade
in Services negotiations could bring significant benefits to
many developing countries of the region. A more formal-
ized approach under WTO could foster long-term human
resources development in developing countries and simul-
taneously ensure better working conditions for their citi-
zens abroad.
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THE OUTCOME OF THE
SIXTH WTO MINISTERIAL

CONFERENCE

The Sixth WTO Ministerial Conference,
held in Hong Kong, China, adopted a 44-page
Ministerial Declaration. Haunted by the Doha
round’s past failures (numerous missed dead-
lines and the collapse of the Fifth Ministerial
Conference in Cancun, Mexico, in September
2003), the Declaration is the product of a frac-
tious preparatory process, punctuated by a flurry
of cross-continental mini-ministerial meetings
seeking to bridge significant divergence among
WTO members before the Ministerial Confer-
ence. In the lead up to the Conference, it be-
came clear that positions were too wide apart
and that its outcome would not re-establish
the primacy of the multilateral trading system.
Finally, pragmatism prevailed, all the members
agreed to lower their expectations in favour of
consensus rather than breakdown. The Confer-
ence thus delivered no surprises.

New elements in the Declaration include
the following:

• An end to all agricultural export sub-
sidies would take place by the end of
2013, with a progressive phase-out of
subsidies so that a substantial part
would be realized by the end of the
first half of the implementation period,
and an end to all export subsidies
for cotton by developed countries in
2006.

• For non-agricultural market access,
the Swiss formula for the reduction of
tariffs was adopted. Under the for-
mula, higher tariffs are reduced more
steeply than lower tariffs, leading to a
more harmonized (flatter) tariff struc-
ture across all WTO members. The
details of the tariff-reduction formula
(the starting point, the extent of re-
ductions, the timeline and the flexi-
bilities for developing countries) all
remain unresolved. The differential
values of the coefficient for developed
and developing countries have yet to
be determined.

• Duty- and quota-free access “on a
lasting basis” was accepted by devel-

oped and developing countries declar-
ing themselves in a position to do so,
for at least 97 per cent of exports (as

defined at the tariff line level) from
the 32 least developed countries that
are WTO members, by 2008 or no

later than the start of the implementa-
tion period. The term “lasting basis”
raises questions on the legally bind-

ing nature of such commitments and
possible reversals of commitments.
Furthermore, the products most likely

to fall into the 3 per cent category,
textiles and clothing products, are the
very products in which least devel-

oped countries are the most competi-
tive and would stand to gain the most
from unfettered access to developed

markets. Notwithstanding these con-
cerns, this represents a step forward
on an issue that has been on the

agenda for more than a decade.

• Intensification of the request-offer ne-

gotiations in services, which remains
the main method of negotiation, was
accepted with a view to securing sub-

stantial commitments. A second round
is to be conducted by 31 July 2006,
while a draft schedule of commit-

ments in services is scheduled for
completion by 31 October 2006.

While the Declaration puts the Doha
round back on track, an issue of fundamental
importance is whether it holds the promise that
the Doha round will correct the “development
deficit” of the Uruguay round. In other words, is
the development aspect of the Doha round back
on track? Among ESCAP members and associ-
ate members, and other WTO members outside
the region, there is not complete agreement on
the extent to which the Doha round will deliver
on development issues. While it is true that as
long as the Doha round is in process, no an-
swer is definitive; however, expectations have
been lowered. A key challenge facing ESCAP
members and associate members over the next
year will be how to deal with raised development
expectations. Trade-dependent nations of the re-
gion can ill afford to lose yet another opportunity

26

Economic and Social Survey of Asia and the Pacific 2006



for turning trade into a poverty-fighting mecha-
nism. The larger traders among the developing
countries of the region could turn this into an
opportunity if they seize the moment to exert
new leadership.

In the months ahead, developing countries
in the Asian and Pacific region will consider
making concessions with a commercial value
that will ensure that developed countries find it
attractive to remain committed to the process.
Thus, the task facing trade-dependent countries
of the region is how to harness the traditional
reciprocity dynamics of WTO to move forward on
their market-access expectations. At the same
time, service industries in developed countries
are seeking access to new markets. A jump-start
from Asia and the Pacific is needed to open up

the services sector, and efforts made in this
regard by one or two increasingly dynamic serv-
ice exporters are worthy of further support by
other developing countries in the region. A novel
display of developing countries leading and
maintaining a negotiating coalition in this sector,
even though specific national interests may dif-
fer, could inject dynamism and renewed confi-
dence into the Doha negotiations. Careful prepa-
ration and coordination among ministries and a
range of private sector interests are needed.
Private sector interests involve not just import-
competing firms but, more importantly, those with
export interests and those that are large con-
sumers of services. ESCAP members and asso-
ciate members would need to embark on meas-
ures aimed at achieving the potential benefits to
be realized from such coalitions.
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