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Regional developments and outlook

Chapter |V
Regional developments
and outlook

Developed market economies

Across the developed economy region gross domestic product (GDP) growth rates deceler-
ated in 2005, partly because of the surge in energy prices during the year, as well as the
hurricanes that hit the United States of America, and partly because of a natural moderation
from above-trend growth in 2004 for some countries, in tandem with the gradual removal of
policy stimulus. There were positive developments, however, in the form of still modest, but
continuing growth in Japan suggesting a convincing end to its long period of stagnation. On
the other hand, growth remains weak in the euro area. The rate of expansion of investment
spending has been slow in most countries in the region, despite the favourable financing
conditions and strong corporate profits for a number of years. A key to the expected growth
performance in 2006 will be a significant pick-up in investment.

Inflationary pressures increased with the surge in oil prices, but to date there is
little evidence of second-round effects through wage and price mechanisms. The era of zero
or negative real interest rates, however, is coming to a close, as some central banks are well
on the way to a neutral policy stance, while others are beginning to shift from an accommo-
dating to a restrictive stance (see figure IV.1).

Figure IV.1.
Real interest rates? in the euro area, Japan and
the United States: January 1999-October 2005
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The large macroeconomic imbalances remain and in some cases are increasing
and not expected to shrink significantly in the outlook. The exchange-rate movements that
accelerated at the end of 2004 and that were expected to lead to some diminution of the im-
balances had a negligible effect and have since reversed. Thus it is increasingly likely that
progress on adjusting the imbalances will be achieved only through a broader macroeco-
nomic policy framework (see chapter I).

North America:
imbalances and risks increase

The growth moderation in the economy of the United States during 2005 is expected to
continue into 2006. GDP is forecast to grow by about 3 per cent in 2006, slightly lower
than the pace estimated for 2005, but noticeably lower than the 4.2 per cent registered in
2004 (see table A.1). The economy has slowed with the maturing of the economic cycle, but
the two devastating hurricanes along with the associated spikes in energy prices have also
affected growth. Additionally, the economy is increasingly showing a number of structural
weaknesses, as indicated by the extremely low household saving rate and the large and
growing external deficit. Growth will continue to be supported by low interest rates, good
corporate profitability and the improving labour market; however, risks are growing towards
the downside.

The two large hurricanes, Katrina and Rita, led to a catastrophic loss of human
life and devastating structural damage, but the impact on GDP growth, while significant, was
more modest. The negative effects on economic growth were concentrated in the short run.
The economy-wide effects came from the vital features of the Gulf of Mexico as a centre
for energy production and supply and as a major harbour for exports and imports. In the
aftermath of the hurricanes, energy prices surged: while the prices of crude oil and gasoline
retreated in the subsequent months, the price of natural gas remained high. Consumer confi-
dence was also significantly affected. The overall impact of the hurricanes was estimated to
have reduced GDP growth by about 0.5 of a percentage point for the second half of the year.!
Rebuilding in the region is expected to stimulate growth in 2006, including an estimate of
federal government spending of about $100 billion spread over the next few years, plus some
private investment.

Resilient household spending has been the key to the growth of the United States
for the past few years, but has led to the average household savings rate falling below zero
in 2005, for only the second time since the Second World War. With employment and real
wages growing at only a modest pace in the past few years, an important source for financing
household spending has been the strong housing market. Wealth effects from the apprecia-
tion of house prices have stimulated household spending while reducing the saving rate, as
households refinance their mortgage loans and withdraw equity to finance current spending.
It is estimated that about 30 to 40 per cent of the increase in household consumption has been
financed by equity withdrawal in the past few years.2 To some extent, the wealth effects also

1 See Global Insight, U.S. Economic Outlook, monthly, various issues (2005).

2 See Alan Greenspan and James Kennedy, “Estimates of Home Mortgage Originations, Repayments,
and Debt On One-to-Four-Family Residences”, Finance and Economics Discussion Series, No. 41
(Washington, D.C., Federal Reserve Board, 2005) and Remarks by Chairman Alan Greenspan, Mortgage
banking, to the American Bankers Association Annual Convention (Palm Desert, California, 26
September 2005).
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explain the smaller-than-expected impact of higher oil prices on household spending thus far:
while the share of household disposable income spent on energy has increased markedly in
the past two years (to about 6 per cent, the highest in two decades), consumers have managed
to cope with the higher energy bill through withdrawing equity and lowering savings, instead
of curtailing their spending on other goods and services. Such spending behavior is, however,
expected to change as house prices are cooling off and interest rates are moving upward.
A downward shift in household spending was already evident in the last quarter of 2005,
with the growth of real private consumption moderating markedly. Although some specific
factors were behind the recent moderation, such as the phase-out of automobile promotional
sales and the spike in energy prices, the growth of private consumption for 2006 as a whole
is expected to be significantly lower than that of the previous years.

In contrast to consumption expenditure, business investment is expected to
strengthen somewhat. Over the past five years since the bursting of the information and
communication technology (ICT) bubble, business capital spending in the United States has
been low, registering an outright decline in two of those years, compared with an average
rate of increase of about 10 per cent in the late 1990s. Nevertheless, an end to the invest-
ment anaemia as discussed in chapter I could be in sight. Some cyclical recovery in business
investment seems to have gathered momentum in the past two years, particularly in informa-
tion-processing equipment. Corporate financing conditions have improved markedly, with
corporate earnings growing at double digits for the past few years. Those factors, together
with favourable business surveys and strong factory orders, presage a further strengthening
in business capital spending in 2006. The post-hurricane rebuilding will also give some im-
petus to business investment.

Employment has gradually improved during 2005. Even abstracting the displace-
ment of labour caused by the hurricanes, however, the average increase in payroll employ-
ment is still below the pace necessary to accommodate the natural growth of the labour
force and thus maintain a stable unemployment rate. Although the unemployment rate has
retreated to about 5 per cent by the end of 2005, down from 5.5 per cent in 2004 (see figure
IV.2), most of the improvement reflects a decline in the participation rate. In addition, em-
ployment in the manufacturing sector continued to diminish, remaining about two million
persons lower than the level registered in 2000. According to the outlook, the moderate rate
of employment growth is expected to continue, with the unemployment rate stabilizing at
about 5 per cent (see table A.7).

Headline consumer price index (CPI) inflation moved upward measurably in 2005,
reaching 3.5 per cent on average, mainly owing to the spikes in energy prices. At 2.2 per cent,
the core inflation rate is much lower. While the pass-through of higher energy prices has been
limited to date, the pressure on producers to raise prices of final goods has been mounting no-
ticeably, particularly in the last quarter of 2005, and the core CPI rate is estimated to have risen
by more than a half percentage point compared with the previous quarter. Inflation expecta-
tions remain well anchored. A competitive international and domestic environment continues
to contain the pricing power of firms, although labour seems to bear a larger proportion of the
squeeze than capital, as indicated by the mediocre growth of wages. The outlook foresees a
retreat in the headline inflation rate in 2006 (see table A.4) as the effects of the spikes in energy
prices abate, but core inflation is expected to continue to rise slightly.

The external sector has improved in terms of real exports growing faster than
real imports during 2005, for the first time in a decade. Real exports have gained momentum
since the second half of 2005, driven especially by foreign demand for capital goods. In value
terms, however, the current-account deficit widened further to about $800 billion in 2005,
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Figure IV.2.
Standardized rates of unemployment in the EU-15,
Japan and the United States: January 1999-October 2005
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an increase of more than $100 billion from the previous year, with a large proportion of the
increase owing to the higher bill for oil imports. Robust export performance is expected to
continue, but with total exports being only half the value of total imports, the deficit will
continue to expand unless import demand were to slow down significantly.3

Since mid-2004, the United States Federal Reserve (Fed) has gradually raised
its policy interest rate—the federal funds rate—by more than 300 basis points to 4.25 per
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cent. The effects of the monetary tightening have, however, not been fully channelled into
the economy, as long-term interest rates determined in capital markets have not moved in
tandem, leaving the long-term financial costs for consumers and businesses at the same level
as a year earlier. Monetary policy is increasingly challenged by the potential inflationary
risks from greatly elevated energy prices, with core inflation rising. The inflationary risk is
balanced, however, by downside risks to output and employment, particularly if the housing
market were to react sharply to further tightening (or if long-term rates were to more fully re-
flect the previous degree of policy tightening). The Fed is expected to raise the federal funds
rate to 4.5 per cent in early 2006.

Fiscal policy became much less stimulatory in 2005 than in the previous few
years, or even became restrictive if measured by such indicators as “fiscal impulse”, with
government expenditure growing more slowly than GDP and government revenue growing
faster. As a result, the budget deficit fell by about one percentage point of GDP from the pre-
vious year, to 2.5 per cent of GDP. Given a planned increase in government spending for the
reconstruction in the aftermath of the hurricanes, fiscal policy is expected to be slightly more
expansionary in 2006, with the deficit increasing modestly. The policy debate will continue
to be focused on long-term fiscal sustainability, particularly with the looming pressures on
entitlement programmes arising from the retirement of the baby-boom generation.

3 See chapter Il for a more detailed discussion of trade prospects.
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Major downside risks for the economy of the United States are associated with
the future developments of house prices and energy prices in the context of the stretched
indebtedness of the household sector, the protracted huge external deficit for the economy as
a whole, and the gradual tightening of monetary conditions (see chapter I for a more detailed
discussion of downside risks).

Bucking the trend of modest deceleration in the United States, as well as in
the world economy, the Canadian economy has notably strengthened in the course of 2005
from the earlier soft patch. High primary commodity prices and a relatively accommodat-
ing monetary stance have buttressed strong growth in domestic demand. As a net energy
exporter, the Canadian economy on balance gains from the higher energy prices, despite
some adverse effects of the higher prices on consumer spending. GDP growth is estimated
to be 2.7 per cent for 2005, near potential growth, and a similar pace is forecast for 2006
(see table A.1).

Employment growth has been robust, driving the unemployment rate to below
7 per cent, the lowest in a decade. The inflation rate has been on a modest rise, as the average
annual rate of CPI inflation has moved upward to 2.2 per cent in 2005 from 1.8 per cent in
the previous year. The inflation outlook remains within the upper bound of 1-3 per cent, the
target range of the Bank of Canada. Monetary policy remains accommodative, with the real
short-term interest rate slightly above zero. Fiscal policy is expected to remain neutral. With
a modest budget surplus, the Canadian Government is adhering to its plan of steadily reduc-
ing the debt-to-GDP ratio.

Developed Asia and the Pacific:
ending deflation in Japan

The Japanese economy has sustained an expansion, however modest, for about four years.
Despite a notable deceleration in the second half of 2005, GDP growth is estimated to have
reached 2 per cent for the year, and a similar rate is forecast for 2006 (see table A.1). Cumu-
lative gains in corporate profits from earlier years have finally spread to household income,
leading to a gradual strengthening in domestic demand. The prolonged adjustment in excess
capacity and employment by many firms has in the end produced results, as various mea-
sures of corporate profitability have finally surpassed the heights recorded before the decade-
long stagnation. Progress continues in corporate financial restructuring, with non-performing
loans declining.

A crucial turning point has been reached, and the protracted adjustment pressures
in the corporate sector and the financial system have finally dissipated. Firms have almost
resolved their problems of excess in debt, employees and capacity. The associated problem
of large non-performing loans in the financial system has nearly been worked out. Corporate
profitability has improved substantially. Japanese firms have experienced remarkable growth
in cash flows over the past few years. Business fixed investment has been increasing modest-
ly, but remains weak relative to the growth of corporate savings, leading to increased private-
sector savings surpluses. Firms have been using financial surpluses to increase spending on
land purchases, dividend payments, buy-backs of own shares, loans repayments and mergers
and acquisitions. The latest business survey indicates that many firms still appear cautious
about accelerating inventory and capital investments in response to increases in sales and
production. In the outlook, business investment is expected to pick up.
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The strength of the corporate sector is steadily spreading to the household sec-
tor. In particular, improvements in the employment and income situation are becoming more
apparent. Firms had been placing priority on restraining labour costs, but their stance has
gradually changed: employment has picked up, with the ratio of part-time workers to regular
employees starting to decline; bonus payments have recorded relatively high increases; and
regular compensation has started to increase, though at a slow pace. With the improvement in
employment and remuneration, household income is likely to continue to grow moderately,
supporting the already evident rise in private consumption.

The contribution of the external sector to GDP growth has become less signifi-
cant recently, with the growth of real exports moderating notably during 2005. A lacklustre
global demand for ICT related goods in the early part of the year and a moderation in the
growth of China’s import demand have been the main causes. Real imports have been ris-
ing steadily owing to increased domestic demand. Despite this lessening dependence on the
external sector for growth, solid external demand from Japan’s major trade partners, particu-
larly, the United States and China, remains important for sustaining growth.

