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Thailand’s economic growth of 4.5 percent
this year, the same as last year’s, is a large
drop from the 6 percent that was averaged
in the 2002-04 period. This is largely due to
depressed domestic demand, as the Thai
economy adjusted to high energy prices, rising
interest rates and political uncertainties. Only
significantly stronger growth in exports,
resulting from faster global growth in 2006,
averted further reductions in the growth of real
GDP.

Poverty incidence has fallen significantly
between 2000 and 2004 and there has been
further reduction in 2005. However, it is also
true that as growth slows, the rate reduction in
the number of poor in Thailand slows too.

Growth in 2007 is projected at 4.6 percent,
with a large upside potential if the
Government takes a few quick policy
initiatives supportive of the private sector.
Domestic demand is expected to do better as
world oil prices ease, inflation starts to come
down and interest rates follow inflation. But
the rise in domestic demand will be limited
without substantial improvements in consumer
and investor confidence, which has improved
only slightly since mid-September this year.
However, few key policy initiatives like the
signing of the Thailand-Japan FTA,
simplification of regulations for businesses
including clarity on foreign ownership rules
and rationalization of price controls, passage
of financial sector laws as well as speeding up
of public infrastructure investments could
provide the much-needed boost in confidence
and realize the upside potential. Export growth
on the other hand will be lower than in 2006
as US and Japanese growth slows and world
trade growth falls from 9.7 percent this year to
7.3 percent next year.

Thailand’s growth has slowed from an
average of 6 percent in 2002-04 to 4.5

SECTION 1
OVERVIEW

percent in 2005-07 mainly due to weak
private investment and productivity growth.
The challenge during recovery was to restore
confidence and stimulate demand to use the
excess capacity created immediately after the
crisis. But as capacity utilization reached pre-
crisis levels, the challenge became one of
ensuring rates of private investment that could
expand capacity as well as raise productivity
growth. This required the Government to
adopt measures that would promote private
investment and productivity growth by
keeping up competitive pressures on firms,
reducing costs and raising rates of return on
investment. While trade policies have made
Thailand more open, policies to address
domestic constraints to private investment
have been coming slowly. Higher oil prices,
higher interest rates and real appreciation have
only aggravated these constraints.

Total factor productivity (TFP) growth has
contributed little to Thailand’s growth over
the last 30 years and currently lags those of
its competitors. Most of the country’s growth
has come from a sustained rapid expansion of
capital and labor inputs as well as
improvements in average years of education of
its labor. There has been negligible
productivity growth within sectors like
manufacturing or services; whatever aggregate
total factor productivity growth there has been
(i.e. recently estimated at 1.6 percent per year
during the 1977-96 period) has come from the
reallocation of labor from lower-productivity
agriculture to higher-productivity
manufacturing sector. But as the scope of such
reallocation of surplus agricultural labor and
of additions to average years of education
narrows, more of Thailand’s growth has to
come from within-sector TFP growth, and that
will require more innovation and value-
addition. Accelerated development of labor
force skills—through improved vocational,
secondary and tertiary education—as well as



removal of infrastructure bottlenecks to lower
costs of agglomeration—will be critical.

Export growth will be slower in 2007
reflecting mainly the global slowdown, but
there are also serious medium-term
concerns about sustaining strong export
growth. Exports grew in 2006 by 9 percent in
volume and 18 percent in value terms with
non-electrical machinery and parts (HS84),
electrical machinery and equipment (HS85),
and vehicles and parts (HS87) being the three
fastest growers. Though the main markets
remain the US, Japan, and the EU, growth in
exports to East Asia, especially China, have
been much faster than to the rest of the world.
The expiration of the US’s Generalized
System of Preferences (GSP) for Thailand, the
stalling of FTA negotiations with many
countries, and the US slowdown will depress
exports in the short-term. Though Thailand
raised its export share of GDP from 42percent
in 1996 to 67 percent in 2005, this growth
would be difficult to sustain in the face of very
intense  competition from lower-income
countries like Vietnam, India and China in
both  labor-intensive goods and more
technologically intensive goods. With their
wage costs for engineers and skilled
production workers a fraction of Thailand’s,
Thailand will have to make special efforts to
sustain strong export growth rates in the post-
recovery period.

The recently completed tenth National
Economic and Social Development Plan
emphasizes the need to move towards a
knowledge economy to boost productivity
growth and export competitiveness. This
will call for accelerated development of skills
of the Thai labor force—strengthening of
delivery of vocational, secondary and tertiary
educational services—so that Thailand’s skill-
level is higher than countries of comparable
income-levels. Accelerated regional
integration through production networks is
already expanding competitive pressures on
exporting firms to specialize and reap
economies of scale. Firms supplying the
domestic market must be exposed to greater
competitive pressures too so that they have

incentives to innovate for profit and the need
to hire skilled labor and invest in research and
development (R&D)—something that is still
weak for domestic-market oriented
manufacturing firms as well as in service
sector firms. The Government may also want
to choose a few sub-sectors for special
investments as it is beginning to do in
automobiles, electronics and fashion.

Thailand plans to meet this challenge of
innovation, competition and specialization
effectively. But success in meeting this
challenge will have distributional impact
which will need to be managed. Inequality in
Thailand, which appears to have been capped
during the recovery period, has potential to
rise as agglomeration economies in specific
areas accentuate regional and interpersonal
inequalities not just in terms of income levels,
but also in terms of schooling and access to
basic services. The poorest North-East region
has clearly benefited recently, although per
capita public spending there remains low and
the region is insufficiently integrated. In short,
despite successful global and regional
integration, many East Asian countries
including Thailand are falling behind in
domestic integration. The challenge of
domestic integration can be met by addressing
problems of rapid urbanization, service
delivery, social protection and social
cohesion—a new emerging agenda in
Thailand’s Tenth Plan.

On the other hand, private investment
continues to falter. It grew by only 4.6
percent this year—the lowest rate after 2001—
and is likely to be only slightly higher next
year. Though FDI has continued to be robust,
domestic private investment has slackened
further. Political uncertainties, especially
relating to public infrastructure investments,
foreign ownership issues and trade agreements
continues to dampen investor-confidence.
Over 1,300 firms told the Government! that
reductions in regulatory burden, improvements

! The survey was conducted in 2004-05 as a part of the
Thailand Investment Climate, Firm Competitiveness and
Growth (2006), a joint report of the World Bank and the
National Economic & Social Development Board (NESDB).



in infrastructure and accelerated skill
development were urgently needed to reduce
costs and raise productivity so that Thailand
could invest and raise productivity.

High oil prices, and resulting high energy
prices, have raised costs of production,
reduced manufacturing output growth and
dampened private investment. Thailand’s oil
dependence is one of the highest in the region,
and the transport sector most oil dependant
among the sectors. The weighted average price
of energy (electricity, fuel oil and high-speed
diesel) has risen 41 percent this year on top of
33 percent last year, while petrol prices have
more than doubled relative to 2002. Thus,
firms in various sectors have to adjust their
energy intensity to varying degrees affecting
output growth, prices and investment. And this
adjustment takes longer when investor
confidence is down.

Thailand has also been trying to increase its
use of bio-fuels by reducing taxes and
raising implicit subsidy. Qil import cost has
risen sharply to nearly 10 percent of GDP and
the pressure to reduce oil consumption is high.
However, the domestic cost of producing bio-
fuels appears to be higher than petrol. The
costs of Ethanol produced from sugarcane rise
with increases in world sugar prices and have
been higher than petrol in 2005 and 2006; it
has thus required large tax reductions to make
its use commercially viable. Thailand is
seeking to keep prices of gasohol Btl.5 per
liter lower than gasoline and bio-diesel prices
Bt0.5 per liter lower than diesel. But it is
coming at a cost. Going forward, this policy
needs to be carefully examined to ensure that
it does not become an excessive fiscal burden
as use of gasohol and bio-diesel expands.

Public investment is expected to pick up
only modestly as delayed disbursements
start accelerating after January 2007. There
is, however, a significant upside potential, if
some of the ‘mega-infrastructure’ program is
implemented quickly. If public investment in
infrastructure turns out to be higher than is
projected here, it should not only raise public
investment contribution to GDP, but probably

also crowd-in private investment in addition to
what is projected in this report.