Japan has experienced a protracted deflation for more than seven years, but the
pace of decline in the core CPI has recently slowed considerably (see figure IV.3). The year-
on-year changes in the CPI are expected to turn positive and to remain so in 2006. The pace
of GDP growth in Japan in the past two years was considered to be above its potential rate,
reducing the output gap that had opened up in the late 1990s. The impact on prices, however,
has remained small. A decline in wages and a rise in productivity over the previous few years
had driven down unit labour costs and contained pressures on prices. Unit labour costs are
unlikely to increase in the near future because rising productivity will still tend to hold them
down despite the recent recovery in wages. Higher oil prices in the past few years seemed to
have had only a marginal effect on prices, as the Japanese economy is highly energy-efficient

Figure IV.3.
CPIl inflation in the EU-15, Japan and the United States:
January 1999-October 2005

Inflation rate in per cent
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compared with other major economies. Stock prices have been strong in Japan, and land
prices in some parts of Tokyo and other major metropolitan areas have also started to rise,
reflecting to some extent an upturn in expectations of investors about the economy.

For about four years, the Bank of Japan (BoJ) has adopted an unorthodox frame-
work of monetary policy aimed at eradicating deflation. The framework consists of two com-
ponents: the provision of liquidity to the money market so that the outstanding balance of
current accounts at the BoJ exceeds the amount of required reserves; and a commitment to
continue the quantitative easing until the year-on-year rate of change in the core CPI registers
zero per cent or higher on a sustainable basis. This policy has maintained short-term inter-
est rates at zero per cent and longer-term interest rates stable at low levels. Along with the
expectation for the annual change of the CPI to turn positive, the present monetary policy
framework is likely to be phased out in the course of 2006. The monetary authorities are
expected to proceed prudently, taking into account developments in economic activity and
prices, as well as in financial market conditions.

Fiscal consolidation will continue in 2006 in order to curb the rise in the large
public debt, in line with the medium-term goal of reaching a zero primary balance in 2010.
The target is mainly to be reached by expenditure cuts, including reduction of public invest-
ment, reductions in subsidies, as well as through a rewinding of tax cuts introduced in earlier
years and an increase in the value added tax. Structural reforms will likely continue.

Downside risks include a further increase in oil prices, even though the economy
has not been overly affected by the higher oil prices. Fiscal consolidation to reduce the large
public debt remains difficult, with downside risks to growth. Consequently, monetary policy
should continue to maintain an accommodative position until the economy solidly extricates
itself from the protracted deflation.

Both Australia and New Zealand experienced a notable slowdown during 2005,
although this was attributable to different factors. A sharp cooling in the housing boom has
contained growth in Australia, while in New Zealand the slowdown has been concentrated
in sectors exposed to the appreciation of the currency. In the outlook, growth in Australia is
expected to stabilize at about 3 per cent, but a further deceleration in New Zealand will be
most likely. In both economies, large current-account deficits encompass some risks, with
some adjustment already occurring in Australia and problems looming in New Zealand.

A booming housing sector had been the key factor for Australia’s economic per-
formance for many years. During this period, households increased consumption expenditure
faster than income, either by reducing discretionary savings or by borrowing against the eq-
uity in their home. This phenomenon was particularly evident in 2002 and 2003. Since then,
however, average house prices have not risen. As a result, consumption and borrowing have
slowed noticeably as households have become more cautious. The downturn in the housing
construction cycle has also been dampening household spending. On the other hand, growth
in household income and spending continues to be supported by strong growth in employ-
ment and real wages, and by recent tax cuts. In contrast to the household sector, business-
investment spending has been expanding rapidly, stimulated by the high level of commodity
prices, and has been particularly strong in the mining sector and in resource-related manu-
facturing and infrastructure projects.

In New Zealand, the housing boom continues, but house prices seem to have reached
unsustainable levels. This condition has been accompanied by an extremely low savings rate.
With rising interest rates, many households, already spending over half of their disposable in-
come on servicing their mortgages, are potentially at risk and are vulnerable if property prices
were to fall. Additionally, high interest rates have attracted international hot money and induced
an appreciation of the currency and a widening of the external imbalance.
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Western Europe: a weak recovery in 2005

The recovery in Western Europe was weaker than expected in 2005. Economic growth was
dampened by high oil prices, cautious spending behaviour by private households and moder-
ate investment by the business sector. Exports were the most dynamic component of demand.
For the area as a whole (20 countries), real GDP rose by 1.5 per cent compared with the pre-
ceding year. In the euro area, average annual economic growth was only 1.3 per cent in 2005,
which is significantly below the estimated growth of potential output, itself quite moderate
at 2 per cent (see table A.1). As a result, the gap between potential and actual output wid-
ened further. A direct consequence of the low growth of potential output is that new adverse
shocks always risk pulling down the economy of the euro area to near stagnation.

Annual GDP growth rates of the member countries of the euro area continued to
diverge significantly in 2005 (see figure IV.4) with below average growth in Germany (0.8
per cent) and Italy (0.1 per cent) and a somewhat stronger performance of 1.5 per cent in
France. The variations in growth performance can be traced back to the differential strength
of domestic demand and changes in net trade. In Germany, the moderate recovery continues
to be driven by exports, on the back of strengthened international competitiveness. The weak
growth performance reflected stagnating domestic demand, in particular private consump-
tion, so that the increase in real net exports accounted for all of the average annual economic
growth in 2005. In sharp contrast, in France and Italy, the deterioration in international com-
petitiveness dampened exports with the consequence that changes in real net exports sub-
tracted from economic growth. This reduction was more than offset, however, by the rise of
domestic demand (which was only moderate in Italy). Outside the euro area, in the United
Kingdom of Great Britain and Northern Ireland, annual economic growth slowed down to
only 1.7 per cent in 2005, the lowest increase over the past ten years. The low increase re-

Figure IV.4.
Annual rates of real GDP growth in Western Europe:
selected countries, 2000-2006
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flected a weakening growth of all major components of final domestic demand, notably a
softening expansion of private consumption owing to the moderating house-price increases.
Changes in net trade were broadly neutral to economic growth in 2005.

In the rest of Western Europe, robust domestic demand continued to yield well-
above-average rates of growth in Spain and Ireland in 2005, although at a slower pace than
that of the late 1990s. The oil sector is providing a boost to growth in Norway. Denmark and
Sweden are also estimated to grow faster than the Western European average. At the other
end of the spectrum, Portugal remains severely constrained by fiscal difficulties, while the
Netherlands continues to suffer from weak private consumption, as well as from the very
slow growth in the German economy, its main trading partner (see table A.1).

Against the backdrop of a continued favourable international environment and
supportive financial conditions, economic growth in Western Europe is expected to accel-
erate slightly in 2006. For the whole area, real GDP is forecast to increase by 2.0 per cent
compared with 1.5 per cent in 2005. In the euro area, the average annual growth rate of real
GDP is forecast to be 1.9 per cent in 2006.

The strengthening economic expansion over the course of 2006 will be driven
largely by a pick up in fixed investment. Business spending on new equipment is projected
to pick up following subdued growth in 2005, which was partly owing to sluggish domestic
demand and ample spare capacity. Continuing corporate restructuring of balance sheets and
the uncertainties associated with the rapid exchange-rate movements and surging oil prices
also likely played a role. The restructuring is well advanced, however, and the uncertainties
regarding exchange rates and oil prices have receded. Business investment will continue to
be supported by strong corporate profitability, favourable financing conditions and robust
growth of foreign demand, but the acceleration of investment activity will also continue to
be limited by the ongoing moderate expansion of private consumption, the major domestic
expenditure item. The slow growth of consumption reflects largely the situation in labour
markets, where minor increases in employment have offset the wage restraint yielding mod-
est gains in labour incomes and in real disposable household incomes. Household precau-
tionary savings will, moreover, remain high in the face of lingering labour-market risks and
uncertainties about the outcomes of the reforms of pension and health systems. Exports will
therefore continue to be the major driver of economic activity in the euro area and Western
Europe at large. Changes in real net exports are expected to make only a small positive con-
tribution to growth in 2006.

In the euro area, weak growth in Germany and Italy (1.2 per cent in both cases),
which account for some 45 per cent of euro area GDP, will continue to weigh on the overall
economic performance of the area in 2006. In France, real GDP is forecast to increase at a
somewhat stronger rate of 1.8 per cent. As in 2005, growth in Germany will rely to a large
extent on favourable changes in net trade, whereas in France and Italy net exports will con-
tinue to make a negative contribution to growth. Outside the euro area, economic growth in
the United Kingdom is forecast to accelerate to an average annual rate of 2.3 per cent in 2006,
which is broadly in line with trend output. After a long period where growth was dominated
by domestic demand, net trade is expected to make a small positive contribution to growth, a
pointer that growth in the United Kingdom has become more balanced than in recent years.

The forecast for Germany is subject to particular uncertainty, because it remains
to be seen what impact the agreed economic programme of the new grand coalition Govern-
ment will have on business and consumer sentiment and economic activity. Only a limited
growth stimulus can be expected from a €25 billion spending programme on innovation and
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investment that will be spread over a period of four years. Some stimulus to private consump-
tion in 2006 can be expected from the likely bringing forward of expenditures in anticipation
of the sharp rise in value added tax at the beginning of 2007, which, in turn, will tend to
dampen private consumption during 2007.

In 2005, sharply rising energy prices drove headline inflation in the euro area
above the ceiling of 2 per cent established by the European Central Bank (ECB). Core infla-
tion declined, a pointer to the absence of demand pressures on non-energy product prices.
Labour costs increased only slightly and there are no indications for second-round effects in
price and wage setting to compensate for the rise in energy prices. Inflationary expectations,
as gauged from 10-year index-linked bonds, have remained stable at close to 2 per cent.
Forecasts are for headline inflation to fall back below 2 per cent during 2006. The outlook
for inflation is similarly favourable in the United Kingdom, where inflation moved above the
central target of the Government of 2 per cent in 2005 (see table A.4).

Despite the moderate rate of economic growth, employment edged up further in
Western Europe in 2005. In the euro area, it rose by about 1 per cent, but this outcome was in-
fluenced by government measures in some countries that aimed at boosting part-time employ-
ment and self-employment. The average annual rate of unemployment in the euro area rose
slightly to 8.9 per cent. Looking ahead, employment growth is expected to strengthen moder-
ately in 2006 and the unemployment rate will decline to an annual average of 8.7 per cent.

Against the backdrop of sluggish economic activity, monetary policy in the euro
area had been on hold since June 2003, when the ECB lowered its main refinancing rate to
2 per cent. But concerns about the potential inflationary consequences of the ample liquid-
ity supply and possible lagged effects of the sharp rise in energy prices on price and wage
setting, led the ECB to raise interest rates by 25 basis points in early December 2005. The
marked depreciation of the euro against the dollar since May 2005 could have also played
arole. In the run-up to this decision, the ECB had stepped up considerably the use of moral
suasion to signal its readiness to raise interest rates “‘at any time”.

Despite this move, the monetary policy stance remains accommodating. The in-
crease in official interest rates was anticipated by market participants, as reflected in a signifi-
cant steepening of the money-market yield curve in October and November 2005. This partly
offset the easing of overall monetary conditions on account of the weakening of the euro. In
the medium term, the ECB will be looking to bring short-term rates to a neutral position, as
the United States Federal Reserve has been doing since July 2004, and there is some prob-
ability of a further modest increase in interest rates in the course of 2006. But, given the fra-
gility of domestic growth forces in the euro area, it is expected that this policy change will be
very slow to materialize. The risk of accelerating inflation appears to be low, suggesting there
is scope for continuing the wait-and-see policy until the recovery is more firmly established.
Chapter I of this report argues why the ECB should maintain an accommodative stance in the
interests of stimulating growth and in the context of adjusting global imbalances.

In the United Kingdom, the stronger than anticipated economic slowdown in the
first half of 2005 led the Monetary Policy Committee of the Bank of England to reduce the
bank lending rate in August 2005. With inflation forecast to remain close to the central target
of 2 per cent and economic growth expected to return to trend in 2006, it can be assumed that
interest rates will not be cut further in 2006.

The rapid expansion in money supply in the euro area over the past years has
been associated with strong growth of private sector credit, especially mortgages for house
purchases by private households. With the major exception of Germany, low interest rates
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have spurred housing investment and house prices have risen to elevated levels. The dyna-
mism of the real estate market contrasts with the relative sluggishness of private consump-
tion and suggests that the transmission of monetary policy stimuli to private consumption
via housing market dynamics is weaker in the euro area than in other economies, such as the
United Kingdom or the United States (see box IV.1).