Private consumption growth is unlikely to
compensate for slow private and public
investment growth in 2007. Farm incomes
next year will not support household
consumption growth as much as it did this
year as world prices of Thailand’s key crops,
which have increased by 13 percent this year,
are projected to rise by only 0.5 percent next
year. Also the floods have damaged crop
output. Moreover, household borrowing will
be limited as household debt to income has
been increasing rapidly since 2000, while
lending rates continue to remain high from this
year. Private consumption growth will
therefore continue to slow down from last year.

Fortunately, Thailand’s strengths in terms
of sustained macro-stability, reduced
external  vulnerability and  greater
openness—all  conducive to  private
investment—have been maintained.

The fiscal situation remains strong, and is
expected to become expansionary. The
central government budget is balanced this
year, and is projected to be in deficit by about
1.2 percent of GDP. Public debt as of August
is 41 percent of GDP and is projected to
remain below 50 percent over the next 5 years.

Headline inflation peaked this year and will
decline next vyear, with core inflation
remaining low. Headline inflation this year
will be slightly higher than last year’s 4.5
percent. The rise in inflation this year is
mainly from the rise in domestic retail petrol
prices in the first half of the year, but next year
inflation is expected to ease to around 2.5
percent. Core inflation rose this year but is
expected to stabilize in 2007. Interest rates
after rising in recent years has stabilized and
could easily start to come down as inflation
comes down and growth weakens.

Thailand’s external situation remains
robust. Because of the lower trade deficit and
rebound in the services account, trade deficits
are much lower than last year’s. As a result,



the current account will be in surplus of
around 1.5 percent of GDP this vyear,
compared to a deficit of 2.1 percent last year.
The current account surplus would be
balanced next year as exports of goods
decelerate while those of imports accelerate.
At the end of August, foreign reserves stood at
US$59.4 billion or 3.2 times that of short term
external debt. Total external debt is only 28
percent of GDP.

Thailand thus has a significant unfinished
agenda of reforms, some of which can be
implemented quickly while others will take
more time. To improve the investment
climate, regulations restricting businesses (e.g.,
rationalize price controls, clarify foreign
ownership requirements, speed up licenses
etc) can be reduced quickly, as can improved
vocational education to provide more ICT and
English language training. On the other hand it
will take longer to improve infrastructure
services and to enhance skill development,
especially through secondary and tertiary
educational services. To improve the financial
sector services, passage of laws relating to
secured transactions and to deposit insurance
could increase access to credit and strengthen
banks. Exporters can be supported by re-
negotiating the US GSP scheme which expires
this year and signing the FTA with Japan. To
reduce costs of logistics and trade facilitation a
few quick measures relating to customs would

help too. Strengthening social protection of
workers can be done by systematically
integrating the disparate schemes, as well as
by enhancing the pension system. To reduce
regional inequality, per capita public
expenditure on the poorest North-East region
can be increased and its integration with the
rapidly growing Mekong region facilitated.

The interim government will continue
policies to pursue good quality growth. The
policy platform for the upcoming year as
presented by the Prime Minister to the
Legislative Assembly on November 3, 2006
are broadly consistent with the targets in five
strategies laid out in the 10™ National
Economic and Social Development Plan
(2007-2011) : (1) developing human resource
and a knowledge economy, (2) strengthening
communities and society, (3) economic
restructuring, (4) maintaining biodiversity,
environment, and natural resources, and (5)
promoting good governance. These policies
will promote better quality of growth, where
the gains from growth are more fairly
distributed to all sectors, regions and groups in
the country, and are underpinned by good
governance. The Government will also focus
on political reforms including revising the
1997 Constitution, resolving the disturbances
in the South, and holding elections in a year’s
time.



SECTION 2

Recovery and Outlook

2.1 Real GDP Growth and Macroeconomic Developments

Real GDP growth this year will be 4.5
percent, similar to that of last year, and will
speed up slightly to 4.6 percent next year.
High energy prices, higher inflation and
interest rates and political uncertainties have
depressed domestic demand this year. Growth
this year has been driven primarily by exports
of goods, which have been increasing
especially in terms of quantity. Next year, as
inflation and interest rates decline with oil
prices, domestic demand will pick up.
However, the slowdown in global demand,
especially those of Thailand’s key trading
partners such as the US and Japan, will affect
Thai exports. Moreover, as the US
Generalized System of Preferences (GSP)
expires this year while the Thailand-US free
trade agreement has stalled, Thai exports to
the US next year could be slower. Similarly,
the Thai-Japan free trade agreement which
was planned to be signed this year will be
delayed. In addition, the continuing real
appreciation of the Thai baht will not help
exports. Thus, net exports are unlikely to
remain a key supporter of Thailand’s
economic growth next year. Whether or not
Thai exports growth will pick up in a

sustained manner going forward will also
depend on the supply-side factors—that is,
whether or not Thailand can increase its
competitiveness by producing products which
are of higher value-added.

Real GDP growth this year was supported
by high exports, while domestic demand
continues to be depressed. Growth in 2006
continues to be adversely affected by the high
oil prices and inflation, rising interest rates,
and declining terms of trade. In addition to
these, political uncertainties since the
beginning of this year have lowered
consumers’ and investors’ confidence and
delayed public investments, all of which have
depressed domestic demand this year. Real
GDP growth this year will be 4.5 percent, the
same as that of last year, achieved primarily
from buoyant net foreign demand. Exports
have increased sharply this year as a result of
growth in terms of both volume and price as
global demand expanded. Import growth, on
the other hand, slowed down, with volumes
and price decelerating in line with depressed
domestic demand and the lower increase in the
import price of oil this year (see Figure 1).

Figure 1 GDP and Its Components, 2005-2007p
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Real GDP growth in 2007 will be similar
with that of 2006 as domestic demand
recovers somewhat with lower oil prices,
but the decline in foreign demand and
supply-side constraints limit further growth.
Real GDP growth next year is projected to
speed up slightly to around 4.6 percent. The
decline in petrol prices and inflation next year
would help boost domestic demand. As
petroleum prices in Thailand now reflect the
world oil price, retail petroleum prices next
year will fall with that of the world oil price.
With lower oil prices and inflation, interest
rates are also expected to be slightly reduced.
These will help stimulate both household
consumption and private investment. However,
uncertainties in policies as well as in the
global environment are still keeping firms
from fully making their investments.
Moreover, firms will need to continue
adjusting to the high level of energy prices. At
the same time, many constraints to
investments as identified by firms are still not
relaxed. Government budget disbursements,
which have been delayed in the last quarter of
2006, will resume at the beginning of January
2007. This would raise the growth of public
investment compared to last year. With the
increase in domestic demand, import growth
will accelerate next year. Exports, on the other

Figure 2. Current Account and Trade Account, 2004-

hand, will likely decelerate with the slowdown
in the economies of Thailand’s major markets,
namely, the US, Japan, and the EU, and the
expiration of the tax exemption for Thai
export products to the US under the
Generalized System of Preferences (GSP).
The likely appreciation of the Thai baht both
in nominal and real terms would not help
exports either.

The current account has reverted back to a
surplus this year and would likely be
balanced next year. The trade deficit this
year is lower than last year’s as exports
accelerate  and imports slow  down
significantly. The trade account will be in a
deficit of US$1.7 billion or 0.8 percent of
GDP as compared to a 4.8 percent deficit last
year. The services account grew faster as
tourism receipts rebounded from their slump
in the first half of last year as a result of the
tsunami disaster. The current account will be
in surplus of around 1.5 percent of GDP this
year, compared to a deficit of 2.1 percent last
year. The current account would be roughly
balanced next year as exports of goods
decelerate while those of imports accelerate
with the pick-up in investments (see Figure 2).

Figure 3. Inflation, 2002 — 9M2006
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Thailand’s external and fiscal situation
remains strong. The current account this year
had added to the already high level of foreign
reserves. At the end of September, reserves
stood at US$61.6 billion or 3.2 times that of
short term external debt. Total external debt is
28 percent of GDP. The central consolidated
central government’s fiscal balance ? in
FY2006° was in surplus by roughly Bt136
billion or 1.7 percent of GDP, mainly as a
result of the surpluses of the extra-budgetary
accounts and the social security funds. The
central government’s budget for FY2007 of
Bt1,520 billion will be in deficit by Bt100
billion or 1.2 percent of GDP, after running a

surplus in FY2004 and a slight deficit this year.

Public debt as a share of GDP as of August is
41 percent and is projected to remain below 50
percent over the next 5 years.

Oil prices and inflation, as well as interest
rates, have risen to their peak this year and
are projected to decline next year. Domestic
retail petrol prices this year have risen by 20
percent on top of the 30 percent increase last
year. As a result, the sharp rise in the petrol
price has raised both the headline and the core
inflation in Thailand (see Figure 3). Retail
petrol prices rose quickly in the first half of

the year compared to the same period last year.

This reflects the sharp increase in world oil
prices in the first half of this year, coupled
with the low base effect in the first half of last
year before the retail diesel price was floated
in July  2005. Headline inflation

2 According to the Government Financial statistics (GFS)
system, consolidated fiscal balance includes the central
government’s budget accounts, the extra-budgetary
account, and the social security funds. In Thailand, the
extra-budgetary accounts include accounts of the
following extra-budgetary funds: Oil Fund, Farmers Aid
Fund, Fund for Farmers Assistance, Environment Fund,
Distribution of Production and Employment to Rural
Areas Fund, Rubber Replanting Aid Fund, Education
Loan Fund, Rural Development Fund, Urban
Community Development Fund, Primary School Lunch
Fund, and Village and Urban Community Fund. The
social security funds include the Social Security Fund
and the Employment Contribution Fund.

% Fiscal year 2006 runs from October 2005 to September
2006.

correspondingly reached its peak in May at 6.2
percent before declining in the subsequent
months to 2.7 percent in September as oil
prices eased in the second half of the year.
Headline inflation this year will be slightly
higher than last year’s 4.5 percent, the highest
level since 2002, while core inflation rises to
almost 2.5 percent. With the rise in inflation,
the Bank of Thailand has raised policy rates
from an average of 2.7 percent last year to 4.8
percent this year. The minimum loan rate
(MLR) has also risen to 7.7 percent in
September compared to 6.5 percent at the end
of last year. Next year, interest rates are
expected to decline slightly with the ease in
inflation as oil prices fall. Nevertheless, world
oil prices will remain high at around US$60
per barrel, a decline from US$65 per barrel
this year (see External Environment section).
Retail petrol prices in Thailand, however, are
expected to decline by less than that of world
oil prices as the contribution to the Oil Fund
(which is added to the retail price of petrol)
will be revised upwards. Headline inflation is
therefore expected to fall to around 2.5 percent
next year, while core inflation could fall close
to 2 percent.

The sharp rise in energy prices coupled
with firms’ inability to adjust prices, partly
due to the fact that price controls have
negatively affected firms’ production,
productivity, and investments. Prices of the
main energy sources for firms, namely diesel,
fuel oil, and electricity, have on average
increased by 20 percent this year and are
almost double their 2002 levels. Because
Thailand is a highly oil intensive economy
(see Box 1), the rise in petrol price has a large
impact on firms’ cost of production. The high
cost of production has been cited by the 586
firms in the Bank of Thailand’s monthly
business sentiment index survey as their top
constraint in doing business in the first eight
months of the year. In addition, the difficulty
in adjusting prices has also been reported as
one of the top three constraints in doing
business this year. Sub-sectoral analysis shows
that the impact of the oil price rise seems to be
largest in the cement and concrete, basic
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chemicals, and non-metallic  products
industries as they are the most oil intensive
(see Table 1). Their production over the period
of 2002 to 2005 has declined by greater than
the manufacturing sub-sector average. On the
other hand, the increase in price, especially in
the cement and concrete industry, has been
quite small (see Table 2). This can be partly
attributed to the price control measures that
have been in place to limit the rise of domestic
prices. There are currently over 200 products
and services which are subjected to some form

of price monitoring and control, which are
mainly enforced at the manufacturer’s level.
This amounts to roughly half of the
manufacturing sector’s value-added. The
inability of firms to raise prices would reduce
their margins and hence negatively affect their
decisions to expand. In addition, a recent
study from the Bank of Thailand shows that
the total factor productivity (TFP) is also
lower for firms in industries that are subjected
to price control (see Box 2).

Table 1. Index of Energy Cost Share of 15 Industries
(Fabricated Metal Products = 1)

Energy Cost Share (of Total Cost)
Rank Manufacturing Sub-sectors Petroleum | Electricity

Products & Gas Total

1 | Cement and Concrete Products 10.7 8.3 9.6
2 | Basic Chemical Products 4.4 6.6 55
3 | Other Non-metallic Products 45 5.4 49
4 | Spinning, Weaving and Bleaching 1.3 6.6 3.8
5 | Non-ferrous Metal 4.8 2.6 3.8
6 | Tron and Steel 2.4 5.1 3.7
7 | Other Chemical Products 4.0 1.7 2.9
8 | Plastic Wares 0.6 4.6 25
9 | Other Foods 1.4 3.4 2.3
10 | Industrial Machinery 2.1 1.3 1.7
11 | Rubber Products 1.3 2.0 1.6
12 | Textile Products 05 2.0 1.2
13 | Saw Mills and Wood Products 0.5 1.8 1.1
14 | Paper and Paper Products 0.9 1.3 1.0
15 | Fabricated Metal Products 1.0 1.0 1.0

Note: Computed from Thailand’s Input-Output Table (2000).

Table 2. Producer Price and Output Dynamics for Selected Industries, 2002-2005

Producer Price Index Difference between 2003-2005

% Change and 2000-2002 MPI* Average

(2002 to 2005) Growths (Percentage points)
Basic Chemical Products 39.5% -5.4%
Rubber Products 11.6% -12.7%
Cement and Concrete Products 7.9% -1.8%
Iron & Steel Products 53.6% -15.6%
Manufacturing sub-sector Average** 14.0% -0.8%

Source: Ministry of Industry and BOT
* MPI is the Manufacturing Production Index.

** Manufacturing sub-sector includes 53 industries, which accounts for 75 percent of the manufacturing

sector’s total value-added.
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Box 1. Thailand’s High Oil Intensity

Thailand’s oil intensity is one of the highest in the world, which can be attributed to the low price of petrol in Thailand
and the resulting dominance of highly oil-intensive road transportation in Thailand’s transport sector. Computed as oil
consumption in barrel per year as a ratio of 1 million US dollars GDP at year 2000 prices, oil intensity in Thailand in 2004 is
roughly 6. This is more than 6 times that of Japan and roughly 3 times that of the US. This high intensity can be explained by
the low prices of petrol in Thailand which has resulted in a large highly oil-intensive road transport sector. Over 90 percent of
commercial transportation within Thailand is by means of road, which is roughly 4 times more energy intensive than water and
rail transportation. The bulk of transportation in Bangkok is by personal cars, while public buses and rail accounts for only a
third of transportation in Bangkok as compared to more than two-thirds in London, Tokyo, and New York.

Thailand’s petrol price is one of the lowest amongst net oil importers due to the low taxes on petrol. Compared to 172
countries around world, Thailand’s diesel price in 2004 ranks 37 (from lowest to highest price). Countries that have retail diesel
prices lower than Thailand’s are net oil exporters or low income countries®. That is partly because diesel in Thailand was
subsidized in 2004 with the imposition of the retail ceiling price. However, even in after the lifting of the diesel price ceiling in
July last year, retail diesel prices in June this year remains below that of many countries including Cambodia and Lao PDR.
Similarly, retail price of gasoline, which is no longer subsidized, is also below those of countries in the region This relatively
low price reflects the relatively lower taxes and fees levied on gasoline and diesel. For gasoline, for example, in May 2006,
these taxes and fees accounts for 30 percent of its price in Thailand, while accounting for 60 percent in the European Union
(see Figure 4). The taxes and fees on retail gasoline and diesel price is presented in Table 3. The relatively low price does not
only contribute to the low efficiency use of oil in the transportation sector as discussed below, but also discourages the use of
biofuels which are generally more costly to produce than petrol.

Figure 4. Retail prices of Benzene for Selected Table 3. Structure of Retail Gasoline and Diesel Price,
Countries as of May 2006 November 2, 2006
(Unit: Baht per liter)
201 W Extax B Tax Gasoline Gasoline High-
- 95 01 speed
Diesel
Ex-refinery 14.15 13.70 16.43
Excise Tax 3.69 3.69 231
Municipal Tax* 0.37 0.37 0.23
Oil Fund 3.46 3.26 1.50
Energy Conservation
Fund 0.04 0.04 0.04
Wholesale Price
(WS) 21.7 21.06 20.51
VAT 1.52 1.47 1.44
WS&VAT 23.22 22.53 21.95
=] > . .
E < é § £ g = é v Marketing Margin 2.31 2.21 2.14
g g &8 & & & = 5 5 VAT 0.16 0.15 0.15
e Retail Price 25.69 24.89 24.24
Source: Thaicharoen et al (2006) Source: EPPO

* Municipal tax is 10 percent of excise tax

A higher petrol price and development of more fuel-efficient modes transportation could help increase the efficiency of
oil use in Thailand. As petrol taxes in Thailand are relatively low, there is scope to raise them, thus raising the price of petrol
and discouraging its inefficient use. However, international experience shows that this measure is effective when it is
accompanied by the development of alternative modes of transportation which are more fuel efficient. In the commercial
transportation sector, for example, rail transportation would be an alternative to road transportation. For the transportation of
passengers, mass transportation that is convenient and efficient would be an alternative to personal vehicles. Moreover, the
higher taxes collected on petrol could help fund the development of these alternative modes of transportation.