In the face of moderate growth forces, the aggregate fiscal policy stance in the
euro area was broadly neutral in 2005. The overall actual government budget deficit edged up
slightly to 2.9 per cent of GDP. Fiscal policy is expected to maintain a broadly neutral stance
in 2006 also. In five economies (France, Germany, Greece, Italy and Portugal), overall bud-
get deficits are projected to remain above the 3 per cent threshold established in the Stability
and Growth Pact. Outside the euro area, in the United Kingdom, which is at a more advanced
stage of the business cycle, the government is expected to continue the tightening of fiscal
policy that started in 2005.

Risks to the outlook in Western Europe are tilted mainly to the downside. They
are related to the possibility of a further pronounced rise in oil prices, a disorderly unwinding
of global imbalances and an associated renewed strong appreciation of the euro and a sharper
increase in long-term interest rates in the case of a more pessimistic assessment of inflation
prospects in financial markets. A potential upside factor could be a stronger than expected
response of business investment to rising activity levels in the presence of continued favour-
able financing conditions and strengthened corporate balance sheets. A sharp fall in house
prices from their current elevated levels remains another major downside risk in the United
Kingdom and some other western European economies (France, Ireland and Spain).

The new EU members:
dynamic but uneven growth

Economic activity in most of the new EU members from Central Europe and the Baltic region
(EU-8) preserved its dynamism in 2005, but the pace of growth was uneven across countries.
Aggregate GDP in the region grew by some 4 per cent in 2005, down from 5.1 per cent in 2004.
The lower average growth reflects mainly the economic slowdown in Poland. Performance in
the other economies was mixed, with growth in the Baltic States outpacing the rest of EU-S8.
The slowdown in some of the new members is mainly due to stagnating import demand by the
EU-15 and to the fact that the one-off effect of the EU accession has been consumed.

Aggregate GDP growth is expected to accelerate to about 4.3 per cent in 2006
(see table A.1), driven by stronger exports, ongoing long-term investment projects, EU aid
and a temporary boost to public consumption preceding upcoming elections.

In 2005, the expansion of economic activity in the EU-8 region was driven main-
ly by external demand, reversing the pattern of growth that had prevailed in the previous
years. GDP growth was supported by a combination of strong exports and slowing imports,
largely offsetting a declining growth contribution of domestic demand. Given the continuing
expansion of FDI-dominated production capacity—for example, in the automotive industry
in the Czech Republic and Slovakia—exports are set to remain buoyant in 2006 as well. Im-
port growth has become less dynamic, reflecting weaker growth of consumer and investment
expenditure; however, it may accelerate if domestic demand picks up.

Following an upward adjustment in prices related to the EU accession, disinfla-
tion resumed in Central Europe. Apart from the sharp increase in energy costs in 2005, there
was little change in domestic core inflation in the EU-8, as labour-cost pressures were low.
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Box IV.1
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The role of housing markets in the
transmission of monetary policy

Weak economic performance and diverging views about the adequacy of the monetary policy stance of the
European Central Bank (ECB) have propelled the debate over the strength of monetary policy transmission in
the euro area. Recent empirical estimatesa suggest that the size and timing of the response of overall output
and prices to monetary shocks in the euro area and the United States are rather similar. Significant differences
emerge, however, with respect to the composition of the output response: the role of household consumption
in driving output changes has been found to be much greater in the United States than in the euro area. There
is also evidence that the transmission of monetary policy in the United Kingdom of Great Britain and Northern
Ireland is generally stronger than in the euro area, particularly with respect to the consumption channel.b

There are various explanations for the apparent weak impact of monetary policy shocks on pri-
vate consumption in the euro area, but increasing attention has recently been paid to the role of housing
markets. The monetary transmission through the housing market works as follows: monetary shocks determine
changes in the market interest rate; the interest rate affects housing prices, which in turn influence consump-
tion via a wealth effect. Assuming that monetary authorities are equally able to determine interest rates,
differences across countries in the strength of those links will depend on: (i) the extent to which interest-rate
changes pass through to housing prices; and (ii) the size and speed of the response of private consumption to
the housing price fluctuations, in other words, the strength of the wealth effect.

Data for the economies of the OECDe indicate that there is a positive correlation between chang-
es in house prices and household consumption expenditures practically everywhere. But this correlation is
much lower in the large European continental economies (France, Germany and Italy) than in the United States,
the United Kingdom and several of the smaller European Monetary Union (EMU) member States. This lower
correlation is mirrored by marginal propensities to consume out of housing wealth being significantly lower in
France, Germany and ltaly than in the other high-income OECD economies. In a similar vein, there is evidence
that the pass-through of interest rate changes to housing prices is greater (and more rapid) in the United King-
dom, the United States and other OECD economies than in France, Germany and Italy.

The root cause of those differences seems to lie in the differential degree of development of
the mortgage markets and hence in the ability of homeowners to borrow against housing wealth. In the United
Kingdom and the United States (but also in many smaller Western European economies) mortgage markets
are offering a larger variety of products to serve a broad range of potential borrowers than in France, Germany
and ltaly. As a result mortgage debt ratios tend to be higher in the former economies. This higher stage of
development also results in lower housing transaction costs. The upshot is that withdrawal of housing equity
(that is, the amount of liquidity that the household sector extracts from the housing market) and the refinancing
of mortgages are easier in the United Kingdom and the United States, thus making the effect of interest-rate
changes on private consumption stronger.d

Industrial economies have been experiencing a rapid pace of financial innovation, in particular
more flexible refinancing terms, on the one hand, and increased consumer access to unsecured credit, on the
other hand. A key question is thus how these structural changes are affecting the monetary policy transmis-
sion via housing prices. On the one hand, easier access to unsecured credit should relax credit constraints and
thereby reduce the responsiveness of consumption to changes in the value of collateral, including house values.
On the other hand, more flexible refinancing terms for mortgages should increase the elasticity of consumption
with regard to changes in housing prices. Which of the two effects prevails is then an empirical question.e

In any case, the development and structure of the housing and mortgage markets are important
in determining the strength of monetary policy transmission. The liberalization of mortgage markets and the
elimination of regulations and transaction costs that reduce the extent of capital gains will improve the scope
for housing equity withdrawal and hence strengthen the housing channel of monetary policy transmission. To
prevent the emergence of financial instability problems, however, liberalization should be accompanied by
improved surveillance and regulatory procedures.
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The ongoing gains in labour productivity have also helped contain cost pressures, and hence
rises in domestic prices. Slower nominal wage growth, increasing productivity and stronger
retail competition, following the abolishment of the remaining trade restrictions with the EU,
should sustain low inflation for the forecast period.

Labour market developments in the new EU member States were on average
favourable in 2005, but the positive changes were marginal (see also box IV.2). Moderately
positive rates of employment growth were accompanied by a slight decrease in the unem-
ployment rate in most countries. This was the case in Poland, the largest economy in the
region: for the first time in years, there was a notable decline in the rate of unemployment
(see table A.7). In 2006, employment growth might slow down relative to 2005, reflecting the
deceleration in the rate of output growth in 2005.

Macroeconomic policies have been broadly supportive of growth. In most EU-8
countries, better than expected fiscal outcomes and low inflationary pressures have allowed
the central banks to preserve accommodating monetary conditions. With inflation down, in-
terest rates were reduced in Central Europe in an attempt to stave off further currency appre-
ciation. Fiscal deficits are likely to either decline or remain unchanged in 2006 throughout the
EU-8. The upcoming elections in the Czech Republic, Hungary and Slovakia, however, may
be associated with some spending hikes. Fiscal consolidation, related to the medium-term
goal of the European Monetary Union (EMU) entry, will therefore be delayed in a number of
member States; and fragile fiscal positions pose certain risks for Central Europe, where bud-
gets are under pressure from social spending and the co-financing of EU-related projects.

The growth in trade throughout the region began to taper off in mid-2005 from
the more robust pattern in the previous year. Nevertheless, export growth remained strong,
as the countries increased their share in the EU market and continued to diversify their trade.
Although the aggregate merchandise trade deficit of the EU-8 shrank compared with 2004,
current accounts remain under the pressure of profit repatriation by foreign investors. The
EU-8 continues to attract relatively large capital inflows, including significant levels of FDI,
averaging 5 per cent of their aggregate GDP.

The principal downside risks to the outlook include a delayed recovery in the
euro zone and significantly higher than expected energy prices. The most pressing policy
challenges facing the larger new EU States in Central Europe are to achieve sustainable
fiscal consolidation and to continue with the implementation of structural reforms for job-
creating growth.

Economies in transition

After an exceptionally good economic performance in 2004, growth in the economies in
transition moderated in 2005 but still preserved its dynamism and continued to outpace that
of the world economy, albeit at a lower rate than in the previous two years (see table I.1). This
outcome reflects strong growth in both subregions. In the CIS region, growth was supported
by higher commodity prices, in particular for oil and gas, metals and agricultural products,
and by domestic demand. In South-eastern Europe, growth was helped by the prospects of
EU accession for three countries in this region (Bulgaria, Croatia and Romania) (see figure
IV.5). With a strong pace estimated at 6.0 per cent on average in 2005, growth is set to stay
robust, stabilizing at about 5.9 per cent in 2006.

Notwithstanding the heterogeneity among economies in transition, growth has
become less divergent in the past few years after the initial rebound following the transitional
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Box IV.2

Source:
UN/ECE Statistical database.

Economic growth and labour market
outcomes in Eastern Europe and the CIS

A strong pace of economic activity is often regarded as the best way to stimulate the growth of employ-
ment. Indeed, the figure below, based on recent data for a group of Eastern European and CIS economies,
indicates that the changes in their unemployment rates correlate negatively with the corresponding rates
of GDP growth. This correlation does not appear to be particularly strong, however, suggesting that cyclical
expansions per se may not be sufficient for a sustained improvement in labour market outcomes in these
economies. Their recent experience also suggests that a stronger focus on labour market policies and reforms
may be required to strengthen labour market performance.

Economic growth and changes in unemployment in
selected Eastern European and CIS economies, 2003-2005
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Several factors seem to have weakened the association between aggregate output growth
and labour market outcomes in Eastern Europe and the CIS. First of all, employment data indicate that em-
ployment fluctuations have been only mildly pro-cyclical or even acyclical in some economies, and generally
less volatile and more persistent than output fluctuations. This might suggest widespread labour hoard-
ing, implying that employment responses to output cycles are smooth and occur with a longer lag. Second,
economic expansion in many countries has taken place in sectors that are not labour-intensive, particularly
in the commodity-exporting CIS economies. Expansions driven by extractive industries that use relatively
low labour inputs cannot be expected to generate much growth in total employment and/or reduction in
unemployment. Third, labour mobility across sectors of production and regions is still relatively low in most
of these economies, implying a low degree of labour redeployment from declining to expanding sectors or
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regions. This, in turn, tends to push up unemployment, especially to the extent that the economic restructur-
ing and transformation involves “creative destruction” and hence the clustering of job opportunities in a few
sectors and regions.

Last but not least, the data seem to suggest that labour markets have been relatively more
responsive to GDP growth in countries that have made mare progress in enterprise and labour market reforms:
countries with more responsive labour markets, such as Bulgaria, Estonia, Lithuania and Slovakia, are situated
on the left side of the chart. Thus, active restructuring of inefficient firms, in particular, firms inherited from the
era of central planning, reduces the incidence of labour hoarding which, in turn, facilitates the transmission of
labour demand associated with output growth into net job creation. The existing labour-market rigidities, (such
as entry and re-entry barriers and skill mismatches) in these emerging market economies contribute to raising
the average duration of unemployment and create the potential for hysteresis effects. Removing or reducing the
rigidities contributes to greater responsiveness of employment to output growth.

All this evidence tends to suggest that a more proactive government stance on labour market
policies could have a beneficial effect on the labour market outcomes in Eastern Europe and the CIS. Thus,
devoting more resources to training and retraining programmes, job search and job placement assistance, and
possibly subsidized employment, could help reduce the existing labour market rigidities. Measures to improve
transportation infrastructures and develop housing markets, and international cooperation on legislation to
liberalize cross-border labour movements, could facilitate labour mobility. Finally, public policies supporting
the development of services that strengthen economy-wide productivity growth and the competitiveness
of the economy at large (such as telecommunications and financial services) will at the same time have a
positive labour market effect, especially in those countries where there is a high concentration of economic
activity in extractive industries. Such policies facilitate the diversification of the production structure, help
domestic producers endure the real appreciation of the exchange rate and hence create the basis for a sus-
tained increase in labour demand.