4 Survey of 172 countries by the German Technical Cooperation (GTZ) in November 2004 as reported in Thaicharoen et al,
The End of Low Oil Price Era: Lessons and Challenges for Thailand’s Energy Strategy (a paper presented at the Bank of
Thailand Symposium 2006)
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Box 2. Price Control in Thailand and Its Impact on Firm’s Productivity

Price controls of varying degrees cover over 200 products and depress profitability and private investment
while having a relatively small impact on inflation. Thailand has been implementing selective price-controls on
goods and services since 1979, though its coverage has expanded significantly in recent years under the Prices of
Goods and Services Act 1999. Products are controlled under two lists, namely the Controlled List and Monitored List,
and are enforced primarily at the manufacturer’s level. Both lists together currently cover approximately slightly less
than half of Thailand’s manufacturing sector value-added. Nevertheless, the impact on restraining inflation is likely
to be limited as the products on both lists accounts for less than 20 percent of the CPI basket. A recent analysis by
Avriyapruchya et al (2006)° of over 1,300 firms surveyed for the Thailand Investment Climate, Firm Competitiveness
and Growth® showed that firms subject to price controls are also the ones with lower total factor productivity.

There are some differences in the way price controls are implemented under the two lists. The Controlled List
includes 35 items of goods and services’, and the Monitored List covers 200 items. The Controlled List is revised at
least once a year and is approved by the Cabinet before its implementation and each item can be subjected to any of
the eight legal measures described in Table 4. The Monitored List covers 200 products divided into three sub-groups
and are regulated by the Department of Internal Trade’s (DIT) administrative measures. The first sub-group is the
sensitive list and both their domestic and international prices of products are monitored closely every day. The
priority watch list is the second sub-group and has a lower monitoring level such that their domestic prices and
general market situation are monitored twice a week. The third sub-group is the watch list in which product prices are
monitored every two weeks.

Table 4. Legal Measures Applied to Products in the Price Controlled List as of September 2006

Measures Products
Report selling prices and must 1) milk powder and fresh milk, 2) fertilizer, 3) pesticide,
receive an approval before increasing | 4) milk product including condensed milk, low fat milk, and
prices coffee creamer, 5) canned food, 6) electrical wire

Report selling prices and inform of 1) liquid detergent, 2) dish detergent, 3) sanitary napkin,
price changes in advance between 7- | 4) tire, 5) cement, 6) detergent, 7) soap, 8) shampoo,

15 days 9) vehicle like passenger car, motorcycle and truck,
10) craft paper, 11) corrugated cardboard

Report selling price after price 1) liquefied petroleum gas

change betweenl-2 days

Price tags must be attached visibly 1) fuel oil

Maximum prices control 1) sugar

Report selling prices monthly 1) plastic in primary form (i.e. plastic resin)

Report cost, inventories, and stock 1) steel 2) palm oil 3.)printing and writing paper 4) paper pulp
holding

Restrict transportation 1) palm oil (reporting monthly stockpile, inventories and import
plan) 2) rice (reporting monthly quantity movement larger than
10 tons in the restricted areas)

Source: DIT

% Ariyapruchya K., C. Karnchanasai, and C. O-lanthanasate, Strengthening the Competitiveness of Thai Firms: What needs
to be Done?, a paper presented at the Bank of Thailand Symposium 2006.

® A joint NESDB-World Bank study (2006)

" There are two services in the list, namely, intellectual property right on music and intellectual property right services.
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In practice, most products in the Controlled List and the Monitored List must receive approvals from the
Department of Internal Trade (DIT) to raise their prices. Seven out of 35 products in the Controlled List
need to receive an approval before raising their prices under the Prices of Goods and Services Act (1999) (see
Table 4). Manufacturers of others products in the Controlled List, in practice, also report the price changes of
their products to the DIT. The DIT can request the manufacturers to review their prices, if the prices are deemed
too high or too low after a technical cost analysis for the product®. The same is true for products in the
Monitored List in which the DIT has implemented the administrative measures requesting for collaboration
from the manufacturers such that any change in prices shall be reported. In general, most manufacturers follow
the DIT’s requests as the DIT may take legal actions against those who do not or reclassify their products into
the Controlled List in the following year.

These price controls may discourage manufacturers from further investments and productivity
improvements and the private sector has been complaining about this effect. A rough calculation of the
effect of price control on manufacturing sector found that products in the price Controlled List and the
Monitored List amount to around half of total value added in the manufacturing sector®. Subjected to price
control, manufacturers’ profit margins would likely be squeezed as their costs of production have been rising
due to the higher oil prices. Given so, manufacturers would delay further investments to expand or improve
their production.

8 The DIT will then analyze if an increase in prices is necessary by following these procedures 1) analyzing the cost of
production using DIT’s guideline prices, 2) performing a supply chain analysis to see what is the appropriate retail prices, 3)
taking into account a possibility of economies of scale. If the submitted price raise is in line with the DIT’s cost analysis,
then it will be allowed. If not, there would be a negotiation between the DIT and the manufacturers to reach the mutually
agreed prices before receiving an approval to increase prices.

® This figure is derived from weights of manufacturing industries in the manufacturing production index that is compiled by
the Office of Industrial Economics, Ministry of Industry. These industries accounts for 75 percent of the total value-added
of the manufacturing sector in GDP. However, the level of disaggregation of the industries allows for only a rough
estimation of the size of the manufacturing sector affected by price control. Around 60 products can not be mapped into the
industries, while some industries include products which are not in the price monitoring lists.
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Private investment growth has significantly
slowed down this year and would accelerate
only slightly next year as supply-side bottle
necks to investments remains. This year, the
sharp rise in energy prices, rising interest rates,
real appreciation of the baht, delays in public
spending, political uncertainties, price controls,
and the uncertain outlook of global demands
in the coming years have taken a large toll on
growth in both manufacturing production and
private investment. Manufacturing production
growth this year grew at around 5.5 percent,
similar to last year, which is lower than its
growth rates of 10.2 percent in 2003 and 8.2
percent in 2004. As a result, capacity
utilization has only risen by 0.5 percentage
points last year and another 2 percentage
points this year. Private investment will grow
at around 4.6 percent this year, compared to
11.2 percent last year, and is the lowest since
2002. With the overall manufacturing capacity
utilization very close to pre-crisis levels and
many industries running at above 90 percent
utilization, private investment growth next
year should pick up to around 5 percent as
energy prices fall, public investment resumes,
political uncertainties are reduced and investor
sentiments slightly improved (see Private
Investment Section). On the other hand, the
continued real appreciation next year and the
uncertain global economy in the next few
years also restrict investments growth as
export prospects do not look as favorable as in
the past. In addition, supply-side constraints to
investments that have been reported by firms
since 2004, such as the lack of skilled workers
and the high regulatory burden in doing
business, have not been adequately addressed
(see last paragraphs of this section for further
discussion). As a result, private investment
recovery can be expected to slow down in the
few years to come even though capacity
utilization may have reached pre-crisis levels.

Foreign direct investment (FDI), which was
quite robust this year, will likely slow down
next year. Gross foreign direct investment
was quite robust this year, expanding in the
first 8 months of the year by US$2.5 billion, or
a 37 percent increase from the same period

last year. Sectors with the highest investments
are the investment, real estate and industry
sectors. Within the industry sector, the
machinery and transport equipment, the metal
and non-metallic, and electrical appliances
industries have attracted foreign investments
most this year. This would, however, not
likely be the case next year as foreign
investors will likely remain cautious and wait
for greater clarity in policies, especially those
related to foreign share holding and free-trade
agreements.  Moreover, the supply-side
constraints to investment mentioned above
would also limit additional foreign direct
investment in the years to come as foreign
investors will choose to move to where the
constraints are less. Foreign direct investment
applications for the Board of Investment
(BOI) privileges in the first 8 months of this
year, for example, have dropped by half from
the same period last year.

Public investment next year will speed up as
disbursements, which have been delayed
this year, will start in the beginning of next
year. Public investments this year have been
delayed, particularly those coming from the
central government budget’® as there were
cash flow management problems in the
beginning of the year and delays in disbursing
the investment budget amidst political
uncertainties. Hence, public investment this
year only grew by 5.4 percent in real terms
compared to 11.9 percent last year. The
FY2007*" investment budget will be disbursed
in January next year. Public investment is
therefore expected to rise further next year
since the central government budget will be
disbursed for a full year. However, there will
be delays in the disbursement of large
infrastructure projects (known as mega-
projects) or investments which will be mostly
undertaken by state-owned enterprises because
they are undergoing revisions by the
government. Thus, public investment growth
next year should increase slightly by around 6

10 Central government public investment is around half
of total public investment with state-owned enterprise
investment making up the other half.

11 FY2007 is from October 2006 to September 2007.
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percent. However, this would somewnhat
crowd-in private investment and help raise
investor sentiment.

Household consumption next year will grow
slightly higher than this year as inflation
eases. With this year’s sharp rise in petrol
prices and inflation, household consumption
growth has slowed down to 3.9 percent this
year compared to 4.4 percent growth last year.
Amidst political uncertainties, consumer
confidence has been falling since the
beginning of the year before rebounding
slightly after the change of government in
September. Next year, lower petrol prices and
lower inflation will help increase consumers’
purchasing power and confidence, thus raising
the growth in household consumption. Farm
incomes, however, will support household
consumption growth less next year as world
prices of Thailand’s key crops, which have
increased by 13 percent this vyear, are
projected to rise by only 0.5 percent next year.
Moreover, household borrowing will be
limited as household debt to income has been
increasing rapidly since 2000, while lending
rates continue to remain higher than those in
2002 to 2004.

Exports next year will unlikely expand as
much as they did this year. Exports of goods
this year have benefited from the improving
global demands for Thai products, which is
reflected in both the high expansion of export
volume as well as an increase in export prices.
Export volume grew by almost 9 percent this
year with values expanding by around 18
percent. The top three Thai exports remain
non-electrical machinery and parts (HS84),
electrical machinery and equipment (HS85),
and vehicles and parts (HS87). The main
markets are the US, Japan, and EU. Growth of
exports of services, on the other hand, is the
result of the rebound of tourism from the
tsunami disaster at the end of 2004. As the
global environment is quite uncertain next
year with world trade volumes expected to
decelerate as well as the growth rates of the
economies of Thailand’s key trading partners
(see External Environment section), the export
of goods next year is also expected to

decelerate. Moreover, tax exemptions for Thai
exports to the US under the GSP will expire at
the end of this year, while the Thailand-US
bilateral free trade agreement (FTA)
negotiations have been delayed (see Exports
section). Similarly, the Thailand-Japan free
trade agreement which was planned to be
signed this year could be delayed until next
year. Export quantity of goods next year is
therefore expected to grow by around 5.5
percent and values by 13 percent. Export of
services, however, should continue to grow at
9 percent, a rate similar to this year’s, as
tourism continues to do well.
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Table 5. Imports Volume and Value, 2004-2006

( % change, year-on-year)

2004 2005 2006p

Consumer Goods

Unit value 3.4 8.1 10.6

Volume 13.9 4.0 3.6

Value (7.6%) 17.8 12.4 14.6
Raw Materials

Unit value 11.3 12.6 7.3

Volume 14.0 49 -2.4

Value (41.1%) 26.8 18.1 4.7
Capital Goods

Unit value 134 9.5 2.2

Volume 34 13.7 1.7

Value (26.4%) 17.3 245 4.0
Fuel & Lubricant

Unit value 27.5 38.7 30.8

Volume 154 14.2 -6.6

Value (20.2%) 47.1 58.4 22.2
Total

Unit value 13.4 16.0 8.1

Volume 10.9 8.5 1.0

Value (100%) 25.7 25.9 9.0

Source: BOT, WB

Note: Figures in (') are shares in 2006 as estimated by WB

Imports will pick up next year with the
acceleration in investments. Imports of
goods and services grew very modestly this
year from an exceptionally high base last year
coupled with the low growth of investments
and the running down of inventories this year.
Last year, imports of goods rose sharply in the
first half of the year with the rise in imports of
oil and of iron and steel, the latter mainly for
stocking up. This year, imports of oil, which is
roughly 20 percent of total imports, have
slowed down to 22 percent in response to the
sharp rise in its price. The import value of iron
and steel has contracted from last year’s level
by 19 percent. With the over all deceleration
in investments and manufacturing growths this
year, imports of raw materials and capital
goods have slowed down considerably from
last year both in terms of volume and value
(see Table 5). As a result, import volume only
grew by around 1 percent this year, while its
values increased by 9 percent, the lowest rate
since 2003. The largest contributors to imports
growths this year are imports of crude oil,
metal and metal products, and integrated
circuits. Next year, to replenish the inventory
stock as well as respond to the slightly higher
growth in public investment, import volume is

estimated to grow at a higher rate of 6.4
percent with values growing by 15 percent.

In the medium term, Thailand growth will be
difficult to sustain if the increasingly binding
supply-side constraints are not urgently
addressed. As capacity utilization is now very
close to the pre-crisis levels with capacity
utilization of half of the exporting sectors
exceeding 80 percent this year, a supply
constraint will soon emerge without sufficient
private investment growth. However, private
investment growth will not be able to speed
from much from its current low levels if the
constraints to investments are not soon
resolved. The constraints indicated by the
firms surveyed in the Thailand Investment
Climate, Firm Competitiveness and Growth
study™? are the regulatory burden, a shortage of
skilled labor and infrastructure inadequacies.
Thus, streamlining of regulations (in respect of
investment, labor, tax, customs, etc.) will be
an important step for raising rates of return for
firms (see Medium Term Agenda for Growth
and Poverty Reduction section).

12 The joint study by the National Economic & Social
Development Board (NESDB) and the World Bank, which
included a survey of 1,385 establishments
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Relaxing the price controls on the 200
consumer products that have been put in place
since last year will also help increase firm’s
productivity and expansion.  Similarly,
improvements in  secondary  education,
vocational education, English skills and 1T
skills will significantly contribute to removing
the constraint of skill-availability and the
firms’ expansion of ICT-use. Expansion of
infrastructure and infrastructure services will

adoption of biofuels, which are aimed to
reduce Thailand’s dependency on oil imports
and cost of oil inputs for firms, also needs to
be carefully considered as international
experiences suggest that biofuels generally are
not cheaper to produce than fuel petroleum
and need significant government support to be
commercially viable (see Box 3 on
International ~ Experiences  of  Biofuel
Adoption).

lower logistics costs of firms. The planned

Box 3. International Experience of Biofuel Adoption

Being a country with a high dependency oil imports, the interest in biofuels in Thailand has been
renewed in the past few years when world oil prices have risen rapidly. Thailand is a net importer of oil. It
imported 88 percent of total oil consumption in 2005. Thailand’s dependency on oil imports has increased by
more than 3 folds in the past decade. Oil imports as a share of GDP was 2.7 percent in 1995 and have risen to
9.9 percent by 2005, one of the highest in the region (see Figure 5). This is also reflected in the rise in the share
of oil imports in total imports from 6.8 percent in 1995 to 17.7 percent in 2005. The sharp rise in oil imports has
put pressure on the current account, which is one of the key motivations for the recent renewed interest in
biofuels.

Figure 6. Comparison of Price of Gasoline and
Sugar and Breakeven Prices for Gasoline and
Sugar (2006US$)

Figure 5. Net Import of Fuel and Lubricants as
Percent of GDP for Selected Countries, 2005
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paper presented at the Bank of Thailand Symposium January 1990 and July 2006.

2006)

The solid line plots the breakeven prices for gasoline
and sugar, above which ethanol would be cheaper than
gasoline.