Box IV.2 (cont’'d)

slump. This pattern, however, is changing: differences between the growth rates within the
economies in transition, as well as within the CIS region, have started to widen in 2005 (see
table A.2). In contrast, growth among the countries of South-eastern Europe is converg-
ing—a pattern which is likely to continue, underpinned by foreign direct investment (FDI)
and export expansion in the short run.

South-eastern Europe: dynamic growth
continues but at a slower pace

Economic growth remained robust in South-eastern Europe in 2005 with aggregate GDP in-
creasing by some 5 per cent. A slowdown from 6.5 per cent registered a year earlier reflected
a base-year effect, as well as some constraints imposed on growth by strong currencies. In
addition, the agricultural sector was affected by recent floods. Strong growth in this subgroup
is expected to continue in 2006, albeit at a slightly lower rate of 4.4 per cent (see table A.2).

The EU accession candidates (Bulgaria, Croatia and Romania) continued to
benefit from rising investor and consumer confidence, reflected in a solid inflow of FDI,
continued restructuring and expansion of export-oriented production capacity and improved
financial intermediation. Economic consolidation gained momentum in the remaining part of
South-eastern Europe, combining successful post-conflict reconstruction and further macro-
economic stabilization.

EU accession
candidates benefit
from a solid flow of
inward FDI
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Figure IV.5.

Quarterly changes in real GDP in South-eastern Europe and the
Commonwealth of Independent States, first quarter 2002-third quarter 2005
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Aggregate output in this subregion is likely to continue to grow at a relatively fast
pace in 2006, although implementation of some corrective policies to prevent overheating
may slow growth, mostly affecting private consumption. Investment is expected to remain
strong, as privatization programmes continue to attract FDI. There is also an important num-
ber of ongoing public investment projects.

In 2005, growth in South-eastern Europe continued to be driven mostly by ro-
bust domestic demand, fuelled by a boom in private credit. Total exports from the subregion
increased by about one fifth in dollar value, although some labour-intensive industries faced
increasing competition from Asia. A number of bilateral agreements facilitated intraregional
trade. Import growth was even stronger, reflecting booming domestic credit and imports of
machinery to upgrade the capital stock. As a result, trade deficits continued to widen.

In most of the South-eastern European economies, disinflation continued in 2005,
reflecting a further tightening of the macroeconomic stances and low levels of domestic cost
pressures (see table A.5). Growing competition in local markets has prevented the passing of
demand pressures onto domestic prices. Those effects are likely to carry on in 2006.

The labour markets in the EU accession candidate countries benefited in 2005
from the expansion of economic activity in 2004 and some progress in labour market reforms,
which is likely to continue in 2006. The rest of South-eastern Europe was characterized by
very high unemployment and persistently feeble employment growth. Ongoing enterprise
restructuring and the structural nature of unemployment suggest no major improvement in
the labour-market situation in those countries in 2006 (see table A.8).

Large current-account deficits widened further in several economies in the region
in 2005, mostly reflecting the dynamics of the merchandise trade deficits, explained in part
by strong currencies and rising energy prices. Rising domestic demand, outpacing output,
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and, in some cases, inflows of speculative capital and/or increased private foreign borrowing
further contributed to the widening of the external deficits. Nevertheless, FDI inflows contin-
ued to increase in the region, especially for the EU accession countries.

The policy response to those deficits is complicated, since higher interest rates
may induce even larger inflows of speculative capital. The authorities resorted in 2005 to
various types of credit restrictions and tighter bank regulations in an attempt to cool down
the credit boom and foreign borrowing. Further liberalization of the capital account should
be expected, however, over the longer-run.

The main risks to the outlook are related to the excessive reliance on domestic
demand as a source of growth. Policies should target expanding export-oriented sectors in
order to reduce the external deficit. Attempts to curb these deficits via fiscal restraint may
have negative implications for economic activity.

The CIS: strong growth
prevails despite some slowdown

The pace of economic expansion in the CIS region slowed in 2005, after two years of excep-
tionally strong growth: aggregate GDP increased by just over 6 per cent in 2005, down from
7.6 per cent in 2003 and 7.9 per cent in 2004 (see table A.2). This outcome reflected a decel-
eration of growth in the two largest economies, the Russian Federation and Ukraine, where
the deceleration was particularly pronounced. The smaller economies fared better, with the
notable exception of Kyrgyzstan. Regional GDP growth is forecast to stay robust in 2006,
maintaining the same pace as in the previous year.

External factors were generally supportive of growth in 2005, with oil and gas
prices reaching new highs, but there were adverse developments as well. Worsened condi-
tions for exporters in the global markets for metals, in particular steel and steel products, and
sharply lower cotton prices exerted a negative influence on the economies specializing in
those commodities. Domestic demand remained the main driver of economic expansion in
the CIS countries. Robust consumer demand played a key role, while fixed investment was
less dynamic in the larger economies of the region. Imports were strong, fostered by robust
domestic consumption and the ongoing appreciation of real exchange rates.

Despite favourable prices, export growth decelerated owing to a temporary slow-
down in the growth of oil production in the Russian Federation, the result of supply con-
straints. The deceleration coincided with a sharp deterioration in the export performance of
Ukraine. Those two factors explain why external demand negatively affected GDP growth
for the region at large. In the outlook, domestic demand is anticipated to continue to drive
growth in 2006, as private consumption grows rapidly on account of expectations of con-
tinued growth of real incomes and wages, and investment picks up in many CIS countries,
boosted by government support to new investment projects.

Despite a notable deceleration in the Russian Federation in the first quarter of
2005, growth picked up at a rate of 6 per cent throughout the rest of the year. A slightly lower
rate is forecast for 2006. Robust domestic demand was the main driving force in 2005 and is
expected to remain so in the forecast period. In particular, domestic consumption expanded
further, owing to continued strong growth in real incomes and wages, underpinned by in-
creasing social expenditures and growing employment, and benefiting from increased bank
lending to households. In addition, fixed investment rebounded after a relative moderation
in the first quarter of 2005 and is expected to strengthen further throughout 2006, stimulated
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by the newly established Investment Fund. In the near future, investment levels and output
growth are expected to be sustained at high levels in Azerbaijan and Kazakhstan, thanks to
the further development of the hydrocarbons sector.

As with other emerging market economies in Eastern Europe, labour demand re-
sponded with a lag to aggregate output dynamics in the CIS countries, suggesting a relatively
high degree of labour hoarding (see box IV.2). Therefore, there was only a limited ameliora-
tion of the employment situation, even in countries that experienced high rates of economic
growth. In the oil-exporting countries, employment increased only marginally compared with
the rate of output growth and unemployment rates did not decrease significantly. The other
CIS countries achieved even lower rates of employment expansion. The prospects for a vis-
ible improvement of the situation in the labour market hinge upon the growth performance in
labour-intensive sectors, such as services, and the facilitation of intraregional labour mobility
through the establishment of an adequate legal framework and social policies.

Inflation accelerated further in most CIS countries during 2005. The main factors
underlying this trend were the generally expansionary stance of fiscal policies, fast rising
consumer demand and rising energy costs. In many CIS economies, the official year-end
inflation targets for 2005 were revised upward, particularly in the Russian Federation and
Ukraine. Industrial producer prices continued to surge in 2005, albeit at a slower rate than
in the previous year. Given the inherent inertia, a further rise in inflation cannot be excluded
in some of the countries in the region in the short run. Limiting the increases in tariffs on
gas, electricity, rail transport and houses, as well as lowering barriers for food imports, how-
ever, is likely to keep inflationary pressures down in 2006 in some of the largest economies,
including the Russian Federation. Curtailing further inflationary pressures would require a
more comprehensive policy approach and a major policy effort towards fiscal consolidation.

Macroeconomic policies were generally supportive of growth in 2005, continuing
a pro-cyclical fiscal policy stance and expansionary monetary policy by the governments of
the primary commodity-exporting countries. High oil prices have exacerbated the old dilem-
ma faced by monetary authorities in the oil-exporting CIS countries, as they attempt to target
two monetary goals simultaneously—inflation (seeking price stability) and the exchange rate
(preventing excessive real appreciation)—using only one instrument, namely, intervention in
the foreign-exchange market. Given the persistently large current-account surplus and some
fiscal loosening, the management of excessive liquidity is even more complicated in the Rus-
sian Federation. A higher degree of exchange-rate flexibility may be required to prevent in-
flation from becoming entrenched. The rapid credit expansion and growing foreign liabilities
in the private sector are further risks that need to be closely monitored.

Most energy and commodity exporters achieved significant merchandise and cur-
rent-account surpluses and sizable increases in their foreign exchange reserves. Those trends
should persist as oil prices remain high in 2006. The remaining CIS countries are likely to con-
tinue to rely on external finance in order to cover moderately sized current-account deficits.

The management of the booming oil revenues has been reasonably prudent and
the stabilization funds functioned efficiently. In the Russian Federation, the expansionary ef-
fect of high oil prices was significantly contained through changes in the tax system during
2005. A further relaxation of the fiscal stance, however, could increase the vulnerability of
public finances to external shocks. Further fiscal expansion is expected in a number of econo-
mies, including the Russian Federation, as governments seek to stimulate economic activity
further. Given the generally low domestic supply responsiveness, however, a significant part
of the stimulus is likely to leak into higher imports.
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Looking forward, the major risks for the CIS economies are rising inflationary
pressures, volatility of commodity prices, particularly for oil, gas and steel, as well as con-
tinuing real exchange-rate appreciation and rising production costs. Those potential risks
should be addressed through consistent monetary and fiscal policies. In addition, these coun-
tries face the challenge of creating appropriate conditions for increased business investment
in order to address the erosion of competitiveness and to broaden the basis of economic
expansion beyond the current narrow specialization in a handful of commodities.

Developing economies

The overall benign international economic environment supported economic growth in de-
veloping countries, which reached 5.7 per cent in 2005 after having recorded 6.6 per cent in
2004. The slowdown—albeit moderate—was present in most regions and related to the de-
celeration in the global economy because of the maturing of its cyclical recovery (see chapter
I). Owing to increased globalization and economic integration, external demand conditions
are becoming progressively relevant for growth in developing countries, while domestic de-
mand remains constrained or subdued in many economies.

Africa was the exception to this general deceleration in developing countries, as
the region was able to maintain its economic performance thanks to favourable conditions
in agriculture and higher prices and volumes for the main exports of the region. Equally
important, the group of least developed countries (LDCs) was also able to sustain fast rates
of growth, which were above the average for developing countries for the fifth consecutive
year (see table A.3). The overall outcome was, however, mostly owing to very fast growth in
the new net fuel exporters in this group and in countries recovering from conflict. Given the
particular circumstances underlying this growth performance, sustained high growth is not
guaranteed.

The outlook for oil-importing developing countries remains positive, despite the
fact that the expected persistence of high oil prices will negatively affect their terms of trade
and put stronger upward pressure on inflation rates. In 2006, developing countries are ex-
pected to keep up the current rate of growth and expand output by 5.6 per cent.

Africa: GDP growth continues to be robust

Africa’s real GDP is estimated to have grown by 5.1 per cent in 2005, roughly the same rate
that was achieved in 2004. Steady growth in the latter half of the 1990s and the relatively
high rates of growth recorded over the last five years confirm the continued recovery of
African economies (see table A.3). Growth in 2005 was underpinned by the same factors
that drove growth in 2004. The agricultural sector had a good overall performance, which
benefited Africa in the aggregate, although several countries suffered from drought and other
setbacks, such as the locust invasion in West Africa in 2004 that affected crop yields in 2005.
Continued progress in macroeconomic and structural reforms, including the unification of
foreign exchange markets and better public expenditure and financial management, and a
high degree of macroeconomic stability in a large number of countries encouraged economic
activity and improved economic welfare. Parliamentary and presidential elections in Burundi
and Liberia, and the signing of a peace agreement in the Sudan, improved the growth pros-
pects of those countries and underscored recent gains made throughout Africa in strengthen-
ing civil and political governance.

Risks include rising
inflation and volatile
commodity prices
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The region also benefited from a supportive international economic environment.
Higher oil prices and buoyant world market prices of some of Africa’s main non-fuel, pri-
mary export commodities contributed to growth in export earnings and GDP. Increased FDI
and official development assistance (ODA) inflows and a reduction in the stock of debt were
also factors supportive of growth. Growth is expected to be sustained at 5.5 per cent in 2006.
The favourable factors underlying the current growth performance are unlikely to change
substantially in the outlook, despite some risks discussed below.