International experiences suggest that without government support, biofuels have been more costly than
petroleum fuels. The reasons are that the production cost of biofuel is generally higher than that of petrol and
their prices are highly correlated. Figure 6 plots the real prices for premium gasoline and sugar, which is so far
the feedstock that yields least-cost ethanol, from January 1990 to July 2006. The solid line in Figure 6 plots the
breakeven prices for gasoline and sugar, above which ethanol would be cheaper than gasoline (after allowing
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for 20 percent less fuel efficiency for ethanol). During the period covered, ethanol price broke even in only a
handful of months, mostly in 2005. In 2006 when oil prices were very high, ethanol from sugar cane was not
cheaper than premium gasoline because the high world sugar prices. Actually, the price of biofuels and
petroleum fuel prices are generally highly correlated. An analysis of correlations between monthly world prices
of feedstock for biofules, namely, sugar and molasses, between 1994 and 2006 shows that their correlations
with and Brent crude oil are 80 percent and 90 percent, respectively. Moreover, biofuels are less fuel efficient
than petrol, that is, vehicles can run a shorter distance on biofuels compared to the same amount of petrol.
Ethanol is 20-30 percent less fuel efficient than petrol, that is a vehicle using one liter of ethanol can run on
average 20-30 percent less distance than using one liter of gasoline (premium gasoline). Similarly, biodiesel is
5-10 percent less fuel efficient than high-speed diesel. Thus, this must also be taken into account when
comparing biofuel and petroleum fuel prices on a volume basis.

Biofuels have therefore generally required large tax reductions to make them commercially viable. All
biofuel markets have been supported by government protection policies that include one or more of the
following market interventions: fuel tax reduction or exemption, mandatory blending, government purchase
policy for biofuels, producer subsidies, high import tariffs, and financial incentive programs for users of
biofuels such as lower taxes on vehicles designed for biofuels. Among the biofuel consumption support
measures, fuel tax reduction is the most common and is widely used. This instrument critically depends on the
presence and the magnitude of excise taxes levied on petroleum fuels. Industrial countries usually levy high
taxes on petroleum fuels, while many developing countries levy low or even negative taxes. Because biofuels
have historically required large tax reductions, countries with low taxes on petroleum fuels would find it
difficult to launch commercially viable biofuel markets.

Thailand currently provides significant fuel tax and fee reductions to keep biofuel prices below those of
petroleum fuels. Thailand currently produces ethanol mainly from molasses (a by product of sugar), and
biodiesel from palm oil. Currently, a liter of gasohol is made up to 10 percent ethanol and 90 percent gasoline.
A liter of biodiesel is made up to 5 percent biodiesel and 95 percent high-speed diesel. There are plans to
increase the proportion of biofuel mixtures in the future. The government has a policy to maintain a consistent
price difference of Bt1.5 between gasohol and gasoline and a Bt0.5 per liter between biodiesel and diesel. On 2
November 2006, for example, gasohol was Bt24.19 (US$0.65) per liter, compared to Bt25.69 (US$0.69) per
liter of premium gasoline. This is achieved through lower taxes and fees levied on gasohol of Bt2.47 per liter as
compared to those levied on premium gasoline (see Table 6). The price difference more than compensates for
the lower fuel economy of gasohol, making it financially attractive to end-users.

Table 6. Price structure of Gasoline 95 and Gasohol November 2, 2006
(Unit: Baht per liter)

Gasoline 95 | Gasohol* | Difference

Ex-refinery 14.15 15.5 1.35
Excise Tax 3.69 3.32 -0.37
Municipal Tax** 0.37 0.33 -0.04
Oil Fund 3.46 15 -1.96
Energy Conservation Fund 0.04 0.04 0
Wholesale Price (WS) 21.7 20.68 -1.02
VAT 152 1.45 -0.07
WS&VAT 23.22 22.13 -1.09
Marketing Margin 231 1.92 -0.39
VAT 0.16 0.13 -0.03
Retail Price 25.69 24.19 -15
of which Taxes and Fees 9.24 6.77 -2.47

Source: EPPO
* Gasohol is currently made up to 10 percent ethanol and 90 percent gasoline
** Municipal tax is 10 percent of excise tax
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Subsidies on biofules in Thailand could be reduced if petrol taxes rise and more producers enter the
market. Cross country comparisons show that petrol taxes in Thailand are relatively low (see Box on
Thailand’s High Qil Intensity). There is therefore scope to raise petrol prices, which will raise petrol prices,
making biofuels more attractive to users, while requiring less subsidies from the government. The petrol tax
receipts can also be used to fund the subsidies and research and development of biofuels. Moreover, with the
recent liberalization of ethanol production, an increasing number of ethanol producers have started to enter the
market, including those producing ethanol from fresh tapioca. Ethanol made from fresh tapioca is currently
cheaper to produce per liter in Thailand when compared to production from molasses or sugar cane. The
cheaper cost of production plus the increasing supply could help reduce the prices of ethanol in the near future,
thus reducing subsidies needed to make them commercially attractive compared to petrol.

2.2 Poverty

Cross country comparisons from 2000-2005
show that Thailand has achieved
remarkable success in reducing the number
of people who live under US$1 per day.
Head count ratio of those living in extreme
poverty (less than 1993 PPP US$1 a day™) in
Thailand dropped from 5.2 million people in
2000 to 1.7 million people in 2005 (see Figure
7). This represents a 67 percent decrease in
poverty headcount, compared to an average of
42 percent decline in the East Asian region.
This is mainly the result of the wages per
person in the agriculture sector which has
risen by 5 percent per year since 2001,
compared to non-farm wages which has risen
at 2 percent per year. In addition,
unemployment in agricultural sector had
dropped by more than 70 percent from 2001 to
2005. These have greatly help reduced poverty
in Thailand as over 80 percent of the poor in
Thailand are engaged in agricultural activities

Over the medium term, the reduction in
poverty incidence could, however, be slower
if Thailand’s growth slows down. There has
clearly been a high correlation between
poverty reduction and real GDP growth in
Thailand. From 2000 to 2005, Thailand’s real
GDP growth has averaged 5 percent per year,

131993 PPP (or purchasing power parity) US dollar
is the basket of consumption that US$1 can buy in
the US in 1993. That basket of consumption is then
converted into the amount of local currency needed
to buy it in each country. It is therefore usually less
than the nominal exchange rate to the US dollar.

and headcount poverty ratio has declined by
67 percent during that period. If Thailand is
able to grow at 4.6 percent in 2006 and 6
percent in both 2007 and 2008, estimates show
that the poverty headcount ratio in 2008 would
only be half that of 2005, with the reduction in
the number of people living in extreme
poverty (below 1993 PPP US$1 per day) by
more than 550,000. On the other hand, if
growth stagnates at 4.5 percent per year from
2006 to 2008, less than 500,000 people will be
lifted out of extreme poverty (see Figure 8).

In 2004, poverty continues to be highest in
the Northeast which is home to half of
Thailand’s poor. Data available from the
latest Thailand Socio-Economic Survey (SES)
2004 shows that poverty is concentrated in the
Northeast, North and the two Southernmost
provinces of Thailand - Pattani and
Narathivas. More than one third of the
provinces in the Northeast region have
headcount ratios that are double that of the
national level of 13 percent'. The poverty gap
between the rural and urban areas has not
reduced in the past decade. In 2004, more than
87 percent of the poor were concentrated in
the rural areas, similar to that in 1996.

4 This is based on Thailand’s national poverty line
of Bt1,242 per person per month in 2004.
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Figure 7. East Asia Poverty Headcount ratio

Figure 8. Scenarios of Poverty Trends,
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There exists a large variation in poverty
incidence within the Northeast region.
Within the Northeast region, Surin, Buri Ram,
Chaiyaphum and Mukdaharn are the poorest
provinces with poverty incidence higher than
34 percent in 2004. On the other hand,
Nongkhai province has a poverty headcount
ratio of 12 percent, lower than the national
average and lower than many provinces in the

Figure 9. Poverty Map of the Northeast
Reaion, 2004

Source: World Bank

Note: High case (Low case) refers to real GDP
growth rates of 4.6, 6.0, and 6.0 (4.5, 4.5, and 4.5)
percent in 2006, 2007, and 2008, respectively

Central region. This distinction is made
possible by the use of poverty maps like the
one in Figure 9. Disaggregated poverty maps
have been developed for the provincial and the
district levels. They are powerful tools in
identifying areas of high poverty incidence
and concentration, such that poverty reduction
interventions can be effectively targeted to the
poor (see Box 4. ldentifying Thailand’s Poor
Using Poverty Maps).