GDP expanded robustly in North African countries in 2005, except in Morocco,
owing to the poor performance of its agricultural sector and a contraction in textile and cloth-
ing exports. Increased oil and gas exports (in both value and volume) underlined Algeria’s
GDP growth. Windfall earnings from higher oil prices led to large current-account and fiscal
surpluses (estimated at 22.2 and 11.7 per cent of GDP, respectively) and allowed for a reduc-
tion in external indebtedness. Algeria continued with its reform efforts, aimed at attracting
FDI in telecommunications, power and water industries and generating faster employment
creation in other sectors of the economy by diversifying away from the oil and gas sector.
Egypt’s GDP growth in 2005 was largely explained by the rise in oil prices, strong perfor-
mance in the services sector and an increase in domestic demand following the reduction of
customs duties and income tax rates.

Economic growth in sub-Saharan Africa (excluding Nigeria and South Africa)
averaged 5 per cent in 2004 and 2005 and is expected to remain at roughly the same rate, pos-
sibly with a slight acceleration, in 2006. Most countries in this subregion will achieve GDP
growth rates in the range of 3 to 7 per cent. Oil-exporting countries such as Angola and Chad
grew at double-digit rates in 2005 (and the Sudan at a slightly lower rate of 7.0 per cent) as a
result of higher export volumes and stronger domestic spending. Mauritania will also join the
group of fast-growing economies in the region when new oil fields come on stream in 2006.

Nigeria’s GDP growth decelerated in 2005 (see table A.3), but increased oil and
gas export revenues enabled the country to run a current-account surplus. Part of the increase
in revenues is being used to upgrade infrastructure in order to lay a solid foundation for future
growth. Additionally, agriculture has been the focus of recent policy measures to promote
economic diversification and the revitalization of sectors other than the hydrocarbons sector.

South Africa’s GDP grew by 5.0 per cent in 2005, driven mainly by growth in
real domestic expenditure owing to rising real incomes, low interest rates and moderate infla-
tion. Strong global demand boosted exports, although the current account remained in deficit
because of faster import growth. The high unemployment rate (officially reported at 26.5
per cent) remains a major challenge and was further complicated in 2005 by a large influx
of illegal and unskilled workers from neighbouring countries and a large outflow of skilled
workers constituting a “brain drain” to the rest of the world.

Cote d’Ivoire, Seychelles and Zimbabwe were the only African countries where
GDP contracted in 2005 (see figure IV.6). Economic decline in Céte d’Ivoire and Zimbabwe
was associated with political instability and civil unrest, while the economy of the Seychelles
contracted as the result of weak domestic demand and decreased tourism revenues.

Despite the overall benign external environment, there was a decline in manu-
facturing output in countries heavily dependent on textiles and clothing exports, owing to
the end of the Agreement on Textiles and Clothing (ATC) in January 2005 and increased
competition from low-cost producers in China and other Asian countries (see chapter II). For
example, from January to September 2005, the value of sub-Saharan African textile and ap-
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Figure IV.6.
Real GDP growth in Africa: the five fastest and five slowest performers in 2005
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parel exports to the United States dropped by 11 per cent compared with the same period in
2004.4 Thousands of jobs were reportedly lost in Lesotho, Madagascar, Malawi, Mauritius,
Swaziland and South Africa as a result of the contraction of the textile sector, with little op-
portunity for the displaced workers to be absorbed in other sectors of the formal economy.
Fiscal policies remained cautious in Africa, as reflected in the generally low fis- Fiscal and monetary
cal deficits (and surpluses in a few countries). South Africa, for instance, maintained an on- policies were generally

going policy of moderate fiscal expansion that focused on programmes aimed at improving cautious in Africa

government services and infrastructure for the poor and increasing employment opportuni-
ties through public works projects. Public expenditures also increased, albeit less than rev-
enues, in countries that benefited from higher oil export earnings, with Algeria and Nigeria
as cases in point.
Monetary policies remained relatively tight in most countries. Some oil-produc-
ing countries used monetary policy tools, including sterilization and credit controls, to avoid
excess money-supply growth and to dampen inflationary pressures.
Africa’s average inflation remained at low double-digit rates in 2005 (see table
A.6). Increased inflationary pressures, however, were recorded in countries such as Ghana,
Guinea, Malawi, Zambia and Zimbabwe that faced currency depreciation and/or the immedi-
ate pass-through of higher imported oil and food prices to consumers.
The commitment of Africa to economic and political reforms was further un- There exists a stronger
derscored as 23 African countries have signed up for the African Peer Review Mechanism ~ commitment to better

(APRM) as of November 2005. The main objective of the APRM exercise is to encourage Sggg::;::g economic

4 Exports include Generalized System of Preferences (GSP) and African Growth and Opportunity Act
(AGOA) provisions. See United States International Trade Commission, Sub-Saharan Africa: “U.S.
exports, imports, GSP imports, AGOA imports, by major commodity sectors, annual and year to date”
(January-September 2005), available from http://reportweb.usitc.gov/africa/by_country_agoa.jsp.
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integrity and transparency in political and economic governance of individual countries and
thereby secure the confidence of external development partners and foreign investors in the
sustainability of African reform efforts. It is hoped, in particular, that the APRM process will
eventually confirm Africa as a desirable destination for FDI. In 2005, the first stage of APRM
reviews was conducted for two countries (Ghana and Rwanda).

The external debt situation of Africa improved in 2005—and is expected to im-
prove further in 2006—owing to higher export earnings, continued debt relief and more
active debt management. The G-8 proposal to write off multilateral debt owed by the heav-
ily indebted poor countries (HIPCs), emanating from the July 2005 Gleneagles Summit, is
expected to facilitate long-term debt sustainability in many African countries if commitments
are met (see chapter III). The decision of Algeria, Nigeria and other African oil-producing
countries to use their windfall oil earnings to repay some of their debt ahead of schedule also
enhanced their debt sustainability.

Despite the relatively positive aggregate economic performance, African econo-
mies are faced with fundamental challenges that require attention if better and faster growth
is to be achieved in the future. The aggregate rate of growth has remained below 7 per cent,
which the Economic Commission for Africa (ECA) and the World Bank estimate as the mini-
mum average rate at which sub-Saharan African countries need to grow in order to achieve
the first Millennium Development Goal of halving poverty on the continent by 2015.5 Thus
far, increased growth seems to have had a limited effect on poverty reduction. In fact, growth
has largely concentrated in relatively capital-intensive sectors with little spillover effects on
employment creation and on the rest of the economy. Moreover, its benefits have been un-
equally shared owing to the pattern of income distribution of the region (Africa is the region
with the second highest inequality in the world after Latin America). In addition, pandemics
such as HIV/AIDS and malaria continue to exert tremendous pressure on Africa’s productive
resources, which might impose additional constraints on the long-term growth prospects of
some of the more seriously affected countries.

There are a number of downside risks to economic growth in 2006. First, pro-
longed high oil prices over the next one to two years will have a stronger inflationary impact
on most African economies. Despite the higher oil prices, many countries registered terms-
of-trade gains owing to increased commodity prices (particularly minerals and base metals)
and lower prices of imported manufactures, thus offsetting inflationary pressures until re-
cently. Price gains of some commodities, however, weakened in 2005 (see chapter II). Many
net fuel importers will therefore be hit if oil prices remain high. This additional burden could
be severe since, in some countries, oil imports account for up to 50 per cent of their total
import bill. Second, a possible disorderly adjustment of the current-account deficit of the
United States (see chapter I) could seriously undermine exports and growth in many African
countries, as this might entail a significant depreciation of the dollar and contraction of Unit-
ed States imports. Third, African countries will face increased competition in global markets
for textiles and apparel from lower-cost producers as the impact of the elimination of the
ATC continues to unfold. Fourth, continued tensions in Cote d’Ivoire, the Ethiopian-Eritrean
border, the Darfur region of the Sudan and Zimbabwe are a source of great concern and could
jeopardize progress made in reducing conflicts and improving civil and political governance
in a large number of African countries in recent years. Fifth, the eventual reduction and/or
removal of market-distorting subsidies on agricultural products—within the framework of

5 United Nations Economic Commission for Africa, Economic Report on Africa 1999, The Challenges of
Poverty Reduction and Sustainability (May 1999), available from http://www.uneca.org/eca_resources/
Publications/ESPD/economic_report_1999.htm#ii, and World Bank, Can Africa Claim the 21st Century?
(Washington, D.C., World Bank, 2000).
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WTO negotiations—may benefit some African agricultural exporting countries in the long-
run, provided they are able to compete in global markets. Many net food importers, however,
are likely to suffer from higher food prices in the short term. Finally, African economies
remain vulnerable to weather shocks, and the projected increased growth rate would have to
be revised downwards if bad weather were to seriously affect the agricultural sector.

East Asia: solid growth amidst
increased downside risks

East Asia’s GDP growth is estimated to have reached 6.7 per cent in 2005, supported largely
by China, whose rate of GDP growth surpassed 9 per cent in the year. GDP growth decelerated
in the majority of the economies in the region. Besides higher oil prices, the region has been
confronted with several non-economic shocks, with the recent outbreak of avian influenza re-
maining a source of concern. Average regional growth is anticipated to continue at the current
rate in 2006 (see table A.3), albeit less divergent across the region owing to a variety of factors,
including the expectation of a continued stable performance of the economy of the United
States, the largest destination of the region’s exports, expectations of a continued turnaround in
the economic performance of Japan and the bottoming out of the global electronics cycle.

As in 2005, China is expected to drive economic growth in East Asia as well as
that of the global economy in 2006. The GDP growth of China, however, is anticipated to
slow down but still remain robust at above 8 per cent. This deceleration is expected to take
place following the implementation of measures by policy makers to cool off investment in
key sectors with excess capacity (for example, steel and cement manufacturing, consumer
electronics and real estate). Imports of raw materials and manufactured components for do-
mestic consumption are anticipated to decelerate. Conversely, imports of services will rise as
China seeks to improve its underdeveloped service sector. Exports will continue to support
growth in view of the only limited currency appreciation brought about by the change in the
exchange-rate regime (see chapter I), the competitive level in labour costs of China as well
as increasing labour productivity. Economic restructuring through disinvestment of public
enterprises—particularly in the banking sector—is likely to intensify in 2006, thus potentially
bringing efficiency gains to the entire economy.

The situation in China’s banking sector has improved, based on a fall in the amount
of non-performing loans, which was largely owing to write-offs and the recapitalization of
banks. Itis less clear, however, whether processes of risk assessment and risk management have
been strengthened enough to avoid a renewed increase in non-performing loans in the future.
The increased presence of foreign banks in the Chinese banking sector could have a positive
effect in this regard, as it is likely to lead to the establishment of improved management and
governance practices. Conversely, stock markets remain surrounded by uncertainties regarding
future government action with respect to its shares in firms listed on the stock exchange. In
addition, bond markets require further reform and deregulation so that economic fundamentals
and market perceptions could have a greater role in determining prices and yields.

Although modest, the slowdown of the Chinese economy will be felt by the econ-
omies of the region that trade heavily with China. Growth in Hong Kong Special Administra-
tive Region (SAR) of China is expected to decelerate in 2006, despite the potential boost to
the economy stemming from the likely influx of tourists from the mainland and elsewhere
to the Disneyland that opened for visitors in September 2005. In the case of the Republic of
Korea, faster growth in 2006 will be based on sustained growth in private consumption as
well as positive impetus from increased trade with a recovering Japanese economy.
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The expected upturn in the global electronics cycle will contribute to faster
growth in the region. Accordingly, Taiwan Province of China and Malaysia are both likely to
see a moderate acceleration in their rate of GDP growth in 2006. Similarly, exports of high-
tech products will continue to support the economic expansion of Singapore.

As in the case of Hong Kong SAR, tourism will be an important driver of eco-
nomic growth in Thailand, especially after the slump in tourist arrivals in 2005 in the after-
math of the tsunami disaster. Increased tourist arrivals combined with further fiscal stimulus
coming from enhanced public expenditures on large infrastructure projects will lead to faster
growth in the country in 2006. As in other countries relatively dependent on the tourist sec-
tor, however, a severe outbreak of avian flu poses a significant downside risk to this outlook
(see box IV.3).

The export orientation of the region has contributed to the generation of current-
account surpluses since it recovered from the 1997 crisis. Lately, however, current-account
surpluses have declined largely owing to higher oil prices, especially in such economies
as the Republic of Korea and Taiwan Province of China, which are fully dependent on oil
imports to cover demand. Against the backdrop of persistent trade imbalances, evidence of
“investment anaemia” is well pronounced in many East Asian economies (see chapter I).
Several governments in the region are reluctant to stimulate domestic investment because
it was precisely excessive investment, particularly in real estate, that triggered the financial
crisis in the previous decade. Thus, any adjustment is likely to take place only slowly.