Table 7. Average Per Capita Real Consumption
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1st Poorest Quintile 955 1,063 1,155
2nd Quintile 1,578 1,724 1,891
3rd Quintile 2,294 2,467 2,726
4th Quintile 3,449 3,638 4,040
5th Richest Quintile 7,845 8,205 9,558
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Source: NSO
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Per capita consumption growth rate of the
richest quintile from 2002 to 2004 has been
greater than the poorest quintile, leading to
an expanded gap between the two quintiles.
During 2000-2004, average per capita
consumption of the poorest quintile grew by
18 percent, while that of the richest quintile
grew by 28 percent. Average per capita
consumption of the richest quintile increased
the fastest between 2002 and 2004, while that
of the poorest quintile slowed down during
that period (see Table 7). As a result, in 2004,
per capita consumption of the richest quintile
is 8.3 times that of the poorest quintile, an
increase from 7.7 times in 2002.

Increased and targeted government
spending on education, health care, and
social security in the Northeast will help to

Figure 10. Actual Government Expenditure
Per Capita, FY 2004

further reduce poverty and income
inequality. In fiscal year 2004, the Northeast
region, where poverty incidence is highest,
received an actual government spending of
Bt6,113 per capita. It was lower than other
regions and below the national average of
Bt8,108 per capita (see Figure 10). Also, the
Northeast region received government
expenditure per capita in education, health,
and social security, which are services
especially beneficial to the poor, far below
other regions which have lower poverty
incidences (see Figure 11). Thus, going
forward, Thailand will need to improve its
public resource allocation by increasing and
targeting of public spending to areas of high
poverty, if the success in poverty reduction of
the past is to be maintained.

Figure 11. Actual Government Expenditure Per
Capita on Education, Health and Social Security,

FY 2004
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Box 4. Identifying Thailand’s Poor Using Poverty Maps

The quest to eradicate poverty is one of the key priorities of the Thai Government. In 2004, about 13 percent
of Thailand’s population was poor. As nationwide policies of poverty reduction are costly, policymakers need
to know how to target scarce public resources to help the poor. Since poor people often cluster in specific
areas, poverty maps at disaggregated levels, which highlight where poor people reside, are important tools for
targeting public resource to the poor.

In collaboration with the National Statistics Office (NSO), the Office of the National Economic and Social
Development Board (NESDB), and the World Bank, Dr.Somchai Jitsuchon and his team from the Thailand
Development Research Institute (TDRI) developed in 2003 Thailand’s first set of Small Area Poverty Maps
(SAEMs). These maps were based on the 2000 Population and Housing Census and the 2000 and 2002 Socio
Economic Survey (SES). Using the 2004 SES, NSO and TDRI have now updated these poverty maps to
2004. The maps depicts poverty and inequality indicators at sub-national scale, and as disaggregated as the
sub-district and village levels.

Figure 12. Poverty Maps for Northeast Region at Different Levels of Spatial Resolution®

Northeast: Provinces Surin Province: Districts Chomphra District: Sub-districts
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Figure 12 shows poverty maps from the Northeast at different levels of resolution. The maps reveals that
even within the high poverty region as the Northeast which is home to half of the poor in Thailand, there are
only some provinces such as Surin, Buri Ram, Chaiyaphum and Mukdaharn that are much poorer than other
provinces. Furthermore, within high poverty provinces such as Surin province, poverty is concentrated in
only a small number of sub-district areas (i.e. Phanom Dong Rak, Buachet, Thaub Tum, and Sangkha). On
the other hand, in the area with moderate poverty such as Chomphra district of Surin province, half of the sub-
districts have high poverty, and another half have low poverty.

Comparing poverty maps at different points in time allows us to understand changes in the geographic pattern
of poverty over time. Figure 13 shows that from 2002 to 2004 poverty fell significantly in Sanom district and
Non Narm district, whereas there was little change in Buachet district.

1> This poverty map is the non-municipal area maps using consumption approach which prepared by the
Economic Statistic Analyzing and Forecasting Group, National Statistical Office.

23




Figure 13. Comparing Poverty Map of Districts in Surin Province in 2002 and 2004
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With these poverty maps, Thai policymakers and other stakeholders in the fight against poverty are able to
visualize those poor who are otherwise hidden behind the averages of large regional aggregations. As already
mentioned, the knowledge of poverty incidence at a detailed spatial scale can improve the geographical
targeting of interventions to improve people’s lives. Policymakers can draw on this information when
planning public investments in education, health, sanitation, water, transport, and other sectors. In addition,
poverty maps can be combined with other available geographically disaggregated data — e.g. geographic
databases of transport infrastructure, public service centers, access to input and output markets, information
on natural resources quality and natural disasters — to yield a rich array of information relevant for poverty
analysis and policy making. Finally, it can assist communities in the development of local poverty reduction
strategies. It provides local stakeholders with the facts that are required for local decision making and for
Poverty maps thus become an important instrument for local

negotiation with government agencies.
empowerment.

HEADCOUNT RATIO OF SURIN PROVINCE, 2004

Chumphon Buri Rattanaburi
3% . - .
Thah Tum 417
4T%

Chom Phia
Ml%

Khvao Sinarin

Sikharaphom
4239
# Mueung Surin &
32.2% !
Si Narong
44%
Lamduang
40,1 %
Frasal Sungkin —
4% 93% _df
4

4 Kap Choeng
X 1 447 %
Panom done Rak
7 srR

369%
369 - 40.6%
406 - 443%
443 - 4R0%
W won

24



2.3 External Environment

World oil prices are expected to fall next
year after peaking this year. World oil price
this year is expected to average at around
US$65 per barrel'®, which represents another
21.7 percent increase from last year’s level
(see Table 6). After increasing continuously
since 2003, world oil prices are now more than
double that of the 2003’s level. Looking
forward, oil prices are expected to gradually
decline to US$60 in 2007 and to US$56 in
2008. However, the market remains vulnerable
to concerns about politically driven
disruptions of supply or unexpected supply
and demand shocks.

Despite the decline in oil prices, the global
economy next year is expected to slow down
from this year. This year, world real output
growth has increased from that in 2005 with
higher growths in the Japanese and the EU
economies, while the US economy grew at
about the same rate as that of last year (see
Table 8). Next year, however, the world
output growth is expected to slow down. This
is mainly due to the slow down of the US
economy, while the output growths of the
Japan and the EU will slow down as well.
Outputs of the developing region will also
expand at a slower rate next year, including
China’s and India’s. As a result, next year,
output growth is expected to slow down across
all regions around the world.

World trade volume growth which has sped
up this year will also decelerate next year.
Along with the higher global output growth
this year, world trade volume has expanded by
9.7 percent this year compared to 7.5 percent
last year. However, its growth expected to
slow down next year to with the deceleration
of the global economy. This will have an
adverse impact on Thai exports for which the
US, Japan, and the EU are key destinations.

1® Simple average of Dubai, Brent, and West Texas
Intermediate (WTI)’s prices.

The electronics and high-tech products
market remain uncertain next year. The
world wide semiconductor sales were very
robust this year with growth spreading over a
wide rage of semiconductor products,
reflecting good growth in end markets.
However the  Semiconductor  Industry
Association (SIA) noted that worldwide sales
bookings by North American semiconductor
equipment machinery industry have moved a
little lower in recent months, causing the
book-to bill ratio to fall from 1.14 in June to 1
in September this year. Taken in conjunction
with the SIA’s report that capacity utilization
in the semiconductor industry is expected to
remain high at 95 percent for the rest of the
year, the weakening semiconductor machinery
orders may suggest that semiconductor
manufacturers are expecting a downturn in
final demand for their products and therefore
do not think it worthwhile to invest in
additional capacity’.

Inflation in the G-7 countries has risen this
year but will decline slightly next year in
line with decline in the oil prices. Inflation
in the G-7 countries has risen from 2.1 percent
last year to 2.5 percent this year and is
expected to ease to 2.1 percent next year.
Prices of Thai exports to these countries can
therefore be expected to increase by less than
this year.

However, the prices of manufactured
exports from major developed economies
are expected to rise next year. The
manufactures unit export value index, a
measurement of the prices of manufactured
exports from major developed economies,
have increased by 2.4 percent this year and
will continue to increase by 3.8 percent next
year. This would raise the price of capital
goods that Thailand imports from the
developed countries next year.

7 Source: World Bank East Asia Update,
November 2006
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Non-oil commodity prices which has been rubber have risen by 6.5 and 49.8 percent,

rising rapidly since 2003 will likely decline respectively. Next year, however, world non-
next year. World non-oil commodity prices oil commodity prices are expected to fall by
have risen by 20.6 percent this year, the 4.5 percent, with rubber prices declining by 7
highest rate since 2003. Prices of Thailand’s percent, while rice prices increase by less than
key agricultural commodities such as rice and that of this year.