Despite higher oil prices, inflation rose marginally in the region (see table A.6).
Inflationary pressures were muted—until the second quarter of 2005—owing to the use of
subsidies by several governments, which kept a lid on domestic fuel prices. Yet, oil subsidies
eventually became unsustainable as they implied a heavy fiscal burden and had to be phased
out. Accordingly, the region has experienced renewed inflationary pressures. In the outlook,
the extent of the impact of higher oil prices on inflation, however, will depend not only on the
monetary policy stance (see below) but also on exchange-rate movements, as oil prices are
quoted in United States dollars. Despite current trends, the dollar is expected to continue to
fall against East Asian currencies in 2006. Thus, the appreciation of Asian currencies is likely
to alleviate potential inflationary pressures coming from higher oil prices.

Low interest rates prevail in most countries of the region, but monetary policy
has been tightening in response to inflationary pressures as discussed above. This stance will
continue in 2006, especially in Malaysia and Taiwan Province of China, where real interest
rates are negative. Notable exceptions to this trend are likely to be Indonesia and the Philip-
pines, where interest rates are already higher than the regional average and have dampened
private consumption and its contribution to GDP growth.

Fiscal policy in the region is expected to be generally cautious, with the leading
economies (except China) continuing to use a moderate amount of fiscal stimulus to promote
growth. An important determinant of fiscal positions, however, will be the policy responses
of individual countries to higher oil prices. In the case of Thailand, for instance, the elimina-
tion of oil subsidies in July 2005 is likely to narrow the budget deficit sufficiently to allow
the release of funds for large infrastructure projects. The phased elimination of oil subsidies
in Indonesia, Malaysia and Viet Nam is also likely to reduce the fiscal deficit, although by a
smaller margin. In the Philippines, on the other hand, the primary policy response to higher
oil prices has been to use administrative methods such as curtailing working hours to cut fuel
consumption. Given that in the past such measures have largely failed to reduce fuel con-
sumption, the Philippines is likely to be saddled with a higher fiscal deficit in 2006.
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Avian influenza: worries in Asia

Avian influenza was first identified over 100 years ago: since then, the disease has been reported at irregular
intervals in all regions of the world. In addition to the current outbreak in Asia, recent epidemics have occurred
in Hong Kong in 1997-1998 and 2003, in the Netherlands in 2003, and in the Republic of Korea in 2003.

Once domestic birds are infected, avian influenza outbreaks can be difficult to control and may cause
major economic damage to poultry farmers in affected countries, since mortality rates are high and infected fowl
generally must be destroyed—the technical term is “culled”—in order to prevent the spread of the disease.

The outbreak is caused by the highly pathogenic H5N1 strain of the virus. Recently, outbreaks of
avian influenza in poultry, associated with the H5N1 virus have been reported from Croatia, Kazakhstan, Roma-
nia, the Russian Federation, Turkey and Ukraine. Migratory wildfowl have been identified as viral carriers: it is
thought that they may be responsible for this spreading pattern of infection. By early December 2005, 137 human
cases—all in South-East Asia and China—had been reported. These sporadic infections have mainly occurred
among persons who have close contact with live poultry or poultry products. Seventy ended in deaths.b

Avian influenza is very different from seasonal influenza which occurs each year, is transmitted
between humans, and usually causes a mild illness. It can have severe consequences—and even death—usu-
ally among older people. But, the H5N1 virus is coming under close scrutiny because of the possibility that it
might undergo genetic change and be capable of direct transmission from one person to anather. This could
well trigger the next human influenza pandemic.

East and South-East Asia has suffered significant human and economic losses owing to the
present outbreak. Small and medium-sized farmers, whose stocks are often not insured and who have no
alternative sources of income, have been hit the hardest. Overall, 140 million birds have been destroyed so far.
Poultry meat imports from affected areas were prohibited in many countries. As the size of the poultry sector
ranges from 0.6 per cent of GDP in Thailand and Viet Nam to over 2 per cent of GDP in the Philippines, a fall
in poultry output by 15 per cent, as has already been the case in Viet Nam, can imply a reduction in GDP by up
to 0.3 per cent.¢ Across the region, the total losses from the damaged poultry sector amounted to about $10
billion by the end of 2005.

The estimates of deaths from a possible global pandemic of highly pathogenic avian influenza
depend on several factors including the assumptions on timing, morbidity and mortality rates as well as the avail-
ability and efficacy of control measures such as vaccination or drugs. It is difficult to give any precise estimates
of potential numbers of deaths from the next pandemic. Experience with the severe acute respiratory syndrome
(SARS) outbreak in 2003 suggests, however, that the reaction to pandemic risk could result in major consequences
for economies and societies. The economic losses associated with an avian influenza pandemic could well amount
to $200 billion in just one quarter, with the Economic and Social Commission for Asia and the Pacific (ESCAP) re-
gion bearing most of the brunt. This corresponds to 2 per cent of world GDPd The impact on some specific sectors,
however, could be catastrophic. Tourism, one of the industries to be potentially affected by an outbreak, accounts
for over 9 per cent of GDP in East Asia and about 11 per cent in South-East Asia. As in the SARS outbreak, sig-
nificant economic costs may arise in the form of people trying to avoid personal contact in order to reduce the risk
of infection and/or from psychologically-induced effects, affecting overall consumer and investor confidence and
therefore resulting in reduced spending.e

Countries are adopting a two-pronged strategy to address threats caused by influenza. This
involves steps to control the outbreaks in the poultry populations thus minimizing the chance of spread to hu-
mans, and preparation of a comprehensive multisectoral plan to tackle a possible pandemic. Despite measures
to control the disease among poultry, countries face considerable challenges, including slow and/or absent
reporting of cases, which makes surveillance difficult; financial and technical constraints confronting small,
often poor, breeders; overall lack of resources in countries to implement comprehensive plans; and difficulties
in stockpiling antiviral medicines.

In this regard, regional and multilateral cooperation has a vital role to play, also with respect to
the adoption of measures that ensure access to the required medicines by the poor. Sharing information through
a regional forum as well as ensuring transparency in coordinating responses to a possible pandemic is also vi-
tal. Last but not least, the most important element remains sustainable funding. Donors and affected countries
have been discussing ways of financing the enormous cost of the contingency plans. Regional arrangements
such as the creation of an Asia-Pacific health emergency fund to deal with such health emergencies, including
establishing and financing a regional stockpile of lifesaving medicines, are worth serious consideration.
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The forecast for the region is subject to some risks and uncertainties. First, the
surge in garment exports from China following the abolition of the ATC has led to emergency
safeguard measures by the EU and the United States (see chapter II). The emergence of these
and other protectionist measures is of particular concern to East Asia owing to its dependence
on trade for economic growth. Second, low interest rates, particularly on mortgages, have led
real estate prices to soar to record levels in several economies. This development is a source
of concern for policy makers in such countries as Malaysia and Thailand, where a real estate
bubble was an important catalyst of the 1997 financial crisis. Careful surveillance by central
banks is needed in order to minimize the potentially destabilizing effects of unsustainable
lending against real estate. A third potential risk is the high accumulation of foreign exchange
reserves in China, the Republic of Korea and Taiwan Province of China. A sizable portion
thereof corresponds to inflows of portfolio capital, which are highly volatile and, hence, a
possible source of macroeconomic instability, although the higher level of currency reserves
also serves as a shield against such negative effects (see chapter I). Moreover, holding the ac-
cumulated currency reserves could also imply additional costs (owing to asset value losses) in
the case of a depreciation of the United States dollar. Fourth, prospects of higher oil prices are
an adverse risk confronting the region. Policy responses—whether in the form of incentives to
divert production away from fossil-fuel-intensive processes, raising taxes to discourage con-
sumption, or continuing with subsidies to avoid burdening firms with higher input costs—will
ultimately depend on the constraints stemming from the macroeconomic fundamentals of
each country. Finally, concerted efforts are required to contain the outbreak of avian flu cur-
rently affecting some of the regional economies in order to avoid the loss of human life and
the economic costs that would be associated with a more widespread pandemic.

South Asia: a sustained
broad-based growth

After posting an average GDP growth rate of 6.7 per cent in 2004, the region was on track to
reach a similar result of about 6.5 per cent in 2005, sustained by normal monsoon rains and
strong domestic demand. Continuing reforms and structural changes that have accompanied
increasing integration of the region into the global economy will contribute to sustaining
growth of 6.4 percent for 2006 (see table A.3), albeit with diverging trends across countries.
After two consecutive years of high growth, Pakistan is expected to slow down slightly and
the Islamic Republic of Iran is likely to be hit by falling oil production owing to a deteriora-
tion in production facilities. The rest of South Asia is expected to post constant or accelerated
GDP growth in the coming year.

Growth was broad based in 2005, as normal monsoon rains in most countries al-
lowed the agricultural sector to recover from its lacklustre performance in 2004, while indus-
trial growth and the services sector remained strong. One important driver of manufacturing
growth and investment is the textiles and ready-made garment (RMG) industry, particularly
in Bangladesh, India, Pakistan and Sri Lanka. The exports of those countries held up after
the termination of the ATC (see chapter II, and figure IV.7), rebutting earlier fears of disrup-
tive crises, especially in Bangladesh. While tourist arrivals in Sri Lanka increased by around
10 percent over 2004, earnings from tourism were down, indicating that a large number of
arrivals were business travellers and relief workers rather than leisure travellers. Conversely,
Nepal suffered from a continuing downturn in tourist arrivals, which is not expected to im-
prove until the political situation stabilizes. Moreover, the country suffered from insufficient
rainfall in 2005 and a decline in RMG exports.
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Figure IV.7.
Growth in textile and clothing exports from selected South Asian
countries to the European Union and the United States, 2001-2005?
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India maintained a strong economic performance in 2005, driven largely by the
manufacturing sector, owing to booming domestic demand for consumer goods as well as
infrastructure development. There has been a strong response by the business community to
the opportunities created by an expanding domestic market as the middle class grows—thus
sustaining consumption demand—infrastructure bottlenecks started to be addressed, and
prospects for exports remained positive. The “Building India” programme, which comprises
investments totalling $40 billion over a four-year period starting in 2005, will add impetus to
demand for industrial goods over the medium term.6 The services sector also performed well,
supported by the continued strong growth of information technology (IT) services as well as
tourism and tourism-related activities. Agriculture remains dependent upon monsoon rains,
but there has been a return to near normal harvests, which contributed to growth in the year.

The impact of the October 2005 earthquake in South Asia was felt largely in
Pakistan, resulting in massive human losses, devastation of dwellings and infrastructure.
GDP growth is likely, however, to decrease by less than half a percentage point in fiscal
year 2005-2006, since no major industries are located in the affected area, and contributions
to the agricultural or services sectors of the national economy are small. Over the medium
term, reconstruction activities and investments are expected to offset the negative impact on
GDP. Owing to the vast amount of resources needed for relief and reconstruction, an adverse
impact on the national budgetary position is expected in the near term, part of which may
be financed through ODA pledged during an international donor conference in November
(overall, $4 billion were pledged in loans and $2.2 billion in grants). Also, inflationary pres-

6 Asian Development Bank, Asian Development Outlook 2005 Update (Manila, ADB, 2005), available from
http://www.adb.org/documents/books/ado/2005/update/ADU2005-Full.pdf.
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sures may increase from supply bottlenecks (for example, in non-tradable reconstruction
materials).

Despite sustained growth, unemployment remains a problem in the region. While
official unemployment rates fell slightly in the Islamic Republic of Iran and in Pakistan, they
remain stubbornly high in all countries. With a rapidly growing workforce, the formal sector
is not able to absorb all job seekers who enter the labour market. Unemployment is highest
among the young, and especially among educated young people—who are less likely to be
absorbed by the informal sector.

High growth rates were accompanied by strong inflationary pressures in most
of the economies of the region, with consumer price inflation rising to 6.5 per cent in 2005.
Country-specific drivers of inflation were high food prices (as in Bangladesh and Sri Lanka),
as well as strong private-sector credit expansion and increases in property prices. The real
estate sector is believed to be overheated in many cities of both India and Pakistan. In ad-
dition, price levels were rising in all net oil-importing countries as Governments allowed
international oil price increases to feed through to domestic fuel prices in 2005. Earlier sub-
sidies had by then become unsustainable as they increasingly stretched public finances and
distorted market signals. The oil price hike, however, has not yet been entirely passed on to
consumers, and further adjustments are likely in 2006.