Table 8. Global Environment Outlook
(percentage change from previous year, except interest rates and oil price)

2004  2005e  2006f  2007f

Global Conditions

World Trade Volume 104 7.5 9.7 7.3
Consumer Prices
G-7 Countries *" 1.8 2.2 2.5 2.1
United States 2.7 34 34 25
Commodity Prices (USD terms)
Non-oil commodities 175 134 20.6 -4.5
Oil Price (US$ per barrel) © 37.7 53.4 65.0 60.0
Oil price (percent change) 30.6 415 21.7 -1.7
Manufactures unit export value ° 6.9 0.8 2.4 3.8
Interest Rates
$, 6-month (percent) 1.6 3.6 5.4 5.7
€, 6-month (percent) 2.1 2.2 3.0 3.6
Real GDP growth®
World 4.1 35 3.9 3.3
Memo item: World (PPP
weights) f 5.2 4.7 5.1 45
High income 3.3 2.7 3.1 25
OECD Countries 3.2 2.6 3.0 24
Euro Area 2.0 14 2.3 19
Japan 2.7 2.6 29 24
United States 4.2 3.2 3.3 24
Non-OECD countries 6.4 5.7 55 4.6
Developing countries 7.9 6.5 6.9 6.3

Source: World Bank, October 3, 2006

Note: PPP = purchasing power parity; e = estimate; f= forecast

a. Canada, France, Germany, Italy, Japan, the UK, and the United States

b. In local currency, aggregated using 2000 GDP Weights

c. Simple average of Dubai, Brent and West Texas Intermediate

d. Unit value index of manufactured exports from major economies, expressed in US dollar
e. GDP in 2000 constant dollars; 2000 prices and market exchange rates

f. GDP measured at 2000 PPP weights
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2.4 Export Performance

Exports

Exports are the major contributor to
Thailand’s economic growth this year.
Given the sluggish growth in consumption and
investment, exports are likely to be the engine
of growth in 2006. The recent forecast of
economic growth of Thailand’s major export
destinations has shown a favorable factor
supporting export growth this year with the
weighted average growth rate of 4.9 percent in
2006 compared to 4.5 percent in 2005.
However, a possibility of slower-than-
expected economic growth of the US® and
China, Thailand’s major markets, together
with the appreciation of the real effective
exchange rates since June 2005, would restrain
Thailand export growth to some extent in the
coming year. So far, the appreciation of the
real effective exchange rate has not appeared
to restrain Thai exports since exchange rates
of our neighboring countries are also on the
upward trend.

Exports next year will unlikely expand as
much as it did this year. Export volume for
this year will grow by almost 9 percent with
values expanding by around 18 percent. The
top three Thai exports remain to be non-
electrical machinery and parts (HS84),
electrical machinery and equipment (HS85),
and vehicle and parts (HS87). The main
markets are the US, Japan, and EU. As the
global environment is quite uncertain next
year with world trade volumes expected to
decelerate as well as growths of the economies
of Thailand’s key trading partners (see

18 |f the US economy slowed down, Thai exporters
would be affected directly as US are the major
export destination with export share equal to 15%
in 2005. At the same time, there would be an
indirect effect through Thai exports to China since
Thai manufacturers have supplied raw materials
and parts to assembly in China before it would be
exported to the US. During 2000-2004, exports to
China accounted for 6% of Thailand’s total exports
while Chinese exports to the US accounted for
21% of total Chinese exports.

External Environment section), the export of
goods next year is expected to also decelerate.
Moreover, tax exemptions for Thai exports to
the US under the Generalized System of
Preference (GSP) will expire at the end of this
year, while the Thailand-US bilateral free
trade agreement (FTA) negotiations have been
delayed. Thai exports to the US that receives
GSP amount to roughly 20 percent of the total
value of Thai exports to the US'. The
expiration of the GSP will therefore negatively
affect Thai exports to the US, which accounts
for roughly 15 percent of total Thai exports, at
least until the Thailand-US FTA is agreed.
Similarly, the Thailand-Japan free trade
agreement which were planned to be signed
this year could be delayed until next year.
Export quantity of goods next year is therefore
expected to grow by around 5.5 percent and
values by 13 percent. Below we examine
Thailand’s over all export performance in the
first three quarters of this year as well as its
exports to China.

Exports this year grew resiliently despite a
slowdown in export prices. Exports value in
the first nine months of this year expanded
significantly by 16.6 percent, about the same
as that of last year’s. This expansion was
supported by 9.7 percent increase in export
volume due mainly to a low base in
agricultural and manufactured export volume
in the first half of last year due to drought and
global down turn in the electronics cycle,
respectively (see Figure 14 ). Export prices
this year grew by 6.3 percent, only half of last
year’s rate (See Figure 15). In comparison to
other neighboring countries, Thailand’s export
performance in the first half of 2006 grew at
19 percent, slower than those neighboring

19 There are currently 1,381 products (at 6-digit HS
code) that receives GSP, which has partly
supported Thailand to be competitive against
Malaysia, Taiwan, and Hong Kong, which are
Thailand’s key competitors in these products in the
US market, and are subjected to around 1-3 percent
tariff for these products.
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countries but outpacing those of Eastern countries in the region with the export growth
European countries. Philippines, Taiwan, and rates of over 30 percent (See Figure 16).
Indonesia, however, performed well over other

Figure 14. Export Volume Growth, 9M 2003-9M Figure 15. Export Growth in price, volume, and
2006 value in the first nine months of 2003 to 2006
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Figure 16. Growth Rates of Country’s Exports Figure 17. Export Growth Rates to
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In the first nine months of this year, exports
to traditional markets remained buoyant.
Export expansion to the traditional markets
except Japan increased significantly from last
year’s rates and thus contributing around 34
percent to total export growth. As for regional
export destination, exports to ASEAN and
China grew moderately and contributed almost
one third of total export growth (see Figure 17
and Figure 18). It is noteworthy that exports to
new potential markets like the Middle East
and Australia indicated a favorable
performance with growth rates over 30 percent
each ? . However, their export shares
accounted for only 8 percent of Thailand’s
total export.

Figure 18. Contribution to Export Growth by
Various Markets in the first nine months of
2006
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Australia

Agricultural exports recovered significantly
due to better production and favorable
commodity prices, while manufactured
exports grew moderately. Agriculture export
value during January to September 2006 grew
by 26.1 percent relative to 0.9 percent last
year’s (see Table 9). This export expansion
was due partly to the better weather condition
and rising prices of Thailand’s major

2 |n this period, the major export products to the Middle
East are wvehicle and parts (HS87), non-electrical
machinery and parts(HS84), and cereals (HS10) while
those to Australia are vehicle and parts (HS87), non-
electrical machinery and parts(HS84), and jewelry
(HS71).

commodity exports®*.  Rubber prices, for
example, increased by almost 55 percent year-
on-year, leading to a large value increase in
rubber exports in the first 9 months of this
year. Exports of manufacturing sector,
however, growing at 15.4 percent was lower
than last year’s 17.8 percent. This is due to the
significant slow down in the growths of
vehicle and parts exports this year.

Among the top ten Thai exports, the
exports of vehicles and parts and non-
electrical machinery and parts slowed down
this year while that of rubber and electrical
machinery and equipment sped up. Non-
electrical machinery and parts, Thailand’s top
exports slowed down slightly from last year
(see Table 10). Growth of vehicles and parts,
Thailand’s third top export, slowed down by
half that of last year, thus pulling down total
exports growth this year. On the other hand,
export value of rubber (HS40) grew robustly
by almost 46 percent in the first three quarters
of this year as a result of the higher export
prices and strong demand from its major
markets?2. Exports of electrical machinery and
equipment (HS85) started to recover after last
year’s downturn in the global electronic cycle.
The recovery comes mainly from its exports to
new emerging destinations like China and
India, which grew by 42 and 41 percent,
respectively, and accounting for 8 percent of
total exports of HS85%.

2 Agriculture production in GDP grew by 5.9 percent in
the first half of 2006 compared to -6.7 percent in the first
half of last year. In addition, world market prices of
Thailand’s major export products e.g. rubber (Singapore)
and rice (Thailand, 5%) rose by over 54.2 percent, y-0-y,
and 6.5 percent, y-0-y, respectively, during the first nine
months of 2006.

22 Export volume of rubber (HS40) reduced by 0.5
percent in the first nine months of this year, however, the
average p