In order to keep inflation in check, monetary policies continued the tightening
trend, raising key policy rates in several steps throughout 2005, and taking measures to rein
in monetary expansion. Given that real interest rates still remain comparatively low, the mea-
sured tightening is expected to continue into 2006. Only the Islamic Republic of Iran is
avoiding monetary tightening, in order to further strengthen private consumption and invest-
ment, particularly in the agricultural sector where lending interest rates have become nega-
tive. Inflation posted an annual rate of 13.5 per cent in 2005, the highest in the region.

There has been a renewed focus in national budgets on development of infrastruc-
ture and the provision of health and education services in order to accelerate growth, resulting
in expansionary fiscal policies in many parts of the region. As the imposition of new taxes in
the near term will be difficult, and privatization of State-owned enterprises is stalling in all
countries but Pakistan (and, to a lesser extent, India), these initiatives are likely to weigh on
the region’s fiscal deficits, unless they can be financed through improved revenue collection.

Unlike East Asia, most economies in South Asia face current-account deficits,
caused by increased expenditure on oil imports and by strong import demand. Increased
private savings are mostly channelled into domestic private investments through the finan-
cial system, as visible from the strong demand for private credit for emerging business op-
portunities in industry and services, as well as the strong increase in home loans in many
parts of the region. Consequently, there is only a small ex post gap between private savings
and investment. As a percentage of GDP, current-account deficits remain within acceptable
limits, owing to the continuing flow of remittances from South Asians working overseas. In
the case of India, service income also remains strong thanks to buoyant IT and back-office
service exports. Apart from the net oil exporter, the Islamic Republic of Iran, only Bhutan
and Nepal posted current-account surpluses, as official and private transfers sufficed to offset
the merchandise trade deficit.

There has been a rise in portfolio capital flows to emerging markets (see chapter
IIT) and South Asia has not been an exception, facilitating India’s stock market to rise by 17.6
per cent in dollar terms since December 2004. Those inflows are also partly responsible for
the growth in India’s foreign exchange reserves to $143 billion by October 2005, covering
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around nine months of 2006 imports of goods and services. In contrast, the Islamic Republic
of Iran experienced increased capital outflows since the elections in mid-2005, accompanied
by a decline of more than 20 per cent in the stock market. Gross official reserves in most
countries are at healthy levels, with the lowest relative levels in Bangladesh and Sri Lanka,
where reserves cover 2.6 and 3.3 months of imports, respectively. Most currencies, except
the Bangladeshi taka, are expected to appreciate in real terms against the United States dol-
lar in 2006. On the back of continued strong capital inflows, the Indian rupee is expected to
appreciate also in nominal terms.

Finally, while security concerns persist across the region, Indian-Pakistani rela-
tions appear to be continuing to thaw slowly. In case the political momentum is maintained in
2006, both countries stand to gain economically through mutually beneficial trade, particu-
larly in energy and water resources.

Provided the political and security situation in the region remains stable, a major
downward risk for the region is a further increase in international oil prices, raising fiscal and
inflationary pressures as well as current-account deficits. Insufficient monsoon rains could
also undermine the optimistic growth prospects by hurting agricultural growth and hence ru-
ral incomes and consumption. In addition, the region remains prone to natural disasters with
potentially large disruptive effects on economic activity.

Western Asia: boom conditions
persist amidst uneven growth

The Western Asian region continued to enjoy a general economic bonanza stimulated by
booming oil revenues in 2005, largely a result of surging prices. The region is estimated
to have grown by 5.3 per cent in 2005, with oil-exporting countries enjoying a continued
expansion at 5.9 per cent, and oil-importing countries posting a somewhat lower rate at 4.6
per cent. With oil prices expected to stay high, momentum is seen as remaining strong in the
outlook, and the region is expected to expand a further 5 per cent in 2006 (see table A.3).

The boom is especially benefiting the oil-exporting economies of the Gulf Coopera-
tion Council (GCC),? through rising trade surpluses and fiscal expenditures, along with growth
in asset prices and credit to the private sector, that stimulate consumption and investment.

Despite suffering from falling terms of trade, oil importers in the region have
benefited from spillover effects emanating from the oil boom, as workers’ remittances from
the Gulf and increased intraregional tourism flows supported demand expansion, particularly
in the Syrian Arab Republic and Jordan. Jordan has also benefited from inflows of capital and
skilled labour from Iraq, as many Iraqis flee their country.

Turkey registered exceptionally fast growth in 2004 based on strong consumer
and investor confidence as the country continued its recovery from the 2001 crisis. Rapid ex-
pansion of domestic credit and a strong external sector were also a factor. Growth, albeit still
robust, dropped to more sustainable levels, reaching 4.6 per cent in 2005 as growth of private
consumption and investment moderated and net exports became increasingly negative. In the
outlook, Turkey is expected to grow by around 5.3 per cent in 2006, with all demand compo-
nents (private and public consumption and investment and exports) growing at healthy rates.
Large trade and current-account deficits, high interest rates and an appreciated real exchange
rate, however, remain a concern in the medium run. In Israel, the economic momentum of the

7 The Gulf Cooperation Council consists of Bahrain, Kuwait, Oman, Qatar, Saudi Arabia and the
United Arab Emirates.
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last two years continues, despite some signs of softening in the manufacturing export sector
in 2005, whereas tourism and other services increased their contribution to overall growth.

Conditions are strikingly different in the economies of the region afflicted by
severe political conflict or insecurity. In Iraq, pervasive violence, weak rule of law and severe
energy shortages continue to seriously undermine economic activity and exacerbate unem-
ployment and poverty. Despite some relief brought about by debt cancellation by the Paris
Club of bilateral creditors of about $35.7 billion, available resources are dwarfed by the sheer
magnitude of the reconstruction needs. Economic growth in the Occupied Palestine Territory
(OPT) is estimated to have reached 2.5 per cent in 2005, down from 6.1 per cent in 2003,
but slightly recovering from the meagre 1.6 per cent in 2004.8 Output growth in recent years
constitutes a weak recovery from a severe economic decline in 2001 and 2002. Calculated in
constant United States dollars of 2000, GDP per capita in 2005 was 15 per cent lower than
the level attained in 2000. Low growth of domestic output and restrictions on labour mobility
and trade continue to contribute to high poverty rates. Remittances from Palestinians residing
abroad provide a significant and stable compensatory source of income to support livelihoods
in the OPT. The wage bill of the Palestinian Authority (PA), the largest employer in the OPT,
grew substantially in 2005. The PA is thus faced with a major fiscal problem with the budget
deficit expected to increase to $900 million in 2006.

Higher growth has done little to dent high unemployment rates in Western Asia.
The region’s unemployment rate is currently estimated at around 15 per cent, with youth
unemployment reaching well over 20 per cent. This is largely the result of rapid population
growth, an increasing female participation rate and a large supply of temporary extrare-
gional immigrant labour in the oil-exporting economies of the Gulf. Oil-exporting economies
typically face segmented labour markets and a structural mismatch between the demand for
labour and the characteristics of the domestic labour force, resulting in significant unem-
ployment rates for nationals coexisting with the employment of large volumes of immigrant
labour. In Bahrain and Saudi Arabia, Governments have recently enacted labour “national-
ization” policies by setting limits on hiring immigrant workers. It is not clear, however, how
effective such policies will be in redressing the labour-market mismatches.

The open unemployment rate of the Syrian Arab Republic was above 12 per
cent in 2004. This rate is likely to have increased further, along with greater demands on
the scarce social welfare resources, following the forced return of workers from Lebanon.
Unemployment rates in Iraq and the OPT are currently estimated at about 27 per cent. Con-
versely, labour-market conditions continued to improve in Israel, with the unemployment
rate declining to 9 per cent in 2005, down from 10.4 per cent in 2004 (see table A.9).

Strong expansion of both domestic liquidity and private sector credit are stoking
inflationary pressures throughout the region. The average inflation rate in the region (exclud-
ing Iraq) is estimated at 4 per cent for 2005, with a slightly higher 4.1 per cent expected for
2006 (see table A.6). In many countries, however, official inflation indicators are believed to
significantly underestimate current inflation levels.

In the United Arab Emirates, heavy expatriate demand for housing and strong
activity in the construction sector have also contributed to rising inflationary pressures, with
housing rental costs having increased between 20 to 40 per cent in 2005, whereas prices of

8 A recent report by the IMF, although acknowledging enduring poverty and lower nominal per
capita income, estimated faster GDP growth for the period 2003-2005 (see IMF, Macroeconomic
Developments and Outlook in the West Bank and Gaza; Ad Hoc Liaison Committee Meeting,
London 14 December 2005). The IMF estimates are based on rather optimistic assumptions regarding
developments in the OPT.
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building materials are also estimated to be growing strongly. In Iraq, general disruption and
supply shortages in key sectors of the economy have pushed the inflation rate to an estimated
level of around 34 per cent in 2005, with very limited progress in cutting inflation expected
for 2006, if any. Inflation in Turkey was on track to easily meet the central bank’s target of 8
per cent by the end of 2005. In Israel, inflation edged up towards the upper end of the target
of the Central Bank during the second half of 2005.

Monetary policy in most of Western Asia is subject to maintaining fixed or semi-
fixed pegs to the United States dollar, in many cases supported by surpluses in the current and
capital accounts and the accumulation of international reserves. Those policies have largely
succeeded in supporting domestic growth while keeping inflation rates within reasonable
levels, despite the recent increase in inflationary pressures. Both Israel and Turkey maintain
floating exchange rates; while Israel’s monetary policy continues to be generally accommo-
dative, real interest rates are still high in Turkey as the country’s central bank has been fol-
lowing a cautious stance and giving priority to meeting its inflation target. Nominal interest
rates, however, declined along with inflation.

With international oil prices about 42 per cent higher than in 2004 on average,
the combined nominal oil export revenues of the region are estimated to have reached almost
$300 billion in 2005. Given current assumptions for international oil prices in 2006, and the
fact that many oil-producing countries are close to capacity, combined oil export revenues of
Western Asia can be expected to stay at roughly similar levels in 2006.

Fiscal expansion in the GCC countries is taking place despite relatively prudent
budgetary stances by Governments, which since 2003 have been saving a significant share of
their revenues. Available estimates indicate that Governments in the region are saving about
70 per cent of additional oil revenue in the current oil price cycle,? a significantly larger share
than in the oil shocks of the 1970s and 1980s. Saved funds are being invested in regional and
international capital markets, for example, through national investment and oil stabilization
funds. Bahrain, Kuwait, Oman and Qatar are cases in point. Some countries are using wind-
fall gains to reduce high public debt levels, as is notably the case in Saudi Arabia. Addition-
ally, there is evidence that saved funds are being invested in a more diversified range of assets
compared with the previous oil price shocks,10 including private and treasury bonds, portfolio
equities and private equity. Moreover, investment opportunities at the regional level, notably
in stock markets and the real estate sector, are also absorbing part of these flows while con-
cerns of a possible bubble in these sectors have increased (see box IV.4).

Current fiscal policies in the region are consistent with conservative budgetary
assumptions for oil prices, which were within a range of $21 to $27 per barrel for 2005, far
below their average level in the year. Lagged expenditures of accumulated fiscal surpluses
are expected to provide considerable economic momentum for these economies in 2006 and
beyond, thus helping offset the significant deceleration of oil-revenue growth currently ex-
pected in the outlook.

Fiscal consolidation and the reduction of public debt-to-GDP ratios remain a key
priority in some of the oil-importing countries, namely Israel, Jordan and Lebanon. In the
case of Lebanon, financing conditions have deteriorated in 2005 as a result of the heightened
political uncertainty, whereas in Israel the Government continues to implement restrictive
measures to reduce the fiscal gap.

9 International Monetary Fund, “Regional Economic Outlook, Middle East and Central Asia Department”
(September 2005).
10 Bank for International Settlements, The Quarterly Review (December 2005).

119

Monetary policies in
the region continue

to be largely growth-
supportive, but
disinflation is still a key
priority in Turkey

QOil revenue is
estimated to reach $300
billion in 2005-2006

Oil exporters are saving
a large share of the
windfall and investing
in diversified portfolios

Saved funds will
support fiscal
expansion in 2006
and beyond

Fiscal consolidation
is still a priority in
some countries



120

Asset price bubbles
and an end to the oil
boom are significant

risks in the outlook

World Economic Situation and Prospects 2006

The economic outlook of the region is subject to risks in the medium run. The
risks largely stem from the vast savings surpluses fuelling booming real estate and financial
markets in many countries of the region (see box IV.4). Those markets may well collapse
following a substantial correction in oil prices. Productive diversification is still modest,
particularly in the oil-exporting countries, and the economies of the region continue to be
strongly oil-dependent, therefore, vulnerable to oil-market conditions. This dependence is
particularly relevant at present since many see current oil prices driven to a significant extent
by speculative factors, estimated to account for between $15 and $20 out of the current price
of a barrel of crude. Thus any major shifts in oil supply or demand could cause speculative
expectations to reverse and eventually result in substantial declines in oil prices.

Box IV.4

Oil windfall, booming stock markets and real
estate sectors: is there a bubble on the way?

Booming oil prices since 2003 and the surge in revenues that have come along with them have induced eupho-
ria for domestic investment throughout the Western Asian region. This has translated into a considerable mea-
sure of speculative activity in both capital and real estate markets leading to steep increases in asset prices.

The growth in market capitalization, especially in the Gulf oil-exporting countries, seems to be
related to the strong expansion of liquidity and the associated surge in demand for stocks and securities. These
were a result of bath booming oil revenues and the repatriation of capital flows by Arab investors following
more restrictive requirements for portfolio investments in the United States after the attacks of 11 September
2001.

The combined market capitalization of the nine major stock markets in Western Asia surged 205
per cent from $317.6 billion at the end of 2003 to $968.2 billion by the end of the second quarter of 2005. The
markets of Abu Dhabi and Dubai were the fastest-growing in the region. Market capitalization in Saudi Arabia,
the largest in the region, jumped by 229 per cent between end of 2003 and the second quarter of 2005 (see
figure below).

Higher oil prices, however, were not the only factor underpinning these developments. In the
Amman Stock Exchange, for instance, trading was boosted by a significant inflow of capital originating in Iraq.
Massive capital flight from Iraq was initially prompted by the general confusion and chaos following the fall of
the regime of Saddam Hussein, and then reinforced by the ensuing period of serious violence and uncertainty.
A considerable share of these capital outflows have been invested in the economies of Jordan, Lebanon and
the United Arab Emirates, particularly in the real estate sector and financial markets, thus contributing to the
surge in asset prices in those markets.

An unprecedented surge in investment in real estate development has also taken place in the
region. In many countries, the real estate boom has been compounded by the absence of alternative investment
opportunities with an appropriate profitability-risk mix. The latter is mainly a result of largely undiversified
economic structures, low competitiveness of the domestic industry owing, inter alia, to relatively high labour
costs, restrictive regulations and lack of a transparent and open general business environment.

As many episodes in the global economy have clearly shown, investment surges in asset mar-
kets can take prices beyond their long-run sustainable levels, thus creating a risk of bubble-bursting that can
have very damaging consequences both for the financial sector and the real economy. While it is unclear
whether prices in certain asset classes in Western Asia are already beyond those levels, the recent surges in
prices do indicate that they may be approaching unsustainable levels, particularly in view of associated risks.
For example, an unexpected and significant decline in ail prices, a crisis in a major regional market, or the accu-
mulation of significant levels of unsold housing units or vacant rental units in real estate markets are all factors
that could provoke shifts in investor sentiment and potentially damaging reversals in market conditions.
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Western Asia: stock market capitalization, 2004-2005
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Latin America and the Caribbean:
export-led growth

Latin America and the Caribbean continued to benefit from a favourable external environ-
ment. The GDP of the region is expected to expand by about 4 per cent in 2006, similar to
the economic performance in 2005, but well below that of 2004 when growth reached 5.6 per
cent (see table A.3). Despite the slowdown, the cumulative increase in GDP per capita would
be around 10 per cent during 2004-2006, well above welfare improvements of the recent
past. The moderation of the average growth performance was largely due to what is happen-
ing in the two major economies, Brazil and Mexico. High interest rates weakened domestic
demand in Brazil. This was also the case in Mexico, but its growth performance was affected
more importantly by slower export growth. In contrast, fuel and mining exporters such as
Chile, Colombia, Peru, Trinidad and Tobago and Venezuela (the Bolivarian Republic of)
sustained good macroeconomic performances in 2005. Growth decelerated in Ecuador—an-
other fuel exporter—reflecting domestic factors, such as the end of the stimulus provided by
the construction of the new oil pipeline and lower than expected oil production caused by a
lack of investment over the past decade.

Since the 1980s, economic growth has been mainly export-led in most countries
of the region. This trend has continued in recent years. In 2004 and 2005 the rate of growth of
the volume of exports from the region was slightly above the world average (see table A.17)
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and more countries are diversifying into industrial manufactures and non-traditional prod-
ucts, beyond the customary raw materials. This upswing in exports has been reinforced by
more flexible exchange-rate systems that have resulted in steady depreciations in real terms
until 2004, when compared with the averages observed in the 1990s. More recently, however,
the exchange-rate based gains in competitiveness have been partially offset by renewed ten-
dencies towards currency appreciation (see chapter I).

Increased Asian demand for primary products from the region has contributed to
an improvement in the terms of trade of the region. Such gains differ widely, however, among
countries. Net fuel exporters, such as Bolivia, Colombia and Venezuela (the Bolivarian Re-
public of), and to a lesser extent, Ecuador and Mexico, benefited from higher oil prices.
Chile and Peru improved their terms of trade thanks to record levels of prices for metals and
minerals, which compensated for the higher cost of oil imports. On the other hand, higher
fuel costs worsened the terms of trade of Central America and the Caribbean. The Bolivar-
ian Republic of Venezuela’s provision of oil at preferential terms has attenuated part of the
negative impact in the latter region.

Buoyant trade has allowed economic growth to be accompanied by current-
account surpluses. The region as a whole has been running savings surpluses for three
consecutive years. Low international interest rates have kept debt-servicing costs down.
In addition, country-risk ratings are at their lowest levels of the past 15 years for most
countries. Furthermore, the region’s debt-to-export ratio has dropped considerably, along
with a significant reduction in short-term debt as a proportion of total external debt. Several
Caribbean countries form an exception as their debt-to-export ratios continue to be criti-
cally high.

South American countries accumulated the bulk of the regional trade surplus
through the strong rise in export values, despite a boost in imports due to greater economic
activity. In contrast, in Mexico and Central America the merchandise trade deficit widened
because of the loss of export buoyancy owing to competition from China in the United States
market, combined with the appreciation of the peso in Mexico and the higher oil import
bill for the Central American countries. Surpluses on the services account and substantial
inflows of worker remittances were not enough to offset the deficit in merchandise trade in
this subregion (see figure IV.8). A similar situation arose in the Caribbean countries, which
also recorded negative current-account balances, except Trinidad and Tobago, whose exports
climbed by over 20 per cent, mainly as a result of the increase in oil prices.

Although most countries have official flexible exchange-rate regimes, central
banks have been intervening in foreign exchange markets (especially in South America, with
the exception of Chile), purchasing foreign exchange and increasing their international re-
serves in an effort to maintain exchange-rate stability, attenuate the recent appreciation or
build up foreign reserves (see chapter I). The region as a whole has increased its reserves
on average by around 1.5 per cent of GDP per annum over the past three years. Available
reserves now cover eight months worth of imports, up from five months in 2002.

Most countries are taking advantage of the favourable economic environment to
fortify their fiscal balances. Brazil’s primary surplus continued to improve in 2005 owing to
higher revenues, mostly from direct taxation. Part of this increase is also attributed to an im-
provement in the efficiency of tax collection. This revenue has contributed to reducing public
debt, although it still weighs around half of the GDP of Brazil. Interest payments remain high,
however, at around 7 per cent of GDP as domestic interest rates are still up. Similarly, the
Argentine primary surplus was helped by the strong growth in revenues, which was mostly
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due to increases in revenues from personal and corporate income and value-added taxes. As a
result, the public debt burden of Argentina was reduced to 70 per cent of GDP in June 2005,
which is about half of the ratio in 2002. Next to primary surpluses, the restructuring of the
external debt was a crucial factor in bringing down the debt-to-GDP ratio. The debt restruc-
turing was accepted by the majority of the bond holders in March 2005, which included large
value discounts and maturity period extensions. A strong recovery of the economy helped the
negotiation which included GDP-linked bonds and demonstrated the trust of the debt holders
in the recovery of Argentina. Furthermore, on 15 December 2005, Argentina announced its
intention to make an early repayment of the entire outstanding obligations to the IMF.

Windfall gains from higher export commodity prices have helped a great number
of countries to improve their fiscal balances, allowing also for greater expenditures. Part of
the oil export revenues of the Bolivarian Republic of Venezuela have been earmarked to a
special fund directed to help the needy cover their health and education costs. Chile increased
its public surplus for a second consecutive year thanks to greater copper and tax revenues
and high growth. Chile follows a structural budget rule, requiring the Government to have a
surplus of at least 1 per cent of GDP while calculating mineral resource revenues at the aver-
age medium-term copper price and measuring GDP by its trend-level growth. The Copper
Stabilization Fund is to smooth government revenue over time.

Although external demand was a major source of growth in the region, domestic
demand is also picking up, though at a slower pace than output growth. The relatively slow
rise in private consumption, combined with fiscal austerity and the effect of improved terms
of trade and remittances, has boosted national savings to the equivalent of 21.4 per cent of
GDP (in 2000 dollars), which represents an increase of 3.4 percentage points of GDP over
the average of the 1990s. Also, the investment rate of the region is up, apparently putting an
end to the investment anaemia in previous years. Investment growth is estimated to have out-

Figure 1V.8.
Latin America and the Caribbean: current-account balance, 2002-2005
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paced GDP growth in 2005 and the gross investment rate is estimated to have increased from
18.6 per cent to 19.6 per cent of GDP from 2004 to 2005. Yet, the upward trend is not uniform
across the region. Investment rates are still virtually stagnant in Brazil and Mexico. The aver-
age is mainly pushed up by strong investment growth in Chile, Colombia and Venezuela (the
Bolivarian Republic of), riding high on booming commodity prices. Investment growth has
also been strong in Argentina since the recovery from the deep economic crisis at the begin-
ning of the century. The recovery in investment has been concentrated in construction and
manufacturing of machinery and equipment. Investment in the production of tradable goods
has been favoured by the relative stability of the Argentine peso.

Employment has gradually improved and contributed to the modest recovery of
domestic demand mentioned above. The open unemployment rate reached 9.3 per cent in
2005, the lowest rate since 1997 and one percentage point lower than in 2004. Estimated
projections suggest the poverty incidence for the region has fallen from 41.7 per cent in 2004
to around 40 per cent in 2005.

Average weighted inflation for the whole region reached a little over 6 per cent
at the end of 2005, down from 7.4 per cent in December 2004. This result mainly reflected
trends in the two largest economies of the region (Brazil and Mexico). In those countries,
monetary authorities followed stricter inflation-target objectives after 2003, complemented
by a more austere fiscal policy. Recently, inflationary pressures brought about by higher oil
prices have been offset by currency appreciation. During the latter half of 2005, monetary
policy eased in those countries as inflation remained under control.

In other countries (especially those in Central America and the Southern Cone)
inflation rates for 2005 were higher owing to increased oil prices, higher prices of some in-
dustrial manufactures, and higher transportation costs. Inflation in Argentina was around 10
per cent in 2005, as prices of tradables rose with economic activity and the money supply
was buoyed by an expansion of international reserves. Capital inflows, the current-account
surplus, and active buying of dollars (only partially sterilized) have increased reserves as the
monetary authority pursues prudential objectives.

Downside risks to the outlook of the region may come from the same internation-
al macroeconomic situation underpinning the positive performance. Of particular concern
are the possible negative effects of a disorderly adjustment of the global imbalances on re-
ducing the external demand for exports from the region and rising international interest rates
(and the impact of the latter on financial inflows, the cost of debt servicing and risk ratings
of countries). External demand will also depend on the sustainability of demand by China
for the exports of the region. However important this demand is for export growth, Latin
America needs to focus on speeding up its efforts to diversify and increase the value added of
its exports in order to achieve faster and sustained rates of growth in the future.

Domestic risk factors include the challenges to domestic policies posed by
appreciating exchange rates that can, on the one hand, compromise export growth, particu-
larly of manufactures, and, on the other hand, support fast growth in import demand. In such
a context, the trade balance surplus the region sustained in the past three years could quickly
disappear, thus increasing, once again, one of the main vulnerabilities of the region, that is, its
dependence on external finance. Policy measures adopted to restrain currency appreciation,
such as intervention in foreign currency markets, however, could generate additional inflation-
ary pressures (as liquidity increases) or widen the quasi-fiscal deficit (if intervention is steri-
lized), thus creating tension with other macroeconomic policy objectives (see chapter I).



